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REFORM OF CORPORATE TAXATION

MONDAY, OCTOBER 24, 1983

U.S. SENATE,
COoMMITTEE ON FINANCE,
Washington, D.C.

The committee met, pursuant to notice, at 2:36 p.m., in room SD-
215, Dirksen Senate Office Building, Hon. Robert J. Dole (chair-

man) presiding.
Present: Senators Dole and Danforth.
[The tpress release announcing the hearing and the opening state-

ment of Senator Dole follow:]
{Press release]

FINANCE ComMITTEE SETS HEARING ON REPORT ON REFORM OF CORPORATE TAXATION

Senator Robert J. Dole (R., Kans.), Chairman of the Committee on Finance, an-
nounced today that a hearing will be held on Monday, October 24, 1983 on the
reform and simplification of the corporate income tax.

B ’l.‘ﬁq hearing will begin at 10:00 a.m. in Room SD-215 of the Dirksen Senate Office
uilding.

The hearing will examine the recent Finance Committee staff report and recom-
xndations on the reform and simplification of corporate and shareholder income

ation.

“The: staff report is the result of 11 months of careful study,” Senator Dole noted.
“The report identifies not only a number of loopholes in the current law, but also a
number of cases in which unintended hardships arise. That is hardly surprising be-
cause the Congress has not carefully examined the corporate tax for 50 years. The
report itself reflects the work of the American Law Institute, the American Bar As-
sociation Tax Section, and an informal working group of tax practitioners who as-
sisted the staff in this project.”

Senator Dole particularly asked witnesses to comment on the following questions:

(1) If gain is taxed to the corporation on the distribution of appreciated property,
is any relief approgriate either on a temporal;’y or permanent basis? If relief is con-
sidered necessary, how should it be structured

(2) Does the 85 percent dividends received deduction, when coupled with the full
deductibilig?y of short-term capital losses, constitute a loophole or present unintend-
ed benefits

(3) If, as the staff suggests, the limitation on dividend treatment of distributions
by corporations provides opportunity for abuse, should the earnings and profits limi-
tation be repealed, or should a narrow set of revisions to the rules be attempted?

(4) What special limitations on net operating losses and other tax attributes are

desirable in acquisitions?
(5) Should inactive limited partnerships with publicly traded partnership interests

be taxed as corporations?

STATEMENT OF SENATOR BOB DOLE, REFORM AND SIMPLIFICATION OF CORPORATE
TaxATION, OCTOBER, 24, 1988

For the first time in fifty years, this afternoon’s hearing will give the Congress a
careful, comprehensive look at the fundamental rules for corporate taxation. The
staff has identified a number of serious problems, and has proposed a number of

1)



2

possible sim lit‘ylng solutions. These proposals are a result of the same effort to sim-
plify and reform the federal income tax that yielded the subchapter S and install-
ment sales bills in the 96th and 97th Congresses. Before turning to the substance of
this afternoon’s hearing, I want to comment briefly on the process that has led to
this hearing, and the steps that remain before us.

Almost one year ago I issued a press release calling first for public comments on
corporate tax reform and then a staff study. Although we obviously made a great
deal of progress in 1982 eliminating corporate tax loopholes, preliminaﬁ' study sug-
gested that more could and should be done. That press release singled out recent
proposals by the American Law Institute and the American Bar Association tax sec-
tion as meriting study.

We received a number of public comments as well as more informal comments.
We have studied those comments and the ABA and ALI proposals very carefully.
Indeed these questions have probably already had the most careful consideration
over the past year of any issues now pending before the Congress.

The staff concluded that it could do a better job of evaluating the prior legislative
proposals and making recommendations to the Congress if it solicited the assistance
of a number of distinguished tax practitioners. The working group that resulted has,
thus far, met ten times over the past six months and there will be further meetings
next month. I want to take this occasion to thank the members of the working
group publicly for their dedicated volunteer service:

M. Bernard Aidinoff, former chairman of the ABA Tax Section and a distin-
guished srivate practitioner in New York City.

Donald Alexander, former Commissioner of the Internal Revenue Service, and a
distizg:ished private practitioner in Washington, D.C. Don Alexander will appear
this rnoon in his individual capacity.

William D. Andrews, professor of law, Harvard University and reporter for the
American Law Institute on its corporate taxation proposals. Bill Andrews will
aplgear this afternoon in his individual capacity.

rank Battle, Jr., a distinguished private practitioner in Chicago, Illinois. Frank
Battle will appear on behalf of the Chicago Bar.

Herbert Camp, chairman of the New York State Bar Association Tax Section
Committee on Corporations. '

Peter Faber, former chairman of the ABA Tax Section’s Committee on Corporate
Stockholder relations and a private practitioner in New York.

Martin D. Ginsburg, professor of law at Georgetown University and former chair-
man of the New York State bar association tax section.

Fred T. Goldberg, former assistant to the Commissioner of Internal Revenue, now
a private practitioner in Washington, D.C,

Harold Handler, chairman of the association of the bar of the city of New York's
Tax Section.

James Holden, a distinguished practitioner in Washington, D.C.

Robert Jacobs, chairman of the ABA Tax Section’s Committee on Corporate stock-
holder relations and a practitioner in New York City.

Howard Krane, a distinguished practitioner in Chica%% Illinois.

Willard Taylor, chairman of the New York State Bar Association Tax Section,
and a private practitioner in New York.

This Committee may never before have had the benefit of so much hard work by
such as distinguished group. Indeed it is hard to imagine a more distinguished
group of corporate tax lawyers. The hard work of this group is reflected in the staff
report. That is not to say that any or all of these individuals support any particular
proposal made by the staff. In this project we have also benefited from the technical
assistance of the experts at the Internal Revenue Service and the Treasury Depart-
ment.

In undertaking this project the staff made five very sensible assumptions. First, it
was assumed that we would continue, in general, to have a corporate level tax. That
is, we would neither abolish the corporate level tax nor tax shareholders on all cor-
porate income without regard to its distribution. Many of us—including the Presi-
dent, apparently—have substantial doubts about the ultimate desirability of impos-
ing a corporate level tax. But it is pretty clear to this Senator that politics and eco-
nomics will prevent any radical change in the near future.

Second, the report assumes that the tax law will continue generally to distinguish
between ordinary income and capital gains, and that dividends will be taxed as ordi-
nary income. In general, that premise is uncontroversial, although one witness will
argue that dividends should generally be treated as returns of capital.
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Third, it was assumed that we should permit corporations to mfgge tax-free in a
variety of circumstances. That will permit investments to be shi into the most

productive enterprises.
Fourth, it was assumed that individuals would be permitted a step-up in basis for

assets held at death.

, the staff addressed this proiect as a means of preventi;\if abuses, closing
loopholes, simplifying the rules and eliminating unintended hardships. The staff has
not been instructed to come up with a revenue-raising proposal.

It is clear that some of the witnesses misunderstood what the staff was instructed
to do. One witness characterizes the “preoccupation” of the report with abuse and
manipulation as “disturbing.” This Senator is more disturbed b{):he manifold types
of abuse and manipulation—a few of which I will highlight below—than by the
report. Let's not shoot the messenger.

want to thank all of the members of the working group, and particularly those
appearing today, for their efforts.

veraged buy-outs. Last week the Wall Street Journal ran a story that described
a problem identified bly the staff report. Because liquidation of a corporation or a
deemed liquidation following an acquisition of a controlling stock interest in a cor-
poration permits the step-up in basis for acquired assetts without payment of a cor-
porate level tax, the Federal income tax provides an unintended bias in favor of the
sale of businesses.

Corporate acquisitions. The staff report noted that the current law provides an un-
intended benefit for corporations who buy substantial amounts of a target corpora-
tion's stock and gay for them with borrowed money. This possibility has been vivid-
ly demonstrated by the recent investment by Mesa Petroleum in Gulf Oil.

In rough terms, according to Mesa’s filing with the SEC, its investment group has
acquired $680 million worth of Gulf Oil Corporation stock, which pays a $3 dividend
per share. Approximately $500 million or more of the stock was paid for with bor-
rowed money that accrues interest at about 11 percent. As a result, Mesa Petro-
leum, in the first quarter, will have a cash flow, economic loss of about $2.875 mil-
lion on its investment. The tax law will convert this pre-tax loss into an after-tax
gain of $2.576 million.

Whatever we think of the Mesa Petroleum investment in Gulf, many of us prob-
ably think that the tax law should be neutral—and should not provide a tax subsidy
for such investments—particularly when we have an estimated nearly $200 billion
federal deficit.

Publicly traded companies. There is currently listed on the New York Stock Ex-
change, a company with about $1 billion in assets and 5 to 10 thousand equity
owners. It ?a.id no tax last year and will gay no tax next year. Under current law, it
is exempt from federal income tax. For State law purposes, this entity is a limited

rtne?mhip. Should such entities be exempt from tax if they are formed in the

ture

Dividend rolls. Another problem identified by the staff report that has received
substantial attention is the dividend roll. Currently, corporations may obtain sub-
stantial tax benefits by buyi:g preferred stock shortly before a dividend declaration,
then selling such stock immediately after the declaration of the dividend. The co:
ration is entitled to the dividends received deduction—reducing the tax rate on the
dividend to a maximum of 6.9 fercent. The corresponding short-term capital loss,
however, offsets tax at up to a 46 percent rate. The resulting 39.1 percent tax rate
arbitrage presents an enormous loophole.

For example, when the Chrysler Corporation pays a $110 million cumulative divi-
dend next week, the loss to the Treasury probably be at least $43 million—and may
be even more if certain other tax avoidance techniques are employed.

_ The staff report makes comprehensive recommendations in six areas:

(1) Mergers, acquisitions and liquidations;

(2) Special limitations on net operating losses;

(8) Corporate distributions;

(4) Basis in controlled subsidiaries;

(6) Classification of entities as corporations; and

(6) Use of foreign corporations to avoid tax.

I do not want to recapitulate here each of the proposals described in the report.
The announcement of this hearing asked five principal questions relating to those
proposals. I am pleased by the careful attention that the witnesses have given to

these problems and questions. )
There are, however, two substantive problems on which I want to comment fur-

ther.
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First, more than any other staff proposal, the suggestion that publiclﬁ traded lim-
ited ?artnemhips formed in the future should be taxed as corporations has excited a
great deal of interest. Three comments are in order.

First, if the committee were to adopt this pro , this Senator would seek to
aprly the rule only prospectively. At this time, I see no reason to apply the new
rules to existing entities. Moreover, I agree with those witnesses who suggest that
we ought to look at this problem very carefully before actinﬁ. Finall{, there is no
hidden agenda. There is no plan to extend these rules to other publicly marketed
limited partnerships or partnerships with more than a certain number of partners.

Second, a number of witnesses spend a lot of their time explaining that publicly
traded limited partnerships are generally treated as partnerships under current
law. That question is not at issue. What we are here this afternoon to wrestle with
is not whether such entities are treated as partnerships, but whether such entities
should be treated as partnerships.

Third, I hope that the witnesses will focus on the &oblem stated at the outset:
Should a billion dollar New York Stock Exchange Company with ten thousand
shareholders be exempt from tax? Should, General Motors be given an election to
pay tax as a corporation or to distribute all of its assets to GM Limited Partnership
and thereafter pay no tax?

The second area that merits special comment is the proposal to limit the divi-
dends received deduction. There seems to be little doubt that the dividend roll and
short-sale problems described by the report pose serious problems. More serious
problems are posed, however, by the use of the dividends received deduction to fi-
nance corporate acquisitions and the issuance of preferred stock by non-taxpaying
corporations as a means to transfer tax deductions that cannot be used. Issuance of
Kreferred.stock by such non-taxpayers poses to some the same problems as safe

arbor leasing or trafficking in net operating losses.

Nevertheless, many of the witnesses suggest that the report’s proposals would ad-
versely affect capital markets and have unintended results. Once we agree on what

the problems are, perhaps we can come up with narrower solutions,

At least one commentator has characterized this %roject as embryonic. After 12
months of staff study and public discussion, preceded by a decade of professional dis-
cussion, if this&roject were embryonic, it would imply a longer gestation period for

tax legislation than I have recently seen.
This Senator does not regard this project as an academic exercise. The Washing-

ton Post put it very well in endorsing these proposals nearly a month ago: “There
will be many voices urging more {ears of study, but the time for action is now.”

Based upon the testimony we will receive at this hearing—most of which was sub-
mitted in advance and has been studied by me and by the staff—it is my hope to
move forward with this project on a bipartisan basis. At the least, I hope that Sena-
tor Long and I will get a bill introduced by December. It may even be possible to
bring this matter before the finance committee, if the Senate does not recess on
schedule. With respect to the pro changes to the dividends received deduction
of course, those changes are already pending before the committee.

The CHAIRMAN. Let me first apologize to the witnesses and
others who have been inconvenienced, but we have been having a
briefing on the situation in Lebanon with Secretary Shultz, and I'm
certain you will understand the importance of that. So we will pro-
ceed with the hearin%).e

I think other members who may wish to attend the hearing will
be here shortly after the briefing concludes, about 3.

I would like to take 2 or 3 minutes to highlight a statement that
I will ask be made a part of the record, concerning the purpose of
these hearings and where we intend to go as we move along. Then
we will move quickly into the witness list and try to accommodate
as many as we can.

For the first time in 50 years, this afternoon’s hearing will give
the Congress a careful, comprehensive look at the fundamental
rules for corporate taxation. The staff has identified a number of
serious problems and has proposed a number of possible simplify-
ing solutions. These proposals are a result of the same effort to
simplify and reform the Federal income tax that yielded the sub-
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chapter S and installment sales bills in the 96th and 97th Congress-

es,

Before turning to the substance of this afternoon’s hearing, I
want to comment briefly on the process that led to this hearing
and the steps that remain before us.

Almost 1 year ago I issued a press release calling first for public
comments on corporate tax.reform and then a staff study. Al-
though we obviously made a great deal of progress in 1982 under
Senator Danforth’s and Congressman Stark’s leadership in elimi-
nating corporate tax loopholes, preliminary studies suggested that
more could and should be done. That press release singled out
recent proposals by the American Law Statute and the American
Bar Association tax section as meriting study.

We received a number of public comments as well as more infor-
mal comments, and we have studied those comments and the ABA
and ALI proposals very carefully. Indeed, these questions have
probably already had the most careful consideration over the past
year of any issues now pending before the Congress.

The staff concluded that it could do a better job of evaluating the
prior legislative proposals and makinfg recommendations to the
Congress if it solicited the assistance of a number of distinguished
tax practitioners. The working group that resulted has, thus far,
met 10 times over the past 6 months, and there will be further
meetings next month. I want to take this occasion to thank the
members of the working group publicly for their dedicated volun-
teer service. They are well-known by many in the tax field:

Mr. Bernard Aidinoff, former chairman of the ABA tax section
and a distinguished private practitioner in New York City;

Donald Alexander, former Commissioner of the Internal Revenue
Service, and a distinguished private practitioner in Washington—
he will be algpearing later;

William D. Andrews, professor of law, Harvard University, and
reporter for the American Law Institute on its corporate taxation
proposals; and he will be appearing later;

rank Battle, Jr., a distinguished private practitioner in Chicago,

Ill.—and he will be appearing;
Herbert Camp, chairman of the New York State Bar Association

tax section committee on corporations;

Peter Faber, former chairman of the ABA tax section’s commit-
tee on corporate stockholder relations and a private practitioner in
New York; )

Martin Ginsburg, professor of law at. Georgetown University and
former chairman of the New York State Bar Association tax sec-
tion;

Fred T. Goldberg, former Assistant to the Commissioner of Inter-
nal Revenue, now a private practitioner in Washington;

Harold Handler, chairman of the association of the bar of the
city of New York’s tax section;

ames Holden, a distinguished practitioner in Washington, D.C,;

Robert Jacobs, chairman of the ABA’s tax section’s committee on
corporate stockholder relations, and a practitioner in New York;

Howard Krane, a distinguished practitioner in Chicago, Ill.; and

Willard Taylor, chairman of the New York State Bar Association
tax section, and a private practitioner there.
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I don’t recall this committee ever having the benefit of such a
more distinguished group. It is hard to imagine a more distin-
guished grou;) of corporate tax lawyers, and I think the work of
this outstanding group has been reflected in the staff report.

In undertaking this project the staff made five very sensible as-
sumptions. First, it was assumed that we would continue, in gener-
al, to have a corporate level tax. That is, we would neither abolish
the corporate level tax nor tax shareholders on all corporate
income without regard to its distribution. Many of us—including
the President, apparently—have substantial doubts about the ulti-
mate desirabiiity of imposing a corporate level tax. But it is pretty
clear to this Senator that politics and economics will prevent any
radical change in the near future.

Second, the report assumes that the tax law will continue gener-
ally to distinguish between ordinarg income and capital gains, and
that dividends will be taxed as ordinary income. In general, that
premise is uncontroversial, although one witness will argue that
dividends should generally be treated as returns of capital.

Third, it was assumed that we should permit corporations to
merge tax free in a variety of circumstances. That will permit in-
vestments to be shifted into the most productive enterprises.

Fourth, it was assumed that individuals would be permitted a
ste‘{)nup in basis for assets held at death. :

d fifth, the staff addressed this project as a means of prevent-
ing abuses, closini loopholes, simplifying the rules, and eliminating
unintended hardships. The staff has not been instructed to come u}l)
with a revenue-raising proposal, contrary to some reports that

have seen.
It is clear that some of the witnesses misunderstood what the

staff was instructed to do. One witness characterizes the “preoccu-

ation” of the report with abuse and manipulation as “disturbing.”
g‘hls' Senator is more disturbed by the manifold types of abuse and
manipulation—a few of which I will highlight below—than by the
report. I would just suggest we shouldn’t shoot the messenger until

we have found out what the message is.
I want to thank all of the members of the working group and

particularly those appearing today.

Let me just touch on a few of the areas that many in the audi-
ence probably understand better than this Senator, but they are
areas that we believe need some concern. We are bu:f looking at
the food sta;nfy program and the WIC program and all these pro-

ams that affect low-income Americans, to try to find abuse and

raud and where they can be tightened up, and I believe we have

the same level of resronsibility, if not a greater responsibility, to

tighten uY‘ the loopholes where we find them in the Tax Code. So it

is not with any hesitation that we proceed with this hearing, and I

think we will have an agreement from responsible people in the in-

gustry and I think generally can work out any problems we may
ave.

Leveraged bgyouts is one area that we are trying to identify and
we have identified. If you read last week’s Wall Street Journal you
saw the story that described a problem identified by the staff
report. Because liquidation of a corporation or a deemed liquida-
~ tion following an acquisition of a controlling stock interest in a cor-
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poration permits the stepup in basis for required assets without
payment of a corporate level tax, the Federal income tax provides
an unintended bias in favor of the sale of businesses.

Another area is corporate acquisitions. The staff report noted
that the current law provides an unintended benefit for corpora-
tions who buy substantial amounts of a target corporation’s stock
and pay for them with borrowed money. This %oss,,bility has been
wvgl fc(i)qxlnonstrated by the recent investment by Mesa Petroleum
in Gulf Oil.

In rough terms, according to Mesa’s filing with the SEC, its in-

has acquired 630 million dollars’ worth of Gulf Oil

vestment irou;l)_l
gg&a stock, which pays a $3 dividend per share. Approximately

million or more of the stock is paid for with borrowed money
that accrues interest at about 11 percent. As a result, Mesa Petro-
leum, in the first quarter, will have a cash flow economic loss of
over $2 million on its investment. The tax law will convert this
pretax loss into an after-tax gain of $2 million.

Whatever we think of the Mesa Petroleum investment in Gulf,
many of us probably think that the tax law should be neutral and
should not provide a tax subsidy for such investments, particularly
when we have an estimated nearly $200 billion Federal deficit this
year and for the next several years.

Another area for scrutinizing is publicly traded companies. There
is currently listed on the New York Stock Exchange a companly
with about $1 billion in assets and 5,000 to 10,000 equity owners. It

aid no tax last year and will pay no tax next year. Under current
aw it is exempt from Federal income tax. For State law purposes,
this entity is a limited partnership. Should such entities be exempt
from tax if they are formed in the future?

Another problem identified by the staff report that has received
substantial attention is the dividend roll. Currently, corporations
may obtain substantial tax benefits by buying preferred stock
shortly before a dividend declaration, then selling such stock imme-
diately after the declaration of the dividend. The corporation is en-
titled to the dividends-received deduction, reducing the tax rate on
the dividend to a maximum of 6.9 percent. The corresponding
short-term capital loss, however, offsets tax at up to a 46 percent
rate. The resulting 39.1 percent tax rate arbitrage 'presents an
enormous loophole.

For example, when the Chrysler Corp. pays a $110 million cumu-
lative dividend next week, the loss to the Treasury will probably be
at least $43 million—and may be even more if certain other tax
avoidance techniques are employed.

I would f,‘ft suggest that we have tried to be specific, we are not
on any fishing expedition. There are some areas that ought to be
addressed. The staff report makes recommendations in six areas—
mergers, acquisitions and liquidations; special limitations on net
operatinf'losses; corporate distributions; basis in controlled subsid-
iaries; classification of entities are corporations; and finally, the
use of foreign corporations to avoid tax. And we will go over those
as we get into the year.

I would just say, finally, with reference to publicly traded part-
nerships, more than any other staff proposal, the suggestion that
publicly traded limited partnerships formed in the future should be
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taxed as corporations has excited a great deal of interest. And I
would just make three comments that would sort of focus on that:

First, if the committee were to adopt this proposal, this Senator
woull seek to apply the rule only prospectively. At this time, I see
no reason to apply the new rules to existing entities. Moreover, I
agree with those witnesses who suggest that we ought to look at
this problem very carefully before acting. Finally, there is no
hidden aienda. There is no plan to extend these rules to other pub-
licly-marketed, limited partnerships or partnerships with more
than a certain number of partners. Second, a number of the wit-
nesses spent a lot of their time explaining that publicly traded, lim-
ited partnerships are generally treated as partnerships under cur-
rent law. That question is not at issue. What we are he:e this after-
noon to wrestle with is not whether such entities are treated as
partl}:grships, but whether such entities should be treated as part-
nerships.

Third, I hope that the witnesses will focus on the problem stated
at the outset: Should a billion dollar New York Stock Exchange
company with 10,000 shareholders be exempt from tax? Should
General Motors be given an election to pay tax as a corporation or
to distribute all of its assets to GM limited partnership and there-
after pay no tax?

One other area is the proposal to limit the dividends-received de-
duction. There seems to be little doubt that the dividend-roll and
short-sale problems described in the report holds serious problems.
More serious problems are posed, however, by the use of the divi-
dends-received deduction to finance corporate-acquisitions and the
issuance of preferred stock by nontaxpaying corporations as a
means to transfer tax deductions that cannot be used. Issuance of
preferred stock by such nontaxpayers poses to some the same prob-
lems as safe-harbor leasing or trafficking in net operating losses.

Now, we may have some witnesses who may not agree with that,
but we can perhaps look for narrower solutions.

So I just suggest that this is the first hearing. We have had 12
months. Somebody characterized this report as embryonic. We do a
lot of things around the Congress that may be embryonic, but it’s
not in this particular area. We have had about 12 months of study
and public discussion, preceded by a decade of professional discus-
sion; if this project were embryonic, it would imply a longer gesta-
tion period for tax legislation than we have seen recently and that
we may see in the next few days.

This Senator does not regard this project as an academic exer-
cise. I don’t normally quote from the Washington Post or any other
paper, but they indicated there will be many voices urging more
years of study, but the time for action is now.

So, it is my hope that we can work out a bill, introduce it as we
have done in the past on bipartisan basis. We are looking at some
of the most glaring loopholes now, to try to put them in our pack-
age, which you will have a chance to see later on this week.

Having frightened everybody with that last statement, we will

now move to the witnesses.
Mr. Ronald A. Pearlman, Deputy Assistant Secretary for Tax

Policy, Department of the Treasury.



9

STATEMENT OF RONALD A. PEARLMAN, DEPUTY ASSISTANT SEC-
RETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,

WASHINGTON, D.C.

Mr. PEARLMAN. Thank you, Mr. Chairman.

I appreciate being here today. I am going to, about as summarily
as I can, report to you on the Treasury’s views on the staff propos-
al. We have submitted a statement for the record, and the details
are in the statement.

Let me say, at the outset, that we are in strong support of the
goals of the staff's proposals. We want to compliment the chairman
on his leadership in directing the staff study, and commend the
staff on the considerable efforts expended over the past year, the
manner in which these complex matters have been explored, and
the quality of the end product.

The scope-of these proposals is enormous. They will affect to
some extent, every corporation and every shareholder. With pro-
posals this broad, it is understandable that not everyone is going to
agree with every proposal; and indeed, we do not agree with every
proposal. However, we hope our disagreements will not be viewed
as opposition to the project or to the proposals’ goals. We hope to
evidence our support by our commitment to work with the commit-
tee and with the staff in seeking to achieve these goals.

I am going to go over each of the major proposals that you men-
tioned in your opening statement, Mr. Chairman, and simply indi-
cate Treasury’s views on those proposals, as briefly as possible.

We are supportive of the acquisition proposals primarily because
they will bring consistency and symmetry to corporate transac-
tions, which we do not believe is present in current law, and will
minimize the significance of form rather than maximize that sig-
nificance as is present in current law.

We think it is a bit dangerous, however, to sell these proposals as
simplification. Corporate transactions by their nature are complex,
and they will continue to remain complex, we suspect. We would
guess that, ultimately, the rules governing those transactions will
be complex; but, in our judgment, that does not mean that the pro-
posals do not deserve support.

In connection with the acquisition proposals, we are supportive
of the proposals to provide elective, gain recognition, or tax-free
treatment at the corporate level, recognizing that the consequence
to the acquiring coporation will flow consistently from which elec-
tion is made.

We likewise believe that at the shareholder level taxation should
be based, not on the corporate tax treatment, but on the considera-
tion received by the shareholder in the transaction.

We want to emphasize that our support for corporate level electi-
vity is appropriate only to the extent that the corporation whose
assets are sold or whose stock is purchased, the so-called target cor-
poration, is required to recognize gain or loss if a taxable election
is made. We could not support basis step-up by the acquiring corpo-
ration without a corresponding gain or loss recognition.

Thus, the so-called General Utilities doctrine, discussed in some
detail in the report and in our statement, in our judgment would
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hal\)rle to be repealed in order for the corporate electivity to be appli-
cable.

We believe that the repeal of General Utilities will improve the
approach to taxing corporate acquisitions. However, we also believe
that, because the repeal of General Utilities will result in two
levels of tax—one based on the target corporation’s gain and one
based on the shareholder level gain—it is approgriate to avoid that
double taxation in certain circumstances, and that relief from
double taxation should be granted if the proposals go forward.

We have suggested in our statement, Mr. Chairman, that that
relief comes in the form of a shareholder credit. We recognize that
the credit concept is complex and has other drawbacks. Neverthe-
less, this is an a%»roach that we would like to explore with the
committee in an effort to provide appropriate relief.

Under the liquidation proposals of the report, inkind distribution
of assets would also trigger a corporate-level tax as the result of
the repeal of General Utilities, and would result in a consequent
shareholder tax because of the distribution. We believe that a
double tax on an inkind distribution of assets by a corporation—
particularly if made to historic shareholders and if the distribution
18 of an ongoing business—is inappropriate, and that some relief is
in order. We suggest that it would be ap%ropriate to provide that
relief in the form of a carryover basis to the shareholders, perhaps
with some gain being recognized as the result of accumulated un-
distributed earnings, and perhaps with the possibility that a condi-
tion of that carryover basis would be that there would be no step
up in the basis of the assets on a shareholder’s death.

We support the application of the repeal of General Utilities in
connection with distribution of property, either as dividend distri-
butions or in r2demption transactions.

In connection with the earnings and profits proposal of the
report, we are concerned gg the proposal that the earnings and
profits limitation be repealed. We think that the problems the staff
raises in connection with the earnings and profits concept are best
dealt v.ith by identifying the issues and trying to deal with them
on an item-by-item basis.

With respect to the 85-percent corporate dividends received de-
duction, two proposals are made by the staff: One would involve
the lengthening of the holding period that would be applicable
Brior to the time the dividends-received deduction would be availa-

le. We are supggrtive of, and sympathetic to, a sug%lestion that the
holding period be extended. We are not sure that the 1-year hold-
ing period that is suggested in the report is the appropriate one,
but we believe some extension is appropriate.

We have suggested in our statement that, if the holding period
requirement is not met, instead of disallowing the corporate divi-
dends received deduction, another approach to dealing with the
problem is possible—namely, to make a cost-basis allocation be-
tween the stock purchased and the dividend right that the purchas-
er acquires. We think that produces a better result than simply dis-
allowing the dividends-received deduction.

In connection with leveraged corporate stock acquisitions, we
share the staff's concern, but we oppose the proposal to disallow
the corporation’s interest deduction under a mechanical rule which
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matches the first dollar of dividend income with the first dollar of
interest expense. In cases where we are able to match deductible
interest payments with dividend income, we think the proposal has
conceptual merit. But a mechanical disallowance rule does not, in
our opinion, match actual income and expense, and ignores wheth-
er the total distributions made by the recipient corporation are, to
a material degree, in the form of interest or dividends.

With respect to the recommendations relating to the taxation of
foreign corporations, we are generally supportive of the proposals
described in the report. We have some concern about the breadth
of these proposals generally as agwplied to foreign corporations and
:?ggest that some additional study be given to the foreign implica-

ons.

With respect to the provisions relating to the carryover of net op-
erating losses and other tax attributes, let me say that we are quite
supportive of the proposal contained in the report. In our state-
ment we have indicated that we think the rules could be simplified,
by applying a single rather than two rules to purchase and the tax-
free reorganization transactions; we think that single rule should
be the so-called purchase rule described in the statement.

Here, Mr. Chairman, since the net operating loss rules of the
1776 act come into effect beginning January 1, 1984, it is possible
that there may be some need to delay that effective date in order
to give the Congress the opportunity to implement the appropriate
operating loss rules. Certainly this is one area of the report that
does need rather prompt attention.

Finally, we comment briefly on the staff’s proposal to classify as
associations taxable as corporation limited partnerships whose in-
terests are traded. We oppose this proposal.

Our principal objection is that classification of business organiza-
tions involves matters, policy considerations, and tax details that,
in our judgment, go well beyond the scope of this project.

Questions such as how a type of organization should be taxed,
whether a so-called C-corporation, an S-corporation or as a partner-
ship or, for that matter, as a real estate investment trust or a regu-
lated investment company, require, we believe, an analysis of all of
those classification situations. We suspect that if that analysis were
undertaken, we would not agree to base tax classification on the
degree of marketability of an organization’s equity interests.

Mr. Chairman, that concludes my prepared remarks. I would like
to thank you again for giving us the opportunity to express our
comments, and again to commend the staff on its fine work.

We look forward to working with you and the members of the
committee and the staff as your project goes forward.

Thank you.
[The prepared statement of Hon. Ronald A. Pearlman follows:]
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UNITED STATES SENATE

Mr. Chalrman and Members of the Committee:

.I am pleased to have the opportunity to present the views of
the Treasury Department on a preliminary report, prepared by the
Staff of this Committee (the "Staff"), entitled "The Reform and
Simplification of the Income Taxation of Corporations." This
report sets forth proposals which would make fundamental clianges
to many of the rules of Subchapter C of the Internal Revsnue Code
(the "Code") governing the taxation of corporations and their
shareholders. Three principal suggestions are advanced: (1) A
new scheme for taxing corporations and shareholders participating
in corporate mergers, acquisitions or liquidations would be
provided; (2) The taxation of distributions by ongoing
corporations to their shareholders would be changed
significantly; and (3) A new set of rules would be created tc
determine the extent to which net operating losses and other
corporate tax attributes survive corporate acquisitions. The
report also addresses othdr collateral matters including the
classification of publicly traded limited partnerships as .
corporations for tax purposes, and certain issues arising in
connection with the taxation of foreign corporations.



18

The stated goals of the proposals are four fold:s (1) To
simplify the taxation of corporats transactions; (2) To prevent
corporations from obtaining unintended tax benefits; (3) To make
the tax law more neutral with respect to the structuring of
:orpgrate transactions; and (4) To improve compliance with the

ax laws,

I will summarize briefly our position on the respective
proposals before discussing each in more detail:

1. Acquisitions. The Treasury Department supports granting
the corporate parties to an acquisition an explicit election to

treat the transaction as either taxable or tax~free. We also
agree with the proposal to require corporate level recognition of
gain or loss on the assets acquired whenever the acquisition is
effected with a taxable election and those assets take a
stepped-up basis in the hands of the acquiring corporation.
However, we do not believe that the acquisition should result in
double taxation of liquidating gains, and suggest that relief in
the form of a shareholder tax credit be explored.

We also support treating t'ie tax consequences of an
acquisition at the shareholder level independently of the
consequences at the corporate level. Further, we agree that, to
the extent a shareholder receives qualifying consideration, the
shareholder should be entitled to nonrecognition of gain or loss
without regard to the consideration received by, or the tax
consequences resulting to, other shareholders.

2. Ligquidations. The Treasury Department agrees that, in
general, liquidations of nonsubsidiary corporations should be
treated analogously to taxable corporate acquisitions.  We also
believe, however, that serious consideration should be given to
allowing an in kind liquidation to be accomplished on a wholly or
partially tax-free basis under appropriate circumstances.

3. Distributions. The Treasury Department supports the
proposal which provides that a corporation recognizes gain on a
dividend distribution of appreciated property to noncorporate
shareholders. We oppose, however, eliminating the earnings and
profits limitation on dividend income. To the extent
inadequacies in the rules presently exist, we prefer identifying
and rectifying the specific sources of the problems.

The Treasury Department agrees that the holding period for
stock on which dividends would be eligible for the dividends
received deduction should be increased to provide a market risk

28-219 0 - 84 ~ 2
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- sufficient to offset the arbitrage possibilities presented. When

the holding period is not satisfied, we suggest that the
arbitrage possibilities be eliminated through an adjustment to
the basis of the stock. We oppose, however, the proposed
amendment to section 265 to disallow interest deductions on debt
incurred to purchase or carry certain corporate stock. Rather,
we believe that the appropriate solution lies in a reappraisal of
the dividends received deduction provisions themselves.

4. Foreign Rules. The Treasury Department believes that the
impact of the proposals generally on the taxation of foreign
corporations and their shareholders requires further analysis.
With respect to the report's specific foreign recommendations,
the Treasury Department agrees that the tax avoidance purpose
test of section 367(a) should be amended to require an
appropriate "toll charge"” as a condition for certain tax-free
transfers to a foreign corporation. We believe that the report's
proposals relating to the timing and extent of “recapture" of
untaxed earaings (and certain unrealized gains) ot a controlled

. foreign corporation require further study.

5. Special Limitations on Net Operating Losses and Other Tax
Attributes. The Treasury Department generally supports limiting
the use of net operating loss carryovers after an acquisition by
reference to the income attributable to the pool of capital that
generated the loss., We believe, however, that the technical
provisions proposed by the Staff to implement this approach might
be simplified and improved by adoption of a single rule
applicable to all acquisitions.

6. Entity Classification. The Treasury Department opposes
the proposal which treats limited partnerships with publicly
traded partnership interests (or instruments evidencing interests
in partnership interests) as associations for tax purposes.

In general, the Treasury Department strongly supports the
overall goals of the proposal, and we commend the Staff's efforts
to identify those corporate tax provisions of current law which
need to be revised. At the outset, however, we wish to emphasize
that the scope of these proposals is enormous. They would make
fundamental changes to the rules that govern the most basic, as
well as the most intricate, corporate transactions, some of which
have been in the law since 1918. The proposals would affect, to
some degree, every corporation and every shareholder.
Accordingly, we strongly believe that adoption of these proposals
should come only after they have been translated into specific
statutory provisions and subjected to deliberate and detailed
technical and policy analyses by all interested parties. We
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would be pleased to work with the members of the Committee and
the Staff on an ongoing basis to develop such a legislative
package.

A special consideration applies, however, with respect to the
rules regarding the limitations on net operating loss carryovers,
since the provisions enacted in 1976 are presently scheduled to
become effective in 1984, Accordingly, more rapid development of
that portion of the progosals is required, By the same token,

. however, enactment of ‘these provisions should not be undertaken
without adequate time for detailed study. Therefore, we suggest
that the etgective date of the 1976 revisions be deferred for a

few months so that the Congress is not faced with the choice of

enacting incompletely developed proposals or allowing the former,
undesired provisions to come into effect.

. Additionally, while we support the goals of the proposals, it
must be pointed out that certain of the proposals cannot be
expected to achieve each of their stated objectives, For
example, many of the transactions to which the acquisition
proposals will apply are extremely complex and intricate. Any
new scheme for taxing those transactions will necessarily mirror
that complexity. Thus, we do not believe that those proposals
should be viewed as an effort to simplify the tax laws. With
appropriate modifications, however, the proposals may be
justified on the grounds that they will make the taxation of
corporate acquigitions more rational, and will make the tax laws
less important with respect to the structuring of those

transactions.

Similarly, not all of the transactions affected by these
proposals are susceptible of taxpayer abuse. To the extent that
specific abuses have been identified which mandate a prompt
legislative solution, we would be pleased to assist in that
effort. We believe, however, that some 6f the perceived abuses
identified in the report can be addressed in ways that do not
require implementation of the Staff's proposals.

It also should be noted that the proposals are not only
far-reaching, but several would have significant revenue
consequences. I wish to reaffirm that the Administration opposes
any legislation at this time which would increase taxes.
Accordingly, our support for certain of the proposals is based on
our determination that they will prevent taxpayers from claiming
unintended tax benefits. Our support for other proposals is
based upon our understanding that they would not have any
significant revenue impact.
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Finally, we wish to call attention to one of the most basic
assumptions upon which this report rests. The report assumes
that the present system of imposing a corporate level tax on
corporate profits and a separate tax on shareholder gains and
dividends will continue indefinitely. The strength of many of
the proposals lies in their rationalizin? and strengthening this
two-tier tax to the greatest extent possible. We believe,
however, that Congress should not embark upon such a fundamental
strengthening of this two-tier tax system without at least giving
gserious consideration to whether integration of the corporate and
shareholder taxes is a more desirable long—-term objective,

I will turn now to a discussion of ‘the specific Staff
proposals.

The Acquisition Proposals

Description

The acquisition proposals would revise the tax consequences
to parties participating in corporate acquisitions, The
proposals have three essential elements:

1. The corporate parties may elect to have the transaction
treated as either a tax-~free or taxable acquisition. If taxable
treatment is elected, the acquiring corporation ("Acquiring”)
inherits none of the tax history of the acquired corporation
("Target"), and Acquiring takes a stepped-up basis for the assets
acquired (i.e,, the tax basis of the assets at the time of the
acquigition reflects the value of the consideration paid by
Acquiring). If tax-free treatment is elected, all of Target's
historic tax attributes, including asset basis, remain intact.

2. In any transaction in which taxable treatment is elected,
Target must recognize all gains and losses which inhere in its
assets, with certain limited exceptions described below. This
result would reverse present law, which provides that a
corporation generally does not recognize gain or loss on the
distribution of property to shareholders or on sales of property
incident to complete liquidations. If tax-free treatment is
elected, Target generally would not recognize any gain or loss as

a result of the acquisition.

3, The tax consequences to Target's shareholders is
determined independently of the tax treatment elected by the
Target corporation. If qualifying consideration -- generally
stock of Acquiring -- is received by a Target shareholder, no
gain or loss is recognized on the exchange of Target stock, and
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the basis of the Target stock surrendered is substituted as the
basis for the Acquiring stock received. If nonqualifying
consideration -- generally cash or notes of Acquiring -- is
received, gain is recognized on the Target stock exchanged to the
extent of the nonqualifying consideration. Further, if receipt
of nonqualifying consideration is equivalent to the receipt of a
dividend, the value of the nonqualifying consideration is taxed
as dividend income without regard to the amount of gain realized
on the exchange. These rules apply on a shateholder-by-
shareholder basis, so that one shareholder's treatment is not
dependent upon the consideration received by, or the treatment
accorded to, any other shareholder.

Rules also are provided to cover collateral areas such as
selectivity, the treatment of purchase premium in taxable
acquisitions, acquisitions from related parties, the treatment of
creditors, and transfers (including incorporating transfers) to

controlled corporations.

General Discussion

Under present law, a corporate acquisition is either a
"reorganization" -~ in which case it is a nonrecognition,
carryover basis transaction at the corporate level, and, to the
extent of qualifying consideration received, a nonrecognition,
substituted basis transaction at the shareholder level =-- or it
is a taxable transaction -- in which case it is a cost basis
event at both corporate and shareholder levels, but may be
taxable only at the corporate or shareholder level. The Staff
Justifies its proposal in part on the grounds that the rules
which distinguish tax-free reorganizations from taxable
transactions are irrational, unduly complex, and lead to abuse.

The Treasury Department supports continued development of the
acquisition proposals. These proposals have substantial merit in
that they would provide greater consistency and symmetry to the
tax treatment of corporate acquisitions. The principal defect of
present law is that it relies too heavily on form and corporate
procedures in determining tax consequences. We agree that it is
very difficult to justify the present rules which define and

diftferentiate various types of acquisitive transactions. The
proposals reflect the view that similar transactions ought to be

treated similarly, and that the tax law ought to be neutral
regarding the transaction's form.

We are not convinced, however, that the rules of present law
are unduly complicated. Rather, it is the environment in which
those rules operate which is complicated. Corporate structures,
and the nontax relationships between those structures and the
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owners of the enterprise, can be enormously complex. Moreover,
acquisition transactions themselves may be extremely complicated.
Therefore, it must be recognized that any set of rules created to
apply in this area will be complicated in operation. Wé are not

convinced that the proposals themselves will prove simple upon

application.

We also are not persuaded that the acquisition provisions of
current law have been the subject of systemmatic abuse. Indeed,
these provisions have operated rather efficiently during their
long history. While abusive transactions have occurred,
legislative response has often been swift. Indeed, the corporate
provisions enacted as part of the Tax Equity and Fiscal
Responsibility Act of 1982 ("TEFRA") were directed, in part, at a
series of specific identified abuses. We are not aware that
those provisions have not proven effective. '

Finally, it must be recognized that the change in the rules
itself will necessarily cause dislocations for a substantial
period of time. The basic structure of the acquisition rules can
be traced back to 1918, and the present provisions have spawned
an extensive body of case law, regulations, and published revenue
rulings to aid in their interpretation. While the present rules
occasionally operate in an irrational manner, they are generally
understood by practitioners and have been used to effect
transactions on a relatively routine basis over a substantial
period of time. 1In contrast, taxpayers would likely be without
substantial interpretative guidance for an extended period if new
rules were enacted. Given the breadth of this project, the
absence of that guidance could prove serious.

Corporate Level Electivity

The Treasury Department supports glving corporate buyers and
sellers of businesses the choice of having the sale treated as
either a taxable or tax-free transaction., We also agree that
this choice should be available without regard to whether the
transaction takes the form of the purchase of the business assets
or the stock of the corporation conducting that business.

Under present law, a corporate purchaser may acquire a
stepped-up basis in Target's assets either through a direct
taxable purchase of those assets or through the taxable purchase
of Target shares followed by a section 338 election. A carryover
of tax history and asset basis can be obtained under present law
through a tax-free or taxable purchase of Target shares (provided
no section 338 election is made in the latter case), or through
an asset acquisition which satisfies one of the tax-free
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reorganization provisions. We agree that, in practice, taxable
or tax-free treatment is now generally electable if the parties
follow the forms prescribed by the statute and interpretative
authorities. That reliance on form, howaver, tends to reward the
well-advised and to trap those who may not be aware of the
nuances of the present provisions. We believe that the law would
be improved if the results of an acquisition were explicitly
elective, and did not depend on the form of the transaction.

This is what the proposal provides, and the Treasury Department

endorses it.
General Utilities

We strongly believe, however, that corporate level
electivity is proper and appropriate only if Target is required
to recognize its gains and losses in any case where a taxable
election is made. Thus, the General Utilities doctrine must not
be applicable in these cases. Under that doctrine, which stems

from the Supreme Court's decision in General Utilities &
296 UTS, 200 (19357 == and which

Operating Company v. Helvering, .
Is now codified fn sections 3?1, 336 and 337 of the Code -~ a
corporation generally does not recognize gain or” loss on the
distribution of property to shareholders or on sales of property
incident to complete liquidations. However, as further explaired
below, we also believe that it is inappropriate to impose both a
corporate level tax and a separate shareholder tax on gains
realized on liquidations. Our present view is that relief from
the shareholder level tax should be afforded through the means of

a tax credit.

Gain and loss recognition by Target is a necessary
consequence of a taxable election for a number of related
reasons. First, it makes symmetrical the tax treatment of each
corporate party to the transaction. If Acquiring is to receive a
stepped~up basis for the assets of Target, gain or loss should be
recognized, measured and characterized by reference to those
assets in the hands of Target. Secondly, if asset basis were
stepped up in corporate solution without a corresponding tax, the
amount of the step up effectively would be removed from the
corporate tax base. Finally, under the proposals, the corporate
parties can elect to step~-up the basis of the acquired assets
even though the Target shareholders are not taxed upon the
receipt of Acquiring stock. Failure to impose a corporate tax in
such circumstances would cause a significant reduction in the tax
base with no immediate tax to any of the parties to the
transaction. Under present law, this result is not possible, as
nonrecognition of gain at the shareholder level is allowed only
if the transaction proceeds on a carryover basis at the corporate
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level, and a basis step-up at the corpdrate level is permitted
only if the Target shareholders (and possibly Target) recognize
gain and loss.

The symmetry between basis step-up and gain recognition
provided by repealing the General Utilities doctrine would
significantly improve the system for taxing corporate
acquisitions. Present law generally imposes a tax only at the
Target shareholder level, measured b{ the difference between the
amount realized and the Target shareholders' basis in their
stock. Additionally, the tax generally is imposed at capital
gain rates since it derives from the shareholders' sale of stock.

he proposed repeal of the General Utilities doctrine would
result in the tax being measured by reference to Target's
gorporate~level basis in the acquired assets, and would
characterize the income recognized by reference to the nature of
those assets in the hands of Target. Accordingly, we believe the
proposed repeal of the General Utilities doctrine is conceptually

correct,

The present system, in contrast, produces completely random
results. For example, the step-up in basis to fair market value
at the death of & shareholder, or direct market purchases of
stock, may cause stock basis to be high relative to corporate
asset basis. In other cases, Target's shareholders may be in
higher or lower tax brackets than the corporation or may be
exempt from U.S. tax altogether., Similarly, where a direct sale
of certain corporate assets would produce ordinary income, it is
difficult to justify a system of taxation which limits the tax to
the shareholders' capital gains on their stock. Indeed, it was
Just this disparity in treatment which led to enactment of the
collapsible corporation provisions of section 341. Thus, a
beneficial consequence of repealing the General Utilities
doctrine would be that those complgcated rules also could be

repealed.

The repeal of the General Utilities doctrine in the context
of acquisitions would result in two levels of tax being imposed
on the disposition of a business; Target would recognize gain
measured by its basis in its assets, and Target's shareholders
would recognize gain by reference to their basis in their Target,
stock. Thus, the taxation of corporate acquisitions would be
brought more in harmony with the present statutory scheme of
twice taxing corporate operating profits; once when earned at the
corporate level and again when distributed to shareholders. As
stated in my introductory comments, consideration must be given

to whether double taxation of corporate income is always
appropriate. Even if full double taxation of operating profits
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is acceptable, it is arguable that double taxation of liquidating

proceeds results in excessive taxation, particularly to the
extent that the gain relates to appreciation in value of the

corporation's original capital.

The Treasury Department believes that relief from .he double
tax must be continued in the acquisition context. It would seem
preferable, however, for the reasons discussed above, for that
relief to be provided at the shareholder rather than the
corporate level as under gresent law. We believe that
consideration' should be given to providing Target's shareholders
with a tax credit appropriately measured by reference to the tax
paid by Target. 1In this respect, we note that the American .Law
Institute in its Federal Income Tax Project on Subchapter C also
proposed a form of shareholder credit.

The shareholder cradit appears to be an appropriate solution
because it ensures that one, but no more than one, tax is paid,
and measures that tax by reference to the assets whose basls is
stepped up. Moreover, to the extent the appreciation in value of
a shareholder's stock simply reflects the appreciation in value
of the corporation's assets, a shareholder credit precludes
double taxation of that asset appreciation. The shareholder
credit also meshes well with the repeal of the General Utilities
doctrine. Thus, the one tax that would be collected would be
exacted at the corporate level and would be determined without
regard to a shareholder's stock basis, its tax status, or its

marginal tax rate.

While we generally support the shareholder credit approach,
we recognize that it presents complexities which remain to be
worked out. For example, requiring the corporation to compute
the amount of credit available for each shareholder, and to
inform each of the credit to which he is entitled, may prove to
be a complex task for corporations with numerous shareholders
whose composition changes daily, especially with respect to sales
which occur prior to the acquisition. 1In addition, it is unclear
how the credit mechanism should operate where a shareholder
cannot use the credit because losses offset the shareholder's
gain realized on the acquisition, or where a shareholder receives
stock which results in nonrecognition at the shareholder level.
It also may not be appropriate to provide relief from the double
tax on gains which resemble mainstream profits (e.g., gains on
inventory and other short-held assets). HNevertheless, we believe
the shareholder credit is the approach which should be explored
to provide appropriate relief from the double tax.
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We believe that the other relief measures proposed by the
Staff may not be workable or appropriate. The Staff has set
forth four options (other than a shareholder credit) which may be
considered {f relief to double taxation is to be provided on a
permanent basis. First, they suggest that certain historic
assets could be exempted from the corporate tax. Alternatively,
an slection could be provided on an in kind liquidation
distribution to permit the deferral of the corporate or
shareholder tax (or both) until the assets are disposed of by the
shareholders. Thirdly, the corporate capital gains rate might be
reduced. Finally, a reduction in the individual capital gains
rate could be provided. The Staff also has proposad a form of
transition relief which would phase in the corporate capital
gains tax on certain assets over a l2-year period.

For reasons I have described, we do not belisve it is
appropriate simply to axempt certain assets from corporate tax if
those assets are to recweive a fair market value basis in
corporate solution. Similarly, while (as I will develop later)
deferral of tax on liquidations in kind may be appropriate, that
solution is not available in many cases, including the simple
case of a sale for cash followed by distribution of the proceeds.
Reducing the tax rate on corporate or shareholder capital gains
generally would minimize the burden of the double tax, but does
not respond directly to the problem of double taxation. Finally,
we believe the issue is more than transitional. The question
is whether there ought to be a double tax on gains realized in
the course of corporate dispositions. Phasing in a double tax
system provides relief to those who invested in corporations in
reliance on the existing structure, but does not the address the

underlying issue.

Another aspect of transition relief bears mentioning,
however. Even under an approach which imposes only a corporate
(rather than a shareholder) tax on dispositions, the tax burden
could be greater than under present law. Presently, the maximum
tax cost of disposition is shareholder level gain plus certain
recapture items which also are taxed at the corporate level
(e.g., depreciation, investment tax credit, LIFO inventory).
Because of date of death step-up or recent market purchases,

8* 2k basis may be high relative to asset basis. Further,
recapture items may not be significant if inventories are on a
FIFO basis or real estate has been held for substantial periods.
Accordingly, the burden of a corporate level tax could be greater
than the tax imposed under present law. That burden is enhanced
by the fact that the present shareholder tax is generally imposed
at capital gains rates (now a maximum of 20 percent for
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individuals), while corporate gain on inventories or similar
asgsets would be taxed at the corporate ordinary income rates
(presently a maximum of 46 percent). Of course, the tax burden
relative to present law would be even heavier if only limited
relief from double taxation is provided. Indeed, under the
credit, exemption, or phase-in proposals described in the Staff
report, the relief wougd be limited to the double tax on
long~held, capital gain assets, and generally would not apply to
ains on shorter~held, ordinary income type assets, such as .

nventories.

Thus, those who have relied on the existing structure in
planning their affairs would be subject to a greater tax burden
on disposition than previously thought. While every change in
the tax laws has this effect to a greater or lesser extent, in
light of the broad impact of this project, the Committee might
want to consider whether a deferred effective date or other
transitional relief should be provided.

‘Shareholder Consequences

We see no necessary connection between the treatment of
an acquisition transaction at the corporate level and the
treatment of the exchanging shareholders. There is no
incongruity between treating the transaction on a nontaxable
basis as between the corporate parties and as a taxable,
recognition exchange at the shareholder level. Indeed, this
result can obtain under present law ugon a cash purchase of
shares. Similarly, the parties' decision to treat the
transaction on a cost basis need not dictate the results to the

shareholders,

Under the Code, the taxabfility of corporations and
shareholders are two separate matters. Corporations are taxed
when profits are realized and shareholders are taxed when
distributions of those profits are made or stock is redeemed or
sold. We believe that upon a corporate combination, taxation
should not be required if a shareholder receives a continuing
equity interest in the venture., We recognize the argument that,
when Target is significantly smaller than Acquiring, in fact, an
exchange for new and wholly different property has occurred on
which taxation should result. In this connection, it might be
noted that in formulating the 1954 Code, the House of
Representatives would have denied tax~-free treatment to mergers
or consolidations, other than those between "publicly held
corporations,” unless the shareholders of Target received at
least 20 percent of the stock of the resulting corporation.
provigsion was not enacted in part because of various problems

That



24

involved in defining a publicly held corporation. We also
believe that it is impossible to draw agpropriate lines in this
area which will meaningfully distinguish a tax-free continuing
investment from a taxable sale.

Accordingly, The Treasury Department agrees that, whatever
election is made at the corporate level, shareholder treatment
should depend on the nature of the consideration received.
Instruments that represent a continuing, equity involvement with
the assets of the acquired enterprise, such as stock of Acquiring
or its parent, should be received free of tax., Similarly,
receipt of consideration other than stock should have tax
consequences usually attending that of a distribution by an

ongoing corporation to a shareholder,

Thus, we agree that the rule of section 356(a} of the Code,
which limits dividend income to recognized gain, should be
eliminated. If a distribution has the effect of a dividend it is
difficult to see why dividend treatment should be limited to the
excess of the amount received over basis. No such limitation
applies under current law with respect to ordinary distributions,
and the rules for distributions attending corporate combinations
should be harmonized with those governing ordinary distributions
to the greatest extent possible.

We also note that the proposal determines dividend
equivalence by assuming that the Target shareholders first
transfer all of their stock for stock of Acquiring and then have
a portion of that Acquiring stock redeemed. This rule, which
1o0oks to the shareholder's redu¢tion in interest as measured
after the acquisition, would essentially codify the result in
Wright v, United States, 482 F.2d 600 (8th Cir. 1973). As such,
it rejects the approach which looks to the distribution as if it
were made by the Target, and which determines dividend
equivalence based on the reduction in relative interests before

the acquisition. Shimberg v. United States, 577 F.2d 283 (5th
Ciro 1978); Rev. Rul. - ’ - . . 2-

Resolution of this issue is a very close call. On the one
hand, since the nontaxability of the receipt of Acquiring stock
is premised on the assumption that the Target shareholder
continues his investment in the enterprise, and since cash is
essentially fungible, arguably the distribution should be treated
as having been made by the Target to its shareholders. Further,
wheve the distribution is to a controlling shareholder of Target
who may have engineered the transaction, it may be argued that

the dividend determination should be made completely by reference
to the shareholder's interest in Target. In this connection, it
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might be noted that under the Staff's proposal the instances of
dividend treatment would be greatly reduced relative to the
pre~acquisition approach, both for controlling shareholders and
others. On the other hand, a strong argument may be made that
any reduction in a shareholder's interest should be measured by
taking into account the overall transaction, and therefore the
relevant determinant is the shareholder's interest in the

resulting enterprise.

On balance, we do not object to the Staff's recommended
approach in the context of the overall project. Since, however,
(as explained below) we oppose repeal of the earnings and profits
limitation on dividend income, if the post-transaction approach
is to be adopted, the measure of dividend income should be
determined by reference to the earnings and '‘profits of the
combined enterprise. ’

Finally, we note that the proposal eliminates the present
nonstatutory constraints on tax~free reorganization status, such
as continuity of interest, business purpose, and continuity of
business enterprise. We agree that continuity of interest and
business purpose may be eliminated in the new structure.

However, we are concerned about the complete abolition of the
role of continuity of business enterprise in tax-free
acquisitions. For example, if Target sells all of its assets for
cash and then merges into Acquiring, it may be appropriate to tax
Target shareholders on the receipt of Acquiring stock, as the
Target shareholders arguably retain no continuing interest in the
Target enterprise upon which nonrecognition of realized gain can
be justified. By the same token, however, we recognize that it
may be difficult to distinguish cases where a continuing
investment in fact exists from those in which it does not.
Section 368(a)(2)(F) of the Code, in part, deals with this
situation in certain mergers involving investment companies. We
note that the proposal would retain the rules of section
368(a)(2)(F)., Perhaps those rules could be expanded to cover
other, similar transactions not presently within its scope.

Selectivity -- Unallocated Acquisition Premium

The acquisition proposals allow taxable or tax-free elections
to be made on a corporation-by=-corporation basis. Thus, an
election could be made with respect to a subsidiary of Target
that is different from the election made with respect to Target.
An anti-tax avoidance rule generally extends any election as to
one corporation to all assets held by that corporation within one
year of the acquisition., In addition, "unallocated acquisition
premium" (generally goodwill) could be the subject of a tax-free
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election, with concomitant carryover basis, even though a taxable
election is made. These rules represent a substantial
liberalization of the consistency rules of present law contained
in section 338, which generally require that the step-up in basis
or carryover basis election be made as to all or none of the
acquired assets.

We have some reservations about these proposals. First, it
must be recognized that the corporation-by-corporation approach
imposes no serious limitation to selective treatment of assets.,
If the seller has the foresight to lodge assets in separate
corporations more than one year before the disposition, free

selectivity will result.

We are concerned that the ability to achieve a cost basis on
some assets and a carryover basis on others may make acquisitions
more attractive. As we testified before this Committee on July
15 of last year, the ability to pick and choose as to asset basis
(with the pre~TEFRA tax consequences) had been abused and had
provided an incentive for certain corporate acquisitions. Since
potential ACRS deductions make some assets (especially real
estate) more valuable to buyers than to sellers, the tax laws
provide some incentive for the sale of those assets. When some
desired assets are acquired with a basis step-up, while other
desired assets are acquired without triggering any tax detriment,
the incentive escalates. The consistency rules enacted as part

of TEFRA were a response to that problem,

In that testimony, the Treasury Department also recognized
that a repeal of General Utilities might be a viable solution to
the selectivity problem, When a corporate level tax is paid in
connection with an acquisition, the advantage of a basis step-up
diminishes. We are concerned, however, that repeal of General
Utilities might not totally eliminate the problem. 1If, for
example, gain on long-held depreciable assets is exempted from
tax (or is phased in over a substantial period), the problem
would exist with respect to those assets. 1Indeed, even if a
shareholder credit is provided, so that only a corporate tax is
imposed, an incentive may still exist to the extent that the
value of the purchaser's deductions exceeds the seller's tax

paid.

In any event, the degree of the problem will depend upon the
extent of the tax imposed on the sale. Thus, no anti-selectivity
rule can be fashioned until the system for providing relief from
the General Utilities repeal, if any, is decided upon. At that
point, the i{dentified abuse sought to be restricted must be
balanced against any increased complexity created by the remedial

rule.
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The praposal also provides an exception to the corporation-
by-cor?oration consistency rule for so-called "unallocated
acquisition premium," which is defined as the excess of the
purchase price over the value of the assets acquired. This
amount is generally intended to represent purchased goodwill.
Under this exception, in an otherwise taxable transaction,
Acquiring could elect a carryover (generally zero) basis for this
item, and Target would recognize no gain on the sale of that
item. This rule provides some relief from the repeal of General

Utilities in taxable acquisitions.

As stated above, we believe that relief from double taxation
would best be provided through means of a shareholder credit. We
also have some concerns about the implications of the proposal.
If the parties .have a free rein in making the allocation to
purchase premium, substantial flexibility would be provided to.
determine asset basis, That flexibility is inconsistent with the
selectivity rules generally, and with the premise that basis
should reflect the price paid. In this connection, it should be
noted that a similar goodwill allocation in the partnership
context (section 736) must be reasonable in amount. Treas. Regs.
§ 1.736-1(b)(3). It is also difficult to see why goodwill should
be treated differently from other assets. The theory of the
acquisicion proposal is that, in a taxable acquisition, Acquiring
starts fresh with all assets acquired, and inherits none of
Target's tax history. A further premise is that corporate tax is
paid on the basis acquired. We are not certain that goodwill
should be accorded different treatment. The proposal also does
not make clear what items would be covered by this allocation.

If the justification for the suggested special treatment is that
Acquiring will derive no tax benefit from this asset, it is
difficult to see why other nondepreciable or nonamortizable
property, such as other intangibles or land, should be excluded

from the rule.

Incorporation Transactions

Section 351 of the Code presently allows property to be
transferred to a controlled corporation without recognition of
gain to the transferor. This provision (which most often applies
in incorporation transfers) is based on the premise that tax
should not be imposed on the mere change in form (i.e., from a
proprietorship or partnership to a corporation) of conducting
business. The proposals retain section 351, but tighten the
present rule relating to the receipt of debt securities to
parallel the rule which applies in the acquisition context.
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Presently, transferors may receive securities under section 351

with no immediate tax, while in acquisition transactions
gecurities may be received tax-free only to the extent of the
principal amount of the securities surrendered.

The preferential treatment of debt securities in a section
351 transaction should be abolished. An exchange of property for
debt is an appropriate occasion for taxation. Further, the
availability of installment reporting prevents an¥ undue hardship
on the transferor. In addition, the favorable rule in the
section 351 context has resulted in acquisitions being cast in
the form of section 351 exchanges in order to secure its
benefits. The Treasury Department supports conforming the
securities rules for incorporation and acquisition transactions.

Further Comments

Finally, we note that no specific proposals are made with
respect to other transactions now affected by the rules of
Subchapter C. For, example, section 355 contains detailed
provisions regarding corporate divisions. Similarly, specific
rules governing restructuring of bankrupt corporations are now
provided. We believe that these, as well as other, rules must be
carefully reexamined if basic changes are made to the corporate
tax provisions. The rules of corporate taxation are an
integrated whole. 1If changes are made to certain of the basic
provisions -- for example, the rule of General Utilities =-- those
changes will reverberate throughout the system. Some provisions
previously thought necessary to prevent abuse may no longer be
relevant; others may have to be redrawn and strengthened.
Accordingly, we believe that a fundamental restructuring must
take into account all collateral consequences.

The Liquidation Proposals

Under the proposals, liquidations in kind generally are
treated the same as taxable acquisitions. Thus, the liquidating
corporation recognizes any gain or loss inherent in its assets.
Additionally, the shareholders receive a fair market value basis
for those assets and recognize the gain or loss realized on
disposition of their stock. Although the proposal does not
specifically address the point, presumably no special election
with respect to goodwill is permitted.

The Staff justifies this proposal on the grounds that it is
necessary to be consistent with the acquisition proposal, and
that it will achieve substantial simplification by allowing
repeal of the collapsible corporation rules. Further, it is
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asgerted .that the opportunity afforded by present law to create
depreciable basis at the cost only of a shareholder level tax is
unduly favorable, resulting in less tax being imposed than i{f no
corporate tax existed, and causing tax-motivated liquidations and

liquidation-reincorporation transactions to occur.

The Treasury Department believes that a double tax on an in
kind liquidation distribution of an ongoing business to its
historic shareholders is inappropriate and that some relief is
warranted. The Staff report recognizes that:

"[L)iquidation of a corporation is often a highly formal step
without economic substance. After a 'liquidation, in general,
shareholders have substantially the same economic interest as

before."

As noted, under present law (and under the proposals), gain or
loss is not recognized in incorporation transfers on the theory
that the mere change in form in the conduct of a business is not
an appropriate realization event. Similarly, there would seem to
be at least some circumstances involving a change in form out of
corporate solution where taxation -~ indeed, double taxation ==
of asset appreciation is inappropriate. We believe that a
structure should be provided to permit a tax-free unwind of a
corporation under appropriate circumstances.

The Staff recognizes that relief may be needed in some
circumstances. Their solution is to trigger the corporate level
tax while deferring the shareholder tax though a substitution of
the shareholders' stock basis for the corporation's asset basis,

We suggest that consideration be given to structuring the
relief in a somewhat different manner. We are not convinced that
an immediate tax need be exacted from the corporation on
liquidation, just as it is not necessary to exact a tax on
incorporation. 1If the corporation's asset basis carries over in
the hands of the shareholders, the potential for thé one tax that
ought to be imposed remains intact. Thus, the shareholders could
be provided with an election, parallel to the one available in
acquisitions, in which the liquidating corporation recognizes no
gain or loss and the shareholders take a carryover basis for the
corporation's assets. Preservation of the corporate level tax
through the carryover of asset basis should be adequate to
prevent abusive liquidatien-reincorporation transactions.
However, a condition to this election might be that the basis of
the assets received could not be stepped up to fair market value
at the death of the shareholder., 1In addition, it may be
inappropriate in some cases to permit a tax-free withdrawal of

28-219 0 - 84 - 3
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corporate earnings. Accordingly, a further feature of the
carryover basis election could be that gain will be taxed to the
extent of the undistributed earnings received.

In this connection, it might be noted that the Subchapter C
Advisory Group proposed a somewhat similar provision in its 1959
Recommendations on Corporate Distributions and Adjustments. The
Advisory Group proposed that, on liquidations, shareholder gain
would be recognized only to the extent of the excess of the
corporation's basis of the assets distributed over the
shareholders' basis of the stock surrendered (plus liabilities
assumed). Similarly, under that proposal, the shareholders'
basis for the assets received generally would be the greater of
the corporation's basis in those assets or the shareholders'

basis in their stock.

We recognize that there may be problems with the approach we
propose. First, in some cases, it may provide different results
than those which obtain in acquisition transactions. To the
extent the rules are different, discontinuities will result,
Indeed, just as present law differences between incorporations
and acquisitions have caused transactions to be cast in the
former mode, so might distinctions between disincorporations and
acquisitions cause taxpayers to structure transactions to achieve
the more favorable result. In this connection, we also note that
those judicial doctrines which have been jettisoned in the
acquisition proposal, such as continuity of interest and
continuity of business enterprise, may have to be applied to
liquidations in kind.

Nevertheless, we believe that, if possible, an election
should be provided so that certain in kind liquidations of a
business will not be taxable at the corporate level. We would
like to work with the Staff to see if this result can be

obtained.
The Distribution Proposals

Repeal of General Utilities

The proposals also provide for the repeal of the General
Utilities doctrine in the distribution context. Thus, a
corporation would generally recognize gain on a distribution of
appreciated property to its shareholders, whether the
distribution is by way of a dividend or is in redemption of
shares. (No gain would be recognized, however, on an
intercorporate dividend distribution, since the carryover basis
to the distributee preserves the gain inherent in the property.)
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The Treasury Department supports this result, Last July, we
testified before this Committee {n strong support of rules
(enacted as part of TEFRA) which would tax tﬁe distributing
corporation on gain recognized on the distribution of appreciated
property in redemption of stock and in partial liquidation. That
support was based on the belief that there is no reason for a
difference in result where property is sold by the corporation
and the proceeds distributed, and where the property is
distributed in kind. That reasoning also supports requiring the
distributing corporation to recognize gain on a dividend
distribution. . ’

This result also will achieve simplicity and consistency.
Corporations generally are taxed on distributions of appreciated
property in redemption of stock. However, that general rule does
not apply to certain distributions made to significant historic

shareholders. The golicy underlying that exception is
questionable, and the exception itself introduces additional

complexity to the Code., Further, under some circumstances,
dividend distributions are taxed to the distributing corporation.
For example, a distribution in redemption of stock which does not
qualify for exchange treatment under section 302(a) results in
recognition to the distributing corporation. It is difficult to
see why the fact of a redemption is relevant to this result. The
significance of a redemption is particularly questionable in
light of the fact that a distribution in partial liquidation
which is accorded exchange treatment under section 302(b)(4) may
nonetheless trigger gain to the distributing corporation even if
the shares are not surrendered in the transaction.

Repeal of the Earnings and Profits Limitation on Dividend
Income )

Under present law, a distribution is a taxable dividend to
the shareholder only to the extent of the corporation's current
or accumulated earnings and profits. The purpose of the earnings
and profits limitation is to subject to dividend tax only
distributions of a corporation's profits, while allowing tax-free
the return of the shareholder's capital. The proposal would
repeal the earnings and profits rule, subjecting to dividend
treatment all distributions other than redemptions treated as
exchanges. As a relief measure, certain tax-free returns of
capital would be allowed if made to the contributing shareholder
within 3 years of the contribution. The Staff bases the proposal
on certain apparent abuses in the earnings and profits
computation, and the complexity of earnings and profits

accounting.
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The Treasury Department opposes the repeal of an earnings and
profits limitation on dividend income. We believe that the
principle of the limitation -~ which is to subject to shareholder
tax only a distribution of corporate earnings -~ continues to be
valid. That is not to say that the present rules operate
correctly in every case, However, to the extent defects exist,
the appropriate response is to identify and rectify the sources
of the problem, rather than to scrap the principle altogether.

For example, the Staff identifies as one source of
manipulation the case where a corporation borrows against the
unrealized appreciation in its assets and distributes the
proceeds to its shareholders. Since earnings and profits are not
increased to reflect the borrowing, the 'distribution is not
necessarily taxable to the shareholders. If this device is
determined to be abusive, it could be curtailed by a simple
amendment to section 312, Indeed, the Code presently contains a
provision to cover an analogous situation. Under section 312(i),
receipt of a Federally=-guaranteed loan which exceeds the basis of
the securing property increases earnings and profits by the
amount of the excess., A similar provision might apply to other

borrowings.

Additionally, the Staff notes that, because earnings and
profits are tied to taxable income, improper results obtain to
the extent that taxable income does not reflect financial
earnings. As an example, the report cites the case of certain
defense contractors who made periodic, non-taxable distributions,
because the deferral of income and accelerated deductions
available under the completed contract method of accounting
eliminated their earnings and profits accounts.

We note that TEFRA made certain changes to the completed
contract rules which will limit discontinuities between earnings
and profits and financial income. However, to the extent
distinctions remain, we believe that the appropriate response is
to examine those features of the tax laws which cause the
disparities to exist, and to consider the role that special rules
and methods of accounting should play in determining earnings and
profits. Another response could be to have earnings and profits
determined in the first instance on financial rather than tax
earnings. Repealing the limitation, however, in our opinion, is
a misdirected means of rectifying the perceived abuse.

while, for some, repeal of earnings and profits will achieve
a degree of simplification, we are not convinced that repeal
would significantly reduce any existing complexity. We note
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that, even if the concept is repealed for purposes of determining
dividend treatment, earnings and profits (or a similar
computation) will still be required for other purposes of the
Code, such as the measure of recapture under section 1248.
Finally, to the extent complicating rules do exist, again, we
would rather attempt first to simplify the rules themselves.
Eliminating the c¢oncept altogether is an overbroad response.

Additionally, we are not certain that repeal would be
constitutional, or even if constitutional would be supported by
any degree of fairness. To choose a simple example, assume Mr. A
forms corporation X and invests $1,000. Over a 3-year period, X
breaks even, 8o that A's $1,000 represents all of X's assets. If
A withdraws $200 from X, we have difficulty viewing A as having
any accretion to wealth on which an ordinary income tax should be

imposed.

Finally, we fear that taxing all distributions on equity as

dividends will gut further pressure on the debt-equity
distinction. While distributions on both would be taxable to the

shareholder, the corporation could deduct only those payments
made on the debt. Our experience.in developing regulations under
saection 385 has shown that distinguishing debt from equity is no
easy matter. We are loathe to support any rule which tends to
increase further the tax advantages that debt instruments have

over equity instruments.
Corporate Dividends Received Deduction

The Staff identifies two areas of concern in relation to the
functioning of the 85 percent dividends received deduction
available to corporations., The corporate dividends received
deduction is provided in order to prevent the imposition of
multiple taxation as dividends pass from one corporation to
another. In general, under the present scheme for taxing
corporate operating profits, such profits should be subject to a
first "mainstream” tax on income from operations, and a second
shareholder level tax as the earnings are distributed to
noncorporate shareholders. The corporate dividends received
deduction thus assures that, in general, significant additional
tax is not imposed on intermediate distributions to corporate

entities.

Circumvention of Restrictions on the Dividends
Received Deduction

The first area of concern identified by the Staff relates to
possible opportunities to obtain the benefit of the dividends
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received deduction in certain cases in which the "dividend
income" effectively had matured prior to the taxpayer's
acquisition of the dividend-bearing shares. For example, a
taxpayer might acquire shares of stock immediately prior to the
time the shares became ex-dividend, and, following -the
ex~-dividend date and the predictable drop in value of the shares
by an amount approximately equal to the dividend, sell the shares
at a losas. (Because the holder of the shares on the ex~dividend
date is entitled to receive the dividend distribution, the price
of the shares drops immediately after the shares become
ex-dividend.) The taxpayer then could claim that the dividend
income is 85 percent tax-exempt (due to the dividends received
deduction), while the short-term loss on the shares is allowable
in full against unrelated capital gain income. Thus, a taxpayer
would receive dividend income of $1, subject to a tax of $0.069,
and experience a short-term capital loss of $1, having a value as
a tax benefit of $0.46. The net tax benefit of this transaction
is $0.39 ($0.46 - 0.069) per dollar of dividend income.

The existence of this tax arbitrage opportunity was
recognized b{ the Congress in 1958. 1In response to the problem,
the availability of the dividends received deduction was
conditioned on a taxpayer's holding the shares producing the
dividend for more than 15 days, on thé theory that the taxpayer
would be exposed to significant market risk during that period.
The risk associated with holding the shares for 15 days was
. viewed as adequate to deter taxpayers from engaging in
transactions, such as the one described above, in order to obtain
improper tax advantages. The 1958 amendment also provided for a
90-day holding period where a dividend on preferred stock was
attributable to a period exceeding one year. This rule is
justified on the premise that a larger dividend combined with a
smaller likelihood of price fluctuation in the shares (than would
be the case for common stock) presents a greater opportunity to
obtain tax arbitrage benefits that are disporportionate to the
market risk borne by the taxpayer. Finally, the 15- and 90-day
holding periods are considered not to run for any period during
which the taxpayer has insulated itself against risk of loss in
holding the shares by reason of its also holding a put, a fixed
obligation to sell, or having entered into a short sale, with
respect to "substantially identical" stock or securities. This
tolling rule during periods that the taxpayer has a reduced risk
.0f loss follows logically from the purpose of the holding period
rules to ensure that tax arbitrage is foreclosed automatically
where the taxpayer does not accept the degree of market risk

prescribed by the statute.
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Two problems in the functioning of the restrictions on the 85
percent dividends received deduction have come to light:

° In cases where a dividend is paid that is large in
relation to the trading price of the shares, the 15- and
'90-day holding periods may not provide sufficient market
risk to counterbalance the tax arbitrage opportunity.

° Various techniques may allow taxpayers to reduce
materially the risk of loss of holding shares without
taking a position in "substantially identical® stock or
securities, as that term is defined. In these cases, the

olicy underlying the 15- and 90-day holding period rules

fs frustrated.

To deal with these apparent opportunities to benefit from tax
arbitrage through the use of the dividends received deduction,
the Staff proposes that a one-year holding period be established
in order to qualify for the dividends received deduction. The
report states that "(t]Jechnical changes would also be made to
tighten the rules for computing such holding period," but does
not specify the nature of those technical changes.

We concur with the general approach of the Staff in dealing
with these apparent opportunities to utilize the dividends
received deduction to produce improper tax arbitrage. We wish to
suggest some modifications to the specific proposals however.
Initially, we agree that introducing greater market risk as the
"price” of obtaining the dividends received deduction is an
appropriate means of dealing with the tax arbitrage opportunity
that may be presented where large dividend distributions are
made. Our preference, however, would be to deal with such cases
by a more targeted means than a general lengthening of the
required holding period. Thus, we suggest that the holding
period should be lengthened only in cases involving relatively
large dividend distributions, because such cases appear not to be
dealt with adequately by the present 15- and 90-day holding
period rules. We are not able at this time to evaluate the
appropriateness of the suggested one-year holding period.
However, some period substantially in excess of 90 days is
certainly is called for. Moreover, consideration might be given
to requiring that the stock be held for a substantial period of
time prior to the distribution in order for the taxpayer to
qualify for the dividends received deduction.
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Secondly, in the case of large dividend distributions where
the taxpayer does not hold the shares for the required period, we
would favor an approach that would recognize that the purchaser
of the shares in substance is acquiring two separate assets, To
illustrate this point, assume that a share of stock is trading at
$38 and that an $11 dividend has been declared. The new holder
can be viewed as paying approximately $11 to acquire the right to
receive the $11 dividend distribution and $27 for the underlying
stock. Following this approach, the purchaser's basis in the
underlying shares should be only $27 (the $38 purchase price
reduced bg the amount of the dividend payment), with the result
that a subsequent sale of the shares will produce no gain or loss
other than as a result of actual market:-fluctuations subsequent
to the purchase. In our view, this basis allocation rule
corresponds to the economic substance of the transaction and

accords with general tax principles.

Thus, to deal with the perceived abuses which have arisen in
the context of large dividend distributions, we suggest
that consideration be given to reducing a corporate taxpayer's .
basis in acquired shares by the amount of the dividend if (i) the
dividend exceeds some material percentage -=- such as 5 percent --
of the trading price of the shares (immediately prior to the
shares becoming ex-dividend), and (ii) the taxpayer ultimately
does not hold the shares for the required period. A
recapture~type rule would be needed for cases where the shares
are disposed of after the tax return for the year was filed and
prior to the passage of the required holding period.

We also agree with the Staff that existing law may be
inadequate to deal with techniques in which taxpayers reduce
materially the risk of loss of holding stock investments without
taking a position in "substantially identical" stock or
securities. The difficulty with the present rule derives from
the assumption that market risk may be reduced materially only
through positions in stock or securities which are "substantially
identical® -- a term that has been construed narrowly. A more
appropriate rule would take a functional approach, and inquire
whether the taxpayer has substantially diminished its risk of
loss of holding the stock by reason of its holding another
"position," whether or not the latter position is held in
substantially identical stock or securities. We note that the
standard of "substantial diminution of . . . risk of loss from
holding (a] position . . . by reason of . . . holding 1l or more
other positions” was utilized by the Congress in the tax straddle
rules enacted in Title V of the Economic Recovery Tax Act of
1981. The purpose of the substantial diminution of risk rule in
the 1981 Act parallels closely the objective of the tolling rules
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applicable to the dividends received deduction. Accordingly, we

believe it would be appropriate to consider utilizing the
substantial diminution of risk standard in the context of the

dividends received deduction.

In summary, we do not favor an across-the-board extension of
the holding period to qualify for the dividends received
deduction. We believe that legislation consistent with the
sugYestions outlined above would eliminate unjustfied tax
arbitrage opportunities by ensuring that (i) the market risk
entailed in qualifying for the dividends received deduction bears
an appropriate relationship to the magnitude of the dividend, and
(ii) the holding period rules requiring the taxpayer to accept a
measure of market risk to obtain the dividends received deduction
may not be avoided. We are not persuaded at this time that cases
not brought within these strictures present a significant tax
avoidance opportunity warranting a general extension of the 15-
and 90-day holding periods of present law.

Leveraged Stock Acquisitions

The gsecond issue raised in the report in relation to the
functioning of the dividends received deduction involves
transactions in which taxpayers incur or continue indebtedness to
purchase or carry corporate shares that will yield dividend
income. The availability of the dividends received deduction,
coupled with a deduction for "offsetting" interest expense, again
can produce unintended tax benefits. To illustrate the problem,

- assume that X Corp. borrows $100 at 10 percent annual interest to
buy $100 of stock paying an annual dividend of $ll. The
after-tax cost of the annual interest charge is $5.40 ($10 - ($10
X +46)). The $11 dividend income will result in $10.24 after tax
($11 - ($11 x (1-.85) x .46)). Overall, the investment yields a
pre~tax return of $1, but an after~tax return of $4.84 ($10.24 =~
$5.40). Although there is some measure of economic risk
associated with the investment position in the stock and the
obligation to repay the debt, in certain cases these risks are
diminished significantly by the use of nonrecourse borrowings and
floating rate preferred stock investments. Even where these
risk-reducing techniques are not employed, it is clear that these
transactions can provide a corporate investor a substantial tax
benefit that is not justified in many cases.

The Staff proposes to deal with the problem posed by these
transactions by disallowing a corporation's deduction for
interest on indebtedness incurred to purchase or carry corporate
stock that will produce dividends qualifying for the dividends
received deduction. An "objective rule" would be provided to
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ensure that the borrowing to purchase or carry the stock
investment could not be disguised. The Staff does not suggest
disallowance of interest deductions in connection with
investments in controlled subsidiaries.

Wwhile we share the Staff's concern regarding leveraged stuck
~acquisitions, it is our view that any solution to the problem
posed by these transactions must be consistent with the
fundamental concepts underlying the dividends received deduction.
Because the proposed solution could produce results that are not
consistent with the policy underlying the dividends received
deduction, we must oppose the proposal.

The corporate dividends received deduction has long been a
feature of the corporate income tax. As noted above, the purpose
of the deduction is to prevent multiple taxation of dividend
income flowing through corporate entities., To illustrate, if X
Corp. earns $2 of income from operations, it will pay $0.92 of
corporate tax. Assume X Corp. distributes the approximately §l
of earnings to its shareholder, Y Corp. In general, there should
be no tax collected from Y Corp. because Y Corp. in turn will
distribute the $1 as a dividend to its shareholder, individual A,
who will pay the second tax on the corporate earnings. The
absence of an exclusion mechanism at the Y Corp. level could
result in triple or even greater taxation.

It should be noted that the allowance of an 85 percent
dividends received deduction, instead of 100 percent, is
inconsistent with this policy. The reason for the 15 percent
taxability of dividends from non-controlled subsidiaries
generally is said to be to discourage multiple corporation
structures., However, as discussed below, 15 percent taxability
also may be a justifiable policy result to the extent that the
corporate dividend recipient is capitalized in part with debt.

Certain important assumptions underlie the assertion that the
dividends received by Y Corp. in the above example generally
should not be subject to tax. The most significant assumption is
that the §1 dividend received by Y Corp. will be paid out by Y as
a dividend. The failure to pay out dividend income in the form
of a non-deductible dividend distribution undermines a critical
premise of the dividends received deduction. The conjunction of
the dividends received deduction with a deduction for the
distribution in the form of an interest payment, will, overall,
result in collection of only one tax on corporate earnings,
instead of the two taxes generally required by current law. To
illustrate this point, vary the above example by making an
admittedly extreme assumption: assume A's interest in Y Corp.
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consisted exclusively of debt, and that the equity interest in
the corporation were nominal. Thus, Y Corp. would distribute the
$1 dividend received from X Corp. to A in the form_of deductible
interest. A first tax would be collected at the X Corp. level,
and a second tax wculd be collected (with respect to the interest
received) from shareholder A, However, in addition to a
deduction for the dividend received, Y Corp. would have an
additional deduction for interest paid. 1In effect, a negative
tax would be accorded to Y Corp., with the result that, overall,
only one tax would be collected in the chain (disregarding the 15
percent taxability of the dividend received by Y Corp).

Obviously, the example is oversimplificd, particularly in the
assumption of 100 percent debt capitalization. It illustrates,
however, that the predicate for allowing a dividends received
deduction is the assumption that dividends received will be paid
out in the form of a dividend. A further assumption would appear
to be that the dividend distribution will occur relatively near
in time to the receipt of the dividend income; taking into
account the time value of money, it may not be appropriate to
insulate Y Corp. from current tax where the distribution to A
will not be made for a long period of time. .

To summarize our view, the Staff's proposal to disallow the
deduction for interest payments that are "matched" with dividend
receipts has conceptual merit, However, a mechanical
disallowance rule that does not take into account the character
of the total payments made by the corporation with respect to its
capital structure will sweep too broadly in some cases. For
_example, if the corporation receiving dividend income were
capitalized almost exclusively with equity, it would not be
proper to disallow deductions for interest expense simply because
the corporation also holds equity securities that generate
dividend income. A mechanical disallowance rule such as that
proposed would achieve a proper result only if one makes the
agssumption that total distributions by the recipient corporation
are made to a material degree in the form of interest. Such an
assumption would not be correct in many cases.

An approach to the dividends received deduction that would
conform more closely to the policy considerations supporting the
proposal would be to link the deduction for dividends received to
the distribution of those amounts in the form of a dividend.

Such an approach could be drawn as a deduction for dividends paid
to the extent distributions are made out of dividends received.

A difficult problem with this approach is identifying the source
of dividend distributions. One solution to the problem would be
to assume that each dollar distributed as a dividend is comprised
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of income from each source earned by the corporation, and that
the proportion of the dividend derived from a particular source
is determined by the ratio of the amount of income from that
source earned by the corporation to the total income of the
corporation. Under this assumption, if a corporation earned $10
of dividend income and $90 of income from operations, a $10
dividend distribution would be considered as made $1 from
dividend income and $9 from profits from operations, so that a §1
dividends paid deduction would be permitted. Alternatively, the
assumption could.be made that the $10 dividend distribution was
made entirely from dividend income, so that a deduction of §10
would be permitted. Such a rule is no doubt simpler to
administer, and may be supported to some degree by a logic that
the "discretionary" funds available for distribution to
shareholders are investment receipts.

We are not prepared here to recommend a dividends paid
deduction in lieu of the current dividends received deduction. A
proper tracing rule, which is fundamental to the concept of a
dividends paid deduction, clearly requires further study.
Moreover, a change in such a fundamental aspect of the corporate
tax must be _considered in light of the larger whole of corporate
taxation, and the impact on investment practices including
non~-tax rules relating to debt-to-equity ratios and the like.

Payments in Lieu of Dividends

The Staff also describes a problem that is similar in concept
to the tax arbitrage opportunities that may be presented by the
corporate dividends received deduction where shares are acquired
just prior to the ex-dividend date. The problem may be
illustrated by an example used previously. Assume a stock is
trading at $38; a dividend of $ll1 per share has been declared,
and the stock is about to become ex-dividend. An individual
borrows the shares and opens a short sale by selling the shares
at $38. On the dividend payment date, the individual will be
required to idemnify the lender of the shares for the dividend by
paying him $11. Thereafter, the stock can be expected to drop in
value by an amount reflecting the dividend payment, so that the
short sale can be closed at S27, yielding a gain of S$1ll. Under
present law, the individual is permitted an ordinary deduction
for the short sale expense of $11 under section 212 of the Code.
Closing the short sale results in short-term capital gain of Sll.
The ordinary deduction may be utilized against wage or investment
income, while the short-term gain may be offset by unrelated
capital losses (which otherwise would be deductible against
ordinary income only to the extent of §3,000 per year, and would
not be deductible to any extent in the case of a corporation).
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Again, our analysis of this transaction proceeds from the
assumption that two assets =- the stock, and the matured dividend
right -- were borrowed and sold. The payment of the short sale
expense from the proceeds of the short sale constituted, in
substance, a return of the matured dividend rigat to the lender.
As such, the repayment of the dividend right should not give rise
to a deduction; it merely represents the repayment of borrowed
funds. The two assaet analysis leads to the further conclusion
that the amount realized on the short sale of the stock must be
separated from the amount realized from the sale of the matured
dividend right. Thus, closing the short sale in this example
should produce no gain or loss (in the absence of actual market
price changes after the short sale is opened). An alternative
means of reaching the same result would be to deny a deduction
for the dividend substitute payment and treat the amount of the
dividend substitute payment as an increase in the tax basis of
the short sale account, without bifurcating the short sale into

its component parts.

The foregoing analysis is appropriate in our view where the
person effecting the short sale borrows, and realizes on, a
matured dividend right, rather than a right which accrues
subsequent to the opening of the short sale. Take ac an
alternative example the case where A opens a short sale by
borrowing and selling preferred stock, realizing $100 on the
short sale, Assume that after one year, A is required to pay
over the $10 dividend substitute payment to the lender of the
shares. If there has been no market fluctuation in the value of
the shares, A then will close out the short sale by buying in the
same shares for $§100, It is clear in this example that the short
sale expense represents the cost of obtaining the use of the
property sold short, and, more particularly, the cash proceeds of
the short sale. As a result, the expense corresponds closely to
interest, a characterization that is reflected in the interest
and carrying charge provisions of section 263(g) of the Code.

Based on this analysis, we suggest that consideration be
given to providing different treatment for short sale expenses,
depending on the length of time the short sale is held open. If
the short sale is held open for a brief period of time, say 6
months, we believe it would be appropriate to assume that the
taxpayer has acquired a matured dividend right, so that the
payment should not be deductible, but instead should be
capitalized to the account of the short sale.

If the short sale is open for a longer period, such as in
excess of 6 months, it may -be appropriate to treat such payments
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as interest substitutes, consistent with the rule of section
263(g)(2)(A)(i1). Under this approach, the payments generally
would be deductible, but the limitation on the deductibility of
investment interest (section 163(d)) and the disallowance rule
applicable to interest on indebtedness incurred to purchase or
carry tax-exempt obligations (section 265(2)) should apply.

Recommendations Relating To The Taxation
oreign Corporations

Background

The tax regime imposed by the Code on foreign corporations
differs from that imposed on domestic corporations. In general,
the latter are subject to U.S. taxation on their worldwide income
while the former are subject to U.S. taxation on a more limited
basis. More specifically, foreign corporations are subject to
U.S. taxation on a gross basis (without deductions) on fixed or
determinable gains, profits and income (e.g., dividends,
interest, rents and royalties) from U.S. sources, and on a net
basis (net of deductions) on income effectively connected with
the conduct of a U.S. trade or business. Effectively connected
income of a foreign cnrporation is taxed at a reste, and in a
manner, comparable to that of a U.S. person.

The income of a foreign corporation not engaged in business
in the United States therefore is not subject to current U.S.
tax. A U.S. shareholder, however, is taxed on distributions
received out of earnings of a foreign corporation. Certain
categories of undistributed income of a foreign corporation which
is controlled, directly or indirectly, by U.S. persons are not
entitled to the general rules deferring taxation until receipt by
a U.S8. shareholder, and may be included currently in a U.S.
shareholder's income under the subpart F, foreign personal
holding company or foreign investment company anti-deferral rules

of the Code.

A dividend paid to a 10 percent or greater U.S. corporate
shareholder carries with it a “deemed paid"” foreign tax credit
for the foreign tax imposed on the accumulated profits from which
the dividend is paid. Undistributed earnings included in the
income of a U.S, corporate shareholder (and electing individual
shareholders) of a controlled foreign corporation under subpart F
also carry a deemed paid credit for foreign taxes paid on the
earnings and profits from which the amount is considered to be
paid. A previously taxed earnings and profits account also is
created for the earnings of the controlled foreign corporation
which have been taxed directly to U.S8. corporate or individual

shareholders.



General Discussion

The report contains three specific recommendations pertaining
to the taxation of foreign corporations. I will describe these
proposals in more detail below. It should be recognized,
however, that the report's proposals could have far-reaching
consequences on the present regime for taxing foreign
corporations. I will discuss briefly only one of several
possible -examples. )

As discussed earlier, one of the proposals is to repeal the

" earnings and profits limitation on dividend income. The report
states that the earnings and profits concept would be retained
for other purposes under the Code, and cites as examples the
deemed paid foreign tax credit, the treatment of controlled
foreign corporations and the recapture of untaxed earnings on the
sale of stock of a controlled foreign corporation.

As described above, the income of a foreign corporation
generally is not taxed until it is distributed, or deemed
distributed, to a U.S. shareholder. 1In this connection, a vital
linkage exists under present law between the distribution, or
deemed distribution, and the earnings and profits from which the
distribution is considered to be paid. The report does not
specify how the proposal to repeal tl.» earnings and profit
limitation on dividend income would be integrated with the
present regime for taxing foreign corporations. It is apparent,
however, that severtng the relationship between a dividend and
the earnings and profits from which it is paid would require
significant alterations to our present rules for taxing foreign

corporations.,

We believe that there is merit in being able to apply
domestic corporate tax rules equally to foreign corporations.
The alternative suggested by the report -- having separate rules
for foreign corporations -- would frustrate the quest for
simplification, one of the principal objectives of the proposals.
In addition, we are concerned that such disparate tax treatment
would make the tax laws less neutral with respect to a decision
to conduct foreign operations through a branch of a domestic
corporation or a.foreign subsidiary. Further study would be
necessary to ensure that such different tax treatment would not
lead to unintended results. For these reasons, in addition to
those set out above, we would prefer that the definition of
earnings and profits be refined rather than repealed. )
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In general, we believe that the report's proposals need to be
carefully analyzed to determine their impact on our system of
taxing foreign corporations. These proposals would cause
difficult transition problems in the foreign area i{f this
relationship were not anticipated carefully.

Specific Recommendations Made by the Staff

Section 367, Section 367(a) is the principal mechanism in
the Code designed to prevent the avoidance of Federal income
taxes where assets carrying unrealized income potential are
transferred outside the United States. Section 367(a) currently
requires gain to be recoghized when property is transferred by a
U.S. person to a foreign corporation in certain exchanges that
otherwise would be accorded nonrecognition treatment. Gain is
recognized if the transfer is "pursuant to a plan having as one
of its principal purposes the avoidance of Federal income taxes."
Because the Tax Court has adopted a narrow interpretation of the
"principal purpose" requirement, the IRS has had difficulty
administering this provision in a way which restricts the types
of tax avoldance transfers that section 367 was intended to
combat., The report recommends that section 367(a) be amended and
Ssuggests as alternative approaches either (i) lowering the
principal purpose threshold to a "significant" or a "material"
purpose test, or (ii) substituting an "effects" test for the
subjective purpose test. Under the latter approach, gain would
always be recognized with respect to designated "tainted" assets.

The Treasury Department and IRS have been engaged in a review
of section 367(a). We generally agree that it would be desirable
to adopt some form of an "effects" test. As the report
recognizes, however, certain assets such as manufacturing and
marketing intangibles raise particularly complex issues, and the
details of any such test therefore would require careful
consideration. We are not prepared at this time to make a
specific proposal, but would be pleased to work with the
Committee to formulate an amendment.

Expansion of Section 1248. Under section 1248, gain
recognized by certain U.S. shareholders on the sale or other
disposition of stock of a controlled foreign corporation must be
included in the shareholder's gross income as a dividend to the
extent of the foreign corporation's previously untaxed, post-1962
earnings and profits which are attributable to the shareholder's
stock during the period the shareholder owned that stock.
Section 1248 recapture generally applies to any U.S. person who,
during the five years preceding the sale, was a 10 percent or
greater shareholder while the foreign corporatxon was a
controlled foreign corporation.
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The report recommends simply that "decontrol" of a foreign
corporation trigger section 1248 recapture. The report does not
specify how and to whom the recaptured income is to be taxed. It
1s not clear from the report that a U.S. shareholder OWning less
than 10 percent of the foreign corporation would not be subject
to the recapture rule even though the shareholder would not be
subject to section 1248 under present law., It also is not clear
whether the recapture would occur at the time of decontrol or
upon a later disposition of the stock. :

The recommendation was made in response to a transaction
involving particular circumstances in which section 1248
recapture was allegedly avoided. The recommended change to
section 1248 has a sweep that extends far beyond the class of
transactions which are apparently its target. We believe that
the implications of this recommendation require additional study.

The report also recommends that two special deemed
realization rules be adopted for purposes of section 1248.
proposal would cause the unrealized gain inherent in certain
"collapsible” and "subpart F" assets held by a foreign
corporation to be included for purposes of determining earnings
and profits at the time of the section 1248 recapture event. The
addition of the collapsibility provision is designed to offset
the report's recommended repeal of the collapsible corporation
rules of section 341 for domestic corporations. The addition of
unrealized subpart F income to section 1248 earnings is based on
a similar rationale. This recommendation, like the decontrol
proposal, has not received extended consideration by Treasury or
other interested parties, and we believe that it deserves further

study.
Special Limitations on Net Operating Losses
and Other Tax Attributes

Background

Under current law, a corporation that incurs a net operating
loss in one year generally is permitted to use the loss to offset
income earned in the three taxable years prior to and the fifteen
taxable years after the year in which the loss is incurred. The
underlying premise of allowing a corporation to offset a net
operating loss incurred in one year against taxable income earned
in another year is to provide an averaging device to ameliorate
the unduly harsh consequences of a strict annual accounting

system.

This

28-219 0 - 84 - 4
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Section 382 was added to the Internal Revenue Code in 1954 to
establish objective tests that would curb “trafficking” in
corporations with unused net operating loss carryovers. Congress
was particularly concerned that corporations were acquiring shell
corporations whose principal asset was a net operating loss
carryover that could be applied in future years against income
unrelated to any tusiness activity of the acquired corporation,
If such trafficking in loss corporations were permitted, the
gndgrlying averaging function of the carryover provisions would

e lost.

In addition to the specific objective limitations contained
in section 382, the carryover of net operating losses may be
disallowed under section 269 if the principal purpose of an
. acquisition of stock or assets is to secure the benefit of the

net operating -losses. Thus, section 269 is available to prevent
miguse of the general carryover provisions. Moreover, special
limitations, contained in Treasury Regulations, apply in certain
instances to limit the use of net operating loss carryovers by
consolidated groups of corporations.

In the Tax Reform Act of 1976 ("1976 Act"), Congress sought
to strengthen the provisions of section 382 to deal with
"trafficking” in loss corporations and to make those provisions
more nearly uhiform for taxable and tax-free acquisitions. The
1976 Act amendments were enacted in part because Congress
believed that section 382 was ineffective and did not adequately
serve its purpose., The effective dates of the 1976 Act
amendments, however, have been delayed in response to criticism.
The 1976 Act amendments are currently scheduled to become
effective on January 1, 1984, in the case of tax-free
reorganizations, and on June 30, 1984, in the case of taxable

purchases.

Section 382, both as presently in effect and as modified by
the 1976 Act, contains two sets of rules for limiting the
utilization of net operating losses. One set of rules applies in
cases of changes of stock ownership by purchase ("purchase rule")
and the other set of rules applies to certain tax-free
reorganizations ("merger rule"). Identical limitations are
provided in section 383 on the use of other tax attributes --
such as investment tax credit carryovers, foreign tax credit
carryovers, and capital loss carrycvers -- following an
acquisition. While, for convenience, this discussion will refer
primarily to net operating loss carryovers, many of the same
principles, also apply to these other items,
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Purchase Rule

Under existing section 382, the carryover of net operating
losses, in the case of taxable acquisitions, is denied entirely
if (i) more than 50 percent of the stock of the corporation that
incurred the loss ("loss corporation”) changes ownership by
purchase within two taxable years; and (ii) the loss corporation
does not continue to carry on substantially the same trade or
business after the change in stock ownership. Thus, in a .
transaction in which stock is purchased, the carryover of net
operating losses is prohibited if there is both (i) insufficient
"continuity of interest" by the loss corporation's shareholders;

and (ii) insufficient "continuity of business enterprise” after
the stock purchase, If, therefore, the purchaser of a loss .
corporation continues to carry on the trade or business
previously conducted by the loss corporation, there is no
limitation on the use of net operating losses.

The 1976 Act amendments removed the requirement that the
historic trade or business of the loss corporation be terminated
before limitations ‘on carryovers would be imposed following a
taxable acquisition. Under the 1976 Act amendments, net
ogerating loss carryovers would be limited even if the new
shareholders continued to conduct the same trade or business.
Thus, the focus of section 382 was shifted solely to changes in
stock ownership. The 1976 Act amendments also raised the
threshold for application of the purchase rule from a 50 percent
to a 60 percent change in stock ownership. This increase in the
threshold was enacted to coordinate the rules applicable to
purchases with those applicable to tax-free reorganizations. In
addition, rather than eliminating all net operating losses once
the required change in stock ownership has occurred, net
operating loss carryovers under the 1976 Act are gradually phased
out as the percentage change in stock ownership increases. This
gradual reduction is identical in amount to the reduction
provided in the case of tax-free reorganizations.

Merger Rule

Under section 382 as presently in effect, the carryover of
net operating losses generally is limited in the case of certain
tax~-free reorganizations if the stock in the acquiring
corporation received by shareholders of the loss corporation in
the acquisition is less than 20 percent of the stock of the
acquiring corporation. In such a case, the net operating loss
carryovers of the loss corporation are gradually reduced based
upon the level of the loss shareholders' ownership in the

acquiring corporation.
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Under ‘the 1976 Act, the types of tax-free reorganizations to
which section 382 applies were expanded significantly to prevent
avoidance of the limitation. Moreover, the level of retained
stock ownership at which net operating loss carryovers are first
subject to limits was increased by the 1976 Act from 20 percent
to 40 percent, with the net operating loss carryovers available
to the acquiring corporation being phased out gradually as the
loss corporation shareholders' percentage ownership in the
surviving corporation declined below 40 percent.

Summary of Proposal

Unlike existing section 382 or the 1976 Act amendments, the
proposal contained in the report does not reduce the amount of
the net operating loss carryovers that can be utilized by an
acquiring corporation. Rather, it seeks to limit the amount of
income that may be offset by the loss carryovers to the income
attributable to the pool of capital that generated the loss.

In general, the proposal attempts to permit the use of a loss
corporation's net operating losses, following a taxable stock
acquisition or a tax-free reorganizaton, to the same extent, as
to both timing and amount, as would have been possible if
ownership of the loss corporation had not changed and the
corporation had invested its assets in activities generating
taxable income. The proposal, -like existing law and the 1976 Act
amendments, includes two sets of rules, one applying primarily to
cases in which the stock of the loss corporation is acquired in a
taxable purchase and a second' applying to cases in which the
stock or assets of a loss corporation are acquired in certain
tax-free reorganizations.

Discussion

Before discussing the proposal in greater detail, it is
useful to outline briefly the theoretical underpinnings of
limitations on the carryover of net operating losses and other
tax attributes following the acquisition of a corporation. It
also is useful to describe generally the criticism of existing

law and the 1976 Act amendments.

In analyzing the issues raised by the carryover of corporate
net operating losses, commentators have suggested the following
competing, and somewhat inconsistent, tax and economic policy

considerations:
° Any rule governing the carryover of tax attributes should

be consistent with the historic legislative intention that
the carryover provisions serve as income averaging devices;
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° The tax laws should not unduly distort investment decisions

and should not create undue bias betwesn diversified and
non-diversified entities or between old and new businesses;

° A corporation's ability to carry over net operating losses
should not require the Federal government to be a partner
in all businesses (i.e., the rules governing the use of. net
.oYerating losses should not amount to a Federal subsidy for
all such losses);

° The rules applicable to the carryover of net operating
losses should prevent "trafficking” in loss corporations;

° Any limitations on the carryover of net operating losses
and other tax attributes, to the éxtent possible, should
not result in tax attributes of a corporation becoming more
or less valuable in the hands of a purchaser of the
poi oration than they would have been in the hands of the
seller; :

° The tax laws should not encourage corporate acquisitions
that would not be undertaken for non-tax reasons; and

° The rules establishing limitations on carryovers should
provide certainty in determining the extent to which tax
attributes will survive an acquisition so as to prevent a
purchaser from obtaining a windfall from the carryover.

As is apparent from these principles, the initial question
that must be faced is whether any limitations should be imposed
on the use of net operating loss carryovers. One can argue that
the rules governing the use of net operating loss carryovers will
not create a bias among various types of entities and businesses
and will not distort investment decisions only if all limitations
are removed from the utilization of net operating loss
carryovers. The furthest move in this direction would be to
provide for refundability of net operating losses. 1In a
refundability system, a corporation that incurred a net operating
loss would receive a refund from the Federal government equal to
the tax savings that would have resulted if the corporation had
been able to offset fully the net operating loss in the current
year against other income.

A provision for direct reimbursement of net operating losses
by the Federal government would, of course, eliminate trafficking
in corporations that had unused net operating losses, one of the
perceived abuses section 382 is designed to prevent. Moreover,
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such a system would ensure that the benefits of a net operating
loss would accrue directly to the entity that suffered the loss
and would eliminate the current bias in favor of conglomeration
that exists with respect to the deductibility of net operating
losses. This bias exists because net operating losses of one
business may be offset against profits of another business,
thereby reducing the conglomerate's current tax burden. By
comparisorn, a corporation engaged in a single line of business
does not receive any tax benefit from a net operating loes until
and unless that corporation realizes offsetting income. On a
present value basis, such a net operating loss is worth less than
a4 net operating loss that is usable currently. A reimbursement
system would eliminate this bias by providing the same after-tax
consequences for a net operating loss regardless of the existence
of a related profitable enterprise.

Similarly, the current treatment of net operating losses is
biased in favor of established enterprises, with respect to
undertaking new investments. An established corporation that
incurs a loss in starting a new line of business may secure an
immediate refund under current law by applying that loss against
past taxable profits. A new corporation, by contrast, is unable
to utilize a net operating loss until it realizes taxable income.
A system of refundability also would eliminate this bias by
equalizing the treatment between new and existing businesses in

the event of a loss.

While a system of refundability might well make the net
operating loss provisions more neutral among various types of
enterprises, we do not believe it is advisable to implement such
a proposal. A system of refundability would require the Federal
government to become a partner in all investments, a role we
believe is inappropriate. Moreover, a system of refundability
would pose potentially insurmountable administrative and
budgetary problems, For example, verification of the bona fide
value of the net operating losses would be imperative, yet
extremely difficult, complex and, perhaps, impossible.

Short of providing direct government reimbursement of net
operating losses, it can be argued that all limitations on the
carryover of tax attributes from one corporation to another, such
as section 382, should be repealed. While the resulting system,
which can be described as free trafficking in corporations with
favorable tax attributes, would not achieve complete neutrality,
it would ensure that most of the benefit of the net operating
losses would be realized by those who suffered the economic
losses. Consequently, purchasers of loss corporations would not
be able to realize windfall profits at the expense of loss
corporations or their shareholders.
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The arguments in favor of unrestricted trafficking in loss
corporations (and the arguments in favor of refundability) go far
beyond the legislative intention to provide an averaging device
to reduce the inequity of a strict annual accounting system. 1In
essence, unrestricted trafficking in loss corporations may be
considered a less efficient form of refundability. As stated
above, we do not believe that the carryover rules were intended
to serve the function of providing Federal subsidies, whether
direct or indirect, for corporate losses.

Although we recognize that both refundability and the
unrestricted trafficking in loss corporations might make
risk-taking in corporate form more attractive, it is not clear
that risk-taking is relatively discouraged under existing tax
rules. Moreover, the unrestricted ability to use corporate tax
attributes, including net operating loss carryovers, would
encourage the takeover of loss corporations by profitable ones
primarily to obtain the tax benefits of net operating loss
carryovers. Such tax-motivated mergers and acquisitions may have
adverse effects on the economy and should not be encouraged.

Alternate Bases For Limitations

Accepting, as we do, that the transferability of unused net
operating loss carryovers should be limited, it is necessary to
examine the various bases upon which such a limitation may be
imposed. The bases for limiting net operating loss carryovers
that have been used in the past are continuity of shareholder
interest and continuity of business enterprise.

For purposes of section 382, continuity of shareholder
interest may be defined as the continued economic interest of the
shareholders of the loss corporation in that corporation or its
successor during the taxable years subsequent to the years in
which the net operating losses were incurred. Since its
enactment in 1954, section 382 has considered continuity of
shareholder interest a significant factor in determining whether,
and the extent to which, the carryover of net operating losses
should be limited,  Moreover, the 1976 Act amendments to section
382 established continuity of shareholder interest as the sole
factor to be considered in determining the limitation on net
operating loss carryovers following a change in ownership of the

loss corporation.

The rationale for using continuity of shareholder interest as
the basis for limiting carryovers is that a corporation's
shareholders yenerally are the real parties who suffer economic
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loss when the corporation they own incurs a net operating loss.
The loss carryover thus should be deductible by the corporation
only if such a deduction will reduce the economic loss incurred

by those shareholders.

We believe that reliance on continuity of shareholder
interest as a determinative factor for limiting carryovers,
particularly as the sole factor as set forth in the 1976 Act
amendments, is subject to serious criticism. First, a limitation
based on continuity of shareholder interest may be inconsistent
with the income averaging function of the net operating loss
carryover provision. For example, net operating losses
frequently result from a corporation's ability to deduct expenses
prior to the year in which corresponding items of income must be
reported. This mismatching of income and expenses frequently
occurs in the case of assets that are subject to the Accelerated
Cost Recovery System. To the extent that net operating losses
result from this mismatching of expenses and income, the lack of
continuity of shareholder interest should not limit the ability
of the business to use its net operating losses to offset income .
realized in subsequent taxable years.

Second, a limitation based on a specified percentage of
continued shareholder interest may create undesirable economic
effects. For example, if shareholders of the loss corporation
are required to own a minimum percentage of the stock of the
surviving corporation, a relatively large corporation, because it
would be denied the use of otherwise available net operating loss
carryovers, might be motivated to pay less for a smaller loss
corporation than would a smaller potential purchaser. Certain
acquisitions might thus be discouraged even though desirable
without regard to tax considerations. We believe economically
motivated acquisitions should not be unduly penalized by the tax

laws.

The second factor upon which the limitation on the carryover
of net operating losses has been based is continuity of business
enterprise. Under the continuity of business enterprise test,
limitations are imposed on the carryover of net operating losses
if the business conducted by the loss corporation is not
continued by the acquiring corporation,

The continuity of business enterprise doctrine, as a test to
determine the availability of net operating loss carryovers,
suffers several serious flaws. First, the continuity of business
enterprise test is difficult to apply whenever significant new
capital or other assets are added to the old business, or where
the old business is operated in a different manner. This
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uncertainty has resulted in costly and time--consuming litigation,
without clarifying the ambiguous nature of the standard. Such
uncertainty causes purchasers to reduce the price they offer for
loss corporations and gives the purchasers an opportunity to
realize a windfall profit at the expense of the loss corporation
and its shareholders. Thus, the intended beneficiaries of the
provision do not properly benefit from the carryover of the net
operating losses by the acquiring corporation. :

Second, using continuity of business enterprise as a means to
limit the utilization of net operating loss carryovers may
encourage a loss corporation, or a corporation that purchases the
logs corporation, to continue operating an unprofitable business.
Such uneconomic behavior should not be encouraged by the tax

laws,

Third, even if the continuity of business enterprise test is
met, the continuing business may be an insignificant part of the
surviving corporation, or ma¥ produce no income, yet the net
operating losses incurred prior to an acquisition can be used in
full against other income of the acquiring corporation. Such a
result, which in the extreme will be tantamount to free
transferability of net operating losses, may be unsatisfactory.

The existing rules of section 382, which rely on both
continuity of business enterprise and continuity of shareholder
interest, suffer the same defects as their theoretical
underpinnings. Moreover, we believe that existing law is
deficient because many corporate acquisitions can be structured
to avoid the application of the section 382 limitations in
situations in which there may be no substantial business purpose
other than utilization of the net operating loss carryovers of
the acquired corporation. While section 269 can be used to
curtail such acquisitions, existing section 382 inadequately
serves its purpose when its provisions can be so easily avoided.

The 1976 Act, in an attempt to create a more effective set of
rules, eliminated the continuity of business enterprise
requirement, coordinated the treatment of acquisitions by
purchase and tax-free reorganization, and tightened the rules to
prevent avoidance. The rules enacted in 1976, however, have been
criticized for their complexity. While complexity in the tax
laws should be avoided whenever possible, it is justified if the
rules are necessary, theoretically correct, and effective. We
believe, however, for the reasons stated above, that reliance
solely on continuity of shareholder interest is neither necessary
nor theoretically correct. Thus, we believe that alternative
methods of limiting the utilization of net operating loss
carryovers should be explored.
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One alternative that has been suggested, which has enjoyed
widespread support, is the so-called pool of capital approach.
The basic principle of this approach, which is the theoretical
basis of the proposal being considered by the Committee, is that
the entire net operating loss carryover is preserved after a loss
corporation is acquired, but a limit is imposed on the amount of
annual earnings against which the net operating loss carryovers
can be offset., The limit in general is based on the presumed
income stream from the assets owned by the loss corporation at
the time it generated the net operating losses.

Detailed Analysis of the Proposal

The proposal, like existing law and the 1976 Act amendments,
involves two sets of rules, one for purchase transactions and a
second for certain tax-free reorganizations. The mechanics of
the proposal, however, are quite different from existing law or

the 1976 Act amendments.

Purchase Rule

The purchase rule provides in general that net operating loss
carryovers of the loss corporation will be limited, as to both
timing and amount, to the income the loss corporation would have
earned had no change of ownership occurred and had the loss
corporation begun to earn taxable income at an assumed rate of
return on the assets it owned at the time the loss was generated.
This rule will apply whenever the ownership of the outstanding
stock of a corporation changes hands in a taxable purchase after
a year in which the corporation incurred a loss. In addition,
the purchase rule would apply to any tax-free reorganization, to
the extent that the consideration used by the acquiror was
neither stock of the acquiror nor stock of a corporation that

controlled the acquiror.

Under the proposal, no limitations on net operating loss
carryovers would be imposed unless more than 50 percent of the
outstanding stock changed ownership after a loss year. In
determining whether changes in the corporation's ownership were
sufficient to invoke the rule, only shareholders who owned five
percent or more of such stock in the carryover year, directly or
by attribution, would be considered. Moreover, a shareholder in
the loss year could increase his percentage interest by 50
percent without the purchase rule applying to that transaction.
The change in such shareholder's interest, however, would be
considered for purposes of determining whether more than 50
percent of the stock had been sold or exchanged.
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If 100 percent of the stock of a corporation were purchased,
the purchase rule would limit the deduction of net operating loss
carryovers for each subsequent taxuble year to an amount equal to
an assumed rate of return times the purchase price of the stock.
The proposal specifies that the assumed rate of return would be
an after-tax rate to reflect the fact that, because the

ost-acquisition profits of the loss corporation would not have
€en subject to tax to the extent offset by the net operating
luss carryovers, the conasideration paid for the stock would be
based on the pre-tax and after-tax rate of return on the loss
corporation’'s assets being the same. The proposal suggests that
the assumed rate of return might be some percentage, such as 125
percent, of the fluctuating interest rate determined
semi-annually pursuant to gection 6621,

If more than S0 percent but less than 100 percent of the loss
corporation’'s stock were purchased, the portion of the acquiring
corporation's income attributable to the stock that had not been
sold could absorb net operating loss carryover deductions without
limitation. The remaining portion of the earnings, attributable
to the stock that had been purchased, could be offset only in an
amount equal to the assumed return on the purchase price of that

stock.

In addition to applying to changes resulting from sales or
exchanges of stock, the purchase rule also would apply in the
case of redemption, by treating increases in the percentage of
stock owned by the loss year shareholders, caused by a
redemption, as if those shareholders had purchased stock for its
fair market value after the redemption. If the ownership of
stock changed as a result of a combination of purchases and
redemptions, the amount of the limitation provided by the
purchase rule would be determined by treating redemptions as if

they occurred prior to purchases.

We support the theory underlying the proposed purchase rule:;
however, we believe it entails some practical problems. Because
the proposal contemplates that the assumed rate of return used in
the calculation of the limitation will vary semi-annually after
the transaction, potential sellers and purchasers of loss
corporation stock would be forced to predict future fluctuations
in the rate of return to determine the economic benefit inherent
in the tax attribute, thereby making quite difficult the
date-of-sale market valuation of the stock of the loss
corporation. We believe that such uncertainty, like the
uncertainty present in existing law ragarding the continuity of
business enterprise test, generally will benefit the purchasers
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of loss corporation stock, who will insist on discounting the
value of net operating loss carryovers. Thus, the corporation
and shareholders that suffered the economic loss will not benefit
fully from the potential net operating loss deductions, and the
acquiring corporation will realize an unjustified profit.

Even if the rate of return did not fluctuate periodically,
the use of specified assumed return raises difficult issues.
Perhaps most importantly, the assumed rate of return would
necessarily be an arbitrarly determined one. Accordingly, its
use would be inappropriate in many instances. Moreover, the
choice of the assumed rate would be extremely difficult. For
example, the proposal states that the rate of return should be an
after-tax rate, and might be a function of the interest rate
provided in section 6621, The interest rate provided in section
6621 is the average predominant prime rate quoted by commercial
banks to large businesses. Because commercial banks are taxable
entities, the interest rate charged to their customers represents
a2 pre-tax return. While such a rate might nevertheless be a
reasonable estimate of after~tax return on equity investments in
certain instances, this is by no means certain.

While not suggested in the proposal, it is possible that the
goals of the purchase rule might be realized, while avoiding some
of the problems raised by a rate of return, by using an
approximation of the actual rate of return assumed by the
parties in lieu of a statutorily specified return on net assets.
Such an alternative formulation of the purchase rule might limit
the net operating loss carryovers of the loss corporation that
could be used annually by the acquiring corporation to an amount
equal to the purchase price of the loss corporation's stock,
perhaps after applying an appropriate discount rate, amortized
over an appropriate period. We recognize that selection of both
the appropriate discount rate, if any, and the appropriate
amortization period raises some of the problems referred to with
respect to the determination of the rate of return. However, we
believe that the Committee should consider such a revision in the

purchase rule.

In addition to the practical problems raised by the purchase
rule set forth in the proposal, we are concerned that the
interplay of the many technical provisions might permit avoidance
of the rule's intent, We believe, therefore, that care must be
taken to ensure that manipulation of the purchase rule does not
enable avoidance of the limitations on the carryover of corporate
tax attributes. We would be pleased to work with the Committee
in formulating protective rules that would eliminate such

possibilities.
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Merger Rule

Under the proposal, a separate set of rules applies to any
case in which the stock or assets of a loss corporation are
acquired in a tax-free reorganization, for stock of the acquiring
corporation, or for stock of a corporation that controls the
acquiring corporation, Under the merger rule, the net operating
loss carryovers otherwise available would be allowed to offset
only the portion of income, earned by the surviving corporation
after the acquisition, that is allocable to the contribution of
the loss corporation's assets to the acquiring corporation. This
merger rule is intended in principle to permit the use of net
operating loss carryovers to the same extent that such carryovers
would have been allowed if the loss corporation and the acquiring
corporation had contributed all of their assets to a joint
venture., The proposal attempts to duplicate the fact that, under
such circumstances, only the portion of the joint venture's
income allocable to the loss corporation could be offset by that
corporation's net operating loss carryovers.'

After a tax-free reorganization to which the merger rule
applies, the portion of the post-acquisition taxable income of
the surviving corporation and its subsidiaries allocable to the
loss corporation's assets would be determined by reference to the
percentage of common stock of the acquirfing corporation issued in
the acquisition to the loss corporation's shareholders. The
percentage of the acquiring corporation's taxable income that
could be offset, however, would be less than the percentage of
stock of the acquiring corporation issued to the loss year
shareholders in the acquisition. The reduction is necessary
because post-reorganization taxable income theoretically
allocable to the loss corporation would not be subject to tax to
the extent of allowable net operating loss carryovers. As a
result, the percentage of the acquiring corporation's
participating stock that would be issued in the acquisition
generally would exceed the percentage of taxable income of the
acquiring corporation allocable to the loss corporation's assets

that generated the net operating loss,

The percentage of income that could be offset would be set
forth in a statutory table keyed to the percentage of the
participating stock of the acquiring corporation issued to the
loss shareholders in the acqusition. For example, if the
acquiring corporation issued 50 percent of its participating
stock to the loss shareholders, then 35 percent of the
post-acquisition income could be offset by the loss corporation's
net operating loss carryovers.
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If an acquiring corporation issued stock and paid other
consideration in a tax-free reorganization, the proposal
contemplates that both the purchase rule and the merger rule
would apply. Thus, the surviving corporation would be able to
utilize net operating loss carryovers in an amount equal to the
sum of (i) the value of the other consideration times the
applicable rate of return plus (ii) the portion of the surviving
corporation's income that is allocable to the stock issued to the
loss corporation shareholders.

If the acquiring corporation issued to loss shareholders only
Treferred stock with a "market rate” yield, the net operating
088 carryovers otherwise available would be allowed only to the
extent of dividends paid or accrued on the preferred stock issued
in the acquisition. The proposal states that special rules would
be applied to cases in which the acquiring corporation had
preferred stock outstanding at the time of the acquisition and to
situations in which hybrid or convertible securities, options,
warrants and the like were issued to loss shareholders in an
acquisition. The proposal does not indicate the scope or the
anticipated complexity of these special rules. We believe, as
described further below, that the complexity of such rules may
Suggest adoption of a single rule applicable to all acquisitions
of loss corporations. -

Although we believe that the merger rule might work well when
only common stock or preferred stock with a determinable rate of
return is outstanding after a reorganization, application of the
meryer rule may be unworkable in cases in which more complicated
types of securities are involved. Thus, while the merger rule
may be sound in concept, we question whether it could be applied
effectively to reorganizations other than relatively simple ones.
In light of guch narrow applicability, we question whether the
additional complexity created by the existence of two sets of
rules is warranted. Moreover, the existence of two sets of rules
creates the potential for inconsistent treatment of similar
transactions and may permit transactions to be structured to
avoid certain limitations., For these reasons, it may be
desirable to apply the purchase rule to all acquisitions of loss
corparations. We recognize that application of the purchase rule
would require the difficult task of valuing stock received in a
tax-free reorganization; however, such valuation may in any event
be required under the special rules applicable to hybrid

securities and the like.
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New Stock Issues

The proposal provides no limitation on the use of net
operating loss carryovers if new stock 1s issued for cash or
property by a loss corporation pro rata to shareholders who owned
stock during the year in which %E? net operating loss was
incurred. Moreover, no limitation would apply if such
shareholders increased their interest in the fair market value of
the loss corporation's stock by 50 percent or less. We tecognize

that imgosin? no limitations on net ogerating loss carryovers in
these situations may be appropriate when no other events trigger

application of any limitations on the use of net operating loss
carryovers. We believe, however, that substantial difficulties
may arise in applying this rule after a trigger event has

occurred and a limitation on the use of carryovers is otherwise

applicable.

If a loss corporation issued new stock to third parties,

" the merger rule would apply to limit subsequent use of the net
operating losses based on the percentage interest in the loss
corporation's common stock remaining with loss year shareholders.
Similarly, if a loss corporation issued new preferred stock to
third parties, the proposal would decrease the income that could
be offset by otherwise available net operating losses by the
total yield on such newly-issued preferred stock, increased to
reflect the corporate tax paid on the earnings used to pay this

amount.

This new issue limitation would not apply, however, in any
case in which the loss corporation issued to third parties in any
one calendar year new shares, common or preferred, having a value
of less than 20 percent of the value of the loss corporation's
shares outstanding at the beginning of the year. If the 20
percent floor were exceeded in any year, the new issue limitation
would be applied to the entire issue, not merely the excess over

20 percent.

Although limiting subsequent use of net operating loss
carryovers in casas in which contributions are made to the
capital of the loss corporation by third parties is consistent
with the underlying theory of the pool of capital approach, the
threshold change at which such a provision applies should be
studied carefully prior to enactment. An unduly low threshold
might discourage attempts to rehapilitate loss corporations, a
pressure we believe shnuld be avoided. Moreover, such a rule
would seem to 2ncourage loss corporations to borrow capital,
rather than to seek new equity capital. Such a bias in favor of
debt undoubtedly would put added pressure on the tax rules
provided to distinguish debt from equity.
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Investment Companies with Net Operating Loss Carryovers

An important issue that must be confronted when formulating
limitations on the utilization of net operating loss carryovers
is whether a loss corporation which has converted operating
assets to passive investment assets should be able to retain net
operating losses incurred with respect to the operating assets.
The proposal contemplates that, in order to prevent tax-motivated
acquisitions of loss corporations without significant business
assats, no carryover of net operating losses shouid be permitted
following a change in ownership of a corporation, substantially
all the assets of which were investment assets at the time of

acquisition.

We believe that, in theory, a corporation owning only
investment assets generally should be able to retain and transfer
its net operating loss carryovers to the same extent as a
corporation that owns primarily operating assets, so long as the
rules relating to contributions to capital and new stock issues
prevent avoidance of the applicable limitations. In the context
of the pool of capital approach, it is difficult to distinguish
between a logs corporation that continues to own its operating
assets and one that has converted those assets to passive
investment assets. Moreover, it would be difficult to define the
term investment assets in many industries, including banking,
insurance and securities. Finally, applying special rules to
corporations that convert operating assets into investment assets
would have the undesirable effect of encouraging loss
corporations to retain unprofitable businesses rather than
convert them into more liquid investments.

The unlimited ability to sell a corporation the assets of
which include only investment assets and net operating loss
carryovers, however, might be perceived as being abusive and thus
might affect the public's view of the tax system. We recognize,
moreover, that the ability to convert business assets into
investment assets prior to a purchase or reorganization might in
some instances permit transactions that would avoid the
applicable limitations. Accordingly, if such corporations are
allowed to transfer net operating'loss carryovers, we believe
that safeguards would be necessary to prevent abuse of the rules.

Stock Issued to Creditors

Under the proposal, creditors who exchange debt for stock
would be treated as purchasers of already outstanding shares of
stock for a price equal to the amount of debt extinguished.
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Therefore, the net operating loss carryovers that could be
utilized following such an exchange would be limited to that
gortion of the corporation's income equal to the rate of return
imes the amount of debt extinguished. Any stock received for
debt that was held by persons who became creditors after a loss
year, however, would be treated the same as any other issuance of

shares. :

The special rules applicable to creditors reflect the fact
that such persons frequently are the parties who economically
bear the losses that are reflected in net ogerating loss
carryovers. Although we recognize the special status of such
creditors, we believe that the legitimate interests of creditors
must be carefully balanted against the possibility that the
special rules could be used to avoid the applicable limitations.
We would like to work with the Committee to ensurxe that the

special creditor rules cannot be abused.

Built-in Gains and Losses

The proposal would increase the extent to which net operating
losses could be utilized in a taxable year following a change in
ownership of the loss corporation by the amount of built-in gains
existing at the time of the ownership change and realized during
the year. The proposal also contemplates that any built-in
losges would reduce the amount of built-in gain that would
increase the available net operating loss carryovers.

Although it may be consistent with the theory of the pool of
capital approach to adjust the applicable limitation on the use
of net operating losses to reflect the net built-in gain existing
at the time the ownership of the loss corporation changes hands,
we believe that, prior to enactment, careful consideration should
be given to any provision that would increase the applicable
limitation by the amount of built-in gain. Moreover, even if
such a provision were determined to be appropriate, several
limiting principles would be necessary. For example, application
of this built-in gain provision might in some instances result in
an artifically high limit on the use of net operating loss
carryovers. Unfortunately, an attempt to provide the adjustments
necessary to avoid such artifically high limits might result in
unacceptable complexity. In addition, the attempt to determine
the amount of built-in gain existing at the time of an
acquisition and realized at a later date would be fraught with
administrative difficulties and would result in complex valuation
problems. Finally, it also should be recognized that although
the amount of built-in gain realized during the year of the
ownership change would have to be reduced by any built-in losses

28-219 0 - 84 - 5



62

existing at the time of the acquisition, as reflected in the
proposal, the built-in losses would be relevant for such a
purpose whether or not those losses are realized during the year.
The determination of the amount of such losses would, of course,
be administratively difficult and quite complex.

Finally, the proposal contemplates that the amount of net
built-in losses would be limited.by regulations to the extent
necegsary to preclude avoidance of the pool of capital principle.
The problems raised by built-in losses are complex and require
careful study. A persuasive argument can be made, however, that
built-in losses existing at the time that ownership of the
corporation changes hands should be limited in the same manner as
net operating loss carryovers. We would be pleased to work with
the Committee in studying the difficult issues raised by built-in

gains and losses. :
Acquisitions by Loss Corporations

The proposal provides that the merger rule would apply to
acquisitions by loss corporations in exchange for loss
corporation stock, if the loss year shareholders own less than 80
percent in value of the loss corporation stock in the carryover
year. This rule, which places some limits on the ability of a
corporation with net operating loss carryovers to acquire other
corporations that might produce taxable income against which the
net operating losses can be offset, is similar to the provision
in the proposal that limits a loss corporation's ability to issue
new stock to third parties. 1In the case of new stock issues, no
limitation applies if the loss corporation issues in any calendar
year new stock worth less than 20 percent of the losgs
corporation's shares at the beginning of the year. 1In the case
of an acquisition by the loss corporation, however, the 20
percent threshold, rather than being determined annually, is

cumulative.

A loss corporation that intended to acquire other
corporations would often do so by issuing new stock in any such
transactions. Accordingly, we believe that the limitations on
new share issuance should be parallel to the limitations on stock
acquisitions and that the considerations referred to with respect
to new stock issues should apply with equal force to acquisitions
by loss corporations., We would be happy to work with the
Committee in studying the issue and developing appropriate

limitations.

Tax Clagsification of Partnerships with

Publicly Traded Interests

The Staff would classify any limited partnership with
interests traded on an established securities market as an
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asgsociation taxable as a corporation (the "classification
proposal®). The report states in rather conclusory fashion that
large, centralized business organizations ought to be subject to
an entity level tax because of the similarity of these
organizations to large corporations. In addition, the Staff
expresses doubt about the adaptability of the partnership tax
rules to the complexity presented by publicly traded limited
partnerships. An unstated concern of the Staff may be that
adoption of the other significant proposals in the report would
increase the disparity between the taxation of partnership and
corporate profits and thereby provide incentives for conducting
in partnership form many activities presently conducted by
corporations. The Treasury Department opposes the classification

proposal.,

Our principal objection to the classification proposal is
that the classification of business organizations for tax
purposes is a matter which involves tax policy considerations
beyond the scope of this project. The proper classification and
methodology for taxing publicly held limited partnerships are
difficult questions which we think should be answered only after
a thorough review of the taxation of all similar business
organizations, including real estate investment trusts. We have
serious doubt that after such an analysis one would conclude that
the degree of marketability of an organization's equity interests
should determine the manner in which the organization is taxed.
We also are not convinced that access to a rational system of
pass-through taxation should be restricted on the basis suggested
by the classification proposal. As pointed out earlier in this
statement, we are not prepared at this time to support proposals
which significantly broaden the two-tier tax system of taxing

corporate profits.

We also have some concern about the impact of the
classification proposal on certain activities. The absence of an
entity level tax appears to be a major factor in stimulating
partnership capital formation. Many of the entities that would
be affected by the classification proposal would be those which
are seeking capital for natural resource exploration, research
and experimentation and housing development. Any proposal that
might reduce significantly the flow of capital into these
ventures must be considered carefully.

The American Law Institute Federal Income Tax Project
Tentative Draft No. 7 (1979), which is cited as support for the
classification proposal, recommended as a general rule that
unrestricted access to partnership status be permitted. Its
suggestion to exclude publicly traded partnerships from this
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recommendation was based primarily on the perceived problems that
the IRS would encounter in auditing these partnerships., We
believe that many of these problems have been eliminated or
substantially reduced as a result of the partnership level audit
provisions contained in TEFRA. The administrative problem most
often associated with publicly traded limited partnerships is the
perceived difficulty in allocating various tax items among
partners when there are multiple transfers of partnership
interests during the taxable year or where partnership interests
are held in street name. These allocation problems are faced to
a greater or lesser degree by every partnership and we are not
convinced that the mechanics of making these calculations are
insuperable; nor are we aware of any significant abuses that have
been linked to publicly traded limited partnerships. Indeed, we
suspect that the reporting requirements imposed upon publicly
traded and registered partnerships and the public scrutiny that
these organizations receive make them less likely to engage in
abusive activities than partnerships with fewer partners.

We also believe that the ‘concern over a migration of
corporations 'into partnership form is overstated. To date there
has been no such large~scale movement notwithstanding that
corporate earnings are subject to a more onerous tax regime.

Such a move involves many considerations in addition to the
Federal tax burden, including increased reporting and
record-keeping requirements, and the uncertainties and
state-to-state inconsistencies relating to the substantive law of

partnerships.

For these reasons we must urge that the classification
proposal not be adopted.
Finally, I would like to commend the Staff for its work to

date. We look forward to working with the Committee and Staff on
a continuing reevaluation of the corporate tax provisions of

present law.
I would be pleased to answer any questions you may have.
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The CHAIRMAN. I appreciate your testimony and your willingness
to abgreviate it. Your entire statement will be made a part of the

record. .
* We do have a number of questions, obviously, for the Treasury,
but I would rather submit those in writing, because we have some
witnesses who have been delayed because of my being delayed.
Since irou are right here where we can reach you rather quickly,
we will move on to the next panel.

Mr. PEARLMAN. Thank you.
The CHAIRMAN. Unless you have another commitment, you may

wish to remain. I don’t want to trap you here, but if you would like
to stay for a while, it might be helpful.
[Lau%l:lter.]

The CHAIRMAN. Thank you.
We now have a panel consisting of William D. Andrews, profes-

sor of law, Harvard Law School; Edward N. Delaney, chairman,
section of taxation, American Bar Association, accomganied by
John B. Jones, Jr., Covinégton & Burling, Washington, D.C.; Willard
B. Taylor of Sullivan & Cromwell, New York, N.Y., and Herbert L.
Camp, Donovan Leisure Newton & Irvine, New York, on behalf of
the New York State Bar Association; and Frank V. Battle, chair-
man, Federal taxation committee, subchapter C project, Chicago
Bar Association, Chicago, Ill.

While you are all getting seated, I will excuse myself for just a
minute. I will be right back.

[Whereupon, there was a brief recess.)

The CHalRMAN. We may proceed in any way you wish. Your
entire statements will be made a part of the record, and if you can
hi%l:)light your statement it would be helpful.

you want to start with Mr. Andrews?

STATEMENT OF WILLIAM D. ANDREWS, ESQ., PROFESSOR OF
LAW, HARVARD LAW SCHOOL, CAMBRIDGE, MASS.

Mr. ANDREwS. Mr. Chairman, my name is William Andrews. I
am a teacher of law at Harvard Law School, and I have been the
reporter of the American Law Institute, subchapter C tax revision
study over the past 8 years.

The institute has no procedure for responding to the staff propos-
als, and so I don’t speak on behalf of the institute; but I speak on
‘my own on the basis of extended involvement in the formulation of
the ALI proposals.

The first and most important thing I want to say is to express
enthusiastic support for the committee staff’'s proposals revising
the general treatment of acquisition transactions, and to say that
in general the staff Froposals parallel those of the institute in their
main themes. And I think the two documents should be regarded
as supporting one another in that important respect.

There are differences in detail, which I think tend to affirm that
the main themes have been put to the test by both groups inde-
gendently, and that those deserve the committee’s support at this

ime. ,
The main themes, just to mention them, are: The elimination of
the reorganization definition and its replacement by a scheme of
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elective classification at the corporate level, together with an inde-
pendent assessment of stockholder tax consequences and the elimi-
nation of the general utilities rule. Both of those two themes I
think present the committee with the opportunity for enormous
simplification in the overall tax treatment of acquisition transac-
tions.

I guess I will rest otherwise upon my written statement.

The CHAIRMAN. What we had hoped to do is perhaps to come
back with some questions that you may wish to address.

Mr. Delaney?

[Mr. Andrews’' prepared statement follows:]
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STATEMENT BY WILLIAM D. ANDREWS
before the

COMMITTEE ON FINANCE
UNITED STATES SENATE

with respect to
THE REFORM AND SIMPLIFICATION
OF THE INCOME TAXATION OF CORPORATIONS
OCTOBER 24, 1983

Mr. Chairman and Members of the Committee:

My name is William D. Andrews. 1 am a Professor of Law
at Harvard University where I have specialized in Federal
Income Taxation, and particularly the income tax treatment
of corporations and shareholders, for twenty years. I have
also served as the General Reporter for Subchapter C in the
American Law Institute's Federal Income Tax Project, from
1974 to 1982. While both these employments are quite rele-
vant to the subject of this hearing, my appearance today is
solely on my own and not on behalf of either the Harvard Law
School or the American Law Institute.

The American Law Institute (ALI) has adopted proposals
for revision of the statutes governing the tax treatment of
corporate acquisitions and dispositions and has published a
lengthy report, in May, 1982, explaining, illustrating and
commenting upon those proposals and the problems to which
they are addressed. American Law Institute, Federal Income
Tax Project, Subchapter C, Proposals on Corporate Acquisi-

tions and Dispositions, and Reporter's Study on Distributions,
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May 1982. As Reporter for that project I was deeply involved
in the formulation of those proposals and was chiefly respon-
sible for preparation of the report. I do not represent the
ALI in my appearance today because the ALI has no procedure
for taking positions on tax legislation beyond the publication
of its own proposals, but my opinions are informed by lengthy |
immersion in the ALI work.

In its current study of corporate taxation the Committee
Staff was directed to examine the ALI proposals, among
others, and has done so with great care and understanding.
Some of the staff's proposals are indeed in close agreement
with those of the ALI, and others are closely related in
purpose and effect if not in detail. Still others fall on
ground not covered in the ALI proposals. I would like
mainly to talk about the relation between the ALI proposals
and the related Committee Staff proposals, and then to talk

briefly about two of the other Staff proposals.

The General Tax Treatment of

Corporate Acquistions

Both the Committee Staff and ALI proposals call for
rather fundamental revisions in our thinking about the
taxation of corﬁorate acquisitions. The two sets of pro- ;
posals differ in detail, but the important thing about them

is that they affirm common general themes. I would like to

emphasize two.
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1. Elimination of the distinction between reorganiza-

tion and nonreorganization acquisitions. Current tax law

applicable to corporate acquisitions is dominated by a
categorical distinction between reorganization and nonreor-
ganization transactions, reorganizations being governed, at
both corporate and shareholder levels, by a whole separate
set of rules that have no application to nonreorganizatién
acquisitions. The operative rules governing reorganization
acquisitions are themselves quite sensible, but the reorgan-
_ization definition, on which their application depends, is
senselessly complicated. The definition is partly statutory,
containing quite different technical requirements for dif-
ferent forms of acquisition transactions - stock exchanges,
informal asset acquisitions, statutory mergers, subsidiary
acquisitions, reverse subsidiary acquisitions, and so on.
Spread over all these disparate statutory requirements are
some extrastatutory prerequisites set forth in judicial
decisions and regulations, some of which seem to proceed
from and foster an erroneous impression that reorganization
characterization and treatment are a departure‘from some
norm, to be permitted only on a strictly guarded basis.

Both staff and ALI proposals would clear away this
morass by eliminating the distinction between reorganization
and purchase acquisitions as a controlling categorical
dichotomy. Many of the operative rules governing the taxa-
tion of corporations in reorganizations would be preserved,

but their application would be controlled by explicit elec-
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tions, rather than compliance with the reorganization defi-
nition. This elective procedure is essentially the procedure
‘already adopted by the Congress last year for purchased
subsidiaries, in section 338. The Staff and ALI proposals
would extend this procedure to replace the reorganization
rules as well as old section 334(b)(2). Similarly, nonrecog=-
nition treatment of shareholders, as in a reorganization,
would be preserved - but on the basis of a simple appraisal
for each shareholder of the effect of the acquisition on his
investment viewed alone.

This proposal does not involve substantial changes in
what is permitted in the way of tax treatment of an acquisi-
tion, but it would produce enormous simplification and
clarification in how it is to be done. It would further
operate to decouple questions of corporate procedure ffom
tax treatment so that taxpayers would be spared the unpro-
ductive necessity of shaping corporate transactions in
possibly inconvenient forms to produce a chosen tax -result.
Putting choices of tax treatment on an explicitly elective
basis would also reduce the chance for parties to a trans-
action to defeat the revenue by taking mutually inconsistent
positione, relying on different interpretations of obscure
aspects of the reorganization definition, as sometimes

occurs under existing law.
2. Reversal of the General Utilities Rule. In General

Utilities and Operating Company v. Helvering, 296 U.S. 200
(1935), the Supreme Court affirmed the notion that a corpor-
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ation does not realize gain on the distribution of appreciated

property to its shareholders. General Utilities involved a

dividend distribution of shares of another corporation, but
the rule has been applied also to distributions in liqui-
dation or in redemption of shares. In 1954, the rule wvas
codified and extended to cover corporate sales of assets, if
made after adoption of a plan of liquidation. Sections 311,

336, 337.

The reasons for the General Utilities rule are obscure;

thé Supreme Court itself simply took the general rule for
granted without explanation. Perhaps the rule derives in
part from a naively literal application of the idea that a
corporation is a legal person, to be treated as if it were a
natural person: a natural person does not realize gain by
giving away appreciated property to the objects of his
affection, and so neither should a corporation realize gain

by'distributing appreciated property to its shareholders.

But whatever the reason for the General Utilities rule,
it has proved in practice to be a great and continuing
source of mischief and controversy. The basic trouble is
that it permits (invites and induces) the arrangement of
transactions, particularly acquisition transactions, to
produce a step-up in the basis of corporate assets without
any corresponding corporate tax. Since the result of step-
ping up basis is to produce exclusions or deductions from
taxable income in the hands of the transferee, the net

result is uncompensated erosion in the corporate income tax
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base, together with all the distortions of behavior any such
' erosion is apt to produce.

The Congress has already responded to exploitation of
the General Utilities rule by repealing it piecemeal in many
gsituations. As to depreciable property, we have depreciation

recapture, which cuts across the General Utilities exclusion.

Other special statutory rules apply to installment obligations
.and to LIFO inventory. Nonstatutory exceptions have been
hammered out in litigation covering earned but uncollected
income items and recovery.of previously deducted items other
than depreciation.

In addition to all these various direct exceptions,
there has been a different kind of special response to some
corporations formed or utilized with a view toward exploiting

the General Utilities rule. Such corporations are labelled

collapsible. Under some circumstances the cénsequence of
collapsibility is imposition of corporate tax; under others
it is recharacterization of shareholder gains as ordinary
income. Presumably because of the potentially drastic
harshnesé of this response, the collapsible corporation
provision is fitted out with a series of exceptions and
limitations, which often operate to give well-advised tax-
payers effective ways to avoid its application altogether.

The Committee Staff and ALI proposals both would elimi-

nate all these problems by repealing the General Utilities
‘rule itself, substituting the simple, measured general rule

that a corporation must recognize gain on any disposition of
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appreciated property except one in which basis carries over
to a corporate transferee. This reformulation would produce
enormous simplification, superseding the present piecemeal

exceptions to the General Utilities rule and making it

possible to repeal the collapsible corporation provision.
Beyond simplification, this change would produce a much more
even~handed application of the income tax and would ameli-
orate the unproductive bias of current law in favor of
corporate acquisitions shaped to take advantage of the

exclusion.

Both the staff and ALI proposals would except goodwill

from the repeal of General Utilities, since a step-up in
basis of goodwill will nét reduce subsequent taxable income.
Moreover, the ALI proposals contain a special narrow credit
for selling shareholders designed to provide relief from
concurrent imposition of corporate and shareholder capital
gain taxes. The Staff report indicates willingness to
consider this and other possible sorts of specific relief.

While provisions for relief might reintroduce some of the

complication eliminated by repeal of General Utilities,
there would still be an enormous net simplification. More-
over, relief can be shaped sensibly to what deserves relief,
which is much better than letting it be defined as what is
‘not caught up in the web of piecemeal repeal of General
Utilities that characterizes present law.

3. Differences and Similarities between the Committee

staff and ALI Proposals. There are a number of differences
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in detail between the Committee Staff and ALI proposals. I
will mention a few. The ALI proposals make provision for
limited use of a so-called purchase premium arising in
certain acquisitions; the Committee Staff proposals would

simply omit purchase premium in the case of all carryover-
basis acquisitions. The ALI proposals prohibit simultaneous
cost-basis and carryover-basis transfers between any particular
corporate groups; the Committee Staff proposals, reflecting
difficulties experienced with section 338, set forth a more
specific but lenient rule requiring consistency only on an
entity-by-entity basis. As mentioned before, the Staff
proposals leave open the question whether any special relief
from concurrent imposition of corporate and shareholder
capital gain taxes should be provided; the ALI proposals
contain a very specific relief provision in the form of a
credit for corporate capital gain taxes against shareholder
capital gain taxes.

I do not propose.to dwell on these differences or to
evaluate the relative merits of the Staff and ALI positions
at this time. The important thing about the Committee Staff
and ALI proposals is not their differences in emphasis or
detail but their agreement on common themes. The differences
tend to confirm; indeed, the fact that the common themes

have survived the test of examination and elaboration by two

quite independent working groups. From the Committee's

standpoint, 1 should think the ALI proposals stand as inde-

pendent confirmation that abandoning the reorganization
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definition and overruling General Utilities will indeed lead

in the direction of simplification and clarification and

will not prove in practice to have unanticipated complicating

implications.
ALI consideration of its proposals is no substitute, of

course, for consideration by other interested groups as
well. But still, the ALI procedure is one of lengthy deli-
beration by distinguished expert panels. The Reporter in
this project was closely guided from the beginning by about
a dozen consultants who met typi;ally two or three times a
year for two or three days each iime, to assist, advise,
question and criticize in the early stages of formulation of
the proposals. The consultants are listed in the front of
the ALI Report; 1 cannct imagine that a more distinguished,
diligent, or intelligent group of tax law practitioners (and
teachers) could be assembled. Tentative drafts were subse-
quently distributed to and considered by the Tax Advisory
Group, a larger panel of leading tax lawyers from around the
country, also listed in the front of the report. This group
met several times for several days each time. Drafts were
then discussed and finally approved by the Council of the
Institute and the membership in annual meeting assembled.
Both the consultant and advisory group meetings were attended
also by a liaison committee from the Tax Section of the
American Bar Association and by personnel from the Treasury

Department and Congressional Committee staffs.
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The relation of the ALI work‘to the staff proposals is
twofold. 1t stands as a squrce of argumentation and elab-
oration ~ in some cases along alternative lines - of the
main themes of the Staff proposals. But also iﬁ stands as
affirmation from a significant quarter in the practicing bar
of the practical workability of these main themes. 1 hope
the Committee will find that the ALI work helps it to conclude
that the Staff proposals are indeed sound and promising and

deserving of prompt attention, support and enactment.

Special Limitations on Loss Carryovers

Special limitations on carryover of losses and other
tax benefits have been subject to special attention in the
formulation of both the Staff and ALI proposals. This is
partly, in both cases, because of the special situation
surrounding section 382, with amendments adopted in 1976
currently scheduled to go into effect next year.

Again the Staff and ALI proposals vary in detail but

concur in purpose and general outline. Essentially the

proposal in both cases is to eliminate the procedure of

disallowing carryovers, in full or proportionately, and

shift to a system of limitation. Carryovers would be allowed

in full up to the amount of the limit, with the result that
if tax benefits are small in relation to the limit they

would survive unimpaired, while if they are the main thing,

their deduction would be severely limited. The limit would
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be based on price paid in purchase acquisitions, and on an
appropriate share of ta#able income following merger acqui-
sitions, and would be designed in both cases to provide a
kind of rough approximation of the income the leoss corpora-
tion might have earned itself through a successful reinvest-
ment of its own assets. The controlling overall objective
is to try to have a simple mechanical rule that will cause
the value of tax carryovers to be preserved but not enhanced

in acquisition transactions.

Earnings and Profits and Intercorporate Dividends

Taxable dividends have long been defined in our law as
distributions out of earnings and profits accumulated since
the effective date of the modern income tax, March 1, 1913,
or, since 1936, out of earnings and profits of the current
year. On its face this definition is totally plausible,
appearing to exclude only distributions that do not repre-
sent income or profit and therefore ought not to be taxed as
such, But that appearance is misleading; in practice, the
earnings and profits requirement has led to a parade of
unacceptable results. Some of these have been éorrected,
but only in ad hoc fashion and only after they have been
enjoyed to some substantial extent by taxpayers astute or
fortunate enough to stay ahead of statutory changes.

The original accumulated earnings and profits require-

ment, for example, was construed to have the effect that if

28-219 0 - 84 - 6
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a corporation suffered large losses, but then subsequently
turned profitable and began to distribute those profits to
shareholders (rather than accumulating them to restore the
original losses), the distributions would not be taxed as
dividends. This result was reversed, in general, by making
current earnings an alternative source of taxable dividends,
though schemes still exist for using old losses to alter the -
characterization of current distributions.

For a more recent example, upon the advent of accelerated
depreciation in 1954, earnings and profits suddenly had the
effect that many corporations paying out a high percent of
their financial earnings would find their dividends to be
nontaxable returns of capital, for tax purposes. This was
precisely the situation for many utility companies, and so
. their dividends became largely nontaxable. The statute was
ultimately amended to provide that earnings and profits
should be computed on the basis of straight-line deprecia-
tion, but not until after substantjal sums had been distrib-
uted without tax. Moreover, depreciation is not the only
deduction the tax law permits on an accelerated basis, and
some companies have succeeded in playing the same game with
others accelerated deductions.

In addition, the corrective itself, computing earnings
and profits to exceed taxable income by reason of smaller
depreciation deductions, has disruptive effects on other
applications of the earnings and profits concept where some

degree of correspondence with taxable income is essential to
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its operation. Under the Consolidated Return Regulations,
for example, basis of subsidiary shares is adjusted upwards
for accumulated earnings and profits. The manifest purpose
is to give basis credit for taxes paid on taxable income of
the subsidiary. The effect of computing earnings and profits
on the basis of straightline depreciation is to increase
basis by more than taxable income, which makes no sense
whatever. New unacceptable results seem likely to continue
to emerge as long as the earnings and profits limitation
itself is left in place. The Committee Staff proposes, at
least as an alternative, that the problem be dealt with
comprehensively by eliminating the earnings and profits
requirement itself,

I need to emphasize that this topic is one on which the
ALI work and proposals have hothing to say; the question of
dividend definition simply was not taken up in the current
" ALI project. Earnings and profits is a topic, however, to
which I have myself given a lot of thought, and I am thoroughly
convinced that the Staff proposal to eliminate the requirement
altogether is a sound one.

Earnings and profits serves other purposes under the
tax law besides dividend definition, and would need to be
preserved as a concept for these other purposes in any
event. It has been argued that if the concept needs to be
preserved for other purposes anyway it might as well be left
in the dividend definition. But the fact is that acceptable

computations of earnings and profits for purposes of dividend
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definition are often unacceptable for other purposes, and
vice versa. It is an advantage of the Staff proposal,
therefore not a drawback, that it would permit earnings and
profits to be computed more sensibly for other purposes if

the dividend definition aspect were eliminated.

Intercorporate Dividends

Dividends received by one corporation from another are
85 percent tax exempt to the recipient, or 100 percent in
the case of a parent's dividends from a subsidiary. The
rationale for the rule is apparently simple enough - to
prevent a cascading of corporate income taxes on a single
item of income as it flows from corporation to corporation.
The rationale and the rule both work quite satisfactorily,
too, in the case of parent-subsidiary relations and other
substantial, permanent intercorporate investments.

But for mere portfolio holdings and transitory invest-
ments, the intercorporate dividend exemption makes little
sense. Moreover, the result of the rule is to make the tax
rules for corporate investors just opposite of what they are
for individuals, dividends being the preferred form of
return instead of the most heavily taxed. For traded shares,
this incongruity generates opportunities for arbitrage that

are now apparently the object of regular, active exploitation

by sophisticated taxpayers.
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I believe, personally, that it would be sound to repeal
the dividend-received deduction entirely for mere portfolio
and transitory holdings. This is again a matter on which
there is novALI proposal, although there is some discussion
of the matter in an appendix to the ALI report.

The Committee sﬁaff proposes two limitations on the
dividend~received deduction. For one thing, the staff would
disallow interest on debt incurred or continued to purchase
or carry dividend-paying shares, except stock of controlled
subsidiaries. This would amount to a kind of indirect
disallowance of the dividend-received deduction in some
cases. It is not entirely clear to me why the dividend-
received deduction should be indirectly disallowed for
corporate borrowers but not for other corporations. The
other staff proposal would disallow the dividend-received
deduction directly for dividends on shares held for less

than a year. This suggestion seems to me to be entirely

sound.

Conclusion

The Committee Staff's Preliminary Report contains
valuable proposals to deal soundly and sensibly with a wide
variety of problems. In closing, I should like to reiterate
that some of its proposals also have the quality of being in
substantial accord with proposals recently adopted and

published by the American Law Institute, and as to these
particularly 1 think the Committee Staff proposals offer

very substantial immediate opportunities for simplification

and improvement. I earnestly hope the Committee and the

Congress will seize those opportunities.

Thank you.
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STATEMENT OF EDWARD N. DELANEY, CHAIRMAN, SECTION OF
TAXATION, AMERICAN BAR ASSOCIATION, WASHINGTON, D.C,,
ACCOMPANIED BY JOHN B. JONES, JR., COVINGTON & BURL-

ING, WASHINGTON, D.C.

Mr. DeraNEY. I am Edward Delaney, Mr. Chairman, and I am
the chairman of the tax section of the American Bar Association;
but I speak today only on behalf of the tax section.

The section believes that a more cohesive and rational set of
rules in this important area of the tax law are needed. We very
much appreciate the commitment and efforts made in attempting
to achieve that objective, and are especially pleased that in the
course of their study the staff and the joint committee staff con-
sulted with members of the private tax bar. We hope that that col-
legial process will continue—it has been very successful in past leg-
islative efforts.

The section is generally in agreement with the stated principal
goals of the proposals: simplification, tax neutrality, the elimina-
tion of certain tax-motivated transactions, and strengthening of
taxpayer compliance. To the extent that the proposals go that way,
we are very much in support of them.

I am going to shorten our statement considerably to meet the
time constraints you have imposed, but we will be prepared to
answer questions.

We do have some problems with, for example, complete elimina-
tion of the earnings and profits test. We think that is premature.

We would have some problems with the disallowance of the in-
terest deduction as it is set up for the curing of abuses through
holding common and preferred stocks.

We do agree that in the dividend area there are some problems
and they should be looked at, but the solution should be directed to
the specific problems.

As to the limited partnerships, we have taken a position that
they should not be treated as corporations; but we are prepared to
restudy that, since our recommendation was really engendered out
of a different perspective. So we would be prepared to restudy that
particular issue.

The section views the staff’s preliminary report as a major con-
tribution to the process of reforming and simplifying these rules.
We stand ready to assist the staff in any further work in this area.

The CHAIRMAN. Thank you very much.

Mr. Taylor.

[Mr. Delaney’s prepared statement follows:]
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I am Edward N. Delaney, Chairman »f the Section of
Taxation of the American Bar Association. I appear today to
express the views of the Section regarding the proposals on
the income taxation of corporations contained in the recently
issued preliminary report of the Finance Committee Staff.i/
The views I express represent only those of the Section, and
should not be construed as representing those of the American
Bar Association as a whole.

The Staff proposals recommend fundamental and far-
reaching changes in the rules governing the taxation of
corporate transactions. Obviously, these proposals are the
result of thoughtful consideration by the Staff and other
knowledgeable people, and we commend them and you for this
effort. The present rules have evolved piecemeal over
several decades., Consequently, they have become quite
technical and complex; and their application can sometimes
lead to arbitrary and irrational results.

The Tax Section believes that a more cohesive and
rational set of rules in this important area of the tax law
are needed. We very much appreciate the commitment and
efforts made in attempting to achieve that objective, and
are especially pleased that, in the course of their study,
the Staff consulted with members of the private tax bar. We

sincerely hope that this collegial process will continue.

1/  Preliminary Report Prepared by the Staff of the Senate
Committee on Finance, entitled "The Reform and Simplification
of the Income Taxation of Corporations," September 22, 1983
(hereinafter referred to as the "Staff proposais").
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The Section is generally in agreement with the
stated principal goals of the proposals: simplification;
tax neutrality; the elimination of certain tax-motivated
transactions; and strengthening taxpayer compliance. Since
the proposals are not accompanied by suggested statutory
language, we cannot now say with assurance that the numerous
specific amendments to the Internal Revenue Code which would
be necessary to implement the proposals would indeed accomplish
these goals without introducing substantial new problems.

As you can appreciate, there is a diversity of
views within the Section ag to whether some or all of the
proposals can be reduced to‘legislative language which would
simplify and improve upon present law, and whether the
proposals can serve as a basis for meaningful legislative
change. Given the controversial subject matter involved,
this diversity of early reactions to the proposals is not at
all surprising. Let me assure you that the Section fully
intends to proceed with a detailed review and evaluation of
the proposals and any bills which may emanate from them.

Before addressing the five areas on which specific
comments were requested in the Committee press release
announcing this hearing, I would like to begin with some
general observations regarding the proposed changes in the

taxation of corporate acquisitions.
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Taxation of Corporate Acquisitions

The Section has long been concerned that the rules
governing whether a corporate acquisition qualifies for tax-
free treatment are unnecessarily complex and often distinguish
between essentially similar transactions based on technicalities
of form. 1In 1981, after an extended study by its Committee
on Corporate Stockholder Relationships, the Section adopted
a legislative recommendation which would substantially
streamline and make more uniform the definitional provisions
of the Code relating to corporate reorganizations.gf
Under this recommendation, the fundamental present law
distinction between taxable and tax-free acquisitions would
be retained -- namely, that at least some miniﬁum portion of
the consideration paid for the stock or assets of the
acquired corporation must consist of stock of the acquiring
corporation or its parent..

The Staff proposals would eliminate the requirement
of stock consideration as well as other traditional distinc~
tions between taxable and nontaxable corporate acquisitions.
Their central concept is that in acquisitions of either a
controlling stock interest in, or substantially all the
assets of, a corporation, the parties will be permitted to
elect taxable .or tax-free treatment of the transaction at

the corporate level. The necessary corollary of taxable

2/ Recommendation No. 1981-5, reported at 34 Tax Lawyer
I386 (1981).
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treatment is that the tax basis of the assets of the acquired
company would be stepped up to reflect the fair marekt value
of the assets, whereas in a tax-free transaction the asset
basis would continue unchanged.

Shareholders of the acquired corporation receiving
stock in connection with a qualified corporate acquisition
would be entitled to tax~free treatment irrespective of
whether the transaction is taxable or nontaxable at the
corporate level, and irrespective also of whether, or how
much, stock is received by other shareholders. Thus, the
"continuity of interest" requirement under present law would
be aholished; and the tax treatment of the transaction would
not be subject to challenge by reason of pre-acquisition
changes in ownership of the acquired corporation's stock, or
post-acquisition dispositions of stock received in the
transaction.

We are generally sympathetic with a tax regime
under which the form of a particular acquisitive transaction
takes does not determine its tax consequences. While it is
true that present law effectively provides taxpayers with
the flexibility to structure most acquisitons of corporate
stock or assets as taxable or nontaxable, it does so in a
complicated manner and often places a premium on the ability

of the parties to avail themselves of sophisticated tax
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advice. The Section's 1981 recommendation was formulated on
the assumption that the law would continue to require at

least some minimum stock considération as a pre-condition to
tax-free treatment. As expressly noted in the report
accompanying the recommendation, we remain open to the
possibility of endorsing broader proposals, such as those of
the American Law Institute and the Committee Staff, which
would eliminate the stock consideration and related continuity
of interest requirements.

Because consideration of the Staff éroposals is
still in its early stages, we are not yet in a position to
offer detailed comments as to the opefation and implications
of the proposed revamping of the corporate acquisition
rules. Based on our preliminary review, however, one area
which troubles us is the inclusion of an entity-by-entity
"consgistency rule" with respect to the election as to
whether a transaction would be taxable or tax-free. Such a
rule would no doubt foster in many instances the otherwise

unnecessary formation of multiple corporations. We question

whether any consistency rule is really needed.
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I will now turn to the specific questions that the

notice of this hearing requested witnesses to comment on.

1. Distributions of Appreciated Property

Comments were specifically invited on whether, if
gain is taxed to the corporation on a distribution of appre-
ciated property, it would be appropriate to provide some
relief either on a temporary or permanent basis. Since the
Staff proposals would also require gain recognition to a
corporation where there is an acquisition giving rise to a
cost basis election, there is a further question whether
possible relief proposals would also extend to cases where
there is gain to an acquired corporation in connection with
a corporate acquisition, whether or not accompanied by a
liquidation.

The Staff proposals embody important changes in
present law which could have a materially adverse impact on
longstanding taxpaye£ expectations associated with the
conduct of business activity in corporate form. We therefore
believe that transitional relief is appropriate with respect
to situations where there would not be tax at both the
corporate and shareholder levels under present law.

The Staff proposals suggest the possibility of
phasing in capital gains tax resulting from applicaticn of
the new rule. This would appear to be a reasonable approach.
Another transitional alternative which warrants consideration

would be to grant special tax relief in connection with
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liquidations of existing corporations during the first 2 or
3 years following enactment of the new rules.l/

We also believe that some form of permanent relief
is appropriate. The Staff propésals mention five possible
options. Of these options, we have some concern that the
shareholder credit, although theoretically appealing, might
be too difficult to administer. We would be more favorably
inclined towards either exempting certain corporate assets
held for some specified minimum time period, or permitting
deferral of the corporate and/or shareholder level tax where
corporate assets are distributed in kind to the shareholders
in a complete or partial liquidation. The former approach
would probably be easier to administer.

We further believe that apart from any of the
options suggested by the Staff proposals, a special exemption
from the corporate level tax should apply with respect to
certain closely-held corporations -~ defined, for example,
with reference to the personal holding company shareholder

test and with a relatively low maximum asset level and a

maximum number of shareholders requirement as well.i/

3/ There is recent precedent for such an approach in the
provisions which permit transitional liquidations of personal

service corporations. See P.L. 97-428, § 247.

4/ If this approach were adopted, it probably would be
necessary to fashion an appropriate anti-avoidance rule to
deal with the fragmentation of assets in multiple commonly

controlled corporations,
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Such corporations are essentially similar to partnerships
and proprietorships, and it would be desirable from a tax
policy standpoint to prevent the double tax impact which

would be avoided if the business were conducted in one of

these other forms.

2. Intercorporate Dividends Received Deduction

The second point on which comments were particularly
requested was whether allowance of the 85% dividends received
deduction, when coupled with full deductibility of a short-
term capital loss on a sale of the underlying stock, constitutes
a loophole or unintended benefit.

We agree that allowance of both the dividends
received deduction and the loss on a sale of the stock
resulting from a drop in price after the ex-dividend date
provides an unintendecd tax benefit,

The Staff proposals include a two-pronged limitation
on the 85% dividends received deduction. The proposals
would require a minimum one year holding period for eligibility
for the dividends received deduction, and also would disallow
a deduction for 85% of the interest on debt incurred to
purchase or carry stock (both common and preferred) the
dividends on which would be eligible for the dividends
received deduction., While we are not yet in a position to
suggest a suitable alternative, we believe that these proposals

go far beyond what is necessary to cure the stated evil,
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To the extent that the principal abuse motivating
the dividends received deduction proposals involves the
issuance of preferred stock with mandatory dividend features,
the solu%ion embodied in the proposals is not responsive to
the real tax issue ~- namely, whether the preferred stock is
in fact debt, and if so, whether there should be a deduction
at the corporate level for the payment.

We understand that the proposed interest disallowance
would not involve a tracing concept and, therefore, could
result in the arbitrary disallowance of interest where a
corporation having normal business borrowings holds stock
qualifying for the dividends received deduction. 1If further
consideration is to be given to this proposal, the reasoning
behind it is such that it would be preferable to cast any
limitation as an explicit limitation on the availability of

the dividends received deduction in specific cases.

3. Earnings and Profits Limitations

Comments were requested on whether (a) the earnings
and profits limitation on dividend treatment of distribu-
tions by corporations provides opportunities for abuse; (b)
the earnings and profits limitation on dividends should be
repealed; and (c) a narrow set of revisions to the earnings

and profits rules should be attempted in lieu of repeal.
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We agree that the current earnings and profits
rules do permit certain abuses (for example, the distribution
of appreciated property in certain circumstances) and that
considerable uncertainty exists concerning the manner in
which earnings and profits are to be computed. We submit,
however, that the wholesale elimination of the earnings and
profits limitation for purposes of determining the amount
taxable as a dividend is not the appropriate response to

such problems.

While problems and uncertainties exist in the
present earnings and profits rules, the concept is intended
to limit the taxation of distributions as dividends to cases
where the corporation has realized corresponding profits.

We believe that such a limitation is generally desirable,
although some carefully defined exceptions may be needed.

Apart from its dividend measurement function, the
concept of earnings and profits is key to the application of
a number of other provisions of the Internal Revenue Code.
That would continue to be so under the Staff proposals, with
the result that many of the complexities inherent in the
computation of earnings and profits would remain. Both
large and small corporations would continue to be required

to maintain earnings and profits accounts for these other

purposes.
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Moreover, it would seem that the problems and
complexities in this area could be better dealt with by
making narrower changes in the existing earnings and profits
rules. Fér example, one clear change which we would favor
would be to require that earnings and profits be reduced by
the fair market value of any debt obligation distributed to
shareholders (rather than by the principal amount of such
obligation). Other rules may warrant change as well. We
will continue to study this subject.

Finally, it should be noted that the Staff pro-
posals implicitly recognize the inequity of blanket dividend
treatment for all corporate distributions by suggesting a
limited "return of capital" exception for certain distributions
to shareholders who made capital contributions to the corporation.
While this exception would probably be workable in straight-
forward situations (e.g., sole shareholder contributions),
it could prove very difficult to administer in a variety of
other situations (e.g., where contributions are made over a

period of time, or where multiple contributors are involved).



4, Limitation on Net Operating Losses
and Other Tax Attributes

As indicated in my testimony lést month before the
House Ways and Means Subcommittee on Select Revenue Measures,
the Section believes that the guiding principle in limiting
the carryovef of tax attributes should be neutrality.
Limitations should be applicable when the economic value of
tax attributes may be abnormally inflated. As we understand
them, the Staff proposals are intended to limit post-acquisition
utilization df attributes by reference to what the loss
company's utilization would have been had no acquisition
occurred. We generally support this approach.

In order to permit further study and refinement of
both the House and Senate proposals, we urge a further
extension of the presently scheduled January 1, 1984 effective
date for the 1976 amendments to section 382. The Section
believes that the 1976 amendments are too complex and in
many respects arbitrary and irrational, and that it would be
a serious mistake to allow them to go into effect.

We believe it very important that the effect of
the attribute limitations should be clear and readily
calculable. 1In that regard, because of the generality of
the staff proposals and certain questions which they raise,
there are a number of areas where we feel that further

review and study are required.
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The Staff proposals would replace the existing
rules with a system based on the principle that when a
change in the ownership of a corporation has occurrégl loss
carryovers will be allowed only to the extent that the
income of the acquiring corporation or group of corporations
is attributable to the same pool of capital that generated
the loss. The proposals employ two distinct rules in limiting
loss utilization -~ the "merger rule" and the "purchase
rule."

The existence of separate rules for cash and non-
cash transactions (and the use of both rules in a transaction
involving mixed consideration) introduces complexities that
would be avoided if one rule governed all types of transactions.
Furthermore, the use of two rules may influence to an undesir-
able degree the form of consideration used in acquiring a
loss corporation. For example, a non-cash acquisition might
be choseﬁ to avézaﬂfae fixed upper limit on annual loss
utilization that would be imposed by the purchase rule.

Thus, we suggest that further consideration be given to the
possibility of utilizing a single rule for limiting loss
utilization.

The Staff proposals raise a number of other
operational issues. For example, both the merger rule and
the purchase rule implicitly assume that the loss corporation
has loss carryovers in an amount sufficient to completely
and permanently shelter its income. 1In the case of a loss

corporation that has only modest loss carryovers in comparison
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with the income that its assets are expected to generate,
each of these rules would result in an unduly severe limi-
tation on loss utilization, thus creating an economic bias
against acquisition of the loss corporation. As another
example, if a loss corporation acquires a profitable corpora-
tion (or its assets) in exchange for stock, and the share-
holders retain at least 80% of its stock, there is no limi-
tation on loss utilization. If, on the other hand, the
profitable corporation acquires the loss corporation (or its
assets) in exchange for 80% or more of the profitable
corporation's stock, there will be a limitation on loss
utilization. This lack of symmetry would create an undesirable
bias in favor of placing the loss corporation in the role of
the acquiring corporation in this case.

The treatment of built-in losses is another area
which warrants more careful attention. Heretofore, the
utilization of built-in losses has been governed by the
consolidated return regulations and case law under the
corporate acquisition tax avoidance rules of section 269 of
the Code. The Staff proposals indicate that built-in losses
will be determined under requlations to be promulgated by
the Treasury. Because the Staff proposals also contemplate
the repeal of section 269, we urge that consideration be

given to confronting the matter of built-in losses through

express statutory provisions.
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5. Publicly~traded Partnership Interests

As part of its corporate tax proposals, the Staff
has suggested that consideration be given to treating
limited partnerships with interests trading on an established
securities market as associations taxable as corporations
for tax purposes, rather than as partnerships. Recently,
the Section of Taxation, working from a different perspec-
tive, made a legislative recommendation to the American Bar
Association that such limited partnerships should not be

taxed as corporations,

We recognize the concern that implementation of
the Staff proposals with regard to the taxation of corpora-
tions would likely place a further and unforeseen strain on
the entity classification issue. Therefore, we will be
reexamining the issue to determine whether a change in our

position should be considered.

In conclusgion, let me reiterate that the Staff
proposals go to the very fabric of the rules governing the
taxation of corporations and their shareholders. The
Section views the Staff's preliminary report as a major
contribution to the process of reforming and simplifying
these rules, and we stand ready to assist in that process in

any way we can.
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STATEMENT OF WILLARD B. TAYLOR, ESQ., SULLIVAN & CROM-
WELL, NEW YORK, N.Y.; AND HERBERT L. CAMP, DONOVAN LEI-
SURE NEWTON & IRVINE, NEW YORK, N.Y., ON BEHALF OF THE
NEW YORK STATE BAR ASSOCIATION, NEW YORK, N.Y.

Mr. TavyLor. My name is Willard Taylor. I am the chairman of
the tax section of the New York State Bar Association and here on
its behalf. With me is Herbert Camp, cochairman of the section’s
committee on corporations.

We support the proposals with respect to corporate acquisitions
and liquidations, but believe that there should be some form of per-
manent relief, either by shareholder credit for the corporate capital
gains tax or reduction in the corporate capital gains tax.

With respect to the 85 percent dividends-received deduction, we
believe that the specific abuse cited in the press release could be
fixed by fairly minor surgery to present law. It does not justify, in’
our view, the broad l-year holding period proposed by the staff or
the interest deductibility proposal.

We acknowledge there are real problems with respect to the
earnings and profits limitation on the dividend treatment of corpo-
rate distributions. We believe they should be dealt with but do not
believe they justify the elimination of the limitation. ‘

With respect to the net operating loss provisions, we support
them, particularly insofar as they propose a merger rule. If, howev-
er, you conclude that a purchase rule is desirable because it would
permit a single rule, we think that the purchase rule is preferable
to what we now have or will have at year end if the scheduled law
change goes forward.

With respect to publicly traded limited partnerships, we believe
that they should be treated as corporations, but we believe that
this would be a change that ought to be made only in connection
with a broader consideration of the entity classification.

That’s the end of my summary. We have filed a full statement.

The CHAIRMAN. Mr. Battle.

[Mr. Taylor’s prepared statement follows:]
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STATEMENT OF THE NEW YORK STATE BAR ASSOCIATION
TAX SECTION

The Reform and Simplification of
the Income Taxation of Corporations

My name is Willard B. Taylor. I am the Chairman
of the Tax Section of the New York State Bar Association and
appear here on its behalf. With me is Herbert L. Camp,
Co~chairman of the Tax Section's Committee on Corporations.

The Tax Section has over 2,800 mempets, all of
whom are lawyers with a professional interest in taxation.
They include practicing lawyers, judges, professors of law,
corporate counsel, and officials aﬁd employees of the
Treasury Department and the Internal Revenue Service.

Qembers of the Tax Section have given advice to
the Senate Finance Committee Staff over the past few months
in its preparation of its preliminary proposals,* and we
appreciate this opportunity to comment on those proposals.

Our comments here are only géneral since the pro-
posals, not being in legislative form, are themselves also
general. 1If legislation is proposed, we hope to have the
opportunity to submit detailed comments. We also urge that
in its consideration of the proposais Congress move deli-

berately and without haste,
Our comments are organized around the specific

questions on which comments were requested by the press

* The Reform and Simplification of the Income Taxation of
Corporations, a Preliminary Report prepared by the
Staff of the Senate Committee on Finance (September 22,

1983).
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raleagse that announced this hearing*. As set forth in‘

more detail below, we support the merger and acquisition and
net operating loss carryover proposals of the Staff but have
serious reservations on some of the other proposals,

1. The 85% dividends received deduction. The

press release asks whether the allowance of an 85% dividends
received deduction coupled with the full deduction of a
short-term loss on a later sale of the stock is a loophole
or unintended benefit.

It seems to us that no loss has been sustained by
a corporation to the extent that the price which it pays for
stock anticipates the payment of a dividend that is eligible
for the 85% dividends received deduction and the loss
results from a corresponding drop in price after the stock
goes ex-dividend. To allow both the dividends received
deduction and a deduction for the loss on a sale of the
stock in such a case is a doubling up that could appropri-
ately be corrected by legislation, 4

The Staff's dividends received deduction proposal,
however, is far broader. It goes beyond the situation
described in the press release or any other specific situa-
tion cited in the Staff's report. By extending to more than

one year the holding period required for eligibility for the

* Press Release No. 83-186, October 4, 1983.
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dividends received deduction and disallowing 85% of any
interest expense incurred to purchase or carry stock on
which the dividends are eligible for the dividends received
deduction (determined by an “"objective" rule), the Staff's
proposal would go a long way towards repealing the 85%
dividends received deduction for many corporate share~
holders.*

The Federal income tax system has from its incep-
tion provided for a dividends received deduction, and repeal
in whole or in part of the current 85% deduction would be a
profound change. The theory of a dividends received deduc-
tion is that corporate income should be taxed only once
until distributed to individual or other non-corporate
sharelclders, and it is in no sense inconsistent with this
theory to allow a corporate shareholder an unlimited deduc-
tion for interest incurred to purchase or carry stock that
pays dividends which are eligible for the deduction.

Although we recognize that allowing a dividends received

* In this regard, we did not, as stated in the Staff's
preliminary proposals, identify the general issue of
the deductibility of interest incurred to purchase or
carry stock as a "significant corporate tax shelter
problem.* Our January 1983 submission to the Staff,
suggesting a "limited project” in this area, was
directed at transactions in which nonrecourse debt was
incurred to purchase an issue of preferred stock
structured to service the interest and principal on the
debt, not to the broader question of whethexr there
should be a disallowance of any interest incurred to
purchase or carry stock.

A

-3-
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deduction is not consistent with this theory if the corpora-
tion paying the dividend pays no taxes, we are not sure
there is any better way to make sure that there is only one
tax at thecorporate level.* Certainly the Staff's proposal
would not do this, since it could in effect tax the same

corporate income to both the payirig and receiving corpora-

tion,

If the Staff's proposal is nonetheless to be
adopted, we urge that it not be done until representatives
of affected industries have been consulted. Repeal or
curtailment of the dividends received deduction will have a
major impact on corporations that raise capital by issuing
stock. This aspect of the Staff's proposals has received
less publicity than others and has not been brought to the
attention of many businesses that would be affected by it.

We also question whether the Staff's interest
deductibility proposal, if adopted, should apply to interest
incurred after the end of 1983, or any other fixed date, to

purchase or carry stock issued prior to that date. In our

* Allowing a deduction for dividends paid to corporations
or limiting the dividends received deduction to
dividends paid by tax paying corporations would present
serious problems of administrability.
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experience, a great deal of stock has been issued or now
trades on the assumption that the 85% dividends received
deduction will be allowable, and in some cases issuers have
indemnified corporate holders against the risk that the
deduction would be lost. An interest deductibility rule
that does not at least defer its application to outstanding
stock will penalize either the issuer or the holders,

If the Committee chooses only to deal with the
specific situation described in the press release, we
believe that requiring a more than one-year holding period
for eligibility for the 85% dividends received deduction, as
proposed by the Staff, is much more than is needed. The
perceived abuse exists only where there are mandatory
dividends (such as dividends that have been declared but not
yet paid or those commonly required by preferred stocks),
since otherwise the price will not anticipate the dividend;
and only where there is a ready market for the purchase and
sale of the stock. To deny the 85% dividends received
deduction for dividends paid on any stock held for one year
or less will deny the deduction in many cases in which this
is not the case.

To fix the case described in the press release, it
should be enough to provide that a corporate purchaser of
stock that is traded on an established securities market and
requires the payment of a dividend must reduce its basis by

the part of the purchase price attributable to the accrued
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dividend ~- the same rule that now applies to debt obliga-
tions purchased between interest payment dates. 1In the
alternative, it could be provided in such a case that the
dividend is not eligible for the 85% dividends received
deduction unless the stock has been held for all or a
specified substantial portion of the period in respect of
which the dividend is paid ~- the quarter, for example, in
the case of a stock providing for a quarterly dividend.*
The rules relating to the calculation of any required

holding period should be, as the Staff suggests, tighter

than under present law.

2. The earnings and profits limitation. The

press release asks whether the earnings and profits limi-
tation on dividend treatment of corporate distributions
should be repealed or whether there should be a narrower set
of revisions to that limitation.

While'there are many problems with the present
earnings and profits limitation, some form of limitation is
consistent with the basic notion that a corporate distri-
bution is not income if it is not paid out of earnings
realized by the corporation. Earnings and profits is
relevant. throughout the Internal Revenue Code, moreover, and

its repeal only as a limitation on the dividend treatment of

* A different rule would be needed for arrearages and
other extraordinary dividends, such as, for example,
one that ties the required holding period to the date
on which payment of the arrearage is announced.

-
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corporate distributions will not be an important simplifica-
tion.* Earnings and profits will continue to be central to
the calculation of the indirect foreign tax credit, to the
treatment of controlled foreign corporations and to many
other situations. Nor does the Staff's preliminary proposal
explain the relationship between repeal(and the provisions
of sections of the Code such as 306 or address the problems
that may be created by repeal, Thus, while enlarging
dividend treatment will increase tax liabilities if distri-
butions are made to non-corporate shareholders, the situa-
tion is reversed if the distribution is eligible for the 85%
dividends received deduction. Are we to believe that there
will be no reduction in a corporate shareholder's basis for
its stock on account of dividends that are not paid out of
corporate earnings?** '

Without a full exploration of these and other

problems, we would not support elimination of the earnings

* Indeed, the Staff's proposal to provide that a parent
corporation's basis in a controlled subsidiary's stock
is equal to the net tax basis of the controlled subsid-
iary in its assets, regardless of whether consolidated
returns are filed, will in effect expand the need for
corporations to make a calculation that in many re-
spects is an earnings and profits calculation since net
tax basis changes from year to year by an amount that
may (apart from depreciation) approximate current
earnings and profits or the current deficit in earnings

and profits.

*%  This could ﬁermit corporate taxpayers to create capital
losses at the price of income taxable at a 6.9% rate.
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and profits limitation on the dividend treatment of corporate
distributions. None of the supposed abuses cited in the
Staff's preliminary report requires repeal of the earnings
and profits limitation and some can be cured by changes in
the regqulations.* If the Committee concludes that there are
specific problems, we recommend that they be dealt with by
defining earnings and profits or by other specific revisions
to the Internal Revenue Code or reéulationa. Defining
earnings and profits, moreover, may permit the development
of definitions that could be used elsewhere in the Internal
Revenue Code and that would lead to an improvement in
present law.

Among the narrow revisions that would make sense
would be the elimination of the "current" or “accumulated"”
rule -- that is, distributions should be treated as divi-
dends only if out of earnings and profits accumulated
through year end. Enacted to serve a purpose that is no
longer valid,** the rule that treats a distribution as a

dividend if out of "current" but not accumulated earnings

* For example, the rule in Regs. § 1.312-1(a) that
earnings and profits are reduced by the principal
amount (not value) of a distributed debt obligation
could be changed by amendment to the regulations.

h It was enacted in 1936 as a relief measure in connec-
tion with a now-repealed tax on undistributed profits.
See 97.02 Bittker & Eustice, Federal Income Taxation of
Corporstions and Shareholders (4th ed. .
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and profits does not seem not consistent with the purpose of

the earnings and profits limitation,

3. Publicly traded limited partnerships. The
press release asks whether limited partnerships with publicly

traded limited partnership interests should be taxed as
corporations.

A change in the classification of publicly-traded
partnerships for tax purposes ought to be accompanied by a
broader consideration of the partnership classification
rules, and we also urge that such a study consider the
possible integration of corporate and spareholder taxes.

With respect to specific question asked in the
press release, we think that a limited partnership with
publicly-traded limited partnership interests, if it carries
on an active business, has enough corporate resemblance to
justify taxing it as a corporation. A further reason for
classifying such partnerships as corporations for Federal
income tax purposes is the difficulty of collecting taxes
from partners of publicly-traded partnerships, particularly
taxes resulting from partnership audits.

Taxing existing limited with publicly-traded
interests as corporations, however, would have a severe
effect on their limited partners, and there is a compelling
case for deferring for some period the application of such a
rule to a partnership with limited partnership interests

that were traded at the time of enactment and also for
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giving relief for any adverse tax consequences resulting
from the deemed incorporation of the partnership.*
4. Limitations on net operating losses and other

attribute carryovers. The press release asks what special
limitations there should be on net operating loss and other

carryovers in corporate acquisitionsg,%*

The Staff's proposal essentially follows the
proposals developed by the American Law Institute and is
similar to the proposal on which hearings were held at the
end of last month by the Subcommittee on Select Revenue
Measures of the House Ways and Means Committee.*** These
proposals apply two rules to the carryover of net operating
losses and other attributes after an acquisition: a “mer-
ger" rule, which generally applies where the consideration
consists in whole or in part of common or preferred stock
and which limits the carryover to the post-acquisition

earnings of the combined enterprise that are attributable to

v

* For example, for any gain or recapture resulting from
the incorporation.

**  We have previously urged that consideration be given to
making carryovers freely transferable, See New York
State Bar Association Tax Section, Report on Section 382
of the Internal Revenue Code as amended by the Tax
Reform Act of 1976, 31 Tax Law. 283 (1978). The press
release implies that there must be limitations on
carryovers, however, and we therefore assume that free
transferability is not now under consideration by this

Committee.

*** Hearings held on September 22, 1983 before the Subcom=-
mittee on Select Revenue Measures, Committee on Ways

and Means.

-]10~
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the stock that is issued; and a "purchase" rule, which
applies to cash acquisitions and other cases where the
merger rule does not apply and which limits the carryover to
an interest-like return on the cash or other consideration.

We testified in support of such a proposal before
the Subcommittee on Select Revenue Measures of the House
Ways and Means Committee, taking that the view to it was
sound, particularly to the extent it applied the merger rule
to the fullést extent possible. We reiterate that support
here. We also said, and repeat here, that Congress should
allow itself time to deal comprehensively with tax attribute
carryovers and that such legislation cannot be put in place
by January 1, 1984, when Section 382 of the Internal Revenue
Code, as amended in 1976, is scﬂeduled to come into effect.
We, thereforg. suggest that the January 1 effective date be
further extended for up to one year.

Since the merger rule cannot be applied in all
cases ‘(for example, a cash acquisition by a corporation that
does not have traded stock), adoption of the merger rule
.inevitably means that there must also be a ﬁurchase rule,
Contrary to some of the views expressed before the Subcom-
mittee on Salect Revenue Measures, we do not think that the
existence of two rules is by itself a persuasive objection
to the merger rule. If it should be concluded that there
should be only one rule, however, we prefer a single

purchase rule to present law or to the 1976 Act changes that

-ll=
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are scheduled to come into effect at the end of this year.
The differences between the merger and the purchase rule are
quite small when compared to what we now have or will have
at year end. A single purchase rule could either limit
carryovers to an interest-like return on the purchase price

or to a lump sum amount.
5. Relief from gain recognized on diptributions
of property and in cost basis acquisitions. The Staff's

preliminary proposals with respect to corporate acquisitions

and liquidations provide for the recognition of gain on a
distribution of appreciated property by a corporation to its
shareholders, whether in liquidation or otherwise, and by an
acquired corporation in any acquisition in which there is a
cost basis election, i.e., an election to revalue the assets
of the acquired corporation to cost,

The press release asks whether temporary or
permanent relief is appropriate for gain taxed to a cor-
poration on the distribution of appreciated property and, if
relief is appropriate, how it should be structured. We
assume that relief, if given, would also extend to the gain
recognized by an acquired corporation in an acquisition for
which a cost basis has been elected.

We have previously expressed our general support
for the reform of Subchapter C and the decision to base the

reform on the American Law Institute Federal income tax

-12a
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project.* Thus, we generally agree that the treatment of
shareholders should be divorced from the treatment of the
corporations that are parties to the acquisition, that
whether there is a carryover or a cost basis for the assets
of the acquired corporation should be determined by a simple
election and should not depend on the form of acquisition or
the consideration, and that shareholders should be given
non-recognition treatment when they receive stock from a
corporation that is a party to the acquisition, regardless
of the form of the acquisition or of the consideration
received by other shareholders. These proposals, based on
extensive study over a period of years, are sensible. We
have also expressed support for the Staff's proposals with
respect to treatment of "boot" received by shareholders in a
corporate acquisition,

Most of us, however, believe that permanent relief
is appropriate if gain is to be recognized by a corporation
on any distribution of appreciated property to its shareholders
and in any acquisition in which the assets of the acquired
corporation are revalued to cost. As to the form of relief,
we would favor either a shareholder credit for the capital
gains tax paid by the corporation or a reduction in the
capital gains tax paid by the corporation. 1In either case,
relief would be limited to the gain on long-held capital

* By letter of August 2, 1983 to Roderick DeArment, Chief
Counsel to the Committee on Finance.

13~
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assets. The ghareholder credit is more complex and would
benefit only taxable shareholders. A reduction in the
corporate tax would benefit all shareholders but, to be
revenue neutral with a shareholder credit, would of neces-
sity be less beneficial for taxable shareholders.

6. Other proposals. Of the Staff's other
preliminary proposals, we would generally support the
proposals with respect to the determination of the basis of
the stock of a controlled subsidiary, the treatment of
*boot™ in non-acquisitive reoryanizations and the definition
of 'conkrol”. On the other hand, the proposal to expand
Section 1248 to provide for additional ordinary income
treaément of gain realized on a disposition of stock in a
controlled foreign corporation seems to us to bear no
legitimate connection to any of the other preliminary
proposals or, insofar as it relates to assets of the foreign
corporation that would not generate Subpart F income, to any
U.S. tax policy. We have no comment at this time on the
Staff pfoposals relating to Section 367, the decontrol of
controlled foreign corporations, liquidating distributions

of installment obligations or the S corporation election,
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STATEMENT OF FRANK V. BATTLE, JR.,, CHAIRMAN, FEDERAL
TAXATION COMMITTEE, SUBCHAPTER C PROJECT, CHICAGO

BAR ASSOCIATION, CHICAGO, ILL.

Mr. BaTTLE. My name is Frank Battle. I am appearing today on
behalf of the executive committee of the Federal taxation commit-
tee of the Chicago Bar Association.

I would like to begin by saying that in view of the scope of the
proposals and the number of taxpayers who would be affected, it is
our hope that the unhurried consideration of these proposals by
Congress would allow them to be better understood by, and refined
and honed by comments from the general public. .

The CHAIRMAN. Right. We propose to do that.

Mr. BAtTLE. I will limit my comments to the portion of the
report dealing with the acquisition and disposition rules.

The committee strongly supports the election by corporate par-
ties to such a transaction, to treat them as either as carryover-basis
or cost-basis transactions, and also strongly supports the separation
of the tax consequences applicable to the corporations from those
applicable to their shareholders.

There is, however, no consensus among the members of the ex-
ecutive committee as to the appropriate treatment of the General
Utilities principle. We do believe that the impact of the tax result-
ing from the repeal of General Utilities should be mitigated in a
manner more permanent than the transition rules set out in the
report; but, beyond that there is no clear consensus. Many of us be-
lieve that there should be some form of shareholder credit allowed,
as has been stated, or an exemption for tax for historically held
capital assets if the credit is viewed as too complex. Other mem-
bers, and a significant number of the members of the committee,
however, favor retaining current law.

I think it will be on this topic that it would be helpful to gather
a consensus from the public.

The CHAIRMAN. Thank you very much.

[The prepared statement of Frank V. Battle follows:]
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I am Frank V. Battle, Jr., Chairman of the Special
Committee on Subchapter C Legislation of ,the Federal Taxation
Committee of the Chicago Bar Association. I am pleased to
appear today on behalf of the Executive Committee of the
Committee on Taxation to present our preliminary views on
the report, entitled "The Reform and Simplification of the
Income Taxation of Corporations" (the Report). Because of
the breadth of the proposals made in the Report and the
shortness of time between publication of the Report and these
hearings, we have not had the opportunity to solicit the com-
ments of the full Committee on Taxation or the approval of
the Board of the Chicago Bar Association of the statements
made here today. We intend to continue carefully to examine

the proposals made in the Report and to solicit the views of

our membership.

We applaud the approach taken by the Staff in
reaching the preliminary decisions set forth in the Report.
In formulating its own proposals the Staff considered pro=-
posals made by the American Law Institute, the Section of
Taxation of the American Bar Association, the American
Institute of Certified Public Accountants and others. The
Staff's examination of these proposals was undertaken in con=
nection with the staff of the Joint Committee on Taxation,
representatives of the Treasury Department and members of

the bar. We believe that the Report considers a number of
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areas which deserve the attention of Congress. We believe
that unhurried consideration of these far reaching proposals
is essential to ensure that they will lead to legislation
that will substantially improve the law. During that process
the proposals will become better understood by the general

public and will be refined and improved by comments from the

public.

Turning to the proposals themselves, our comments
are with respect to certain aspects of the proposals for cor=-
porate acquisitions and dispositions, for limitations on
operating losses, for distributions and for entity classifi-
cation. These comments are nec;ssarily general in nature,
but we will endeavor to comment more specifically as we con-

tinue our review of the proposals.

Proposals for Corporate Acquisitions

In general we support the proposala.(l) to permit
corporate parties to an acquisition simply to elect to treat
the acquisition as either a cost basis acquisition or a carry-
over basis acquisition regardless of the nature of the con=-
sideration used to effect the acquisition and (2) to separate
the tax consequences of an acquisition applicable to the

shareholders of the corporate parties from those applicable
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to the corporations themselves. However, our views concern-
ing the specifics of these proposals are influenced substan-
tially by our attitudes on the proposal to repeal the General
Utilities principle. It seems appropriate, therefore, to
preface our statement on the acquisition proposals with a

discussion of that proposal.

The Executive Committee does not support repeal of

the General Utilities principle in the manner proposed in the

Report. Beyond that statement, however, the views of the
members of the Executive Committee are varied. Some believe
that the impact of the tax arising from the repeal of General
Utilities should, in the case of a complete ligquidation, be
mitigated by allowing the shareholders of the liquidating
corporation a credit agginat the tax on the gain realized as
a result of the liquidation for the tax paid by the liqui-
dating corporation. This accords with the conclusions of

the American Law Institute's Subchapter C proposals. Others
believe that the implementation of such a credit, particu~
larly in the case of persons who sell shares around the time
of liquidation, would be very complicated. Accordingly, they
would prefer an exemption from the corporate level tax in the
case of a transfer of capital assets which have been held by
the corporation for some minimum period of time. Still
others believe that the impact of the tax resulting from the
repeal of General Utilities will be substantial and will be
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borne primarily by closely held corporations. Such persons
would prefer retaining the provisions of current law (Sec-
tions 336 and 337) which generally exempt corporate trans- -

ferors from tax in transactions in which the corporation is

completely liquidated.

As stated above our views on numerous aspects of
the proposals for corporate acquisitions are influenced by

the outcome of the General Utilities issue. 1If the General

Utilities principle is repealed as proposed in the Report,

we believe that certain of the limitations contained in the
proposals are unnecessary. The repeal of the General
Utilities principle would mean that a transfer of a’ corpo=-
rate asset to a transferee whose basis becomes the fair
market value of that asset will generate a tax to the trans-
feror on the full amount of gain embodied in the asset. The
payment of that tax should be adequate to deter tax motivated
transfers. Thus we believe that the requirement that a trans-
feree must acquire substantially all of the assets of the
transferor for a transaction to be a qualified asset acquisi-
tion is not essential. In adéition the rules respecting

selectivity in asset and stock acquisitions could be greatly

i st g

relaxed.

On the other hand if the General Utilities princi-

ple is substantially retained, the definitions of qualifying

-4~
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acquisitions seem reasonable and are certainly an improvement

over existing law. However, if the General Utilities prin-

ciple is retained, certain aspects of the proposals would

undoubtedly require modification.

The Executive Committee supports replacing the rule
of the Shimberg case with that contained in the proposal. We
believe that testing dividend equivalency in reorganization
transactions by reference to the shareholders' interest in
the acquiring corporation accords with the fact that boot is
typically provided by the acquiring corporation. Arguments
in favor of this approach have been well made elsewhere and
are hoted in the Report. See, Levin, Adess & McGaffy, "Boot
Distributions in Corporate Reorganizations - Determination

of Dividend Equivalency," 30 Tax Law. 287 (1977).

Proposals For Limitations on Net Operating Losses

The Executive Committee generally believes that
free transferability of operating losses is preferred to any
set of rules that would restrict the transfer of losses in
some cases and not in others. Howevev, our observation of
the public reaction to the safe harbor leasing rules suggests

that this position is unlikely to gain wide-spread acceptance.

Because we favor free transferability of operating

losses, we prefer the approach of Section 382(a) of existing
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law to the proposals contained in the Report. 1In general,
Section 382(a) does not affect a corporation's net operating
losses unless there is a transfer of a substantial interest
in the corporation and the corporation discontinues the

business being conducted at about the time of the transfer.

If Congress believes that it must adopt a rule
which prohibits sales of losses, the proposals are more
likely to achieve that goal than the rules of current law or
those slated to become effective next year. The pool of
capital approach underlying the proposals limits the allow-
ance of losses to the income which the transferor of assets
could have realized based upon the value of the assets trans~
ferred. Because the underpinnings of the two rules proposed
are the same, we urge serious consideration be given to
adopting only one rather than two rules. Specifically we
recommend adoption of the rule denominated as the "purchase

rule" because we believe it is simpler and more readily

understandable.

Proposals For Distributions

The Executive Committee does not support the pro-
posal for repealing earnings and profits as a limitation on
distributions taxable as dividends. We believe that distri-

butions which are in fact returns of capital should not be

b
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subject to the regular income tax imposed upon distributions
of corporate earnings. To the extent such distributions
exceed a shareholder's capital invested in the corporate
distributor, the shareholder recognizes a capital gain which
should be taxed as such. In addition we are concerned about
whether the implications of this proposal have been thor-
oughly considered. We can foresee attempts by corporations
attempting to take advantage of the proposal. 1In addition,
it would still be necessary to compute earnings and profits
in the cases of foreign corporations and affiliated corpora-

tions even if the proposal were adopted.

The Report lists several alternative proposals to
complete repeal of earnings and profits. Each of these
proposals seems directed at a particular situation. Of the
several alternative proposals we are most troubled by the
rules fashioned to tax as dividends distributions by corpo-
rations which have financial earnings but which do not have
earnings and profits for tax purposes. We believe that the
adoption of such a rule would have a significant effect upon
the value of the outstanding shares of corporations affected
by the proposal. In addition the ability of such corpora-
ticns to raise capital by the issuance of shares could be
adversely affected. We believe these dislocations require

careful consideration before any such proposal is adopted.
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. The Report makes several suggestions in connection
with consideration of the intercorporate dividends received
deduction. One of those proposals is to deny such a deduc~
tion with respect to shares which are not held by the corpo-
rate distriéutee for at least one year. We assume that this
proposal is prompted by a number of purchases of shares
around the dividend record date which are held for sixteen
days to avoid the restriction of Section 246(c). Although
we understand that the 16-day rule of current law may be too
short to prevent transactions based largely upon the divi-
dends received deduction, we believe that a one year holding
period is unnecessarily long to respond to concerns with
these transactions. Mutual funds, public utilities and

others will be unnecessarily, adversely affected by the

proposal.

Proposal For Entity Classification

The Report suggests that limited partnerships with
publicly traded partnership interests or instruments evidenc-
ing those interests should be treated as associations téxable
as corporations. We recommend that the Committee defer con-
sideration of this proposal. The proper treatment for tax
purposes of firms organized as partnerships under state law
has been considered many times by the tax writing committees
of Congress and the Department of the Treasury. The issue
is complex and involves the consideration of a number of fac-

tors. It is not clear to us what is inherently wrong with

-8«
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treating large, widely held partnerships as partnerships for
tax purposes. To say that such organizations should be taxed
as corporations if interests in such partnerships are publicly

traded places a great deal of emphasis on a single factor.

In conclusion we believe that the Report raises a
number of important questions and advances a number of
thoughtful proposals. Because of the scope of these pro-
posals and in view of our concerns with some of the specific
proposals, we urge that they be given further consideration.
We believe that the work of the Staff in preparing the Report
is an important beginning to reforming the income taxation
of corporations. We will continue to study the proposals in
greater detail as the specifics of the proposals are devel-

oped, and we will, of course, be available to the Committee

and the staff to assist in that development.

The CHAIRMAN. I would like to ask a few questions, if I might, to
whoever would like to respond.

I think one of the criticisms we hear—and, again, maybe some-
times with justification; maybe this time, but one we are going to
hear later this afternoon—is that we ought to study this a little
longer. At least three of the four members of this panel made that
criticism in regard to last year’s changes. How do you feel about
this year and this particular effort? How long have you been work-
ing on it now, I guess is the question. Did you say eight years, Mr.
Andrews?

Mr. ANprews. The American Law Institute project began in
1974, in the summer of 1974, and continued with meetings through
1980, and then the report was published in 1982.

The CHAIRMAN. I think you have indicated, Mr. Delaney, that
some areas may need additional study.

Mr. DeLANEY. That is correct, Mr. Chairman. Now, if you come
forward with a bill and the opportunity to study the specific provi-
sions, then I don’t know that it's a lon%-term 6-month or l-year
program; but a bill will be very helpful in concentrating the
thought and study of the issue.

The CHAIRMAN. Well, that would be our hope, that we could put
together a bill on a bipartisan effort or nonpartisan effort, intro-
duce the bill, have additional hearings next year. But there are a
few areas that we probably need to address this year. If we ought
to tighten up somewhere without making broad changes, we ought
to do that at the first opportunity, which hopefully will be yet this
year. .
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But I think Mr. Battle has indicated there ought to be obviously
time for public comment. Everybody who has an interest ought to
at least know what is under consideration, or as many who can
know what is under consideration.

Ig i;, fair to say that you generally feel this area has had ample
study”

Mr. TAyLor. I think you have to distinguish between the areas. I
concur with what Bill Andrews said on prospective merger and ac-
quisition rules, and I think that can also be said with respect to net
‘operating losses.

I don’t know that there has been that kind of study in the earn-
ings and profits area, which is a key production area, or with the
treatment of limited partnerships as corporations.

The CHAIRMAN. In my opening statement I described the use of
the dividends-received deduction to help finance a hostile corporate
acquisition. I guess what I would like to know, based on what I un-
derstand about it, is: Does that go on very often? And is it a prob-
lem? Does it haf)pen very often? Anlyone on the panel may res%ond.

Mr. TAyLoR. I think it happens all the time. I think the problem
with the calculations or the objection to the calculations that are
made is that they don’t take start with a pretax income of the
target corporation and taking into account the fact that it may
have paid tax on income that is represented by the $3 dividend
cited in your figures.

The theory of the dividends-received deduction is that corporate
income is taxed once and only once, which presumably happens at
the tar%‘et company level. The reason—that that goal could be ac-
. complished a number of different ways.

Historically, we have accomplished the dividends-received deduc-
tion on the recipient side. It could also be accomplished by allowing
a deduction for dividends paid by the corporation. That would be
another way of doing it.

I assume the reason we have not done it that way is because of
the great difficulty of identifying dividends that are paid to a cor-
poration as opposed to dividends that are paid to an individual.

The CHAIRMAN. Can anybody else comment on that? Is there a
problem there that we ought to be addressing?

Mr. ANprews. Well, Mr. Chairman, I would like to speak to that
briefly, if I may. I need to preface this by saying that this question
is not one that was taken up in any way in the American Law In-
stitute discussions, except peripherally.

But I had the very strong sense that the dividend received deduc-
tion is a provision that makes a great deal of sense in the case of a
continuing investment by one corporation in another, and very
little sense in the case of a transitory or limited investment of one
corporation in the shares of another; and that if a corporation is
going to be permitted to act as an investor in the market, it ought
to be taxed like other investors, and that means that dividends
would ke taxed more heavily, not less heavily, than other forms of
return.

My own view is that this is one instance of the dividend received
deduction operating in a way that is not consistent with its pur-

28-219 0 - 84 ~ 9
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pose, and that the staff proposal to impose a substantial holdin
period, in particular, is a very sound although ad hoc step to deag
with that situation.

The CHAIRMAN. I think what we have done and the staff has
done is to have gone through a number of the statements of other
witnesses and visiting with other representatives who have an in-
terest. They made certain criticisms which may be valid.

So I guess the next question is: We have heard that the proposals
for limiting net operating loss have been criticized as too complex.
Again, I am not certain who on the panel addresses that; but is
that a fair criticism? I guess the next question is: If it is a fair criti-
cism, how do we simpli lellit‘?

Mr. DeLaNEY. Well, Mr. Chairman, we believe the 1976 amend-
ments are realli/ irrational, and we believe the proposals that have
been made could be simplified, and we so testified on the House
side. We believe you could cut it to a one—pronf test rather than a
two-pronged test and hence simplify considerably the outcome.

The basic thrust of the promals we totally agree with.

The CHAIRMAN. Would an y else comment on that?

Mr. TayLor. Well, I think the criticism of the proposed rule as
being too complex proceeds from the assumption that one rule is
automatically quantum-better than two rules. I guess we are un-
persuaded on that, that you could not have two rules work well
and simplf', and that, therefore, you ought to sacrifice the better
merger rule in order to have a single purchase rule.

The CHAIRMAN. Can anybod% respond to the criticism that the
shareholder credit, which the Treasury has now recommended, is
too gomplex? Can anybody give any thought to that particular
area’

Mr. Andrews.
Mr. ANDREWS. Yes; I think that the complexity recognized in the

shareholder credit is something of a_problem, but that it is more a
matter, I think, of unfamiliarity than unmanageable complexity.

My own judgment would be that if the committee is favorably
impressed by the effects of a credit, that that would be quite a
manageable kind of computation.

The CHAIRMAN. Mr. Delaney, I thix;lédyou have given an answer,
but how would you counsel us to proceed with this project? What is
the ABA tax section going to do? What is your next step?

Mr. ?DELANEY. Mr. Chairman, are you referring to the total
project

he CHAIRMAN. Right.
Mr. DELANEY. We are more than prepared to work with the staff

in further developing it. Our understanding of the timeframe was a
bill sometime within the next month or two, further hearings, and
then possible hearings on the House side on a similar measure. We
are in full support of that.

I have appointed a separate task force, separate and apart from
the working group, to study this and help develop section positions
on each of these proposals.

As you know, we work under very, very strenuous limitations—
speaking on behalf of the American Bar Association. But we think
that the ﬁrogram that has been indicated to us as a goal would be
very workable, and we are prepared to move ahead with it and
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bring people here to help your staff and the joint committee staff
and the House staff to develop these proposals into a bill.

The CHAIRMAN. I have a number of other questions, and most of
them are based on statements we are going to have from other wit-
nesses. ] am not certain that we can’t have you respond in writing,
if you would be willing to. It might save the time of other wit-
nesses, and we may bring out questions as we deal with other wit-
nesses.

As you know, we are now just discussing the report. There is no
legislation before the committee. We are not attempting to report
out any legislation; we are just at the initial hearing on what we
consider to be a worthwhile proiiect.

Hopefully, we will have a bill introduced but probably not before
we leave, assuming we leave on November 18th, as was the sched-
ule last week. It could be changed because of other events.

We appreciate very much not only your testimony but your will-
ingness to continue to assist us and your past assistance. Thank
you very much.

Our next panel consists of Donald C. Alexander, Esq., Morgan,
Lewis and Bockius, Washington, D.C.; Robert A. Jacobs Esq., Mil-
grim Thomajan Jacobs and Lee, New York, N.Y.; and John S.
Nolan, Esq., Miller and Chavalier, Washington, D.C.

Don, are you going to start?

Mr. ALEXANDER. I would like to start, if I could, Mr. Chair-
man——

The CHAIRMAN. Sure.
Mr. ALEXANDER [continuing]. Because I am on Secretary Watts’

Coal Leasing Commission. We have a hearing in Denver tomorrow,
and I have to show up at that. :
The CHAIRMAN. Good. Well, you can start right now—either here

or for Denver. [Laughter]

STATEMENT OF DONALD C. ALEXANDER, ESQ., MORGAN, LEWIS
& BOCKIUS, WASHINGTON, D.C.

Mr. ALEXANDER. | know that many in the room would prefer the
latter, of course, but I would appreciate the former.

I certainly hope you proceed with the project and don'’t let it die.

Subchapter C is badly flawed; it’s badly in need of revision, and
reform is overdue. And the time is now. The ALI project is an ex-
cellent place to start, and staff has done a fine job of putting to-
gether a report that contains many sound recommendations.

Turning briefly to the points on which you specifically asked for
our views, Mr. Chairman, I think that some relief should be given
if you are going to repeal General Utilities completely—particular-
ly where there is a complete liquidation of a small corporation.
You are going to hear a lot more about that from other witnesses. I
don’t think that you ought to let that particular problem prevent
the project from going forward, because I am convinced that relief
can be crafted. It will work.

As to the preferred-stock gambit that you mentioned, it needs
correction. You can correct it two ways. One would be to disallow
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the short-term capital loss, and I discuss this problem in my state-
ment.

Earnings and profits? Getting rid of that is a really drastic step,
and maybe you ought to try to fix it up before you dispose of it.

On net operating losses, I think there is much to be said, as long
as we are going to have ACRS in the law, for permitting benefits to
go to the poor as well as to the rich. And the more you cut back on
the transferability of net operating costs, the more you confine
them to the rich.

Finally, on partnerships, the problem there is that some bad reg-
ulations were written back in 1960, converting associations into
partnerships. It's too late to correct them, but at least for the
future—being fair to everybody who is now treated as a partner-
ship out there in the public—I think that area needs correction
along the lines in the staff report.

[The prepared statement Donald-C. Alexander follows:]
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STATEMENT OF
DOWALD C. ALEXANDER
BEFORE THE
SENATE FINANCE COMMITTEE
UNITED STATES SENATE

October 24, 1983

My name is Donald C. Alexander and I am a partner in
the law firm of Morgan, Lewis & Bockius. I am appearing
here today solely in my personal capacity and not on behalf
of my law firm or any client, although of eourse I have
interests in various issues raised by the Staff Report.l‘

I participated in an informal working group which assisted
the Staff.
I. NEED FOR REFORM

It is extremely improbable that any of the witnesses
here today support all the Staff's recommendations.
Nevertheless, most of us would agree that there is much
merit in the Staff Report. Most of us would agree that
present Subchapter C of the Internal Revenue Code is seriously
flawed, is filled with inconsistencies, disguised opportunities
and hidden traps, and should be thoroughly reviewed. The
Staff has made such a review and has performed a substantial

public service in its examination and recommendations.

1. The Reform and Simplification of the Income Taxation
of Corporations, a Przliminary Report prepared by the
Staff of the Senate Committee on Finance (September 22,

1983). (Staff Report)
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The Staff has utilized work undertaken by others over a long
period of years, particularly that of the American Law

Ingtitute embodied in its definitive study, Federal Income

Tax Project: Subchapter C (1982).
Despite the discomfort that change creates, particularly

to practitioners who have an economic stake in existing law,
we need to correct existing law. But change should be made
carefully and deliberately, with recognition of the fact

that irrevocable investment decisions have been based on

present law,
I believe that, in general, the Staff's recommendations

with respect to the treatment of corporations and shareholders
in acquisitions would substantially improve existing law.
Moreover, repeal of the remaining vestiges of the General
Utilities doctrine is a sound objective and would solve many
vexing problems. However, it should be tempered as suggested
below.

1 hope that this project will not die after this hearing.
Present Subchapter C, with its trappings like Code Section
269, is seriously defective; the Staff Report and the hearing
today should be early parts of a continuing process, to be

completed next year, of basic revision and reform.

I11. RESPONSES TO SPECIFIC QUESTIONS

My views on the specific questions on which Chairman

Dole requested comment are as follows:

-2-
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1. Taxation of Gain on Distribution of Appreciated

Property. Repeal of what is left of the General Utilities

doctrine, thus calling for the recognition of gain on
corporate distributions of appreciated property, whether or
not in liquidation, is a desirable but drastic step.
Acknowledgement of the latter attribute led the Staff to
suggest a slow phase~-in of capital gains taxes.z‘

Other solutions include a shareholder credit for the
tax paid by the corporation, or a reduction of such tax, or
exemption from or deferral of tax on certain types of assets.
While each of these solutions presents definitional and
administrative problems, I have a slight preference for a
shareholder credit along the approach suggested by the

American Law Institute.a'

(2) Dividends Received Deduction on Short-Term Preferred

Holdings. The Staff Report describes a gambit presented by
present law for securing short-term capital losses and the
dividends received deduction. This problem should be addressed
and solved, but there can be reasonable differences over the
scope and method of its solution. 8Since in economic reality
no loss has been sustained in the example addressed by the
Staff, disallowance of the loss is an obvious candidate for its
solution. However, the Staff's approach is to deny the
dividends received deduction unless the stock in question is

held for one year and to cope with the tax arbitrage opportunity

2. See page 66, Staff Report.

3. ALI.lFederal Income Tax Project: Subchapter C (1982),
PP. -
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afforded by the interplay between the interest deduction and
the dividends received deduction. I do not quarrel with the
Staff's approach of the alternative course of requiring a
longer holding period, but I suggest that the requirement be
limited so as to cover fully the abuse situations (e.g.,
stock traded on an established securities market and certain
preferred stock, whether or not actively traded) without
being applicable to clearly non-abuse instances. Secondly,
Section 265 of the Code, disallowing expenses and interest
allocable to tax-exempt income, has not worked well in
practice. If this provision should be extended to cope with
the tax arbitrage problem mentioned above, it should be
amended to substitute arbitrary but administrable standards

for present uncertainties.

(3) Earnings and Profits. One of my first assignments

when I started practicing tax law in 1948 was to determine
earnings and profits of a substantial and complex corporate
group which had begun its existence in the 19th century.
Quickly I became convinced that the determination of earnings
and profits is a mystery never to be revealed to mortals,

and little has happened in the ensuing 35 years to alter

this view. You need to eliminate the concept or to define
earnings and profits in a definitive and administrable way.
The Staff proposes to eliminate the concept of earnings and

profits for Subchapter C purposes while retaining it for

A



188

other purposes such as the computation of the foreign tax
credit. I suggest that before adopting this course, Congress
give further consideration to (1) solving the abuse situations
cited by the Staff through statutory and regulatory changes
and (2) determining whether a rational and workable definition
_;%-earnings and profits may'be devised so that the concept
may be retained and we may avoid a new set of problems,

discussed by others, which would be created by its elimination.

(4) Net Operating Losses. In 1981 massive tax incentives,

largely in the form of ACRS allowances, were added to the
Code. Because of a sluggish economy, particular problems in
particular industries (e.g., steel, airlines), and the .
effect of recent statutory changes, many corporations have
substantial operating loss carryovers. By no means are all
of these losses due, as the Staff Report suggests, to economic
inefficiencies. When it enacted'these inqeﬁtives in 1981,
Congress refused to limit them to the rich and deny them to
the poor; safe harbor leasing accompanied ACRS to assist
those who wished to acquire productive plant and equipment
but could not currently utilize tax benefits to realize upon
such benefits by transferring them to others. Since safe
harbor leasing is no longer with us and ACRS and the credits
remain, we should not further reduce opportunities for those
with tax losses to benefit from them. The New York State
Bar Tax Section was correct, I think, when it stated in 1982:

"We believe there is much to be said, therefore, for free
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trade of stock.of corporations having net operating loss
cartyovers,"a'
Therefore, I question the desirability of proposed new
limitations, based on a "pool of capital theory', which
would reduce the transferability and value of loss carryovers.
A particular problem is presented when a loss corporation
(of which there are ﬁany) attempts to rehabilitate itself
through acquisitions. 1Is it in the public interest to deny
such a corporation the right to utilize its full losses against
its full income? Unlike the apparent thrust of a companion
proposal now before the Ways and Means Committees', the
Staff Report provides limited relief to a loss corporation
seeking to rehabilitate itself by rendering its new merger
rule inapplicable if the shareholders of the loss corporation
continue to own 80% or more in value of the loss corporation
stock. This is a helpful but inadequate step; a loss
corporation should not have the value of its carryover
reduced by a merger or similar transaction if its shareholders
retain more than 50% of the stock of the combined enterprise.
Despite the fact that the current provisions of Section

382 of the Code are scheduled to be replaced in 1984 by the

4. New York State Bar Association Tax Section Committee
on Corporations, Report on Section 382 of the Internal
Revenue Code, as amended, b{)the Tax Reform Act of 1976,

31 Tax Lawyer 283, 286 (197

5. See Joint Committee on Taxation, Description of Proposal
Relating to Special Limitations on the Carryover of Net
Operating Losses and Other Tax Attributes of Corporations

(September 21, 1983).

-6-
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long-deferred and unsatisfactory 1976 version, there is no
need to craft a hasty replacement which contains the seeds

of overkill. The Republic will survive if present law is
extended again for a time.

(5) Corporate-Type Limited Partnerships. I believe

that limited partnerships with publicly-traded partnership
interests should, in general, be considered associations
taxable as corporations under Section 7701(a)(3) of the

Code. This has been my personal view for more than 20 years,
since I testified against adoption of the present classification
requlations.6' These regulations are the source of ‘the
problem; designed to thwart physicians who sought equity in -
pension planning (a goal secured by court decisions and

later by legislation), they failed in their purpose but
instead succeeded in permitting what are truly associations

to be misclassified as partnerships with all attendant
conduit benefits., It is too late to correct the mistake

made in the 1960 Regulations, but it is time to remedy this
long-festering problem by legislation. Subject to fair and
reasonable transitional rules which recognize economic and
investor realities created by the Regulations, giant publicly-

traded entities which now masquerade as partnerships should

be taxed as corporations.

6. Reg. Sec. 301.7701-1, -2, and -3 (1960).

7=
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The CHAIRMAN. Well, I appreciate your being here, Mr. Alexan-
der. You are probably on the 4:40 flight; is that correct, if you are
going to Denver? My wife happened to be on it yesterday. If you
are going to Denver, you may have to leave at 4:40.

Mr. ALEXANDER. If 80, I'm in deep trouble. [Laughter)

The CHAIRMAN. Right. That’s why I thought if that was the
flight, I would excuse you now.

Mr. ALEXANDER. I'm on a later one; not being in Government
any longer, I have more of a transportation problem than the Sec-
retary. [Laughter]

So I can hang around while my two friends have their state-
ments, if they are equally brief. [Laughter]

The CHAIRMAN. We will have Mr. Jacobs and then Mr. Nolan.

STATEMENT OF ROBERT A. JACOBS, ESQ., MILGRIM THOMAJAN
JACOBS & LEE PROFESSIONAL CORP., NEW YORK, N.Y.

Mr. Jacoss. Thank you, Mr. Chairman.

Some 25 years ago Judge Tuttle asked me what I would do if I
somehow got the scholarship that I was applying for that he was
about to bestow on somebody. I said I would make the tax law
better, or at least I would try, and he said, “How would you do
that?”’ I said, “I would have the temerity to try to come to Congress
and do something about it.” It has taken me a long time—not quite
as long as this bill, perhaps,—to get here.

These past few months we have been working with your staff
under the leadership of Andre LeDuc. We have worked hard in
what has been the most rewarding professional experience in my
lifetime—working with material that is difficult, working with
people that are dedicated, and working with ideas that are true, to
- produce a proposal, a series of ideas, answers to some difficult ques-
tions. I think that a great service has been done for the Congress
and for the country in bringing forward these intelligent proposals.

Like Don, I don’t agree with all of the details. My reservations
are set forth in my testimony. But what I do know is that the time
is now, the problems are real, the corporate tax law cries out for
correction. I don’t think that we can, with a straight face, continue
much longer to allow the existing problems to continue.

There are answers, and we can find them. And the answers can
be simple, the answers can be certain, and the answers can be fair.

Thank you.
[The prepared statement of Robert A. Jacobs follows:]
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STATEMENT OF ROBERT A. JACOBS
MILGRIM THOMAJAN JACOBS & LEE PROFESSIONAL CORPORATION

I am Robert A. Jacobs, a member of the New York City
law firm of Milgrim Thomajan Jacobs & Lee Professional
Corporation. I am an adjunct professor of law at the New York
University School of Law, teaching a seminar entitled Advanced
Corporate Tax Problems and serve as chairman of the American Bar
Association Tax Section's Committee on Corporate Stockholder
Relationships and chairman of the New York State Bar Association
Tax Section's Personal Income Tax Committee. I appear today on
behalf of no client and do.not represent the views of any organ-

ization with which I am affiliated.

During the past ten months your staff has worked with
academicians and practitioners to shape the proposals you are
today considering. These proposals seek to comprehensively
address, redress and rationalize the complexities, incon-
gruities, inconsistencies and vagaries of our present scheme of
corporate taxation. The proposals, in large measure, are drawn
from the recommendations of the leading tax organizations and
writings of respected commentators over the past thirty years.
They result from thoughtful analysis of divergent views and
concerns. They represent the very best thought on this

important and vital subject.
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I urge that we not let this oppor%unity to fix the
corporate tax law escape. One of your staffers observed that
this subchapter C project has been far more "labor intensive"
than anyone anticipated. The thousands of hours invested by
your staff and its volunteers in this project will deter all but
the most dedicated from trying to soon revive it, if it fails
enactment by the 98th Congress. Corporate tax law is too
complex and the concerned constituencies too small to muster
often the requisite legislative effort. The program has been
set in motion; the corporate tax provisions are ripe for
reform. I urge you to act on these proposals and bring

simplicity, certainty and fairness to our corporate tax law.

My support of the staff's subchapter C project and my
urging that the Internal Revenue Code's shortcomings in the
field of corporate taxagion be addressed and resolved are not an
endorsement of all the views expressed in the Preliminary -
Report. Some of my exceptions are noted below. But those
reservations do not detract from my ungualified endorsement of

the thesis of the Preliminary Report, i.e., present corporate

tax law is unduly complex, unpredictable and in need of imme-

diate structural, philosophical and technical improvement.

A good corporate tax law should have sound philosophi-
cal underpinnings, be reasonably certain in its application and
not unreasonably complex. Our present corporate tax structure

avoids each of these criteria splendidly. The admonition that
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"{f it ain't broke, don't fix it" is not controlling here; our
corporate tax vehicle is broke and must be fixed ~- soon. A few

moments of reflection confirms this peréeption.

Corporate reorganization provisions that treat essen-
tially similar tran?actiona as either taxable exchanges or
tax~free exchanges, depending upon distinctions that inventors
of parlor games would have trouble justifying, should not be
permitted to continue. Why should taxation turn on whether a
merger is effected by merging T into PS, rather than PS into T?
Why should a lot of cash be,o.k. in an (A) reorganization; a
littie cash o.k. in a (C) reorganization and no cash o.k. in a
(B) reorganization? The inconsistencies and anomalies of the
reorganization provisions are recounted in detail in the Pre-
liminary Report. If anything, they are understated. The ABA
Tax Section made a partial pass at correcting some of the most
obvious shortcomings in the reorganization definition. See ABA
Tax Section Recommendation No. 1981-5, 34 Tax Lawyer 1386 (1981)
and Jacobs, Reorganizing the Reorganization Provisions, 35 Tax
L. Rev. 415 (1980). The ABA left much undone. The Preliminary
Report undertakes to complete that task with distinction. That
is not to say that the proposals embodied in the Preliminary
Report are perfect or even practically perfect. They should be
recognized for what they are -- thoughtful, practical solutions

to difficult problems.

i
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To be effective the corporate tax law must be simple,
certain and fair. Inqeed, simplicity and certainty foster fair-
ness. If we can achieve simplicity and certainty, substantial
fairness will be automatically injected into the system. Take
for example the problem of net operating loss carryovers. The

"fairness" we seek is "neutrality”, i.e., the loss corporation,

in the hands of its new owners, may use its net operating loss
carryovers to the same extent, as to both amount and timing, as
it could have used them had there been no change in ownership
and had the loss corporation invested its assets in income
generating activities. But once the neutrality assumption is
accepted and its principles become the theme of the remedial
legislation, neither simplicity nor certainty should be sacri-
ficed by blindly following the neutrality notion wherever it may
lead. We should keep in mind that the neutrality principa?,
however well formulated, is nothing more than a convenient fic-
tion. 1Indeed, corporations themselves and the entire corporate
tax structure are legal fictions. Those fictions are helpful -=-
8o long as we remember that they are fictions, not scientific
truths or religious precepts, Rather than adhering to the
theoretical formulae of the neutrality principle set forth in
the Preliminary Report, the testimony on this subject before
Congressman Stark's subcommittee on September 22, 1983 should be
heeded. A "purchase price" limitation on net operating loss
carryovers can effectively approximate the neutrality rules
proposed in the Preliminary Report, without their attendant

uncertainty and complexity. Spreading that loss utilization
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availability (properly "grossed up" to say 125% of the purchase
price) over five years would achieve all three goals of

simplicity, certainty and fairness.

I comment briefly on the five specific proposals out-

lined in the October 4 press release.

1. Relief from gain recognized on liquidating

distributions of property and cost basie acquisitions. To

bring some semblance of order to subchapter C, the Preliminary

Report recommends overruling General Utilities.* That long

overdue step may unfairly surprise shareholders of corporations

that own appreciated capital gain property.

Example:
A incorporates T, transferring to it his corner

grocery business. One of the incorporated assets
is a building that houses the grocery, adjusted
basis $100, fair market value $1,000. S8ix years
later A liquidates T and receives back his

former business, including the building. The

building now has a zero.-basis and a fair market

* General Utilities & Operating Co. v. Helvering, 296 U.S.
200 (1935).

28-219 0 - 84 - 10
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value of $1,200. A is taxed on the gain he real-
izes in the liquidating distribution. Should T

be required to recognize $1,200 gain (presumably
all Code §123i gain) on distributing the building

in complete liguidation?

In a two-tier tax regime, there is no theoretical jus~
tification for relieving T from tax on the sale or distribution
of appreciated property. [For that matter, there is no theoret-
ical justification for not taxing A when he transfers appreci-
ated property to T, but the Code §351 tax-free incorporation
policy overrides the theoretical purity of the two-~tier taxing
regime.) Nonetheless, the long history of not taxing this gain,
particularly.on the "death" of the corporation, i.e., upon its
liquidation, should not be ignored. Most of the suggested
relief measures properly focus on T's long-held capital gain
property. The American Law Institute's shareholder credit pro-
posal; the phase-in tax proposal of the Preliminary Report; and
the deferred gain recognition proposal, all limit their relief

to capital gain propexcty.

I favor exonerating long~held (e.g. three years or
more) capital gain property, including Code §1231 property, from

the General Utilities tax. I appreciate that there is no

theoretical reason compelling this approach:; nor, for that

matter, any other relief measure. Yet, the history here is so
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compelling that taxing this gain just seems wrong. Besides, 1!
see no reason to galvanize opposition to the entire subchapter C
revision by permitfing citation to a fundamental change in law
that would impose a "new" tax on a sympathetic sha.eholder who
receives appreciated property liquidating distributions from her
corporation. If Congreas recognizes the desirability of over-

ruling General Utilities in all cases, save those involving

long~-held capital gain property, an acceptable statute can be
drafted that can gain wide support from a cross section of tax

specialists and concerned corporate taxpayers,

2. The 85% dividends received deduction. Under

present law, corporations may borrow funds to purchase or carry
dividend paying portfolio stock. If the dividends on the port-
folio stock equal the interest carrying costs, the results are
most happy indeed =-- at least for the corporate investor. The
following example compares the pfofitability of this enterprise
under existing law and under the Preliminary Report, assuming

the taxpayer's debt to equity ratio is 1:1.

Existing Proposed

Law: Law:
Dividend Income - $100.00 $100.00
Code §243 deduction 85.00 85.00
Taxable income 15.00 15.00
Tax rate .46 .46
Tax § 6.90 $ 6.90

=Zm=mas m:mEmEm
After-tax dividend proceeds $ 93.10 $ 93.10
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Interest deduction $100.00
Tax rate .46
Tax saving $ 46.00
13+ -1
After-tax interest cost $ 54.00
==o==os
After-tax dividend proceeds $ 93.10
After-tax interest cost 54.00
$ 39,10

Net profit from transaction

The result under existing law seems too good to be true. A 100%
debt finance investment that produces a zero economic return
yields a $39.10 after-tax profit. The proposed amendment to
Code §265(2) would effectively remove the incentive to purchase
debt financed dividend paying portfolio stock. Under the Pre-
liminary Report, assuming the corporate taxpayer has $10,000 of
equity and $10,000 of debt, 50 percent of all portfolio invest-
ments would be deemed debt financed. Thus, the interest deduc-
tion attributable to the dividend paying stock would be reduced
from $100 to 52;;50, reducing the net after-tax profit from
$39.10 to sf&fﬁ?. This result seems right, especially when the

focus is on the corporate taxpayer that receives the leveraged

dividends.

!

I recognize that the conclusion may be otherwise if the
transactions are viewed in a broader perspective. Traditionally
we have not exacted a full tax on intercorporate dividend pay-
ments. Arguably, where the corporate payor claims no deduction,

the corporate payee should not be required to include the ‘pay-



146

ment in its income. This construct permits the transfer of tax
benefits from loss corporations to profitable corporations,
transfers which you may view as entirely appropriate or
thoroughly unacceptable. If those transfers are to be
encouraged, leveraged stock purchases by corporate investors are
not an abuse. Rather they are consistent with a policy that
taxes corporate income only once, so long as it remains in

corporate solution.

The other proposal extends the minimum holding period
for stock on which the 85 percent dividends received deduction
is available from 15 days (or in some cases, 90 days) to one

year. This is a salutary improvement that should be enacted.

3. Earnings and profts as a dividend measurement.

There is, to my mind, little doubt that the earnings and profits
concept is a poor measure of dividend treatment. Non pro rata
redemptions and distributions of funds borrowed against appreci-
ated property owned by the distributing corporation, to mention
but two obvious examples, distort dividend treatment. The Cor~-
porate Stockholder Relationships Committee of the ABA Tax Sec-
tion has begun a study of the earnings and profits concept and
how it might be eliminated from the Code. The implications are
significant; until those implications are understood I remain
uncertain whether a piecemeal repeal of earnings and profits as
a dividend measure, as recommended, would be an appropriate

first step or an undesirable half effort that would hinder com-

10
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prehensive reform. Any legislation in this area must take into
account its effect on intercorporate dividends. By increasing
the dividend component of intercorporate payments, if the 85%
dividends received deduction is retained, corporate shareholders
may be able to substantially reduce their taxes on inter-

corporate distributions.

Some corporate taxpayers rely upon the earnings and
profits measure to make regular nontaxable distributions, making
their stock attractive to purchasers. Corporations in the
extractive industries and public utilities may be adversely
affected by the proposed legislation. If so, Congress should
consider fashioning an exemption for them, rather than shelving

an otherwise desirable reform.

4. Net operating losses. As I observed in my

general remarks, net operating loss carryovers can and must be
legislated hith an appreciation of the possible. Legal theories
should give way to an intelligent amalgam of simplicity, cer-
tainty and fairness, which can be achieved without subjecting
taxpayers to purchase rules and merger rules; varying assumed
rates of return; and tabular computations of income available
for net operating loss offset. Each uncertainty introduced into
the system perpetuates the advantage prospective buyers now
wield over prospective sellers of net operating loss carry-
overs. Where the "going rate" for NOLs is 10 percent and their

value to the buyer is 46 percent, the Treasury pays a dear price

11
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for that uncertainty. Neutrality can be approximated and the

tax system can be bettered if a single modified purchase price

rule is enacted.

S. Should publicly traded limited partnerships be

taxed as associations? This issue is not central to the other

concerns covered in the Preliminary Report. That publicly
traded limited partnerships have corporate characteristics is
not new or novel. How existing and future publicly traded
limited partnerships should be taxed -- particularly in the new
world envisioned in the Preliminary Report -- is not an easy
question. 1 should think this issue could best be handled by
postponing a decision now, looking at tﬂe problem anew in light
of the new legislation when it is enacted.

* * *

Under the Preliminary Report proposals the collapsible
corporation provisions can be excised from the Internal Revenue
Code, both for foreign and domestic corporations. What a
marvelous blow for simplicity! The consistency rules of Code
§338 can be junked; another strike for simplicity, certainty and
fairness. The reorganization provisions can be rationalized --
perhaps for the first time ever. With these prospects at hand,
it would be most unfortunate to permit other concerns, however
worthy, to delay or end this reform process. That is not to say
that all that is before you is perfect. Rather, the question is
whether the legislation suggested in the Preliminary Report pro-

vides a comprehensive core of a new corporate tax law; one that

12
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can be built upon with the inevitable corrections and the hoped
for improvements to make our corporate tax law better; a tax law
that approaches fairness, certainty and simplicity. We may
never achieve all our goals, but we should never stop trying.
These proposals are a giant step forward. I feel privileged to
have played a small role in their development and commend them

to you with confidence that their enactment will vastly improve

our corporate tax system.

STATEMENT OF JOHN S. NOLAN, ESQ., MILLER & CHEVALIER,
WASHINGTON, D.C.

Mr. NoraN. Thank you, Mr. Chairman.

I am John S. Nolan, a tax lawyer in Washington, D.C. I confine
my remarks this afternoon to the subject of the General Utilities
rule. And, while I hate to be the first to sound a discordant note in
this love feast, that’s precisely what I am going to do.

I ? ar today for a efroup of privately held companies that
woul severely harmed by the staff proposal to repeal the Gen-
eral Utilities rule with respect to complete liquidations of corpora-
tions. This proposal would impose a double tax on the appreciation
in value of corporate assets which are sold or distributed in a com-
plete liquidation. This would effectively raise the capital gain rate
on this element of gain from investment in corporate business from
20 percent to 42.4 percent.

he impact will be almost entirely on closely held family busi-
nesses, large, publicly held companies seldom undergo complete liqi
uidation. This is neither an efficient nor a fair tax increase, and
recommend strongly against it.

The family businesses I represent typically hold a wide range of
business assets, including real estate from which their manufactur-
ing or wholesale or retail business may be operated. They also in-
clude family companies which hold real estate which has been col-
lected and developed over a long period of years and is leased to
third parties. These family corporations have paid full corporate
. income tax on their earnings, perhaps through several family gen-
erations. The assets are likely to have appreciated substantially in
value over a long period of years, in large part as the result of in-
flation. The family business may have developed patents, trade-
marks, trade secrets, a trade name, know how, goodwill, or other
intangible asset values which have appreciated greatly in value.
This is a typical pattern in many of our high technology compa-
nies.

These families have operated their business through a family
corporation based on certain fundamental assumptions as to our
taxing system as it has operated for the last 50 years. As I have
said, they have paid a full corporate income tax on their regular
earnings, they have also paid a second shareholder-level tax on any
such earnings distributed as dividends. Our system has not re-
quired them to pay a double tax on retained earnings reinvested in
the business. Furthermore, and what is critical in the present con-




149

text, our tax system has provided that they would pay only a single
capital gains tax on the appreciation in value of the underlying
assets in their business upon selling or otherwise completely liqui-
dating their business. :

The proposal in question would change this latter treatment. It
would impose a double tax on the appreciation in value of the un-
derlying assets of the business, representing gain which may be
largely inflationary gain. The tax cost of a decision to terminate
the family’s interest in their business, selling the assets and com-
pletely liquidating the corporation, or selling the stock, as I have
said, would be effectively increased from 20 percent to 42.4 percent
with respect to their gain attributable to the appreciation in value
of the underlying corporate assets.

In the short run, the result would be to bias the decisions of
these families in favor of merging their family companies into
large publicly held companies in a tax-free exchange for stock of
the public company. Public companies with tax losses created by
ACRS deductions or otherwise, or with unused investment tax
credits, will aggressively seek to acquire such privately held compa-
nies. This will interfere with the allocation by such families of
their capital to its most efficient uses in the market. _

In the longer run, privately held business may seek to avoid in-
corporation. Our capital markets, the largest and most efficient in
the world, are based on financial instruments of corporations, not
unincorporated businesses. These markets will adjust, but possibly
at a significant cost to the capital formation process. :

Mr. Chairman, there are major economic, legal, and social con-
siderations involved in creating a bias through our tax system to
operating businesses through partnerships or other unincorporated
forms, and in creating additional tax burdens on privately held
business.

These issues require more thought and analysis before we decide
to impose a double tax burden on extraordinary gains in underly-
ing asset values in the complete liquidation of corporations.

[The prepared statement John S. Nolan follows:]



160

STATEMENT OF JOHN S. NOLAN
SENATE COMMITTEE ON FINANCE
OCTOBER 24, 1983

REFORM OF CORPORATE TAXATION

I am John S. Nolan, a lawyer ih private practice in
Washington, D.C., specializing in corporate tax law for more
than thirty-two years. I have also taught Advanced Corporate
Taxation in the Adjunct Program at the Georgetown Law School at
various times in past years. I appear today for a group of
closely=-held businesses that would be severely harmed by the
proposal in the Committee Staff's report of September 22, 1983,

to repeal the General Utilities rule with respect to complete

liquidations of corporations.

Corporate Tax: Asset Appreciation on
Complete Liquidation (General Utilities)

The result of the Staff proposal as to the General
Utilities rule would be to impose a double tax on the appreci-
ation in value of corporate assets sold or distributed in the
course of a complete ligiidation. This would effectively raise
the maximum capital gain tax on this increase in asset value
from the 20% rate, applicable to all other capital gains, to
42.4%. Gain is already taxed on such increase in asset value
to the extent of -- (1) depreciation or ACRS deductions previ=
ously taken; (2) a company's "LIFO reserve"; and (3) a variety

of so-called tax benefit items. (The investment tax credit is

also subject to recapture.)
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The additional gain that would be taxed by the.pro-
posed repeal of General Utilities would in many cases be
largely inflationary gain, not real gain, together in some
cases with the value of intangible aassets of the business. A
tax rate of 42.4% on these kinds of gain is not justified.

The impact will be almost entirely on closely-held
family businesses; large publicly-held companies very seldom
undergo complete liquidation. The short-term result will be to
‘bias the decisions of these families in favor of merging their
i£amily companies into large publicly~held corporations in a
tax~-free exchange for stock of those companies, rather than
allocating their capital to other uses that could be more effi-
cient. The tax law would thus further interfere with market

allocation of capital.
In the longer run, business will tend to avoid incor-

pbration wherever possible. Our capital markets, the largest
and most efficient in the world, are based on financial instru-
ments of corporations, not unincorporated businesses. These
markets will adjust, to be sure, but at a significant cost to
the capital formation process. New instruments subject to new

dimensions of risk will be required to replace corporate capi-

tal instruments.
As a lawyer experienced in this field, and as a

former law Egggher of the subject matter, after taking into
account the circumstances of my clients and others similarly

situated, I strongly oppose this particular element of the
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Staff's report. While I agree with many of the other major

elements of the report, and while I see no strong objection to

repeal of the General Utilities rule in the case of ordinary

distributions in kind, I think that its repeal with respect to

complete liquidations would be a grave error in tax policy. I

have studied the detailed reasons given for its repeal in the
Staff report, and I do not find them convincing. They proceed
from a fundamentally erroneous premise and are based far too
Mmuch on unjustified speculation. The reasons given against
repeal are understated and require much further development.

I note that in recent letters to Senator Dole, two
prestigious bar associations with great experience in this
field, the Association of the Bar of the City of New York and

the Tax Section of the New York State Bar.Associatioﬁ, have

* 1 recognize that repeal of General Utilities is a key
element in the major treatment of acquisitions proposed in
the report -- that is, the election between cost basis and
carryover basis treatment at the corporate level and the
separate tax treatment at the shareholder level. If General
Utilities is not repealed in th¢ corporate liquidation
context as I recommend, it will be necessary to retain the
basic elements of §§337 and 338; it obviously is not
desirable to return to the uncertainties of Commissioner v.
Court Holding Co., 324 U.S., 331 (1945) versus United States
v. Cumberland Public Service Co., 338 U.S. 451 (1950), and
Kimbell-Diamond Milling Co. v. Commissioner, 187 F.2d 718
(Sth Cir. 1951). 1If the acquisitions proposals are adopted,
but General Utilities is not repealed in the complete liqui-
dation context, recapture should be required, but gain or
loss should not otherwise be recognized, in transactions
generally of the type described in §337 and §338 if the
acquiring company elects cost basis treatment. The
operation of those two provisions could be improved and
restricted to their true purpose. It may be that recapture
should be required in any such case, whether the acquiring
corporation elects cost basis or carryover basis treatment.
These are matters which require a great deal more study.
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singled out this same matter to urge further careful evalua-
tion. I strongly urge this Committee to exercise great caution

in making such a fundamental change in our corporate tax

structure.

Impact of the Proposed Change =-- Family-Held Businesses

As previously stated, by far the greatest impact of
the proposed change will be on family-held businesses. These
family businesges typically hold a wide range of business as-
sets, including real estate from which the business may be
operated, or real estate collected in a family investment com-
pany. These assets are likely to have appreciated substanti-
ally in value over a long period of years, in large part as a
result of inflation. The business will often have developed
patents, trademarks, trade secrets, know-how, or other valuable
intangible assets. Mapy family companies have been operated
through several generations, thus greatlx increasing the infla-
tionary components of these gains. The proposal will tax all
of this gain at the corporate level, in addition to the same
gain being taxed again at the shareholder level, on complete
ligquidation of the family company.

Even though the family company may have been operated
for many years, the family may have become so large, or the in-
terests of different family members may have become so diverse,
that it may make greater economic sense for the family to
liquidate the corporation, possibly sellinhg all or part of its

assets, or to sell their stock, and undertake other business
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ventures. It may have become economically more efficient for
third parties to acquire the business. There are a wide range
of reasons why it may become appropriate for the family to ter-
minate the activities of their corporation by complete liquida-~
tion. These families have operated on certain fundamental
assumptions as to our taxing system as it has existed at least
for the last fifty years, even prior to the time the General
Utilities case was decided in 19351 These include a clear un-
derstanding under our tax system that upon a decision to ter-
minate their business and completely liquidate, they could do
80 incurring only a single capital gains tax on such a terminal
.transaction on the appreciation in value of the underlying
assets of the business. This has been the case whether they
sell the assets of the business to third parties, divide the
business among themselves while it remains in corporate solu-
tion, or take their respective shares of the assets in kind and
operate as sole proprietorships or partnerships.'

In any such case, they seek to put -heir capital to
its most effective uses in our economy. A single capital gains
tax on this terminal transaction, just as if, the gain had
arisen from any other investment asset held by them, is en-
tirely appropriate. As previously stated, much of the gain is
probably inflationary gain, not real gain, and thus deserves

only a single capital gain tax. Even the balance of the gain,

EL P T Y Ty

See United States v. Cumberland Public Service Co., supra,
IRC §337; IRC §355 and its predecessor in the 1939 Code; IRC

§336.
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likely to be largely attributable to real estate or intangible
assets,* is by nature essentially an investment gain, not
income attributable to regular business activity that typically
is taxed at highe. rates. The gain in question by its nature

is capital gain. It should attract only a single capital gain

tax. .
A capital gain tax of 42.4% on this gain is not jus~

tified. The result will be that families wishing to terminate
their family businesses will effectively have only one option
-= find a publicly-held corporation and take its stock for
their company. A publicly-held company with tak losses created
by ACRS deductions or otherwise, or with otherwise unusable
investment tax credit, could presumably elect to step-up the

basis of the assets at the corporate level in a cost~basis

P T T T T YA

* I recognize that the report (pages 58, 61) provides that in
a cost basis acquisition, unallocated acquisition premium
(coodwill) will not be taxed at the corporate level but will
be given a carryover basis. This does not solve the problem
as to intangible assets other than goodwill, such as patents
and trademarks, and may create new controversies as to what
is goodwill == for example, whether know-how, trade secrets,
trade names, or the like are to be treated like Patents or
trademarks, on the one hand, or as part of such "unallocated
premium" on the other hand. Further, the acquiring company,
having paid for such values, may discount their value for
the absence of a stepped-up basis since they may be sold by
it in the future. If so, the shareholders of the target
still bear an implicit tax burden at the corporate level.
Finally, the treatment of such goodwill value in complete
liquidations involving distributions of the assets in kind
is not dealt with in the report. If the parties seek to
operate their business as a partnership, and if the value of
such asset would be taxed at the corporate level in the
absence of §336, the parties could be forced to sell their
business to others or find some other way to avoid double

tax on such asset value.
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transaction under the other proposals in the report at minimal
tax cost.

While the report is not explicit on the point, the
family would apparently lose the opportunity to divide up busi-
nesses in corporate solution either in a pro rata or non pro
rata spin-off by causing the parent éorporation to distribute
the stock of its subsidiary to some or all of the family share=-
holders without tax. This has proven to be a very healthy and
efficient alternative for the continued operation of
privately-held businesses. Similarly, the family could no
longer sell the assets of the business to a third party, via
§337, or indirectly via §338, and apply their capital to other
uses, except by incurring a 42.4% tax burden.* Nor could they
ligquidate the corporation and operate the business as a part-
nership or sole proprietorship, dividing the assets in kind
among themselves as they see fit. Much of the healthy flexi-
bility of our existing tax system as it applies to family
businesses would be lost. I see no justification for rei oving
this flexibility, which has been an important inducement to the
formation of new, privately-held companies with fresh ideas and
inventiveness.

The problem could be compounded by the fact that the
family company may have been organized originally to incorpo-

rate business assets held in a sole proprietorship or

* Technically, in a §338 transaction, the selling shareholders
would not directly incur all of the 42.4% tax, but they
would bear the burden of it partly through a reduced selling
price in a cost basis acquisition.



167

-8 -

partnership. The assets hay have appreciated substantially in
value, from inflation or otherwise, and specific intangible
asset vaiuee may have arisen, before any such incorporation.
The proposal would tax the pre-incorporation gain on these
assets even though it did not arise in corporate solution. The
result would be that the family would clearly pay a much
greater tax than would have been payable if no corporation had
been formed. There can be no tax policy justification for this
result.

Staff Report: Questionable Assumptions
As. To General Utilities Rule

The Staff report commendably recognizes that there

are substantial questions whether the General Utilities rule

should be repealed:

In addition to the preceding recommendations, the
Staff has identified a number of options that ought
to be considered if the Committee concludes that the
outright repeal of the Ceneral Utilities rule is too
harsh. (p. 5). (See also pp. 65, 93-94).

The American Law institute, the recommendations of which were a
major source of reference for the Staff's report, recognized
the severity of a double tax on the long-term appreciation in
value of business assets in a complete liquidation. The Insti-
tute recommended that the shareholder be allowed a credit for
his share of the corporate capital gains tax against his indi~
vidual capital gains tax to eliminate the double taxation. The
credit is extremely complex. It also accomplishes little, to
the extent the corporate and individual capital gain tax rates

are essentially the same (as they should be with respect to the

28-219 0 - 84 - 11
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kind of gain in question here). The Staff rejects the ALI

credit proposal on grounds of complexity and taxpayer compli-

ance.
The Staff repori gives nine arguments favoring repeal

of General Utilities and three arguments against it. Before

reaching them, it is critical to focus upon the basic assump-

tions of the Report in recommending repeal of General Utili-

ties. These assumptions are that: (1) we have an unintegrated
corporate tax system, it should be continued, and it should be
rigorously applied (pp. 4, 55); (2) the primary consideration
should be that the rules should be "simplest and least suscep-
tible to abuse and manipulation" (page 4); and (3) tax abuse
abounds, despite many Code provisions:-specifically developed to

prevent it, because of the General Utilities rule (pp. 32-38).

I respectfully submit that none of these assumptions is valid.
In fact, we have never had a truly unintegrated core
porate tax system in which a tax is paid on income at the cor=-
porate level and a second tax is paid on corporate income by
the shareholders. Over the seventy or more years that our cor-
porate income tax system has developed, we have had a compro=-
mise system in which double tax has been imposed on ordinary
earnings from regular operations to the extent they are dis-
tributed to shareholders as dividends, but only a single tax
has been imposed upon extraordinary events, such as a sale or

distribution of assets pursuant to a complete ligquidation.
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In reality, we have to a large extent had only a
single ordinary income tax on regular corporate earnings
because of the ability to retain earnings. By reason of our
provision for step-up in basis of assets at death, earnings
taxed at ordinary rates at the corporate level have to & large
extent been retained and have not been taxed again at the
shareholder level. At most, they have been subjected to a
capital gains tax on sale of stock at the shareholder level. A
large percentage of corporations in the U.S., both publicly=~
held and privately-held, retain and reinvesat in their business
a large percentage of their annual earnings, partly as a result
of the tax advantages to their shareholders that flow from this
policy.

This is an entirely healthy system. The corporate
tax rate and top individual rate are roughly the same. There
should be limits on the tax burden on income from capital so

that capital formation is not inhibited or misdirected away

from busineass investment. Further, to the extent we provide

incentives through tax allowances, such as the investment
credit, ACRS, the research and development credlt, or the
intangible drilling cost deduction, there should be no prefer-
ence for operating in or out of the corporate structure.
Virtually all major foreign industrialized countries,
including the entire European Economic Community and Canada,
have moved toward a single integrated tax structure in which

only a single income tax is paid on business earnings.
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Economists tend strongly to favor such a system to avoid undue
burdens on capital investment. We have obviously greatly
moderated our tax burden on capital by the types of tax incen-
tives previously described. As a practical matter, the effect
of our present corporate tax structure is that by a variety of
means we have achieved what is a single tax on the returns from
capital, and this allows us to remain competitive in the world
economy.

There is no important reason at this time to disturb
this carefully-developed balance that has resulted from seventy
or more years of experience in refining our corporate tax
system to accommodate the needs of our economy and our society.
It is particularly unwise to do so in a way that would impact
harshly on privately-held, smaller companies. The primary
consideration affecting our corporate tax structure should be
economic efficiency, not simplicity or over-feactive concern
with abuse and manipulation.*

The preoccupation in this Report with abuse and man-
ipulation is disturbing. Admittedly, the extensive provisions

we have developed to prevent abuse of the General Utilities

* Integration of the corporate and individual tax has also
been accomplished in other ways in our tax system. The
obvious example is Subchapter S, but administrative con-
siderations have forced the imposition of severe limitations
on its use. Royalty trusts exist to receive and distribute
certain forms of passive income. As recognized in the Staff
report, publicly-traded limited partnerships now exist to
operate going businesses. The report would treat publicly-
traded limited partnerships as corporations. Widely-held
limited partnerships, the interests in which are not
publicly-traded, also exist, however, and the report would

not reach these arrangements.
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rule, such as the recapture rules, the collapsible corporation
provisions, new section 338, the recent repeal of the partial
liquidation provisions, the ACRS anti-churning rules, and

others, are complex. Complexity, however, in a corporate tax

context is manageable, and we have in fact learned to live with

it. Further, despite the impressions suggested by the report,
these anti-abuse provisions are effective in practice. In my
thirty-plus years as a corporate tax lawyer, I have not seen
any widespread circumvention of the collapsible corporation
rules or these other provisions. When some special forms of
abuse have developed, as they did in recent years, the Con-
gressional response was swift and effective, as in TEFRA. We
have developed a new legislative capacity to deal with these
problems as they arise.

. We must not make a fundamental change in our corpo-
rate tax structure to meet these relatively narrow concerns if
it could substantially affect efficient allocation of capital
resources in the United States. The effict of such a change

haé—gét yet been studied sufficiently in the context of repeal

of the General Utilities rule in corporate complete liguida-

tions. In addition, the possible effects of discouraging the
use of corporations to operate privately-held busin. ‘:es, in
favor of partnerships the interests in which are not pv licly=-
traded, royalty trusts, or other arrangements have not ber
fully evaluated. There are critical economic, legal, and

gsocial issues to be considered.
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Accordingly, I urge this Committee to defer action on
this critical matter at leaat until these kinds of evaluations
have been done. Much more analysis is required to make the
judgments that are reguired in changing the tax structure to
increase burdens on privately~held companies.

Staff Report: Reasons For and
Against Repeal of General Utilities

The report (page 88) argues for taxing gain on cor-
porate assets at the corporate level in complete liquidations
first on the ground that taxpayers pay less tax because of the

General Utilities rule than would be paid in the absence of a

corporate tax. This is difficult to understand, since the main

thrust of repealing the General Utilities rule is to impose a

double tax on the appreciation in value of corporate assets,
thereby raising the effective rate on such gain from 20% under
existing law to 42.4%. No explanation of this argument in the
report is given. Contrary to the impression given in the re-

port, taxpayers will generally pay more tax if General Utili-

ties is repealed than they would have paid in the absence of a
corporate tax.

An earlier reference (p. 36) deals with a non pro
rata liquidation in which the .corporation has no earnings and
profits and liquidates under §333, taking as a basis in the
assets the shareholder's basis in his stock.” It is implied

L Y L P T T

The example given may overlook the fact that depreciation is
recaptured in a §333 liquidation, creating earnings and
profits, and thus ordinary income consequences on the
liquidation.
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that an undue tax advantage arises in these circumstances,
although it is not entirely clear what the undue advantage
consgists of. In any event, however, this is a highly unusual
situation -« perhaps one in a thousand -~ and is hardly justi-
fication for such a massive change in the tax system as the

repeal of the (eneral Utilities rule.

In the complete liquidétion context, involving
privately-held companies, it is useful to recognize that the
shareholder's gain on liquidation consists of two elements ~-
retained earnings and appreciation in value of the company's

underlying assets. There is no other source of shareholder

gain. The shareholder may have bought his shares at a time
when such elements existed to some degree; if so, his prede-
cessor will have paid tax at the shareholder level on such
elements. Retained earnings and appreciation.in value of
corporate assets ultimately always incur a tax at the share-
holder level, except to the extent that stepped-up basis at
death occurs or the shareholder is tax-exempt.

Further, the recapture rules insure that the ordinary
income portion of asset appreciation ultimately is taxed, and
as ordinary income. Retained earnings by definition have been
taxed at the corporate level. What remains then is the capital
gain portion of appreciation in value of corporate assets,
which, as stated above, is ultimately taxed at the shareholder

level, except where there has been an intervening death of the

shareholder. Repeal of General Utilities in complete
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liquidations would tax this latter portion twice, once at the
corporate level, and again immediately at the shareholder level
except where there has been an intervening death of the share-
holder.* If the business had operated in non-corporate form,
this double tax would not have been incurred.

The anti-churning rules effectively prevent undue
benefit from ACRS. The collapsible corporation rules, despite
their complexity, prevent undue benefit from complete liquida=-
tions. There is no substantial opportunity to gain greater
benefits by operating in corporate form than in non~corporate
form.

The other reasons given in the report for this double
taxation may be grouped. The second reason relates to complex=’
. ity and abuse, a matter already discussed (supra p. 9-11).
Re§3a1 of the collapsiblé corporation rules is not necessarily
a useful end in and of itself, regardless of what must be done
to make it possible. There are important economic and social
consequenc s to be resolved here; the world has lived with the
collapsible corporation anti-tax avoidance rules for more than
thirty years and can continue to do so. It is said that repeal
will block certain tax-motivated acquisitions, but no specifi-
cations are given. TEFRA addressed such problems, and if fur-

ther problems arise, they can be addressed equally promptly and

equally specifically. It is said that repeal of General Utili-

ties will limit churning under ACRS, but we already have ih

As to the impact of stepped-up basis at death, see infra,
p. 20.
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place an effective set of rules for that purpose. Finally, I
submit that the seriousness of the liquidation-reincorporation
problem is overstated; in my extensive corporate tax practice,
I have seen very few instances of successful liquidation-
reincorporations that produce substantial tax benefits. It is
a wonderful conversation piece and tax teaching tool; it is not
much of a real problem. In point of fact, the report can be
read to endorse a form of liquidation-reincorporation not pres-
ently available. It would tax the corporation at capital gain
rates, permit a step-up in basis of the assets (even though
continuity of interest clearly exists), and permit depreciation
deductions by reference to stepped-up basis to offset subse-
quent ordinary income from ongoing business operations.

Otherwise, the reasons for double taxation seem to
boil down to a preference for greater purity in an unintegrated
tax system =--

iv. General recognition of gain provides
uniformity. ***

v. Recognition broadens the corporate tax
base. ***

vii. The General Utilities doctrine allows tax
on corporate gain to be avoided entirely.

gk K
All of these propositions assume there should be a double tax
on appreciation in value of corporate assets at the time of a
complete liquidation. As previously stated, there is no basis
for this assumption (supra, p. 9-11), and it would have

enormous adverse effects on privately-held companies in the

U.s. (supra, p. 4-8).
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The example given on page 89 of the Staff report is
somewhat disingenuous. It deals with a dividend in kind of
securities, not a complete liquidation. Presumably the

corporation has earnings and profits, so the shareholders incur

an ordinary income tax of $100,000 on the distribution of the
securities. In a privately-held company, where this situation
might most likely be presented, it would be an unusual trans-
action. If the securities represent stock, the parties would
lose the advantage of the 85% intercorporate dividends deduc-
tion by placing the stock in the hands of the shareholders.
Ordinarily it would be more advantageous, if fhe medium of
investment were to be changed, for the corporation to sell the

stock, incur the capital gains tax, and reinvest in other

stock.
In any event, the real issue here is the treatment of

a complete liquidation. As stated earlier, there is far less

question about repealing the General Utilities rule with re-

spect to ordinary distributions in kind. 1If, however, the
stock is distributed in complete liquidation, should a tax of
42.4% be paid on the investment gain of $80,000, rather than a
tax of 20% if the stock had been held outside the corporation?
What rationale supports this result?

We have a generally efficient, fair, and workable
system that presently stimulates capital formation by avoiding
interference with allocation of capital to its most efficient

uses in the economy. Initiative and productivity are
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stimulated by the ability.to build up capital returns in a
privately-held company. For the most part, all income and gain
is taxed at least once, except to the extent we provide tax
incentives for good reasons, whether economic (for example,
business investment or R&D activity) or social (tax-exempt
charitable or similar institutions). When abuses develop, they
may be quickly corrected, particularly with the recent Congres-
sional ability to move more promptly. We should not disturb
the efficient functioning of the present system unless there
are reasons of overriding\importance. These have not yet been
demonstrated.

The reasons given in the Report as against repeal of

General Utilities are understated. It is not a theoretical

argument as to "realization". It is a practical consideration.
The repeal as applied in the complete liquidation context would
greatly damage privately-held business in the United States.

' To answer the question posed in the Report, a cor=-
porate liquidation is an event which warrants a single capital
gains tax because it represents a liquidation of an investment,
just as any other investment. The gain realized is likely to
be largely inflationary rather than real. To the extent the
qain reflects retained earnings, it represents income already
subject to tax at the corporate level. If it has not been
fully taxed at the corporate level, it is because some economic
or social policy has been regarded by Congress as sufficiently

important to call for a tax incentive provision.
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Such gain is quite different from the regular earn-
ings of an ongoing business. The comparisons drawn in the
report to a 73% tax rate on ordinary income overstate reality.
I doubt that any significant amount of income earned through
corporations in the U.S. ever bears an effective tax rate even
close to 73%.

The argument that liquidation of a corporation is
often a highly formal step without economic substance is not
valid. Few complete liquidations involve distributions of
assets to the shareholders in kind. Most involve sales ¢f
assets pursuant to §337 or sales of stock deemed to be sales of
assets under §338. The liquidation-reincorporation problem, as
previously stated, is given far more emphasis in the Report
than it deserves. Further, it simply is not the fact that
complete liguidations are often tax-driven transactions; they
generally result from a business conclusion that someone else
can operate the business more efficiently and that the share-~
holders can direct their capita. to more effective uses in the
economy.

The Report correctly notes the argument against re-
peal that 42.4% is too high a tax rate to impose on investment
gain at the time of a complete ligquidation. The answer, how=-
ever, is not to tinker with this rate. Instead, we should
simply avoid increasing the extent of double taxation. Ex-

traordinary gains arising on complete liquidation of a
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corporation should be taxed once, at regular capital gains

rates, just as is all other investment gain.

Proposals for Relief from Repeal of General Utilities

The several options for mitigating the effect of

repeal of General Utilities are testimony themselves that the

proposal itself is of doubtful merit. In any event, as previ-
ously stated (supra p. 8), the ALI shareholder credit would be

complex, though if General Utilities is to be repealed for

complete liquidation transactions, some such relief would be
essential. Phase-in of a double tax burden does do more than

postpone temporarily the adverse economic and social conse-

quences of the change.

The exemption of gain from certain long-held assets
could solve many of the inequities and problems presented and

should be carefully considered if General Utilities is to be

repealed. Similarly, in such event, some form of carryover or

substituted basis solution has merit and should be carefully

explored.
The reference to step-up in basis at death at page 93

of the report is curious; elsewhere in the report, it is stated
that a fundamental premise of the study is that step-up in
basis at death is to be continued (page 4). Viewed in a
broader sense, particularly in connection with Subchapter S

small business corporations, repeal of the General Utilities

rule can be viewed as essentiaily an attack on stepped-up basis

at death déspite the assurance in the report to the contrary.
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Surely a piecemeal repeal ¢f step-up in basis at death,
affecting only gains realized from investment in corporate
business activity, is not good tax policy.

Conclusion
The Committee should not repeal General Utilities in

the context of complete liquidations and impose a double tax
burden on asset appreciation. An effective tax rate of 42.4%
on éuch gain will have severe adverse effects on privately-held
companies. It will create a bias, causing owners of family
businesses contemplating liquidation to merge their corpora=-
tions into publicly-held companies in exchange for stock of
su¢h companies. Capital will not be directed to its most

efficient uses in the United States economy.

The CHAIRMAN. I think I will just ask the other two members of
the Fanel—-—you have heard what Mr. Nolan has said, that current
tax law provides a healthy flexibility and urges that the repeal of
the General Utilities would unduly burden American business. You
are the experts, so I need to find out if you agree with that.

Mr. ALEXANDER. I think it is a case beautifully stated and beauti-
fully overstated. I think the problem can be solved, to the extent
there is a problem, by the shareholder credit that Professor An-

drews was describing.

The CHAIRMAN. Mr. Jacobs?

Mr. Jacoss. I tend to agree, although my personal predilection
would be to exonerate the tax as to long-held capital gain property
on the death of a corporation, the liquidation of a corporation, or
the sale in a cost-basis election mode.

But it seems to me, whether you use the credit or whether you
use exoneration, or whether you even use the phasein as suggested
in the report, any of those would, I believe, take care of John’s
problem of dealing with people’s expectations in this connection. In
all events it should be limited to long-held capital gain property.

Mr. NoLAN. Mr. Chairman, could I say that I wonder whether
the complexity is worth it. If the capital gains tax on corporations
is at a higher rate than the capital gains tax on individuals, and
we give a credit to the shareholders with respect to the capital
gains tax paid by the corporation, I wonder whether the complexity
is really worth it.

The CHAIRMAN. Well, that’s what we hope to determine between
now and the time we pass something. You may already know, but I
don’t know yet. I don’t have any clients, so that——

[Laughter.] -

The CHAIRMAN. Your testimony notes that you agree with many
of the major elements of the report. I wonder which ones they are.

Mr. NoLaN. I agree, in general, with the effort in the report to
change the treatment of acquisitions so that the treatment of
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shareholders is divorced from the treatment at the corporate level.

I think that it is necessary in applying the corporate level tax
system of cost-basis acquisitions versus carryover basis acquisitions
to retain some of the elements that we previously have had in sec-
tion 337 and section 338, with respect to sales of assets in connec-
tion with complete liquidations, and sales of stock in connection
with what are effectively complete liquidations. I think those provi-
sions can be improved.

So I think a great deal of the report is very valuable, and I sub-
scribe to it. It's just that I think the issue of repeal of the General
Utilities rule raises many problems that need a great deal more
consideration, particularly with respect to privately-held compa-
nies.

The CraIrMAN. I think that is an area we are going to have to
spend some time on. In fact, nearly every aspect of it we are going
to spend a great deal of time on.

Mr. Jacobs, do you have any recommendation on the timetable?
You spent how much time on this project?

Mr. Jacoss. The narrow project of the ABA with which I worked
8o hard probably rivaled the work of the ALI in terms of length, if
not what we produced. It lasted some 8 or 10 years, to produce the
narrow answer in 368.

But I think what we have here from the staff is the right answer.
I think the people who have looked at this and worked on the
narrow project agree. I would think that this Congress, the 98th
Congress, is the Congress to pass this change.

The CHAIRMAN. It was also suggested by a prior witness, I guess
by the Treasury witness, that we shouldn’t lean too hard on simpli-
fication, but that isn’t going to be the strongest reed to lean on.

Do you think we are going to simplify? That's one of the pur-
poses—that and some other areas. .

Mr. Jacoss. I guess that simplification depends upon the behold-
er. From my perspective as a practitioner, simplification comes
when there is certainty; when you know what the rules are and ev-
erybody is playing by the same rules, you are going to get simplic-
ity, and you are going to get fairness.

In the net operating loss area, for example, we have a situation

where today if a company has a net operating loss it can sell it for
10 cents on the dollar. The purchaser is getting the present value
of 46 cents on that net operating loss that it buys, and the Treas-
ury is paying 36 cents, even assuming we approve transfers.
1 would think, in the net operating loss area, for example, you
ought to know exactly what the net operating losses were, so that
the buyers and sellers can do their own trading and the Treasury
Department can quit subsidizing these acquisitions.

The CHAIRMAN. As I have indicated earlier, this is nét a hearing
on specific legislation. We hope to have some ready to introduce
later this year or early next year.

We do intend to pursue the project. We may find some areas, as
Mr. Nolan has pointed out, that need to spend more time on,
modify, whatever—we are flexible.
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We appreciate very much your testimony, and we will be work-
ing with you and members of your staffs.

Mr, NoLAN. Thank you, Mr. Chairman.

The CHAIRMAN. Our next panel consists of Edwin S. Cohen of
Covington & Burling in Washington, D.C., on behalf of the Cham-
ber of Commerce of the United States; and Thomas P. Maletta, vice
president, Taxes, Allegheny International Inc., Pittsburgh, Pa., on
behalf of Tax Executives Institute, Inc., Arlington, Va.

They will be followed by a panel, I might just announce so they
can move up to the front, consisting of Leon M. Nad, national di-
rector, Technical Tax Service, Price Waterhouse, Washington, D.C.;
David A. Berenson, Ernst & Whinney, Washington, D.C.; Nicholas
Tomasulo, Silverstein & Mullens, Washington, D.C.; Richard L.
Bacon, Bell, Boyd & Lloyd, Washington, D.C.; and James Roche,
M%%%gmott, Will & Emery, Chicago, Ill.

ie.

STATEMENT OF EDWIN 8. COHEN, ESQ., COVINGTON & BURLING,
WASHINGTON, D.C., ON BEHALF OF THE CHAMBER OF COM-
MERCE OF THE UNITED STATES, WASHINGTON, D.C.

Mr. CoHEN. Mr. Chairman, I am Edwin S. Cohen. I appear today
on behalf of the Chamber of Commerce of the United States of
which I am a Director and Chairman of its Tax Committee.

The preliminary report of the committee staff represents a major
contribution in a highly complex field of the law and contains
many hopeful recommendations.

Our written statement discusses three proposals in the report
that cause us special concern. In the interest of time I will com-
ment on only one of these, the proposal that Mr. Nolan commented
on that would impose a double capital gains tax on the sale or lig-
uidation of an incorporated business containing assets that have
appreciated in value.

If I may, I'll use a simple example to show our concern:

Suppose individual A ogens a drugstore and buys for $10,000
land and building in which the store operates. Thirty or 40 years
later he retires and sells the building, including the land and build-
érﬁot&%: have now over this long period of time appreciated to

If he has operated the business as a proprietorship without incor-
poration, he has a long-term capital gain of $100,000, and he pays a
maximum tax of $20,000. Under the existing law he will pay the
same tax if he had incorporated the business. On his retirement, he
would sell the stock, or have the corporation sell the asset and dis-
%1;215;163% the proceeds, and his tax would also be at 20 percent, or

Under the proposal, however, A’s corporation would have to pay
a corporate capital gains tax of 28 percent, or $28,000. When the
corporation dissolves and distributes its assets to him, he will pay,
in addition, 20 percent on the $72,000 of gain remaining, or $14,400.
So his total tax burden will be $42,400 whereas if he hadn’t incor-
porated he would have paid a tax of $20,000. As Mr. Nolan said, it
increases his rate of tax from 20 percent to 42.4 percent.
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The same double tax problem would exist for a farmer if, for any
number of reasons, he has incorporated his farm and it has appre-
ciated in value.

In our written statement we discuss various suggestions that
acl}ieve some alleviation of this result that we think would be
unfair.

The CHAIRMAN. Could he elect subchapter S in that case?

Mr. CoHEN. Well, he could if he met all of the circumstances that

permit him to elect subchapter S.
The CHAIRMAN. Because last year, as you recall, we did liberalize

that.

Mr. CoHEN. Yes; we go into that in our statement. If you change
subchapter S to eliminate some of the conditions, it might take
care of it for the closely held companies; but, for example, if he in-
corporated because he had children and wanted to leave some of
the stock in trust for his chlldren, he couldn’t use subchapter S. If,
for various reasons, such as in the case of a high technology compa-
ny, the corporation has a second class of stock, he can’t use sub-
chapter S.

We do not think that those limitations are necessary, and per-
haps one solution would be to expand subchapter S.

However, without going into the ramifications of subchapter S,
and appreciating some of the points that the Treasury made earlier
today that require further study, there are other possible solutions
to this problem. But until the solution appears on the scene, I
would join Mr. Nolan in his comments, and I think the chamber

would also.
Thank you, Mr. Chairman.
The CHAIRMAN. Thank you very much.
[The prepared statement of Edwin S. Cohen follows:]

28-219 0 - 84 - 12
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STATEMEN?
on
SENATE FINANCE COMMITTEE STAFF PROPOSALS
for
REFORM OF CORPORATE TAXATION
before the
SENATE COMMITTEE ON FINANCE
for the
CHAMBER OF COMMERCE OF THE UNITED STATES
by
Edwin S. Cohen
October 24, 1983

My name is Edwin S. Cohen. I am a member of the Board of Directors and
Chairman of the Taxation Committee of the Chamber of Commerce of the United
States, on whose behalf I appear today. I am a member of the law firm of
Covington & Burling, of Washington, D.C. Accompanying me are David E.
Franasiak, Manager of the Tax Policy Center of the Chamber, and Rachelle B.
Bernstein, its Senior Tax Counsel.

The preliminary report of the Committee Staff for revision of the
corporate tax structure represents a prodigious effort in a highly complex
field and contains many helpful analyses and recommendations. We commend the
Staff for the thoroughness of its work.

Because of the difficulty and breadth of the subject, the report
requires careful and extensive study in order to comprehend and appraise the
practical efforts of the proposals on various types of business transactions.
In view of the diversity of businesses represented in the Chamber's
membership, we have been engaged in analyzing major aspects of the proposals
48 they may affect both small and large incorporated businesses, both those
that are closely held and those that are publicly traded. Some of our
preliminary conclusions are set out below. We look forward to the opportunity
of offering further comments and assistance to the Committee and its staff as

the work continues.

1. The Proposals Leading to Double Taxation of Gains on Sales or Liquidations

of Corporations.

The Chamber's preliminary study of that part of the report that
proposes new ruies relating to sale or liquidation of incorporated businesses

leads us to voice most serious reservations as to their effect, especially on

small closely held corporations. We are concerned in particular that the
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proposals would discourage the use of corporations as a means of conducting
business. This would occur, we beliave, because on the eventual winding up of
the incorporated business by sale or liquidation, either s double tax would be

incurred on apprecisted capital assets or & purchaser would pay less than fair

market value for those sssets. We are particularly concerned about the effect

on those businesses that are already incorporated and cannot now change to an
unincorporated form of business without incurring substantial tax.

The double tax could be avoided by foregoing in the future the
formation of a corporation, but there are often legal and practical
infirmities in conducting & business in partnership or proprietorship form.
Indeed, for this reason the long established policy of the tax law has been to
facilitate the use of corporations to conduct business, and especially so for
small business. While we apprecfcto the concerns that have led the Staff to
' try to solve other problems in the corporate tax area by proposing the double
tax, it is our tentative conclusion that this proposal would be far too
drastic a remedy and should not be adopted. Other solutions with less serious
consequences are available, '

A simple example will explain the Chamber's concern.
opens a drugetére and buys for $10,000 the land and building in which the

Thirty years later he retires and sells the business,
If A has operated the

Individual A

store operates.
including the land and building now worth $110,000.
business as a proprietorship, without incorporation, he has a long-term

capital gain of $100,000 on the sale of the land and building, on which he

pays a maximum tax of $20,000.
Under existing law he would pay the same tax if he had operated his

business as a corporation. On his retirement he would sell the stock of the

corporation, or have the corporation sell the land and building and diatriﬁute
the sales proceeds to him on liquidation and winding up of the corporation.
Eirher way his tax would be $20,000, just as if he had not incorporated.

Under the proposals, however, A's corporation would have to pay a
corporate capital gains tax of 28 percent, or $28,000; and when the
corporation would be dissolved he also would pay a capital gains tax (on the
remaining $72,000) that could amount to 20 percent, or $14,400. His total tax
burden on the sale would be $42,420 -~ more than twice the tax he would have

paid if he had not incorporated his business.
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We do not believe that result would be fair. It would not be sound tax
or economic policy to impose such a double tax burden on a business wholly
owned by one small busineseman merely because for any number of reasons he
operated his business #s a corporation rather than a proprietorship.

As some amelioration of this result, the proposals would provide that
the corporation would not have to pay the 28 percent corporate capital gains
tax if the corporation sold the land and building to an incorporated purchaser
and the two corporations agreed that the purchasing corporation would take
over the $10,000 tax basis of the property in the hands of A's corporation.
But that rule would reduce the price that A could obtain for the property for
two reasons: first, the purchasing corporation would not pay the full value
of $110,000 for the property because of the adverse tax consequences it would
have by reason of having only a $10,000 tax basis for it; and second, to
relieve his corporation of the 28 percent tax on the sale, A would have to
forego selling to individual investors and could only sell to corporations,
thus significantly limiting the pool of potential buyers.

The same double tax or loss of value would occur under the proposals if
A had originally started his business in unincorporated form but had later
incorporated it. Under existing law (Code Section 351) A's low tax basis for
the property would carry over to his corporafion, and he would have the same
low tax basis for his stock in the corporation. This would produce the same
double tax or loss in value under the proposal when he retires and sells out.

The same double tax problem would exist for a farmer who for any number
of reasons may have incorporated his farm, if the farm has appreciated in

value.

Subchapter S Corporations. The Staff report proposes that the 28

percent corporate tax on the sale of property would not be applicable if the
-corporation and its shareholders have elected to be taxed under Subchapter S.
Under the provisions of Subchapter S a corporation is relieved of tax on its
income, which is taxed currently to the shareholders in their individual tax

returns. Subchapter S would be available to provide relief from the double
tax if there are less than 35 shareholders of the corporation, but only if the
corporation satisfies certain other requirements. Among those other
requirements are (1) with limited exceptions all the shareholders must be

individuals; and (2) the corporation may have only one class of stock.
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Often a business or & farm is incorporated because of a desire to leave
stock in trust for a surviving spouse or children in the event of the owner's
death. 1In other cases, more than one class of stock is needed to provide for
the varying needs of a surviving spouse or different children, or employees or

other investors. Especially in new and innovative industries, such ac those

involving high technology, & special class of stock may be required to raise
venture capital. Either the existence of & trust shareholder or of more than
one class of stock will disqualify the company under Subchapter S and under
the proposals lead to the double tax when the business is sold and wound up.

These two grounds for disqualifications have long existed in Subchapter
8 because of the administrative problems involved in taxing income of the
Subchapter § corporation to its shareholders even though it is not actually
distributed. In the case of trust shareholders or multiple classes of stock,
there would be serious administrative difficulties in determining the persons
to whom the undistributed income should be taxed, because it is not clear who
will ultimately receive the income when it is actually distributed. But that
administrative problem does not exist when the incorporated business is being
sold and cowpletely liquidated, because at that point in time there is
necessarily an actual distribution to shareholders and the person who receives
it is known.

) Accordingly, in weighing the Subchapter C proposals it would seem
desirable to reconsider the dividing line between Subchapter S and Subchapter
C corporations when the incorporated business is sold or completely
liquidated, because the proposals would involve major tax differences
depending upon the category in which the corporation fell.

Death of a Shareholder. The provisions for carryover of basis at
death, adopted in 1976, were repealed by the Congress in 1980, with the result
that upon the sale of his capital assets after his death no capital gains tax
is payable by the decedent's estate or his heirs on appreciation occurring
This is true whether the assets were held by the decedent
Under the Staff proposal this

before his death.
in an incorporated or unincorporated business.
would continue to be true if the business were unincorporated, but it would no

longer be true if it were incorporated. If the business were incorporated,
the corporation would have to pay a capital gains tax up to 28 percent, even
though the value of the business was subject to estate tax (unless the
corporation was a Subchapter S corporation or the property were sold to
another corporation which would agree to take the property at its low tax



178

-5

basis). It is difficult to justify the imposition of a 28 percent capital
gains tax, in addition to the estate tax, simply because the decedent operated

his business in corporate form.
The carryover basis proposal, adopted in 1976 and repealed in 1980,

would eventually have caused a capital gains tax to have been paid by the
decedent's estate or his heirs, whether or not the business was incorporated.
But at least the 1976 carryover basie rule was intended to apply only to
appreciation occurring after 1976, and it had provisions to ameliorate the
double burden of the estate tax and the capital gains tax. The present
proposal, however, would impose the corporate capital gains tax on
appreciation that has heretofore occurred, and without relief by reason of the
imposition of the estate tax. Indeed, unless the property is actually sold
promptly after the decedent's death, it is not clear that the burden of the
corporate capital gains tax would be taken into account in valuing the shares
for purposes of the decedent's estate tax. Thus the proposal has serious
ramifications for the owners of incorborated businesses, as against owners of
unincorporated businesses, in planning their estates for the benefit of a

surviving spouse or children.
Practical Effects. The proposal to impose a double tax on appreciated

property held by corporations would undoubtedly have major practical effects.
Among these would seem to be the following:

(1) The inability to wind up the business without a double tax
would tend to inhibit the formation of corporations, and in particular
the incorporation of businesses already existing in proprietorship or
partnership form. Rather than simplifying the corporate tax area, this
aspect of the proposals would require the small entrepreneur to seek
sophisticated tax advice.

(2) One type of sophisticated tax advice would be that on the
incorporation of a business land and other capital assets should not be
transferred into corporation ownership, but should be retained in
individual ownership and leased to the incorporated business.
Individual ownership would prevent an ultimate double tax. But this
would be a cumbersome and more expensive procedure, would impair the
financial capacity of the company, and it would raise questions on
I.R.S. audits as to the propriety of the rent charged by the
inidividuals to their controlled corporations.
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(3) Once appreciated land or other capital assets are in fact
owned by the corborction. they would be likely to be sold only to other
corporations that would agree to take over the low tax basis. Thus,
once owned by corporations, those assets would be likely to stay in
corporate ownership, limiting the pool of possible purchasers and
producing marketplace effects that are extremely difficult to foresee.
Subsidiaries. The report indicates that & corporate purchaser of

assets of another corporation would have to elect carryover basis for all the
assets acquired from a particular corporation or elect cost basis for all
those assets; but if in the same transaction it were to acquire the assets of
a parent corporation and those of a subsidiary, it could elect cost basis for
the assets of one corporation and carryover basis for those of the other
corporation.

We are concerned that this rule might create serious uncertainty as to
whether particular assets should be held by a wholly-owned subsidiary, rather
than by its parent corporation, in order to make the choicé of carryover or
cost basie available to a prospective purchaser in the event the business is
sold. Corporate structures would be influenced by this prospective tax
advantage rather than being dictated by business needs and convenience. The
policy of the tax law for some time has been to equate the tax burden on
corporations operating through divisions with those operating through
subsidiaries, a policy which we believe is proper and which would be
contravened by this proposal.

We are uncertain as to the intention of the proposals with respect to
the trestment of a selling subasidiary and its parent corporation when
carryover basis would be elected by the purchasing corporation for assets
acquired from the subsidiary. We believe clarification is required to make
certain that it is not intended to impose multiple layers of corporate tax as

well as a shareholder tax on the sale of a business.
These problems with respect to subsidiaries would require careful

thought. If there are different tax results on sales of property depending
upon whether assets are held in subsidiaries or by a parent corporation, not
only would mere differences in corporate structure produce widely different
“Eax resulfs, but in addition we would revive the problems of step transactions
that led the Congress in adopting the Internal Revenue Code of 1954 to install

the present rules. If taxes could be saved by having property owned in a
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subsidiary, attempts would be madr to transfer property to subsidiaries
shortly before a sale, leading to I.R.S. challenges as to the efficacy of a
last minute transfer. Similarly, liquidations of subsidiaries shortly before
4 sale would lead to unsettled results. These difficult issues, largely set
at rest in 1954, should not now be revived.

Relief from Double Tax. The press release of the Chairman asks for
comments as to the appropriate form of temporary or permanent relief from tax
to the corporation on the distribution of appreciated property. We assume
that this includes similar relief where the corporation sells its assets as a
part of a plan of complete liquidation. )

The principal difficulty in answering this question stems from the
proposal to impose a corporat? tax as well as an individual tax at the time
the corporation's business is sold or liquidated. As stated earlier, we do
not believe it would be wise to change the policy of a single tax at the time
of sale or liquidation of the business, a policy that was adopted by the
Congress in 1954 after much study.

We are not inclined to believe that the 10~year transitional rule
mentioned in the Staff report (pp. 65-66) would provide an acceptable
solution. In the first place, the proposal would mean that in less than 6
months there would be imposed a 4 percent corporate tax, and in less than 15
months an 8 percent corporate tax, rising gradually thereafter to 28 percent
by 1995. Those willing to sell or liquidate before April 1, 1984 could do so
with only the present single tax. However, many properties and businesses
cannot be sold in that short a time frame, and many business people Qould be
reluctant to sell their businesses so quickly in order to avoid a new tax.
Dissolving the corporations now and postponing a sale to third parties until a
later date would eliminate the double tax, but would generally necesgsitate the
payment of a substantial capital gains tax by the shareholder on the
liquidation of the corporation -~ a tax which he may not have the funds to pay
until he sells out.

Beyond that, there are often serious nontax problems associated with
the dissolution of a corporation prior to the sale of its assets, because of
the possibility of minors or trustees becoming direct participants in the
business, personal liability to creditors of the business, etc. Thus we are
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concerned that the owners of closely held corporations would be under severe
pressure to take steps which would be unwise except for the purpose of
eliminating the proposed new tax.

The recent American Law Institute study suggested that the added burden
of the double tax be ameliorated by allowing a credit against the
stockholder's tax for the corporate capital gains tax paid at the time of the
sale and liquidation of the business. Despite some problems with that
approach, it would represent, in our judgment, a distinct iwprovement over the
current proposals. However, it has certain difficulties, among which are:

(1) The corporate capital gains tax at present is 28 perceut,
whereas the maximum individual capital gains tax is 20 percent. It
would seem appropriate, at least in the case of the sale of a clcsely
held business, to apply the individual rate;

(2) A decedent's estate or his heirs would still bear the turden

of the corporate capital gains tax although they would have had no tax

‘ 1f the business had been unincorporated; and
(3) There is necessarily some complexity in the calculation of
the credit.

If the double tax were to be enacted, there is a strong case to be made
for exempting appreciation that has occurred to date on property held in
corporate ownership, along the lines of what was done when the income tax was
enacted in 1913 or when carryover basis at death was adopted in 1976. Any
such rule would have administrative difficulties, however, and there would
still remain a discouraging effect on the use of corporations to carry on
business because of the double tax on future appreciation.

In swmary, we have not found, as yet at least, an acceptable form of

relief from the proposal to impose the double tax. We believe that other

answers -- with far less adverse consequences to business generally — can be
found for special problems (such as the collapsible corporations,
liquidations~reincorporation, etc.) for which the double tax proposal has been

designed. We do not believe that the benefits to be derived from the broad
scale change from a single tax to the double tax on the sale of an
incorporated business are sufficient to warrant the serious problems and

difficulties it would engender.
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2. The Proposed Elimination of the Earnings and Profits Test for

Dividend Taxation

The report recommends that, with a limited exception, distributions by
corporations to shareholders would be treated as taxable dividends, whether or

not the corporation has operated profitably. For many years such
distributions have been regarded as & return of capital if the corporation has
no earnings or profits. It is true that there have been a number of
difficulties in determining the meaning of earnings and profits, and it may
well be desirable to deal specifically in the statute with some of those
issues. We would be concerned, however, with the complete repeal of the
earnings and profits concept and & substitution of a rule that all corporate
distributions are fully taxable.

The report acknowledges that for certain purposes it would be necessary
to retain the earnings and profits concept, thus leaving the definition of
earnings and profits still to be considered. Moreover, there are cases where
the earnings and profits ceiling on the amount of the taxable distribution
prevents an unfortunate tax disaster. For example, it is not always clear
whether a stock dividend or a recapitalization involves a nontaxable or a
taxable distribution, and the earnings and profits ceiling puts a cap on the
amount of tax involved; the absence of a cap could cause a taxable stock
dividend to involve tax liability on an amount equal to substantially the
entire value of the company. Again, the rules of section 306, relating to the
disposition of stock dividends, and those of section 355, relating to
corporate divisions, have long been geared to the existence of earnings and
profits, and it is not clear what tests would be substituted. Moreover, there
are issues of so=-called "conatructive" distributions to shareholders which
could lead to excessive taxes in the absence of an earnings and profits
ceiling.

Especially in the case of closely held corporations, it is simply
unfair to impose taxes on individual shareholders when their corporation has
not operated profitably. Difficult as is the earnings and profits problem, we
do not believe it fair or appropriate to abolish it in its entirety.

3. [The Dividends Received Deduction

The Staff proposes that the present 85 percent dividends received
deduction be amended so that it would be available on dividends received by a
corporate shareholder only if the stock is held for more than a year. It has
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also proposed to amend section 265 to disallow 85 percent of the interest paid
on debt incurred to purchase or cerry stock producing dividends eligible for
the dividends received deduction. The report indicates that "an objective
rule” would be provided, but does not specify the nature of the rule.

There seem to be three distinct aspects of this proposal: _

(1) whether the dividends received deduction should ba restricted
if the stock is sold within one year, even though no interest has been
paid by the taxpayer and no loss incurred on & subsequent sale of the
stock;

(2) whether some limitations should be imposed on the taking of a
short-term capital loss upon the sale of the stock within one year if
dividends have been received subject to thé 85 percent deduction; and

(3) whether some limitations should be placed upon the deduction
for interest paid by a corporate stockholder while receiving dividends
subject to the 85 percent deduction.

These three issues should not necessarily be resolved in the same manner.
Income from operations of a.corporation is not only subject to

corporate income tax but when distributed to individual shareholders as a

dividend is again taxed to the shareholders. Thus there are noruaily two

layers of tax on ordinary dividend income.
not granted relief on dividends received there would be two or more layers of

corporate tax, as well as a layer of individual tax when the recipient
corporation makes distribution to its own shareholders. The 85 percent
deduction for intercorporate dividends provides that relief for the recipient
corporation; without it the cumulative burden of corporate taxes would clearly
Accordingly, we believe the dividends received deduction should

If a corporate shareholder were

be excessive.
be retained in the absence of abusive situations, and any new restrictions

should be designed solely to combat perceived abuses.
We believe it would be unwise to restrict the deduction to cases in

which stock has been held by a corporation for less than & year. Such a rule

would represent a generalized restriction, not limited to any perceived

abusive situation. It would leave every corporate investor uncertain as to

its tax position, since any number of supervening events could make it

necessary to dispose of the stock within a year. The one year dividing line

between long-term and short-term capital gains and losses is related to
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entirely different considerations and has no bearing on the policy issues
involved in preventing multiple layers of corporate taxation on dividend
income. .

Any issue regarding limitations on short-term capital losses realized
after the receipt of large dividends can be dealt with by revising rules
restricting further the use of short-term capital loss deductions. To
restrict loss deductions it is not necessary to alter the dividends received
deduction. As in section 246 of existing law, distinctions between preferred
stocks and common séocko would seem appropriate if loss deductions are to be
restricted further.

The proposed limitations on deduction by a corporation of interest
incurred while it receives dividends on stock in other corporations would
present a8 number of difficult problems. The report suggests some type of
amendment to section 265, which now limits deductions for interest on
indebtedness incurred to purchase or carry tax-exempt state and local
obligations, but the form of the amendment is not specified.

The section 265 rule, with respect to tsx-exempt obligations, has been
difficult to administer on a fair and equitable basis, and has been the
subject of much litigation. An effort to extend that rule to ownership of
stock in other corporations would be fraught with difficult policy and
administrative issues. For example, unlike'tax-exempc state and local
obligations, stocks do not necessarily pay regular dividends and some may pay
no dividends at all or pay them infrequently; indeed, they are frequently held
with the hope of producing taxable gains rather than dividend income.

In addition, care would be needed to avoid disturbing debt incurred by
a corporation to purchase or build a plant, equipment or office building, or
to finance receivables or inventories, at the esme time that the corporation
holds stock of another corporation. There may ve reasons to distinguish
between portfolio investment and investment constituting a major interest in
another corporation, or between investments in common stocks and in various
types of preferred stocks. Many of these considerations caused the Congress
in the Tax Reform Act of 1969 to provide in Code Section 279 only a narrow
limitation on the deduction of interest incurred by a large cotporation

acquiring stock or assets of another corporation.
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Accordingly, we urge the Committee to refrain from adopting a
generalized restriction on the dividends received deduction and to be quite
cautious about any limitation on corporate interest deductions. We believe
any changes should be confined to dealing with limited areas involving

perceived abuses.

Due to limitations of time we have confined our statement today to
certain major issues about which we are particularly concerned. The Report
contains many helpful recommendations on which we have not commented

specifically in this statement. It represents a major contribution in s
complex area of the tax law. We trust we can have the pri%ilege of being of

assistance to the Committee and the Staff in its further consideration of thie
important subject.

STATEMENT OF THOMAS P. MALETTA, VICE PRESIDENT, TAXES,
ALLEGHENY INTERNATIONAL CORP., PITTSBURGH, PA., ON
BEHALF OF TAX EXECUTIVES INSTITUTE, INC., ARLINGTON,

VA.

Mr. MaLerrta. Mr. Chairman, I am Thomas P. Maletta, vice
president, Taxes, of Allegheny International Corp. and a former
president of Tax Executives Institute of Arlington, Va. I appear
today on behalf of TEI, an organization that represents 2,000 corpo-
rations in North America and all of the Fortune 500.

Our su{)‘port for the goals of the staff study is tempered by our

at the business community and the general public have
not been afforded adequate time to review and reflect upon the
staff’s sweeping and in themselves complex proposals and I would
personally suggest that a representative of the corporate communi-
ty be included in further studies of this report by the various pro-
fessional associations inasmuch as they are the group that is affect-
ed by the proposed legislation.

Based upon our preliminary analysis of the staff report, we offer
the following comments:

First of all, on the proposal that imposes a double taxation on
corporations as well as shareholders, I won't restate what Mr.
Cohen of the U.S. Chamber has previously stated; but I would just
like to comment on the fact that this proposed measure clearly im-
pacts the viability of small businesses to be acquired by another
cc:iporation of equal or greater size. We feel that this is a substan-
tial imposition of tax at a level of what has heretofore been tax
free at the corporate level and is a detriment to conducting busi-
ness in the corporate format for small businessman.

Second, with respect to the  limitation of dividends received de-
ductions, we find this troublesome in that it deals in an area that
has historically served as a legitimate limitation to the multiple
levels of taxation. TEI believes that the staff proposal represents
an overboard, unduly harsh reaction to limited situations in which
leveraged investments in preferred stock may have led to abuse.

Third, TEI believes that the staff's proposal to eliminate the
earnings and profits limitation to the treatment of corporate distri-
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butions is totally unsupportable. This provision would undoubtedly
lead to the taxation of capital. The staff’s proposal seems to be
largely based on the contention that earnings and profits are diffi-
cult for both the Internal Revenue Service and the taxpayers to
compute. We believe, Senator, that the ease in administration
seems hardly a reason for such a radical change in tax policy.

And, Senator, in fact the more complex area of foreign taxation
as impacted by E&P is not addressed in this issue.

Last, we are not prepared at this point to comment on all of the
substantive changes in the proposed section 382, but we would like
to point out an apparent cause for concern under the staff’s pro-
posed change on the purchase rule. Net operating loss carryovers
would be comguted by applying an assumed rate of return to the
assets owned by a loss corporation at the time of ownership. TEI
questions the validity of applying universal rates of return to cor-
porations in various industries.

Mr. Chairman, we can understand that limitations on net operat-
ing losses might be an area of concern, but we also believe that
what occasioned the net operating loss for the most part was duly
paid for in an economic loss of cash and that there ought not to be
a general overall limitation on net operating losses except in specif-

ic abusive situations.
[The prepared statement of Thomas P. Maletta follows:]
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October 24, 1983

Mr. Chairman and Members of the Committee: I am Vice
President - Taxes of Allegheny International Inc. of Pittsburgh,

Pennsylvania and a former president of Tax Executives Institute,

Inc. of Arlington, Virginia. I appear today on behalf of TEI, a

professional association of corporate and other business

executives who are responsible for the tax affairs of their

employers.
Perhaps more than the members of any other

professional group, TEI members will be vitally affected by

legislation changing the way corporations and their shareholders

are taxed. TEXI is the principal association of corporate tax



188

statement of Thomas P. Maletta
Tax Bxecutives Institute, Inc.

October 2‘: 1983
Page 2

executives in North America. Our 3800 members work for more than:
1100 of the leading corporations in the United States and Canada.
No single industry dominates TEI. We truly represent a cross-
gsection of the business community and believe that our diversity
and dedication to the tax function qualify us to address issues
‘concerning the administration of the tax laws and the effective
implementation of tax policy. Tax Executives Institute is
dedicated to promoting the uniform and equitable enforcement of
the tax laws throughout the nation and to reducing the costs and
burdens of administration and ‘compliance to the benefit of
government and taxpayers alike. We appreciate the opportunity to
appear before the Committee today to express our preliminary
views on the September 24 report of the Staff on reform and

simplification of corporate and shareholder income taxation.

General Comments

Many of the p;ovisions of subchapter C of the Internal
Revenue Code are un;ecessarily complex, and TEI commends the
Committee on its efforts to identify the problem areas and to
reform and simplify the provisions governing the income taxation
of corporations and their shareholders. We generally endorse,
for example, the Staff's proposals to simplify and streamline the
definitions relating to reorganizations. Similarly, we believe

the abolition of the judicially created requirements of
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continuity of interest and continuity of business enterprise is

laudable. These changes alone would constitute significant

reform.
TEI's general support of simplification of subchapter C,

however, is tempered by our concern that tax professionals, the
business community, and the general public have not been afforded
adequate time to thoroughly review and reflect upon these
sweeping and, in themselves, complex proposals. The Staff
devoted 11 months to the preparation of its report which was
issued barely a month ago, and although the American Law
Institute and others worked with the Staff, we seriously doubt
they and other interested parties have had sufficient time to
digest the report and consider all the possible ramifications of
the staff's proposals. Certainly this is true for many of us who
are directly involved in the day-to-day functioning of the
business community. Surely, the need for reform is not so
pressing that it outweighs the need for careful, thoughtful
consideration in an area that has such a direct and significant
effect on the manner in which business 18 conducted and
investment is made.

It cannot be denied that the taxation of corporations and
their shareholders is complex and that changes are both necessary
and desirable. It should also not be denied, however, that the
law will continue to be complex. Consider, for example, new

section 338 of the Code, which was enacted as part of TEFRA.

28-219 0 - 84 - 13
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Although the provision was prompted by a desire to simplify and
reform the rules governing stock 'burchases treated as asset
acquisitions, it is itself extraordinarily complex and, as a
review of the pending technical correction bill demonstrates,
hardly resolves or even anticipates all the questions it raises.
Stated simply, TEI believes that the goals of
simplification and reform are neither incompatible with the
orderly review of legislative proposals nor necessarily served by
accelerating and truncating the hearings process.. Enactment of
any legislation without meticulous consideration of each specific
propo;al and its possible effects could well result in the
development of rules that are not only as complex and cumbersome
as the rules they replace but that also create new uncertainties
and distort economic behavior to a far greater degree.
Consequently, we urge the Committee to significantly extend the
comment period on the Staff's report and to take steps to ensure
that legislation is not enacted until all interested parties have

had ample time to consider the full effects of the Staff's

proposals.

Comments on Specific Staff Proposals

In addition to our general comments, TElI offers the
following comments on certain specific Staff proposals that, on

the basis of our preliminary analysis, we find troublesome.
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Reco nition of Gain at the Corporate Level

on Distributions of Appreciated Propert

In general, Tax Executives Institute opposes any proposal
that imposes a double tax on certain 'transaccions between
corporations and their shareholders - specifically,
distributions of appreciated property in 1liquidation or as
dividends. We believe that nonrecognition at the corporate level
in liquidations serves valid economic purposes and that the
staff's proposals, if adopted, could cause undue hardship. Our
concern can best be illustrated by the following example. Assume
two individuals transfer property to a new corporation in
exchange for 1its stock. shortly thereafter (but after the
property has appreciated), they decide to terminate the business
and go theif separate ways. They ligquidate the corporation and
take back the property they each had contributed when the
corporation was formed. Under the Staff's proposals, the price
for dissolving the business relationship would be a double tax,
even though (as the Staff acknowledges) the economic interests of
the two individuals have not changed.* This would occur even in
situations where the ' property had appreciated prior to
incorporatlon; There is no economic justification for this harsh

result which would make the corporate form less attractive as a

* Even in situations where a shareholder can make an.election
under section 333 of the Code . (assuming that election would ’
continue to be available), there would be a tax imposed at the
corporate level where none is economically justifiable.
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vehicle for conducting business and might significantly alter
business decisions and investment patterns with unforeseen
results.

Furthermore, the ‘staff's proposal to repeal section 337
(sales pursuant to a plaﬂ of liquidation) which is incorporated
by reference in new section 338 could have deleterious effects on
owners of corporate businesses. A buyer wishing to acquire the
assets of a business and desiring to take those assets at a cost
basis by purchasing the stock of the corporation and making a
section 338 election would, under the proposal, pay less for the
stock because he would not only have to bear the burden of
recapture taxes (as under current law) but would also be faced
with a tax on gain at the corporate level. The economic impact
of the additional tax woﬁld fall on the selling shareholders,
which would be unduly harsh since they would already be paying
tax on the app}eciation of their stock and would not enjoy the

benefits of the step-up in basis of the corporation's assets.

Limitation on Dividends Received Deduction

Under the Staff's proposal, the minimum holding period for
stock on which dividends paid would be eligible for the 85~
percent dividends received deduction would be extended from 15
days to one year and the interest deduction on éebt incurred to
purchase or carry such stock would beAvirtually eliminated (85

percent of the deduction would be disallowed). TEI seriously



198 -

Statement Oof Thomas P. Maletta
Tax Executives Institute, Inc.
October 24, 1983

Page 7

“queatlons the equity of the Staff's recommendations.

The dividends received deduction has historically served
as a legitimate limitation to the multiple levels of taxation on
streams of investment income between tiers of corporations. The
100-percent dividends received deduction (available only with
respect to dividends paid within affiliated groups) operates to
prevent the double taxation of intercorporate dividends
completely. In contrast, the 85-percent dividends received
deduction represents a 6.9 percent tax on other dividends
received in the corporate sector. It was imposed years ago,

-mainlyw;;_diacourage the setting up of multiple corporations by
families or affiliated groups to claim multiple surtax exemptions
and thereby reduce tax liability. Under:. the Tax Reform Act of
1969, however, multiple surtax exemptions and the intercorporate
dividend tax were eliminated for affiliated groups. “n the
aftermath of the 1969 legislation, nearly all tax policy
observers have called for the elimination of the intercorporate
dividend tax across the board. It has remained, apparently only
because of the revenue consequence of eliminating it. Now, the
Staff proposes to extend the adverse effect of double taxation
and to greatly magnify it in certain situations.

TEI believes that the Staff's proposal represents an
oS;rbroqd, unduly harsh reaction to liﬁited situations in which
leveraged investments in preferred stock may have led to abuse.

Surely, a less radical, more limited remedy can be devised to
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prevent such occurrences.
In the first instance, the 8taff's proposal seems to treat

investments in common stock in the same manner as investments in
preferred stock, even though the reported abuses have involved
only investments in preferred stock or offsetting positions of
preferred and common stock. Perhaps more important, the proposal
ignores that there are legitimate business reasons for acquiring
less than controlling interests in corporations without regard to
tax consequences. To support its proposal, the Staff cites the
arsument that the dividends received deduction "distorts"
investment decision making in favor of stock against debt. It
ignores, however, the much greater bias against equity investment
posed by the doub;e taxation of dividends at the corporate level
and again at the individual shareholder level.

Furthermore, if the holding period were lengthened so that
the deduction would become totally unavailable for dividends on
gstock held for less than one year, equity would require that a
100-percent deduction be available for divideﬁds received on
stock held by corporations for more than one year. In fact,

equity calls for a 100-percent dividends received deduction

regardless of these situations.
Finally, TEI is concerned that the Staff's proposal might
influence corporate investment decisions in favor of debt rather

than equity, which could have broad, unanticipated economic
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consequences.

Repeal of the EBarnings and Profits Limitation on the
Treatment of Corporate Distributions as Dividends

TEI believes that the Staff's proposal to eliminate the
earnings and profits limitation on the treatment of corporate
distributions as dividends 1is totally wunsupportable. Most
important, the proposal would undoubtedly lead to the taxation of
capital. The Staff states that relief from this unwarranted tax
would be available if the distributions (i) are made to
contributing shareholders, (ii) are not in excess of the amount
contributed, and (iii) are made within three years of the
contribution. Such “"relief," however, would be completely
inadequate. We fail to see, moreover, how the relief provisions
could be administered in the context of large publicly traded
corporations that have tens of thousands of shareholders.

The Staff's proposal seems to be largely based on the
contention that earnings and profits are difficult Eor‘both the
Internal Revenue Service and taxpayers to compute. Ease in
administt;tion hardly seems a valid reason for such a radical
change in our tax policy. Moroever, although the Staff proposes
to eliminate the earnings and profits limitation for the purpose

'of determining the taxability of distributions, it states that
the earnings and profits concept would be retained for other
purposes (such as determining the deemed paid foreign tax

credit). Thus, most large corporations which have foreign
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operations would still be required to make earnings and profits
computations for non-U.S. subsidiaries while their shareholders
(owners of & U.S. company) would be compelled to pay a tax on
distributions, because of the difficulty of making such

computations, even though those distributions could well

represent the return of capital.

Special Limitations on Net Operating Losses

Finally, we would like to briefly comment on the Staff's

proposals relating to the amendment of section 382 of the Code,
which deals with limitations on net operating loss carryovers.
The Staff contemplates two general sets of rules -- one dealing,
in general, with the sale of stock of a loss corporation ("the
purchase rule"} and the other dealing with reorganizations ("the
merger rule"), '

At this time, TEI takes no position with respect to these
rules (including whether there should only be one rule to apply
to all types of transactions), but we do wish to comment on one
aspect of the purchase rule. Under the Staff's proposed purchase
rule, net operating loss carryovers would be limited to an amount
that the loss corporation could have utilized had no change of
ownership occurred and had the 1loss corporation begun to earn
taxable income at an assumed rate of return on the assets owned
by it at the time of the change of ownership. (The rule would

apply an assumed rate of return to the purchase price to
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determine the amount of losses -that could be used.) TEIX
questions the validity of applying universal rates of return to
corporations in varying industries. For example, the actual rate
of return on assets for a corporation engaged in the manufacture
of heavy equipment might be vastly different from the actual rate
of return on assets of a pharmaceutical company. The myriad
differences in corporations (their principal business, their
size, their location, etc.) makes it extremely unlikely that an

equitable purchase rule could be either drafted or administered.

Conclusion
As stated at the outset, TEl believes first and foremost

that additional time is necessary to ensure that any legislation
that is ultimately enacted is sound, not only on technical
drounds but on tax and economic policy grounds as well. Our
comments today reflect only our preliminary analysis of the
Staff's proposal, and we stand ready to provide the Committee

with additional assistance as the legislative process continues.

The CHAIRMAN. Again, I think I could say to both witnesses that
this is a hearing on the report and that there was some interest in
having the hearing.

We certainly share the view that, even though there have been
years and years of study, that doesn’t mean that everybody knows
about it. Even if we had hearings for 2 weeks, I doubt that every-
one would know about it.

But we are going to be working on legislation. We will be keep-
ing in touch with those who have testified today and others who
may have an interest, and we appreciate your assistance as we get
into the legislation 1tself Thank you.

Mr. CoHEN. Mr. Chairman, may I just note one or two things? As
we discuss in our statement, I am not quite clear about the busi-
ness and economic effects of the proposals, about which lawyers
may not be the best to judge. And I would share the view that the
committee should seek the views of those that would be involved in
the business aspects of the transactions.

I am concerned in the illustration I gave—of land and bulldmg
in a corporation—that under these proposals, once they were in a
corporation, they would be sold on dy to other corporations and
would not come out into private individual ownership again, an
aspect that would have an effect on the value of incorporated prop-

erty.
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The chamber is concerned that we should not put any restraints
on the use of corporations as a means of enga% in business.

The CHAIRMAN. As I understand it, the chamber does support
some aspects of the report.

Mr. CoHEN. Yes.
The CHAIRMAN. I think when we get into the legislation we can

deal with that. Again, I think we should have the business and eco-
nomic input; but most business people I talk to are frightened, ter-
rified, with the big deficits. They all want to make a contribution.
At least that's what they tell me as I go around. As long as it
doesn’t affect them, they are willing to make a contribution.

[Laughter.] _
Mr. MALETTA. We have to worry about our own deficits, Mr.

Chairman, sometimes.

The CHAIRMAN. Not as much as you should worry about ours. If
we double the national debt between now and 1989 it's not going to
help anyone in this country.

Are you ready to proceed here in the order that you were
named? Or you can dproceed in any other order you may wish to
proceed. I understand Mr. Bacon will be speaking rather than Mr.

Tomasulo.
We will start with Mr. Nad.

STATEMENT OF LEON M. NAD, NATIONAL DIRECTOR, TECHNICAL
TAX SERVICES, PRICE WATERHOUSE, NEW YORK, N.Y.

Mr. Nap. Mr. Chairman, since most of what I would have to say
is in the record and as one or another of the previous speakers
have covered the position of Price Waterhouse, I won't go into that
anymore.

e CHAIRMAN. In other words you will just submit your written
statement? :

Mr. Nap. Yes.

[The prepared statement of Mr. Nad follows:] -
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INTRODUCTION

Attached is a summary of the views of Price Waterhouse
on the major issues tc be considered at the hearing on October
24, 1983, of the Committee on Finance of the United States Senate
on reforn and simplification of the income taxation of corpora-
tions. In view of time constraints, it has been possible to

present herein only a brief summary of our views on major areas

listed for discussion.

Our firm will shortly submit to the Committee in support
of the positions taken herein a memorandum based on the wide ex-

perience Price Waterhouse has with the tax concerns of American

business.

This summary takes into account, and our detailed memo-
randum will take into account, the preliminary report (S. Prt.
98-95) submitted to the Committee on Finance on September 22,

1983, by its staff.
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GENERAL UTILITIES REPEAL

We believe that further study is needed before it can be
concluded that General Utilities should be repealed outright. In
any event, should Congress cohcludc that outright repeal is
called for, Price Waterhouse recommends that one of the five op-
tions listed on page 65 of the staff report should be enacted as
a relief measure. It occurs to us that it may in fact be appro-

priate in some instances to permit an election as between two or

more of these options.
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' DIVIDENDS RECEIVED DEDUCTION

We have concluded that any changes in the present treat-

ment of the dividends received deduction is unwarranted.

The staff report (pages 47-48) deals with several
alleged abuses. We discuss only two of these here, since in our

experience the techniques described under "Offsetting Common and

Preferred Stock" on page 47 are uncommon.

Price Waterhouse believes that it is inappropriate to

restrict deductions for interest on borrowings made by a corpor-

ation to acquire preferred stock. If such & rule were enacted,

it would produce an anomalous result; namely, that a corporation
would be entitled to a deduction for interest incurred to produce
no 1n§ome (e.g., to pay a dividend) while it loses 85 percent of
" a deduction which produced dividend income taxable at 6.9 per-
cent. Furthermore, it would discriminate against domestic, as
opposed to foreign, investments; for example, when a corporation
borrows to acquire stock of a foreign subsidiary, entitling the
recipient to the deemed foreign tax credit (Code section 902) .

oo



208

st

nan

We also consider it unnecessary to extend to one year
the minimum holding period for stock on which dividends paid
would be eligible for the dividends received deduction. This
deduction is allowed to mitigate, but not eliainate, potential
triple taxation of corporate earnings. To achieve that objective,
any holding period requirements should be extremely short. This
being so, Price Waterhouse objects to any tightening of the

current rules.

Finally, we believe Congress should not require that
amounts paid on stock sold short in lieu of dividends be treated
as an increase in the basis of the stock rather than deducted.
The result in Rev. Rul. 62-42 is sound. When a dividend is paid
in these circumstances, it is not paid to acquire the stock; that
acquisition is made, and that cost is determined, only when the
short sale is closed. The dividend 18 not paid by the taxpayer
to the party from whom the stock s purchased; it is paid to the

person who has lent the stock whiclh has been sold short, and is

therefore an investment expense.
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EPEAL OF EARNINGS AND PROFITS LIMITATIONS

Our firm believes that the repeal of the earnings and
profits limitations on dividend distributione is unwarranted. It
is a fundamental concept of any income tax that that it should
not tax capital., Despite this, the propossl in the staff report
(pp. 77-78) provides only an extremely narrow set of conditions

under which there could be a distribution that would constitute a

return of capital.

Under the "3-year, contributed capital (less after-tax
taxable income) returned to contributor' concept a shareholder
could receive taxable dividends even if the corporation has a
deficit under any basis of computation. A distribution within
the 3 years might be taxed differently to different recipients.
Questions arise; e.g., would a successor in interest, such as an

acquiring corporation or an estate, be deemed the contributor of

capital made by another?

Accordingly, we urge that the earnings and profits con-
cept not be abandoned solely for this one purpose. If careful
study reveals significant abuse (and we are not certain that it
will), consideration could be given to the alternative proposal
listed on page 78 of the report and other appropriate measures.

However, we do not agree that pre-1913 earnings and profits

should be taxable. *5
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ACQUISITIONS

Fundamental aspects

. The staff justifies the electivity features of its pro-
posal on the basis that electivity in fact exists now, but only
for those who can employ skilled tax practitioners to achieve .it.
Through its proposals the staff concludes that implicit electi-

vity can be made explicit and thus more generally available.

The question, however, is whether the current reorgan-
ization provisions permit nonrecognition with carryover of basis

and tax attributes too freely, not freely enough, or

appropriately.

The reorganization provisions of Subchapter C are, of
course, exceptions to the usual rule that realized gain will be
recognized and taxed currently. The justification for the non-
recognition rules now in force is that Congress has deemed cer-

tain business combinations to be merely formalistic changes which

should not occasion a current tax.

: ‘

28-219 0 - 84 ~ 14
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The proposal does not attempt to analyze vhether the
conceptual underpinnings for the present reorganization rules are
valid. 1Instead, it assumes that the present rules would neces-

sarily remain in place, subject to only minor amendments from

time to time.

We doubt that Congress can avoid an analysis of whether
certain business combinations should be afforded nonrecognition;
e.g8., combinations designed primarily to achieve a diversifica-

‘tion of investment. Since the 1954 Code's enactment there have

been two anti-diversification Code amendments.

(a) "Anti-Centennial Fund" legislation -
§351(e) (1)

(b) 1Investment Company mergers - §368(a)(2)(F)

Recently the Service issued a revenue procedure in which
it states that it refuses to rule whether so called "energy
_roll-ups" qualify under §351. The difficulty perceived by the
IRS ie that these transactions do not literally fit within the
"Anti-Centennial Fund" legislation, although they seem to violate

its spirit.
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Will the proioncl allow nonrecognition election with
respect to transactions primarily designed to achieve investment
diversification? The goal of simplicity seems to require an
affirmative answer. However, if investment diversification
through corporations is freely permitted, will this not be per-
ceived as an unfair by individual investors? For example, it
could then be logically contended that an investor should be able
to avail himsel f/herself of §1031 nonrecognition benefits on an

exchange of portfolio.

In short, careful study should be given as to which, if
any, ﬁusiness combinations should be excepted from the electivity
feature. This consideration will necessarily involve giﬁing
thought to the conceptual justification for the present non-

recognition rules.
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Control Requirements

Under the proposal the provisions of §338 would general-
ly be retained, although the purchase rules would be expanded so
that not only corporations, but individuals, partnerships, and
trusts could make qualified purchases of a controlling interest
in the Target. Section 337 would not apply to the Target's
hypothetical sale, and Target would be deemed to have sold its
assets in a taxable sale. The shareholders of Target would

raecognize gain or loss except to the extent that they sold stock

in a purchasing corporation.

Under the circumstances, one wonders why the proposal
holds ‘to the 80 percent control requirement of §368(c). This
requirement may well be criticized as bearing no relationship to
any commercially recognized standard. A more realistic defini-

tion would, we believe, contemplate only perhaps 66 2/3 percent

(2/3) control.
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PRICE WATERHOUSE
VIEWS ON REFORM AND SIMPLIFICATION
OF THE INCOME TAXATION OF CORPORATIONS

SUMMARY

Price Waterhouse commends the Committee staff for its
efforts to provide a preliminary report on changes in the

structure of corporate income taxation.

!

However, we believe that more careful study is needed of

some of the current proposals. Various problem areas are noted

below.
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REPEAL OF GENERAL UTILITIES DOCTRINE
9

Price Waterhouse believes that the Staff Report proposal to
limit further the General Utilities doctrine is unwarranted.

DiaCribuyions to stockholders are capital transactions, not
income-generating ones. The Staff Proposal is particularly
objectionable in its application to a distribution in complete
liquidation of a corporation where many years' appreciation may
be reflected in the value of the assets distributed.

Furthermore, despite its analysis of the underlying rationale for
repealing General Utilities, the Stgff Proposal makes no

provision for recognition of losses on a distribution of

depreciated property. If, however, Congress should decide to

limit further the doctrine of General Utilities, relief from

resulting double taxation of gain at both the corporate and
shareholder levels would bde unjustifiably harsh. In many cases,
the combined effective rate of tax paid by the corporation and
the shareholders would exceed twice the 20 percent capital gain
tax paid at the shareholder level under present law. Any
increase of such magnitude clearly violates the concept that
taxation should play a relatively neutral role in the choice of

the form of doing business.

In our view, the most equitable and practicable mechanism

for mitigation of potential double taxation is the granting of a

e

-
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tax credit to the shareholders for taxes paid by the corporation.
We recognize however, that this approach presents various
problems, most importantly determining the manner in which the
credit would be calculated and allocated among different
shareholder classes. Nevertheless, we believe this problem can be

solved; the experience of other countries might be instructive in

this context.

In connection with our consideration of the double taxation
issue it has occurred to us that it might in fact be preferable
if an election could be made under the credit approach whereby
the corporate level tax would be forgiven to the extent that
assets received by the shareholders took a substituted basis
equal to the shareholders' basis in their stock. Indeed, further
review of the double taxation issue may well reveal that more

than one alternative for mitigation could be offered on an

elective basis.

ACQUISITIONS

In our summary memorandum, presented on October 24, we urged
careful study in order to determine whether any particular
business combinations should be excluded from the selectivity
features of the staff proposal. We continue to believe such a
"front end" study to be appropriate. Many of the present
complexities in the definitional approach of section 368 arose

because of hastily drafted additions. The absence of final

Wit
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regulations under section 368(a) (2) (E) more than a decade after

its enactment forcefully points out the need for a comprehensgive

statute.

In addition to considering whether certain transactions
should be carved out of the selectivity rules, consideration
should be given to how these rules will operate with respect to
target corporations coming out of Title 11 bankruptcy
proceedings. Thus, for example, present section 368(a) (1)(G)
provides for non-recognition at the corporate level to an
insolvent corporation provided that at least some of the security
holders (long-term creditors) take an equity position in the
acquiring corporation. Section 108 mandates "cut downs" in
favorable tax attributes 1f creditors' rights are satisfied with
consideration other than stock of the acquiring corporation. It
is not clear what, if any, linkage would exist under the Staff
Proposal between the survival of tax attributes and the nature of
the consideration received by creditors. This important area of
the tax law should be specifically and carefully addressed.

t

Shareholder Nonrecognition

The Staff Proposal states that shareholder treatment would

be determined independently of corporate level nonrecogrition.

This is not wholly accurate. A shareholder in a corporation
participating in an asset acquisition would be entitled to

nonrecognition upon receiving stock in the acquiring corporation,

ks
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but only if there were a "'qualified acquisition" (i.e., an
acquisition of substantially all of the target corporation's
assets). In this regard, it should be noted that "substantially
all" is not a precise concept. The IRS's ruling policy has long
been that the requirement is met upon a transfer of ninety
percent of the fair market of the target's net assets and seventy
percent of its gross assets. Case law, however has found the
“substantially all" requirement to have been complied with by a

transfer of as little as fifteen percent of the net assets.

Presumably, under the Staff Proposal, the corporate level
consequences of failing the "substantially all' test would be to
transmute any carryover basis acquisition into a cost basis
acquisition. However, it seems overly harsh to us to require a
tax from shareholders of the target who took stock in the
acquiring corporation in reasonable anticipation of
nonrecognition treatment. The statute should allow
nonrecognition to any such shareholder so long as the corporate
parties had a reasonable basis to assume that substantially all

the target assets had been acquired even though they may have

been technically mistaken.

As noted above, nonrecognition will be afforded to a target
corporation shareholder receiving stock in the acquiring
corporation or stock of a parent, including stock of the lowest
common parent when éhe target's assets are dispersed between two

separate chains of affiliated corporations.

e
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Initially, one wonders whether the target shareholders
should not be allowed to receive stock both of an acquiring
corporation and stock of its parent. This may be desirable to
the shareholders if they anticipate future growth of a particular
target division which will ultimately be lodged in a lower tier
subsidiary of the acquiring group. Indeed, one wonders why any
restriction should be placed as to which member of the acquiring
affiliated group may issue its stock as ''qualified consider-
ation'". The concerns exhibited by the examples IV-19 and 1V-20
(Staff Report p. 62) seem vestigial manifestations of notions as
to continuity of business enterprise and continuity of interest.
If an acquiring corporation is, by virtue of eliminating contin~
uity of business enterprise, free to transfer the assets it re-
ceives to its fourth-tier subsidiary which subsidiary then
contributes such assets to a joint venture for a 10 percent
partnership interest, it should make little difference which
acquiring affiliated corporation's stock is received by the

shareholders of the target corporation.

Example IV-22 in the Staff Report (p. 63) sets forth a
gituation in which boot received by a shareholder of a merged
target corporation is entitled to capital gain treatment. What
would be the result if such shareholder had realized an overall
'losa? Currently, section 356(c) would preclude loss recognition.
However, if shareholder treatment is truly to be determined

independently from corporate level treatment, then such a loss

W

should be recognized.
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Incorporation Transfers

Under the Staff Proposal securities could be received tax-
free in an 1ncorp6ration only 1{f their principal amount does not
exceed the basls of the property transferred in. Consideration
should perhaps be given to using present value rather than

principal amount in this context.

Selectivity and the exception for acquisition premiums

We generally favor the exception described in the Staff
Report (p. 58) for purchase premium. We are concerned, however,
that this exception could constitute a trap for the unwary
purchaser who assumes that any premium will automatically be
deemed a purchase of goodwill. Spaciflcallx our concern is

generated by cases such as VGS Corp. 68T.C. 563 (1977), and
Concord Control, Inc., T.C. Memo, 1976-301 and 78 T.C. 742

(1982), wherein a finding of going concern value led to a
reduction in the depreciable basis of tangible assets below their

admitted fair market value.

We believe that such pitfalls should be eliminated. The
exception should specifically state that any unallocable premium

is presumptively deemed a payment for goodwill.

R
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DIVIDENDS RECEIVED DEDUCTION

We have concluded that any major change in the present

treatment of the dividends received deduction is unwarranted.

The Staff Report (pp. 47-48) deals with several alleged
abuses. We discuss only two of these here, since in our

experience the techniques described under "Offsetting Common and

Preferred Stock' on page 47 are uncommon.

Price Waterhouse believes that it is inappropriate to
restrict deductions for interest on borrowings made by a

corporation to acquire preferred stock. If such a rule vere

enacted, it would produce an anomalous result; namely, that a
corporation would be éntitled to a deduction for interest
incurred to produce no income (e.g., to pay a dividend) while it
loses 85 percent of a deduction which produced dividend income
taxable at 6.9 percent. Furthermore, it would introduce a
restriction in the area of domestic, as opposed to foreign,
investments; for example, when a corporation borrows to acquire
stock of a foreign subsidiary, entitling the recipient to the
deemed foreign tax‘creait (Code section 902). See attached

Exhibit I.

We also congider it unnecessary to extend to one year the

ke
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ninimum holding period for stock on which dividends paid would be
eligible for the dividends received deduction. This deduction is
allowed to mitigate, but not eliminate, potential triple taxation
of corporate earnings. To achieve that objective, any holding
period requirements should be extremely short. This being so,
Price Waterhouse objects to any substantial extension of the

holding period currently required.

Finally, we believe Congress should not require that amounts
paid on stock sold short in lieu of dividends be treated as an
increase in the basis of the stock rather than deducted. The
result in Revenue Ruling 62-42 is sound. When a dividend is paid
in these circumstances, it is not paid to acquire the stock; that
acquisition is made, and that cost is determined, only when the
short sale is closed. The dividend is not paid by the taxpayer
to the party from whom the stock is purchased; it is paid to the
person who has lent the stock which has been sold short, and is
therefore an invcatngpt expense. One is forced to wonder, if
interest were paid to the short seller on the proceeds of the
short sale, whether there would be a proposal to treat such

interest as a reduction in the basis of the stock acquired to

close the short sale.

REPEAL OF EARNINGS AND PROFITS LIMITATIONS

Our firm bcliev@s that the earnings and profits limitations

ke
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on dividend distributions ought not to be repealed. It is a
fundamental concept of any income tax that it should not tax
capital. Despite this, the proposal in the Staff Report (pp.
77-78) provides only an extremely narrow set of conditions under

which there could be a distribution that would constitute e

return of capital.

Under the "3-year, contributed capital (less after-tax
taxable income) returned to contributor" concept a shareholder
could receive taxable dividends even if the corporation has a
deficit under any basis of computation. A distribution within
the 3 years might be taxed differently to different recipients.
Questions arise; e.g., would a successor in interest, such as an
acquiring corporation or an estate, be deemed the contributor of

capital made by another?

Accordingly, we urge that the earnings and profits concept
not be abandoned solely for this one purpose. If careful study
reveals a significant abuse (and we are not certain that it
will), consideration could be given to the alternative proposal
listed on page 78 of the Report and other appropriate measures.

However, we do not agree that pre-1913 earnings and profits

should be taxable.
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EXHIBIT I

UTILIZATION AGAINST INCOME TAX ON OTHER
FOREIGN SOURCE INCOME OF EXCESS FOREIGN
TAX CREDITS ATTRIBUTABLE TO INTEREST
ON FUNDS BORROWED

Assumption:

Corporation A owns all the stock of B Limited,
incorporated in Country X, which imposes a corporate income tax
of 50%. On January 1, 1983, Corporation A, which has no other
interest-bearing debt, borrows $100,000 at 10% interest per annum
to finance the purchase of a like amount of 9% cumulative
preferred stock of B Limited. A also receives patent royalties
of $25,000 annually from C Company, incorporated in Country Z.

No Country Z tax is withheld from the royalties or dividends.

Case A. Federal income tax consequencea‘without regard to

royalty.
1. Dividend received $ 9,000
2. Section 78 "gross up" 9,000
3. "Grossed up'" dividend $18,000
4, Federal income tax on above amount .
at 46% $ 8,280
5. Foreign tax credit earned -
same as line 2 $.9,000

6. Limitation on foreign tax credit:
Net income from foreign sources
($18,000 (line 3) - $10,000
(interest)) $ 8,000

Limitation ~ 46% of above

oo
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EXHIBIT Y
age
amount 3,680
7. Net U.S, tax $.4,600
Case B. Federal income tax consequences
considering royalty
1. Dividend received : $ 9,000
2. Section 78 "gross up" . 9,000
3. "Grossed up" dividend $18,000
4. Royalty 25,000
5. Total foreign source income $43,000
6. Federal income tax on above
amount at 46% $19,780
7. Foreign tax credit earned - -
sape as line 2 $.9,000 -~
8. Limitation on foreign tax credit
Net income from foreign sources
(818,000 (