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MISCELLANEOUS TAX BILLS II

MONDAY, JULY 24, 1978

U.S. SENATE,
SuBcoMMITTEE ON TaxATION AND DEBT MANAGEMENT,
oF THE COMMITTEE ON FINANCE,
Washington, D.O.

The subcommittee met, pursuant to notice, at 9:30 a.m., in room 2221,
Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr. (chairman
of the subcommittee) presiding.

Present : Senators Byrd, Jr., of Virginia, Hathaway, Curtis, Hansen,
Dole, Packwood, and Laxalt.

[The committee press release announcing this hearing and the bills
S. 869, S. 1674, S. 2128, S. 2393, S. 2462, S. 2628, S. 2825, S. 3007,
S. 3037, S. 3080, S. 3125, S. 3301 follows:]

(Press release]

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT ANNOUNCES HEARINGS ON
MISCELLANEOUS TAx BiLLs

Senator Harry F. Byrd, Jr., (I-Va.), Chairman of the Subcommittee on Taxa-
tion and Debt Management of the Senate Finance Committee, announced that a
hearing will be held on July 24, 1978, on miscellaneous tax bills.

The hearing will be held on Monday, July 24, 1978, at 9:30 a.m. in Room 2221
Dirksen Senate Office Building.

The following pleces of legislation of general application, unless otherwise
noted, will be considered:

S. 869, sponsored by Senator Bartlett, a bill to increase from one million dollars
to ten million dollars the exemption from industrial development bond treatment
for certain small issues.

S. 1674, sponsored by Senators Laxalt, Cannon, Curtis, and Dole, a bill changing
the recordkeeping requirements applicable to employers with respect to tip income
of their employees.

S. 2128, sponsored by Senators Inouye, Chiles, Thurmond, Domenici, Durkin,
Stone Hathaway, Eagleton, Schmitt, and Dole, a bill to eliminate the adjusted
gross income Hmitation on the credit for the elderly, to increase the amount of the
credit, and to create a cost-of-living adjustment.

S. 2393, sponsored by Senator Dole, a bill changing the tax treatment of certain
obligations transferred in connection with a corporate organization or reorgani-
zation.

S. 2462, sponsored by Senators Dole, Tower, Lugar, Gravel, Hayakawa, Percy,
Stevens, Nelson and Curtls and S. 3288 sponsored by Senator Dole bills to permit
a linvted individual retirement deduction to individuals who are participants
retirement plans. :

S. 2628, sponsored by Senator Bumpers, a bill to eliminate the requirement that
a husband and wife who live together and claim the disability payments exclusion
must file joint returns.

S. 2825, sponsored by Senators Bartlett, Tower, and Javits, a bill to exempt
certaln organizations from treatment as a private foundation if the principal
purpose is to provide long-term care or education of permanently and totally
disabled persons, elderly persons, needy widows, or children. This bill would
benefit the Sand Springs Home Iin Oklahoma and approximately 26 other homes
around the country. "

\
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8. 3007, sponsored by Senators Dole, Curtis, Hatch, Church, Tower, Lugar,
Domenticl, Gravel Eagleton Schmitt McClure, 'l‘hurmond, and Hnyakawa a bill to
disregard any l1RS changes in the occupational status of any individual, for ex-
ample, from independent contractor to employee, until Congress acts to amend
the Internal Revenue Code.

8. 3087, sponsored by Senators Domenici, Haskell, Johnston Gravel, and
Huddleston, a bill to disregard certain IRS Revenue Rulings relating to the status
of real estate agents as employees as opposed to independent contractors.

S. 8080, sponsored by Senator Allen, a bill to exclude certain services performed
on fishing boats from coverage under the Federal Unemployment Tax Act.

S. 3125, sponsored by Senator Dole, a bill to change the tax treatment of an
fnvoluntary conversion of real property to which the special farm valuation
provisions of the Federal estate tax apply.

S. 3301, sponsored by Senators Bayh and Chafee, a bill amending Sectton 1056
of the Internal Revenue Code in circumstances where the transferee of shares
of a sports franchise was committed to and did purchase prior to December 31,
1975 more than 50 percent of the voting shares of the transferor. The bill will
benefit the New England Patriots Football Club.

Revenue estimates for each of these bills are currently not available. A Com-
mitte publication listing each of the bills with revenue estimates will be available
prior to or on the day of the hearings.

Requests to Testify—Persons who desire to testify at the hearing should
submit a written request to Michael Stern, Staff Director, Committee on Finance,
Room 2227 Dirksen Senate Office Building, Washington, D.C. 20510 by no later
than the close of business on Thursday, July 20, 1978.

Legislative Reorganization Act.—Senator Byrd stated that the Legislative
Reorganization Act of 19468, as amended, requires all witnesses appearing before
the Committees of Congress “to file in advance written statements of their pro-
posed testimony, and to limit their oral presentations to briet summaries of their
argument.”

Witnesses scheduled to testify must comply with the following rules:

(1) A copy of the statement must be flled by the close of business two days
before the day the witness {8 scheduled to testify.

(2) All witnesses must include with thelr written statement a summary of the
principal points included in the statement.

(3) The written statements must be typed on letter-size paper (not legal size)
and at least 75 coples must be submitted by the close of business the day before the
witness is scheduied to testify.

(4) Witnesses are not to read their written statements to the Committee, but
are to confine their five-minute oral presentations to a summary of the points
included in the statement.

(5) Not more than five minutes will be allowed for oral presentation.

Written testimony.—S8enator Byrd stated that the Subcommittee would be
pleased to receive written testimony from those persons or organizations who
wish to submit statements for the record. Statements submitted for inclusion in
the record should be typewritten, not more than 25 double-spaced pages in length
and mailed with five (5) coples by July 31, 1978, to Michael Stern, Staff Director,
Co(x}mg&sttee on Finance, Room 2227, Dirksen Senate Office Building, Washington,
D.C. 20510.
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IN THE SENATE OF THE UNITED STATES

Magca 3 (legislative day, Fesruary 21), 1977

Mr. BAmm introduced the following bill; which was read twice nnd referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to increase from
$1,000,000 to $10,000,000 the exemption from industrial
development bond treatment for certain small issues.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) paragraph (6) of section 103 (¢) of the Internal
Revenue Code of 1954 (relating to exempt'ion from indus-
trial development bond treatment for certain small issues)
is amended-- ‘

(1) by striking out “31,000,000;’ in subparagraph

(A) and inserting in lieu thereof “‘$10,000,000”; and

II
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1 (2) by striking out subparagraphs (D), (E), (F),
2 (G), snd (H). '
3 (b) The amendments made by subsection (a) shall
4 apply to obligations issued after the date of the enactment
5 of this Act.
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IN THE SENATE OF THE UNITED STATES
JuNE 10 (legislative day, May 18), 1977

Mr. Laxaur (for himself and Mr. Cannon) introduced the following bill;

which was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to

© 0 3 O G e W N e
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employer’s duties in connection with the recording and
reporting of tips.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) section 6001 of the Internal Revenue Code of
1954 (relating to notice or regulations requiring records,
statements, and special returns) is amended by t;.dding at
the end thereof the following: “The only records which an
employer shall be required to keep in connection with charged
tips shall be charge receipts and copies of statements fur-
nished by employees under section 6053 (a) .”.

(b) Bection 6051 (d) of such Code (relating to state-

I
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ments to constitute information returns) is amended by add-
ing at the end thereof the folowing: “Any statement filed
with the Secretary pursuant to this seotion shall constitute,
and shall be in lieu of, the information return required to be
made under section 6041. The only tips which an employer
shall be required to report on any such statement shall be
tips which are reflected on statements furnished by employees
under section 6053 (a) .”.

Sec. 2. The amendments made by this Act apply to
taxable years beginning after December 31, 1978.
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IN THE SENATE OF THE UNITED STATES

SeereMBER 22, 1977

Mr. Inouyr introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to eliminate the
adjusted gross income limitation on the credit for the elderly,
to increase the amount of such credit, and for other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) subsection (c) of section 37 of the Internal Reve-
nue Code of 1954 (relating to limitations on credit for the
elderly) is amended to read as follows:

“(c) LiMiTaTION BASED ON AMOUNT OF TAx.~The
amount of the credit allowed by this section for the ¢taxable
year shall not exceed the amount of the tax imposed by

© 00 T O Lt g W N e

this chapter for such taxable year.”.
(b) Paragraph (2) of section 37(b) of such Code

-t
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1

-y

(defining initial amount) is amended—
II
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(1) by striking out “$2,500" each place it appears
and inserting m lieu thereof ““$3,000”,
(2) by striking out “$3,750” and inserting in lieu
thereof “84,5.00", and
(3) by striking out “$1,875” and inserting in lieu
thereof ““$2,250”.

(c) Subsection (b) of section 37 of such Code (relating
to section 37 amount) is amended by adding at the end
thereof the following new paragraph: . |

“(4) CoOST-OF-LIVING ADJUSTMENT.—In the case
of any taxable year beginning in a calendar year after

1977, each dollar amount contained in paragraph (2)

shall be increased by an amount equal to the product of

such dollar amount (without regard to this paragraph)
multiplied by the percentage (if any) by which the

Consumer Price Index prepared by the Department of

Labor for July of such calendar year exceeds such index

for July of 1977. If any increase determined under the

preceding sentence is not a mulﬁple of $10, such increase
shall be increased to the next higher multiple of $10.”

(d) The amendments made by this section shall apply
to taxable years beginning after December 31, 1976.
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IN THE SENATE OF THE UNITED STATES

Janvany 19,1978

Mr. Dore introduced the following bill; which was read twice and referiel
to the Conmnittee on Finance

A BILL

To amend the Internal Revenue Code of 1954, and for '
other purposes.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SEcTION 1. Section 357 (c) is amended by the addition

of a new paragraph (3) which shall read as follows:
“(3) ExcrusioN As LIABILITIES.—Solely for
purposes of applying paragraph (1) (A), in determining
the amount of liabilities assumed or to which the prop-

erty transferred is subject, there shall be excluded the

© 0 a3 N e W N -

amount of any obligation to the extent payment thereof

[y
(=]

by the transferor would have given rise to a deduction

allowable under this subtitle or would have constituted

)
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3
a payment described in section 736 (a). The amount
of any such obligation shall not be excludable, however,
to the extent that the incurrence of the obligation resulted
in the creation of, or an iucrease in, the basis of any
property (as determined under subchapter O of this
plmpter) S
Sec. 2. Section 358(d) is amended by designating
section 358 (d) as paragfaph (1), and by adding a new
paragraph (2) which shall read as follows:
“(2) ExceprioN.—Paragraph (1) shall not
apply to any obligation described in section 357
(0} (3).”.
BEc. 3. The amendments made by sections 1 and 2 shall
apply to transfers occurring on or after the date of enactment

he;‘eof.
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IN THE SENATE OF THE UNITED STATES
Jaxuary 31 (legislative day, JANUARY 30), 1978

Mr. Dore introduced the following bill; which was read twice and referred

to the Commlttee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to permit a

[ > W [ ] -

QS O =~ >

10

limited individual retirement deduction to individuals who
are participants in retirement plans.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. ALLOWANCE OF DEDUCTION.

(a)  DEpucTiON UNDER SECTION 219.—

| (1) INDIVIDUALS COVERED BY OTHER PLANS.—

Section 219 (b) (2) of the Internal Revenue Code of

1954 (relating to limitations and restrictions on the

deduction allowable to individuals covered by certain

other plans) is amended to read as follows:

“(2) INDIVIDUALS COVERED BY CERTAIN OTHER
I '
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PLANS.—In the case of an individual who, for any part
of the taxable year, was covered by another retirement
plan, the amount allowable as a deduction under subsec-
tion (a) to that individual for the taxable year after
the application of paragraph (1) of this subsection shall
be reduced by an amount equal to the sum of the
amounts contributed by or on behalf of such individual
to such plan for the taxable year.”.

(2) CoveraGE DEFINED.—Section 219 (¢) of such
Code (relating to definitions and special rules) is
amended by adding at the end thereof the following new
paragraph:

“(5) COVERED BY ANOTHER RETTREMENT PLAN.—
For purposes of this section an individual is treated as
covered by another retirement plen for the taxable year
if for any part of such year—

“(A) he was an active participant in—

“(i) a plan described in section 401 (a)
which includes a trust exempt from tax under
section 501 (a),

“(ii) an annuity plan des;zribed in section
403 (a),

“(iii) a qualified bond purchase plan de-
scribed in section 405 (a), or

“(iv) a plan established for its employees
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8
by the United States, by a State or political
subdivision thereof, or by an agency or instru-
mentality of any of the foregoing, or
“(B) amounts were contributed by his em-
ployer for an annuity contract described in section
403 (b) (whether or not his rights in such contract
are nonforfeitable) .”.
(b) Depuorion UxDER SBECTION 220.—
) (1) INDIVIDUALS COVERED BY OTHER PLANS,—
Section 220 (b) (3) of the Internal Revenue Code of
1954 (relating to limitations and restrictions on the
deduction allowable to individuals covered by certain
other plans) is amended to read as follows:

“(3) INDIVIDUALS COVERED BY OERTAIN OTHEE
PLANS.—In the case of an individaal who, for any part
of the taxable year, was covered by another retirement
plan, the amount allowable as a deduction under subsec-
tion (a) to that individual for the taxable year after
the application of paragraph (1) of this subsection shall
be reduced by an amount equal to the sum of the
amounts contributed by or on behalf of such individual
or his spouse to such plan for the taxable year.”.

(¢) CoveraGrk DErINED.—Bection 220(c) of such-

24 (ode (relating to definitions and special rules) is amended
25 by adding at the end thereof the following new paragraph:

34-800 0 - 79 - 2
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“(6) COVERED BY ANOTHER RETIREMENT PLAN.—
For purposes of this section an individual is treated as
covered by another retirement plan for the taxable year

if for any part of such year—.

“(A) he or his spouse was an active partici-

pant in—

“(i) a plan described in section 401 (a)

which includes a trust exempt from tax under

.section 501 (a),

“(ii) an annuity plan described in section
403 (a), ‘ 4
“ (iii) a'qualiﬁ'ed bond purchase plan de-
scribed in section 405 (a), or '

““(iv) & plan established for.its employees
by the United States, by a State or political

subdivision thereof, or an agency or instru-

.mentality of any of the foregoing, or

“{(B) amounts were contributed by his em-

ployer for an annuity contract described in section
403 (b) (whether or not rights in such contract
are nonforfeitable) .”.

22 SEC. 2. REPORTS.

23

The plan administrator of a plan described herein shall

24 furnish a report to each active participant of such plan who

25 “requ,ests'such report. The request and the report shall be
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made at such times and in such manner as the Becretary

ghall by regulation prescribe. The report shall provide such
information as is required by such regulations indluding the
amount of contributions made during the taxable year on -
behalf of and by such active participant.
SEC. 3. EFFECTIVE DATE.

The amendments made by section 1 of this Act shall
apply to taxable years heginning after September 30, 1978.
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IN THE SENATE OF THE UNITED STATES
Marcu 2 (legislative day, Feeruary 6), 1978

Mr. Bumeens introduced the following bill; which was read twice and referred

to the Committee on Finance

A BILL

To remove a tax incentive for the splitting up of families, and

-t

10
11
12

© ® -1 o o A W

. for other purposcs.

Be it enacted by the Senate and House of Representa-
tives of the United Statés of America in Congress assembled,
That paragraphs (4) and (6) of subsection (d) of section
105 of the Internal Revenue Code of 1954, as amended by
subsection (a) of section 505 of the Tax Reform Act of
1976, Public Law 94-455, approved October 4, 1976, are
hereby repealed.

SEc. 2. Paragraphs (5) and (7) of subsection (d) of
section 105 of the Internal Revenue Code of 1954, as
amended by subsection (a) of section 505 of the Tax Reform
Act of 1976, Public Law 94-455, approved October 4, 1976,

are hereby renumbered (4) and (5).
II
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IN THE SENATE OF THE UNITED STATES

ArzivL 4 (legislative day, Fesruary 6), 1978 '

Mr. Barrrerr introduced the following bill ; which was read twice and referred
to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
certain charitable contributions.
1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
8 That (a) section 170 (b) (1) (A) (iii) of the Internal Rev-
4 enue Ccde of 1954 is amended by adding at the end thereof
5 the following: “, or an organization which on or before
6 May 26, 1969, and continuously thereaiter to the close of
7 the taxable year, operated and maintained as its principal
8 functional purpose facilities for the long-term care, comfort,
9 maintenance, or education of permanently and totally dis-

10 abled persons; elderly persons; needy widows; or children,”.
II
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2
1 (b) The amendment made by subsection (a) shall take
2 effect on January 1, 1970.
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IN THE SENATE OF THE UNITED STATES
ArriL 27 (legislative day, ArriL 24), 1978

Mr. DoLe introduced the following bill; which was read twice and referred to

the Committee on Finance

A BILL

To disregard, for purpose of certain taxes imposed by the In-

00 2 @@ G o W N

ternal Revenue Code of 1954 with respect to employees,
certain changes since 1975 in the treatment of individuals
as employers.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That until enactment of any law amending the definition of
an employee for purposes of any section of the Internal Reve-
nue Code of 1954, in determining whether an individual is an
employee for purposes of sections 3121, 3306, and 3401 of
the Internal Revenue Code of 1954, the Internal Revenue

Bervice shall not apply any changed position or any newly
II
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stated position which is inconsistent with a general audit.
position in effect prior to January 1, 1976, or which is in-
consistent with a regulation or ruling in effect on Decem-

ber 31, 1975.
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IN THE SENATE OF THE UNITED STATES
May 4 (legislative dsy, ArriL 24), 1978

Mr. DeConcint (for himself and Mr. Haskery) introduced the following bill;

which was read twice and referred to the Committee on Finance

A BILL

To provide for the administration of the Internal Revenue Code

W W =3 & g W N

of 1954 without regard to certain Revenue Rulings relating
to the definition of the term “employee”.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That, the application of sections 3121, 3306, and 3401 of
such Code to real estate salespeople shall be determined—

(1) without regard to Revenue Rulings 76-136 -
and 76-137 (and without regard to any other regulation,

ruling, or decision issued on or after December 1, 1975,

reaching- the same result as, or a result similar to, the

result set forth in such Revenue Rulings) ; and

n
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(2) with full regard to the rules (including the
rules contained in Treasury Mimeograph 6566) in cffect

before Revenue Rulings 76-136 and 76-137.
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IN THE S8ENATE OF THE UNITED STATES

Marx 15 (legislative day, ApnrL 24), 1978

Mr. Auiex introduced the following bill; which was read twice and referred to
the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 to exclude certain
gservice performed on fishing boats from coverage for pur-
poses of unemployment compensation.

Be it enacted by the Senate and House of Representa-
tives of the United SW of America in Congress assembled,
That section 3306 (¢) of the Internal Revenue Code of 1954
(relating to the definition of employment under the Federal
Unemployment Tax Aot) is amended—

(1) by striking out “or”” at the end of paragraph

(17); '

(2) by redesignating paragraph (18) as paragraph

(19) ; and ) - .

(3) by inserting after paragraph (17) the follow-
ing new paragraph:
o s

W ® A D N a8 .

-
= o
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1 “(18) service performed by an individual on a boat
2 engaged in catching fish or other forms of aquatic animal
3 life under an arrangement with the owner or operator

4 of such bo:;t pursuant to whjcﬁ—

5 “(A) such individual does not receive any cash
6 remuneration (other than as provided in subpara-

7 graph (B} ),

8 “(B) such individual receives a share of the

9 boat’s (or the boats’ in the case of a fishing opera-
10 tion involving more than one boat) catch of fish or
11 other forms of aquatic animal life or a share of the
12 proceeds from the sale of such catch, and

13 “(C) the amount of such individual’s share
14 depends on the amount of the boat’s (or the boats’
15 in the case of a fishing operation i’nvolvfng more than
16 _one boat) catch of fish or other forms of aquatic
17 animal life, but only if the operating crew of such
18 hoat (or each boat from which the individual re-
19 ceives a share in the case of a fishing operation in-
20 volving more than one boat) is normally made up of
21 fewer than 10 individuals; or”.

22 SEc. 2. The amendments made by this Act shall be
23 effective on January 1, 1978.
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IN THE SENATE OF THE UNITED STATES

May 22 (legislative day, Max 17), 1978

Mr. Doz introduced the following bill; which was read twice and referred to
Committee on Finance

~

A BILL

To amend the Internal Revenue Code of 1954 with respect to
the treatment of an involuntary conversion of real property
to which the special farm valuation provisions of the Federal
estate tax apply.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
'i‘hat (a) section 2032A of the Internal Revenue Codt; of
1954 (relating to valuation of certain farm, ete., real prop-
erty) is amended by adding at the end the following new
subsection: ‘

“{(h) SprciaL RULES FOR INVOLUNTARY Coxvnﬁ-

S8IONS OF QUALIFIED REAL PROPERTY.—

© 00 a9 O v e W N

“(1) TREATMENT OF CONVERTED PROPERTY.—

1T
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“(A) IN GENERAL.—If there is an involuntary
conversion of an interest in qualified real property
and the qualified heir makes an election under this
subsection—

““(i) no tax shall be imposed by subsection

(c) on such conversion if the cost of the qual-

ified replacement property equals or exceeds the

amount realized on such conversion, or

“(ii) if clause (i) does not apply, the
amount of the tax imposed by subsection (c¢)
on such conversion shall be the amount deter-

mined under subparagraph (B).

“(B) AMOUNT OF TAX WHERE THERE IS NOT
COMPLETE REINVESTMENT.—The amount deter-
mined under this subparagraph with respect to any
involuntary conversion is the amount of the tax
which (but for this subsection) would have been
imposed on such conversion reduced by an amount
which—

‘““(i) bears the -same ratio to such tax, as
“(i1) the cost of the qualified replace-
ment property bears to the amount realized on
the conversion.
“(2) TREATMENT OF REPLACEMENT PROPERTY.—

For purposes of subsection (c)—



27

3

““(A) any qualified replacement property shall
be treated in the samc manner as if it were a por-
tion of the interest in qualified real property which
was involuntarily converted,

“(B) any tax imposed by subsection (c) on
the involuntary conversion shall be treated as a tax
imposed on a partial disposition, and

“(C) paragraph (7) of subsection (c) shall
be applied—

“(i) by not taking into account periods
after the involuntary conversion and before the
acquisition of the qualified replacement prop-
erty, and

“(ii) by treating material participation
with respect to the converted property as ma-
terial participation with respect to the qualified
replacement property.

“(3) DEFINITIONS AND SPECIAL RULES.—For
purposes of this subsection—

“(A) INVOLUNTARY CONVERSION.—The term
‘involuntary conversion’ means a compulsory or
involuntary conversion within the meaning of
section 1033. .

“(B) QUALIFIED REPLACEMENT PROPERTY.—

The term ‘qualified replacement property’ means—
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“(i) in the case of an involuntary conver-
sion described in section 1033 (a) (1), any
real property into which the qualified real
property is converted, or
“(ii) in the case of an involuntary conver-
sion described in 1033 (a) (2), any real prop-
erty purchased by the qualified heir during the
period specified in 1033 (a) (2) (B) for pur-
poses of replaciug the qualified real property. .
Such term only includes property which is to be used
for the qualified use set forth in subparagraph (A) or
(B) of subsection (b) (2) under which the qualified
real property qualified under subsection (a).

““(4) CERTAIN RULES MADE APPLICABLE.—The
rules of the last sentence of section 1033 (a) (2) (A)
shall apply for purposes of paragraph (2) (B).

“(5) EvrEcTION.—Any election under this subsec-
tion shall be made at such time and in such manner as
the Secretary may by regulations prescribe.”.

(b) Section 1016 of such Code (relating to adjustments

o1 to basis) is amended by redesignating subsection (c) as

oo subsection (d) and by inserting after subsection (b) the

o3 following new subsection:

24

“(c) INCREASE IN Basis IN THE CASE OF CERTAIN

95 INVOLUNTARY CONVERSIONS.—
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“(1) IN GENERAL.—If there is a compulsory or
involuntary conversion (within the meaning of section
1033) of any property the basis of which is determined
under section 1023 and an additional estate tax is im-
posed on such conversion under section 2032A (c) then
the adjusted basis of such property shall be increased
by the amount of such tax.
“(2) TIME ADJUSTMENT MADE.—Any adjust-
ment under paragraph (1) shali he deemed to have
occurred immediately before the compulsory or involun-
tary conversion.”. .
(¢) Paragraph (1) of section 2032A (f) of such Code
(relating to period of limitations) is amended by inserting
“(or if later in the case of an involuntary conversion to
which an election under subsection (h) applies, 3 years
from the date the Secretary is notified of the replacement of
the converted property or of an intention not to replace) ”
immediately before *“, and”.

(d) The amendments made by this section shall apply

to involuntary conversions after December 31, 1976.

34-800 O - 79 - 3
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IN THE SENATE OF THE UNITED STATES

Juvy 14 (legislative day, May 17), 1978

Mr. Bayu (for himself, Mr. Cuarer, Mr. Brooke, and Mr. Peryr) introduced
the following bill; which was read twice and referred to the Committee on
Finance

A BILL

To amend the Tax Reform Act of 1976.
1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
3 That section 212(a) (3) of the Tax Reform Act of 1976
4

be amended by removing the period at the end thereof and

(]

substituting therefor: “, except for the sale or exchange of
6 a franchise after December 31, 1975, and before March 1,
7 1977, if the person who is the principal stockholder of the
8 transferee at the time of such sale or exchange was com-
9 mitted to and did, prior to December 31, 1975, purchase

10 more than 50 percent of the voting stock of the transferor.”.

II
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Senator Byrp. The hour of 9:30 having arrived, the committee will
come to order. The committee today has before it 15 different tax
bills.

The first two bills were introduced by the distinguished Senator
from Oklahoma, Mr. Bartlett. Senator Bartlett, if you will come
forward, the committee will now consider S. 869 introduced by Sena-
tor Bartlett dealing with industrial develoment bond treatment.

Senator Bartlett, welcome, and you may proceed as you wish.

Senator Bartrerr. Thank you, Mr. Chairman. I will read a short
version and I will submit a larger, longer version of my remarks for
the record. '

[The prepared statement of Hon. Dewey Bartlett follows:]

TEeSTIMONY CONCERNING 8. 869, A BiLL To INCREASE THE TAX-EXEMPTION ON
SMALL INDUSTRIAL BOND OFFERINGS

Mr. Chairman, I would also like to discuss this morning S. 889, a bill to
increase the tax-exemption on small industrial bond offerings from the present
5 million dollars to a proposed 10 million dollars.

I believe that the creation of new jobs hy encouraging new Industrial con-
struction is a positive step the Congress can take to help keep our economic
recovery going and to help fight inflation. It is also a step the Congress can
take to help improve the recent trends in capital investment in the United
States. These trends in capital investment in the United States have been very
discouraging. In fact, the United States ranks Tth of all Western industrial
countries in investment for new plants and equipment. If we want jobs for
Americans and a reduced inflation rate we must encourage capital investment
now in order to modernize our productive base and to insure the increased
productivity of our workers. High interest rates are the reason most often
given by industrial officials for cancellation of plans for industrial expansion.
Tax exemption on interest paid for borrowed obviously provides lower interest
rates on industrial borrowings. The one million dollar and $5 million “small
fssue exemptions” provided for industrial investment bonds in Sec. 103(b) (6)
of the Internal Revenue Code of 1954, as amended, were intended to provide
just such lower interest rates on industrial borrowings and thereby encourage
industrial expansion. However, these exemptions, enacted in 1968, are no longer
adequate given the continued high inflation rates in our Nation’s economy.

Let me use Oklahoma as an example of how effective these exemptions on small
issue industrial development bonds have been in the past and why an increase
in the dollar limit for the exemption along with removal of the limitation with
respect to “capital expenditures” made at facilities flnanced wih such bonds
is needed for the future.

During the past decade Oklahoma has been highly successful In creating
new jobs throughout the state. During this period more than $2 billion have
been invested In new and expanded manufacturing facilities. In the past 6
years alone more than 48,000 new manufacturing jobs have been created.

This growth has enabled Oklahoma to develop a more diversified economy,
one that is not totally dependent on oil and agriculture. One of the major factors
in the growth and development of manufacturing in Oklahoma, particularly
in the rural areas, has been the availability of industrial revenue bonds. The
availability of this important financing vehicle was responsible for many of
the plants which have located across my State.

It is most important that you are aware of the economic benefits which have
come to my State as a result of just a few of the projects that were financed
by this method. The Oklahoma Department of Industrial Development au-
thorized a special study of a select group of 27 projects financed with tax exempt
industrial revenue bonds to measure the economic impact of these projects
on Oklahoma. This study was made in cooperation wtih the Center for Economic
and Management Research at the College of Business Administration at the
University of Oklahoma.

These 27 projects were bullt at a total cost of $58,254,000 and provided jobs
directly for 5,979 people. The creation of these new jobs resulted in the creation
of 10,389 additional jobs in other sectors of the Oklahoma economy. These new
plants each year provide direct personal income of $69,660,680 and generate a
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total of $56,470,000 in taxes each year. Of this amount, $10,115,000 goes to the
state, $1,615,000 to local units of government and $44,740,000 in Federal taxes
are generated each year.

During the past 9 years, over 500 new manufacturing facilities have been con-
structed throughout Oklahoma. It {s estimated that industrial revenue bonds
were utilized in financing more than half of these new manufacuring facili-
ties. Industrial revenue bonds are issued by a State, county, or municipality
through industrial trust authorities at no cost to the taxpayers. The bonds
are retired solely from lease rental payments made by the manufacturer oc-
cuping the bujlding. These bonds are exempt from federal income tax and as
a result, bring a rate of Interest lower than conventional financing. These
reduced financing costs make possible many industrial projects which would not

- otherwise be feasible. .

As I already mentioned, there is a §5 million limitation by the Federal Govern-
ment on the amount of industrial revenue bonds which can be issued on any one
project and still remain tax-exempt. However, due to rising construction costs
which have more than doubled since 1968, the $5 million limitation is no longer
considered realistic. Several of the projects financed in Oklahoma approached the
$5 million figure and at today’'s costs these projects would exceed the limit. For
example, in Guymon, a Swift and Co. facility was financed through industrial
revenue bonds at a cost approaching $5 million. It is estimated that the cost for
constructing a similar plant of this nature at today’s costs would be over $8,500,-
000. A special provision of the Interna! Revenue Code states that the $5 million
limitation must include all capital expenditures for a 6 year period, beginning 3
years before and ending 3 years after the Issuance of the bonds.

Several other industrial projects {n Oklahoma have approached the $5 million
limitation. What follows is & sampling of some of these facilities, showing their
size and Indlcating their benefit to our economy :

Eltra Corp. built a facility at a cost of $4,300,000 in Wagoner to produce elec-
tric motors. This new plant has provided jobs for 300 people and has increased
personal income by $3,139,000 annually.

The U.S. Electric Motors Division of Emerson Electric invested $4,250,000 in
Durant and provides employment for 190 people and generates additional per-
sonal income of $3,102,000.

In early 1972, Blackwell Zinc In Blackwell. Okla. announced it was closing its
outdated and obsolete zinc smelting facility where 800 persons were employed. It
was quite a staggering blow for this northern Oklahoma community. Utilizing
industrial revenue bonds. the community has been successful in attracting 4 new
industries to their new industrial part just west of the old zine facility.

Electron has been the largest with a $4,800,000 castings facility which will
eventually employ 400 people.

Raleigh Bicycle In Enid invested $4,300,000 in a new bicycle factory, the first
ever built by the company in the United States and employed 300 people. Unfor-
tunately, the market for their bicycles declined and they have since ceased their
operation but their facility and bond payments have been taken over by another
company.

Mid America Yarn Mill in Pryor was built at a cost of $3,800,000 and provides
employment for approximately 150 people, generating personal income of $1,-
971,000 annually.

There are many other manufacturing facilities all over Oklahoma which have
made use of the industrial revenue bond procedure.

Lockheed invested $3 million in a major facility at McAlester which employs
100 people in the manufacture of airplane parts. This was one of the earliest
facilities financed by the industrial revenue bond method in Oklahoma.

Komar and Sons, which employs 600 people in McAlester was also financed with
industrial revenue bonds. ’

Cinch Manufacturing, a division of TRW, is in operation at Vinita and makes
electronic components, employing 650 people. The company started operations
5 years ago with a work force of 50 and has expanded several times using indus-
trial revenue bonds.

Colt Industries produces emission control equipment at its Sallisaw facility
and employs 300 people. The building was built by the Sallisaw Industrial
Authority initially for another company through a revenue bond issue. The
gvailabluty of the building was & key factor in Colt’s decision to locate in

allisaw. i
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Ethau Allen manufactures furniture at Atoka and employs 200 people. The
company was the first to locate in the new Atoka industrial park which was
financed utilizing general obligation industrial bonds which are very similar to
industrial revenue bonds. The facility for Ethan Allen was financed through
industrial revenue bonds.

Apex Smelting Co. produces aluminum products at Checotah and provides
ingots for the international market. Its central location also enables the com-
pany to serve both American coasts economically.

The Sikes Carpet manufacturing facility at Bristow employs 160 people and
fills a void in the community that resulted from the closing down of operations
by the company which previously occupied the same facilities.

Woodward Manufacturing Co. produces the famous Fruit-of-the-Loom brand
at their Woodward facility and employs 500 people.

Red Devil, one of the Nation’s leading manufacturers of home hardware equip-
ment, occupies a facility in the Mid America Industrial District at Pryor and
employs 225 people.

Adams Hardfacing is recognized as one of the Nation’s leading manufacturers
of farm equipment and employs 125 people in Guymon. Adams has undergone
4 major expansions in the recent past,

Dalton Precision has one of the nation’s most modern casting facilities located
at Cushing where 150 people are employed.

The 3M Co. produces supplies for the printing industry and the productivity of
employees at this plant that 3M has siiice located another facility producing
another product line also at Weatherford.

General Tire occupied a building in Ada which has formerly been used by
another company. The building was financed using industrial revenue bonds and
General Tire now employs 150 people in Ada.

Highland Supply has a new facility at Hobart where 100 people are employed.
The company has expanded its operations by 500,00) square feet and is turning
out artificial Christmas Trees, florist foil and cellophane sheet wrap.

Kelsy Hayes has just recently tripled the size of their plant at Seminole which
produces electric brakes. The company started with 20 people in 1970 and is now
employing over 150.

Worthington Pump started operating at Shawnee in 1973 and has already
expanded the size of its facility. The company now employs 125 people in the
manufacture of pumps.

Westran of Duncan is one of the most recent projects in Oklahoma utilizing
industrial revenue bonds. The company, which is investing $3 million in the
project, will employ 115 people in the manufacture of steel castings.

(NB: the above employment figures are as of the middle of 1977)

As I said previously, the above examples are merely a sampling of the extent
to which the industrial development bonds have been used in Oklahoma. I think
they graphically demonstrate that this mechanism is very useful and that those
who claim it is inefficient have not studied the record thoroughly. I also believe
that the samples indicate that the $5 millivn limitation has become inadequate.
Oklahoma is only 1 of 40 States throughout the Nation which have the capabilities
of issuing industrial revenue bonds for new and expanded manufacturing facil-
itles. All of these States portray the same success story of new industry moving
into those areas which have the initiative and aggressiveness to utilize this
method of financing.

The need to provide productive employment opportunities in all areas of the
country is greater now than it was in 1968 when the $5 million limit was set.
The problem of unemployment and inflation has been compounded by the cutback
in industry’'s plans for capital expansion which have resulted in great part
because of increased Interest rates. For this reason, the tax exempt industrial
development bond concept is more valid and necessary than ever before.

In 1975 the Oklahoma legislature passed a joint Senate-House resolution pro-
claiming thelr support for new Federal legislation to increase the $5 million
limitation to a clear $10 million. To keep new industry coming into Oklahoma
and to encourage the creation of new industry throughout the nation which
otherwise would not be considered feasible because of the high interest rates,
Oklahomans feei that it is important that the dollar limitation for f{ndustrial
revenue bonds be increased.

Mr. Chairman, your support is needed in helping to keep Oklahomans and
Americans at productive work and to insure that the United States remains
a growing, dynamic Nation.



34

STATEMENT OF HON. DEWEY BARTLETT, A U.S. SENATOR FROM
THE STATE OF OKLAHOMA

Senator BarRTLETT. Mr. Chairman, I urge for your consideration the
provisions of Senate bill 869, a bill to increase the tax exemption of
small issue industrial bonds from the present $5 million to a proposed
$10 million. I understand that the administration has a proposal which
would limit the use of these tax-exempt industrial revenue bonds to
economically distressed areas such as defined in the National Develop-
ment Bank Act of 1978. I do not believe such a measure is in the best
interests of either my State of Oklahoma or of the Nation, and would
urge the substitution of my proposals for those of the administration.

nder section 103(B) (6) of the Internal Revenue Code, interest on
industrial development bonds is tax exempt if the bonds are part of an
issue which is limited to $1 million per user in a given county or mun-
nicipality, or at the election of the issucr of the bonds, to $5 million per
corporate user in a given county or municipality.

If the $5 million election is exercised, however, the capital expendi-
tures incurred by the user of the facilities financed by such bonds in
that county or municipulity, including both those expenditures fi-
nanced by the issuance of the bonds .ind those expenditures made with
funds raised from other sources—may not exceed a total of $5 mil-
lion during the 6-year period beginning 3 years prior to the date of
the bond’s issuance and ending 3 years after their issuance. Violation
of this limit makes interest on the bonds taxable retroactively.

These exemptions were enacted in 1968 and are no longer realistic,
given the changes in our Nation’s economy since then. Inflation has
made the dollar limitations woefully inadequate. Construction costs,
for example, have more than doubled since 1968 and the $5 million lim-
itation is no longer realistic. Moreover, the 3 years forward and 3 years
back capital expenditure rule relating to the $5 million exemption has
proven to be inequitable and self-defeating.

My proposal is quite simple. It would amend section 103(B) (6) so
as to increase the dollar limit for the small issue exemption for such
tax free bonds from $5 million to a clear $10 million and would re-
move the limitation with respect to capital expenditures made at the
facilities financed with such bonds.

In today’s environment of high inflation, high interest rates and de-
pressed capital investment by industry, I believe that such an in-
crease in the dollar limit for these industrial development bonds
would go a long way toward correcting these national problems.

In order to emphasize how important these tax exempt industrial
revenue bonds can be to the prosperity of the Nation, I would like
to cite a few ﬁﬁures from a study of just 27 projects financed by these
bonds in Oklahoma.

The Oklahoma Department of Industrial Development reported that
these 27 projects were built at a total cost of $58,254,000 and provided
jobs directly for 5,979 people. The creation of these new jobs resulted
in the generation of 10,389 additional jobs in other sectors of the
Oklahoma economy. These new plans each year provide direct per-
sonal income of $69,660,680 and generate a total of $56,470,000 in
taxes each year. Of this amount, $10,115,000 goes to the State;
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$1,615,000 to local units of government; and $44,740,000 in Federal
taxes are gencrated cach year. )

The above figures are for just 27 projects, and it has been estimated
that in the past 9 years, over 250 manufacturing facilities have used
industrial revenue bonds for financing in Oklahoma alone. .

Mr. Chairman, I do not believe that this incentive for industrial
development should be restricted to economically distressed areas as
would be the case under the President’s proposal, and I urge the adop-
tion of my proposal for a clear $10 million exemption,

My complete statement contains more information on the benefits of
these tax-exempt bonds and the need for increasing the dollar limita-
tion of them. I would like to submit that statement for the record, as .
well as a statement by Mr. Paul B. Strasbaugh, executive vice presi-
dent of the Oklahoma City Chamber of Commerce. )

Senator Byrp. Thank you, Senator Bartlett. Both statements will
be published in full in the record.

The prepared statements of Senator Bartlett and Mr. Strasbaugh
follow :]

STATEMENT OF SENATOR DEWEY BARTLETT oN S. 869

Mr. Chalrman, I would also like to discuss this morning S. 869, a bill to increase
the tax-exemption on small industrial bond offerings from the present 5 million
dollars to a proposed 10 million dollars.

I believe that the creation of new jobs by encouraging new industrial con-
struction is a positive step the Congress can take to help keep our economic
recovery going and to help fight inflation. It is also a step the Congress can take
to help improve recent trends in capital investment in the United States. These
trends in capital investment in the T'nited States have heen very discouraging.
In fact, the United States ranks Tth of all western industrial countries in
investment for new plants and equipment. If we want jobs for Americans and a
reduced inflation rate we must encourage capital investment now in order to
modernize our productive base and to insure the increased productivity of our
workers. High interest rates are the reason most often given by industrial
officials for cancellation of plans for industrial expansion, Tax exemption on
interest paid for borrowed obviously provides lower interest rates on industrial
borrowings. The one million dollar and 5 millfon dollar “small issue exemptions”
provided for industrial investment bonds in Sec. 103(b) (6) of the Internal
Revenue Code of 1954, as emended, were intended to provide Just such lower
Interest rates on industrial borrowings and thereby encourage industrial expan-
sion. However, these exemptions, enacted in 1968, are no longer adequate given
the continued high inflation rates in our nation’s economy.

Let me use Oklahoma as an example of how effective these exemptions on
small issue industrial development bonds have been in the past and why an in-
crease in the dollar limit for the exemption along with removal of the limitation
with respect to “capital expenditures” made at facilities financed with such
bonds is needed for the future.

During the past decade Oklahoma has been highly successful in creating new
Jobs throughout the state. During this period more than 2 billion dollars have
been invested in new and expanded manufacturing facilities. In the past 6 years
" alone more than 48,000 new manufacturing jobs have been created,

This growth has enabled Oklahoma to develop a more diversified economy,
one that is not totally dependent on oil and agriculture. One of the major factors
in the growth and development of manufacturing in Oklahoma, particularly in
the rural areas, has been the availability of industrial revenue bonds. The
availability of this important financing vehlcle was responsible for many of the
plants which have located across my state.

It i3 most important that you are aware of the economic benefits which have
come to my state as a result of just a few of the projects that were financed by
this method. The Oklahoma Department of Industrial Development authorized a
special study of a select group of 27 projects financed with tax exempt industrial
revenue bonds to measure the economic impact of these projects on Oklahoma.



36

This study was made in cooperation with the Center for Economic and Manage-
gzent Research at the College of Business Administration at the University of
klahoma.

These 27 projects were built at a total cost of $58,254,000 and provided jobs
directly for 5.979 people. The creation of these new jobs resulted In the creation of
10,389 additional jobs in other sectors of the Oklahoma economy. These new plants
each year provide direct personal income of $69,660,680 and generate a total of
$56,470,000 in taxes each year. Of this amount, $10,115,000 goes to the state,
$1,615,000 to local units of government, and $44,740,000 in federal taxes are
generated each year.

During the past 9 years, over 500 new manufa-: iring facilities have been con-
structed throughout Oklahoma. It is estimated that industrial revenue bonds were
utilized in financing more than half of these new manufacturing facilities. Indus-
trial revenue bonds are issued by a state, county, or muncipality through indus-
trial trust authorities at no cost to the taxpayers. The bonds are retired solely
from lease rental payments made by the manufacturer occupying the building.
These bonds are exempt from federal income tax and as a result, bring a rate of
interest lower than conventional financing. These reduced financing costs make
possible many industrial projects which would not otherwise be feasible.

As I already mentioned, there is a 5 million dollar limitation by the Federal
Government on the amount of industrial revenue bonds which can be issued on
any one project and still remain tax-exempt. However, due to rising construction
costs which have more than doubled since 1968, the 5 million dollar limitation is no
longer considered realistic. Several of the products financed in Oklahoma ap-
proached the 5 million dollar figure and at today’s costs these projects would ex-
ceed the limit.

For example, in Guymon, a Swift and Company facility was financed through
industrial revenue bonds at a cost approaching 5 million dollars. It is estimated
that the cost for constructing a similar plant of this nature at today’s costs woiild
be over $8,500,000. A special provision of the Internal Revenue Code states that thr:
5 million dollar Hmitation must include all capital expenditurés for a 6 year
period, beginning 8 years before and ending 3 years after the issuance of the
bonds. ;

Several other industrial projects in Oklahoma have approached the § million
dollar limitation. What follows is a sampling of some of these facilities, showitg
their size and indicating their benefit to our economy : :

Eltra Corporation bullt a facility at a cost of $4,800,000 in Wagoner to pzodus
electric motors. This new plant has provided jobs for 300 people ana has increased
personal income by $3,139,000 annually.

The U.S. Electric Motors Division of Emerson Electric invested $4,250,000 .in
Durant and provides employment for 190 people and generates additional personal
income of $3,102,000. .

In early 1972, Blackwell Zinc in Blackwell, Oklahoma announced it was closing
its outdated and obsoltet zinc smelting facility where 800 persons were employed.
It was quite a staggering blow for this northern Oklahoma community. Utilizing
industrial revenue bonds, the community has been successful in attracting 4 new
industries to thelr new industrial park just west of the old zinc facility.

Electron has been the largest with a $4,800,000 castings facility which will even-
tually employ 400 people.

Raleigh Bicyele in Enid invested $4,300,000 in a new bicycle factory, the first
ever built by the company in the United States and employed 300 people, Unfor-
tunately, the market for their bicycles declined and they have since ceased their
operation but their facility and bond payments have been taken over by another
company.

Mid America Yarn Mill in Pryor was built at a coat of $3,800,000 and provides
employment for approximately 150 people, generating personal income of $1,-
971,000 annually.

There are many cther manufacturing facilities all over Oklahoma which have
made use of the industrial revenue bond procedure.

Lockheed invested $3,000,000 in a major facility at McAlester which employs
100 people in the manufacture of airplane parts. This was one of the earliest fa-
cilitles financed by tbe industrial revenue bond method in Oklahoma.

Komar and Sons, which employs 600 people in McAlester was also financed
with industrial revenue bonds.

Cinch Manufacturing, a division of TRW, is in operation at Vinita and makes
electronic components, employing 650 people. The company started operations 5
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years ago with a work force of 50 and has expanded several times using indus-
trial revenue bonds.

Colt Industries produces emission cortrol equipment at its Sallisaw facility and
employs 300 people. The bullding was built by the Sallisaw Industrial Authority
initially for another company through a revenue bond issue. The availability of
the building was a key factor in Colt’s decision to locate in Sallisaw.

Ethan Allen manufactures furniture at Otoka and employs 200 people. The
company was the first to locate in the new Atoka industrial park which was fi-
nanced utilizing general obligation industrial bonds which are very similar to
industrial revenue bonds, The facility for Ethan Allen was financed through in-
dustrial revenue bonds.

Apex Smelting Company produces aluminum products at Checotah and pro-
vides ingots for the international market, Its central location also enables the
company to serve both American coasts economically.

The Sikes Carpet manufactuting facility at Bristow employs 160 people and
fllls a vold in the commnunity that resulted from the closing down of operations
by the company which previcusly occupied the same facilities.

Woodward Manufacturing Company produces the famous Fruit-of-the-Loom
brand at thelr Woodward facility and employs 500 people.

Red Devil, one of the nation’s leading manufacturers of home hardware equip-
ment, occupies a facility in the Mid America Industrial District at Pryor and
employs 225 people.

Adams Hardfacing is recognized as one of ihe nation’s leading manufacturers
of farm equipment and employs 125 people in Guymon. Adams has undergone
4 major expansions in the recent past.

Dalton Precision has one of the nation's most modern casting facilities located
at Cushing where 150 people are employed.

The 3M Company produces supplies for the printing industry and the prod-
uctivity of employees at this plant that 3M has since located another facility
producing another product line also at Weatherford.

General Tire occupied a building in Ada which has formerly been used by
another company. The building was financed using industrial revenue bonds
and General Tire now employs 150 people in Ada.

Highland Supply has a new facility at Hobart where 100 people are em-
ployed. The company has expanded its operation by 500.000 square feet and
is turning out artificlal Christmas Trees, florist foil and cellophane sheet
wrap.

Kelsy Hayes has just recently tripled the size of their plant at Seminole
which produces electric brakes. The company started with 20 people in 1970
and is now employing over 150,

Worthington Pump started operating at Shawnee in 1978 and has already
expauded the size of its facility. The company now employs 125 people in the
manufacture of pumps.

Westran of Duncan is one of the most recent projects in Oklahoma utilizing
industrial revenue bonds. The company, which is investing 3 million dollars
in the project, will employ 115 people in the manufacture of steel castings.

(NB: The above employment figures are as of the middle of 1977)

As I said previously, the above examples are merely a sampling of the extent
to which the industrial devciopment bonds have been used i{n Oklahoma. I
think they graphically demonstrate that this mechanism is very useful and
that those who claim it is inefiicient have not studied the record thoroughly.
I also believe that the samples indicate that the 5 million dollar limitation has
become inadequate. Oklahoma is only 1 of 40 states throughout the nation
which have the capabllities of issuing industrial revenue bonds for new
and expanded manufacturing facilities. All of these states portray the same
success story of new industry moving into those areas which have the initiative
and aggressiveness to utilize this method of financing.

The need to provide productive employment opportunities in all areas of the
country is greater now than it was in 1968 when the 5 milllon dollar limit was
sct. The problem of unemployment and inflation has been compounded by the
cutback in industry’s plans for capital expansion which have resulted in great
part because of increased interest rates. For this reason, the tax exempt in-
dustrial development bond concept is more valid and necessary than ever before.

In 1975 the Oklahoma legislature passed a joint Senate-House resolution
proclaiming their support for new federal legislation to increase the 5 million
dollar limitation to a clear 10 million dollars. To keep new industry coming



38

into Oklahoma and to encourage the creation of new industry throughout the
nation which otherwise would not be considered feasible because of the high
interest rates, Oklahomans feel that it is important that the dollar limitation
for industrial revenue bonds be increased.

Mr. Chairman, your support i{s needed in helping to keep Oklahomans and
Americans at productive work and to insure that the United States remains
a growing, dynamic nation.

OKLAHOMA CITY CHAMBER OF COMMERCE STATEMENT COVERING
ADMINISTBATION'S TAX PROPOBALS

The membership of our Chamber of Commerce is approximately 5,000. Our
principal objective s the creation of job opportunity through economic and indus-
trial development programs. We have a broad comprehensive range of activity
that covers all aspects of community development. Until 1970, Oklahoma had been
an out-migration State. Working with our contemporaries throughout the State
that trend has now been reversed and, as a result, the growtbh of the Oklahoma
City Area and the entire State is significant. The unemployment level in Okla.
homa is below the national average. In Oklahoma City, over the last 12 months,
the unemployment level has been reduced by 2 percentage points.

Our programs and the programs throughout the State are geared to the expan-
ston of existing industry and the settlement of new industry. The latter of
which is primarily for the purpose of serving growing markets In the South and
Southwest and not relocation from older industrial areas. While any economic
development program depends on many factors, the industrial revenue bond
methodology has been the cornerstone of Oklahoma’s program. Through this
activity we have been able to develop a wide range of municipal, industrial, educa-
tional, cultural and health care facilities.

We are concerned that the Administration’s proposition will no longer allow
pollution control equipment to be financed through the industrial revenue bond
methodology. We are becoming increasingly concerned, since over 2 percent of the
nation's gross national produet is now expended for pollution controls. For many
companies, the added interest cost to be incurred for pollution control improve-
ments will be substantial and, in some cases, may be prohibitive.

Secondly, while we applaud the President’s proposal to raise the ceiling for
small issue industrial revenue bond issues from five million dollars to ten, we
express major concern over the fact that the President’s proposal calls for an
climination of the device in all areas except economically depressed areas. In
areas where economic growth has been substantial and where unemployment
levels have Leen reduced, the increase in the ceiling on small issue bonds will
be totally defeated, because they will be unable to qualify under the terms of
“‘economically depressed.” This proposal will, in our opinion, create an unfair con-
dition across the nation and tend to pit one area against the other. There is
enough regional jealously in America today without contributing to more. The sev-
eral States and sub-divisions therein should be free to compete for economic
growth without “Federal Area Designated” barriers. Most states now have the
inec?al:ﬂsm of industrial revenue bonds and they are using it effectively in develop-
ng jobs.

Revenue Bond financing has been the principal factor in the major economic
growth in the State of Oklahoma. The public authority in Oklahoma City has been
responsible for creating, in the past ten years, more than 45,000 new jobs in the
metropolitan Oklahoma City area. Most of those jobs created initially by indus-
trial revenue bond financing would not have been created, nor would many of
the jobs created by subsequent expansion have been possible, had not the facility
financing been available to industry at favorable interest rates through industrial
revenue bond financing.

In the worldwide market place, the United States needs all the advantages and
strength it can muster. The soundness of our economic growth and development
must be preserved and strengthened. We need jobs! The application of Industrial
Revenue Bond financing is vital to this effort.

. Segxg;t;r BArTLETT. Mr. Chairman, I have a statement on Senate
i .

The Chairman. Yes, you may proceed.

[The prepared statement of Hon. Dewey Bartlett follows:]
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STATEMENT BY SENATOR DEWEY F. BARTLEIT ON S. 28256

Mr. Chairman: I would like to thank you and the members of the Finance
Committee for allowing me to appear today to testify on my legislation, S. 2825.

This bill adds a small number of organizations to the list of those exempted
from the private foundation rules by section 170(b) (1) (A) (iii) of the Internal
Revenue Code, Under this section, organizations are exempted if they are op-
erated and maintained for the principal function of providing long-term care,
comfort, maintenance, or education to indigent widows, children, elderly per-
sons, or the totally disabled.

The present private foundation rules were enacted in 1969 to curb situations
such as that in which a large contributor established a foundation which would
be responsive only to his own desires, rather than the public interest. This prin-
cipal does not apply to long-term care facilities, where all noninvestment as-
sets are used in carrying on the charitable functions for which the facility is
exempt. Most of these long-term care facilities were founded prior to the present
private foundation provisions, and some of the existing institutions were estab-
lished prior to the passage of the constitutional amendment providing income
tax.

The Sand Springs Home in Sand Springs, Okla. is an example of a foundation
adversely affected by the 1969 change. It was founded in 1908 by Charles Page,
a ploneer Oklahoma oilman, and incorporated in 1912, with a primary function
of operating as an orphanage. In 1914, a separate widow’s colony was estab-
lished for the care of widows and their children.

During its years of operation, the home has cared for hundreds of orphans and
thousands of widows and their children. Not one penny of Government aid (Fed-
eral, State, or local) has been used to carry out its operations. The home is fully
funded from the income of its investments.

Since 1925, the home has operated under the auspices of the Free and Accepted
Masons of the State of Okiahoma. The Grand Master of the Oklahoma masons
is empowered to appoint the members of the Board of Trustees of the home.

The home serves a definite and accepted public function in the State of Okla-
homa. Children are committed to the home by order of the district courts of the
State of Oklahoma, which charge the home with the duty of care, maintenance,
and the education of the children.

Widows and their children are admitted to the widows colony on application
to the home, and the children of the widows remain under the jurisdiction of their
mothers. These widows would otherwise be compelled to seek State and Federal
ussistance.

Personal assets of children committed to the home are held in trust under
the guardianship established by the probate division of the Tulsa County District
Court. Individua! bcnded guardians are appointed by the court, and all personsal
assets are there impounded. All such assets, along with any interest accruing to
them while the child is at the home, are paid over to the child upon reaching
his or her majority.

The home's assets consist of a widely diversified group of holdings. They include
the land and buildings directly utilized for carrying out its exempt activities.
The home also owns tracts of vacant land which are appreciating in value, stock
in several small wholly owned companies such as the Sand Springs Rallroad
Company, oll property, certificates of deposit, and investments in government
obligations,

The two private foundation provisions which have the greatest effect on insti-
tutions such as the home are Sections 4940 and 4942. Section 4940, of course,
requires the payment of a 4 percent excise tax on all of the investment income
or a private foundation. This is the provision hopefully to be modified by H.R.
112 which was reported by this committee on May 9, 1978. Last year the home
paid $40,898 under Section 4940. These funds were obviously diverted from
charitable functions.

Section 4942 of the Internal Revenue Code requires private foundations to dis-
tribute a fixed percentage of their assets each year in carrying on their exempt
functions. This section disregards income from other assets. For many long-term
care facilities this requires a larger than necessary continuing payment each
year.

Sand Springs Home is experiencing severe problems with respect to the mini-
mum -distribution requirements of section 4942. While this section may not be a
great problem to grantmaking organizations which simply adjust their grant
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payments to meet the distribution requirements, organizations such as the
home, which must meet obligations of long-term care and which have already
Invested considerable sums and assets used to carry out their charitable pur-
poses, are experiencing problems with the requirements of section 4942,

Long-term care facllities must be in a position to hold assets which will appre-
ciate in value to insure that they will be able to meet their continuing responsi-
bilities and future capital needs. This is particularly important in light of infla-
tion. Institutions such as the Sand Springs Home must be in a position to invest
for the future as well as for current income. They should not be forced to engage
in wasteful, needless spending to meet artificial requirements of tax laws. This
artificial spending is likely to affect future financial stability of this home as
well as others.

S. 2825 solves this problem. It provides that long-term care facllities, formed
before October 31, 1969, will not be classified as private foundations. Instead, they
will be treated in the same fashion as universities, schools, medical research fa-
cilities, and hospitals. All of these organizations are considered public charities
{not private foundations) because of the type of activity they carry out. This
consideration is provided for these institutions regardless of the source and
amount of their income. The fact that the Sand Springs Home's endowment
has come from one individual should not prevent it from being classified as a
public charity, just as it does not prelude a schoo! from this designation.

In addition to the Sand Springs Home, this bill will help many other wortby
organizations throughout the country. i

Mr. Chairman, I would like to attach at this point, for inclusion in the record,
a partial list of such institutions,

Mr. Chairman, I would again like to express my appreclation to you and the
committee for taking time to consider S. 2825. Although a minor plece of legisla-
tion, I believe that its basis is certainly one that the Congress is interested in
fostering. \

Attachment.

CHABRITIES OPERATED BY FRATERNAL ORGANIZATIONS
NAME AND ADDRESS OF ORGANIZATION, DATE FOUNDED

Hendrick Home for Children, Abilene, Tex., 1939.

Home for Homeless Women, Wilkes-Barre, Pa., 1893.

Judson Palmer Home. Findlay, Ohio, 1850.

Myron Stratton Home, Colorado Springs, Colo., 1909.

Aged Woman's Home of Georgetown, Washington, D.C., 1860.
Heritage, San Francisco, Cal., 1850.

Warner Home, Jamestown, N.Y., 1011.

Elizabeth Shoemaker Home, Washington, D.C., 1952.

Smith Memorial Home, New London, Conn., 1881.

Guyor Memorial Home, Peoria, Il1,, 1889.

Sand Springs Home, Sand Springs, Okla., 1908.

Miriam Osborn Home, Rye, N.Y., 1908.

James Sutton Home, Wilkes-Barre, Pa., 1920.

Amasa Stone louse, Cleveland, Ohio, 1877,

Widow's and Old Men’s Home, Cincinnati, Ohlo, 1948.

Lisner Home, Washington, D.C., 1941,

Soclety for the Rellef of Destitute Orphan Boys, New Orleans, La., 1820.
State Street Children’s Home, New Orleans, La., 1886.

Moor Children’s Home, E1 Paso, Tex., 1959.

Andrew Freedman Home, Bronx, N.Y., 1924,

Rogerson House, Boston, Mass., 1860.

Marcus L. Ward Home, Maplewood, N.J., 1921,

Cartwell Home, Palestine, Tex., 1853.

Wiles Home, Brockton, Mass., 1893.

St. Luke's Episcopal Church Home, Highland Park, Mich., 1861.

Senator BarTrLerT. I appreciate the opportunity for appearing on
both of these bills. ) )

This bill adds to the list of rg:ﬁ'amzations exempt from private
foundation rules. These rules already exclude most institutions oper-
ated and maintained for the principal function of providing long-
term care, comfort, maintenance, or education to indigent widows,
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elderly persons, children and the permanently and totally disabled.
Long-term care facilities do not exhibit the same problems which
Congress tried to correct in 1969. They are not established by a large
contributor who is seeking to only protect personal desires with total
disregard for public interest. o )

The Sand Springs Home in Sand Springs, Okla., is an excellent
example of one of the few long-term care facilities not currently
exempted. It was founded in 1908 by Mr. Charles Page a pioneer
Oklahoma oilman, and incorporated 1n 1912 with the primary fune-
tion of operating as an orphanage. The home later expanded into
a widows colony, and in 1925, came under the auspices of the Free and
Accepted Masons of the State of Oklahoma. It has since provided
assistance to hundreds of orphans and thousands of widows without
Federal, State, or local assistance.

Mr. Page was an extremely wise and farsighted individual. He pro-
vided the home assets which would insure the home’s operations almost
indefinitely. The home’s present assets consist of it own physical
facilities and adjacent lands, as well as vacant tracts which are ap-
preciating in value, stock in several small wholly owned companies,
oil property, certificates of deposit and investments in government
obligations.

The two Internal Revenue Code provisions which have the greatest
impact on the home are sections 4940 and 4942. It appears that through
H.R. 112, the problems with section 4940 will be corrected—that is
reducing the 4 percent to 2 percent—but section 4942 continues to
plague the operation of this home and many others.

As you are aware, Mr. Chairnan, section 4942 requires private
foundations to distribute a fixed percentage of their assets in each
year that they are carrying out exempt functions. This requirement
completely disregards income from other assets.

Grantmaking organizations have no problem with this section in
that they may adjust the amount of their grants from year to year.
Institutions such as the home must be mindful of their long-term
obligations. Therefore, tax requirements which cause them to engage
in wasteful and needless spending affect their future financial stability
and would eventually result in the demise of the home.

Senate bill 2825 solves this problem. It provides long-term care
facilities, formed before October 31, 1969, will not be classified as
private foundations. Instead, they will be treated in the same fashion
as universities, schools, medical research facilities, and hospitals. These
organizations are considered public charities, not private foundations
based on the type of activities they carry out. This designation has
been provided disregarding the source and the amount of their income.

Operations such as the Sand Springs Home should be classified in
a similar category. The fact that this home or any other of a similar
nature is endowed by one individual should not prevent it from being
classified as a public charity.

Mr. Chairman. I again thank you and the committee for consider-
ing my legislation during this hearing.

Senator Byrp. Thank you, Senator Bartlett. May I ask this? I
notice that this legislation is cosponsored by the Senator from Texas

and the Senator from New York, as well as Senator Bellmon of
Oklahcma.
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Senator BarTLETT. That is correct. )

Senator Byrp. Is this quite widespread in its application, do you
knonw ?

Senator BarTLETT. Mr. Chairman, there are about 30 such facilities
scattered through the United States, and so it affects a number of other
States besides Oklahoma.

Senator Byrp. Thank you.

At this point I ask Mr. Samuels, the Deputy Tax Legislative Coun-
sel for the Department of Treasury, if he has a comment and what is
the Treasury’s position on each of these bills.

Mr. SamuEeLs. Thank you very much, Senator Byrd.

The Treasury is opposed to S. 869 which would increase the small
issue exemption from $1 to $10 million for a number of reasons, but
principally because it would result in some of the largest industrial
corporations competing with State and local governments in market-
ing tax-exempt bonds. This would drive up interest rates for con-
ventional municipal finance, borrowings to finance schools and city
halls would be at a much higher interest rate.

It would also entail a substantial revenue loss to the Treasury.

Senator Byrp. What do you estimate the revenue loss to be?

Mr. SamueLs. Well, our revenue estimators, Senator, have not had
an opportunity to estimate the revenue on these bills because of the
short time they have had to study them, and this has been a busy week
for them. But they think that it would be substantial.

We would like to request that the record be held open so that we
could submit a full written statement with revenue estimates on each
of these bills.?

Senator Byrp. The committee will hold the record open. I assume
you will get whatever additional information you want into the com-
mittee in a reasonable length of time.

Mr. Samuers. With respect to the administration’s proposal to tar-
get the exemption for industrial development bonds to distressed areas.
the administration has suggested increasing to $20 million—increas-
ing from $5 million to $20 million the amount of the capital expendi-
tures that can be made by private industrial corporations, but tar-
feting that to distressed areas so there would be no increased revenue

0ss.

The revenue gain from limiting it to distressed areas would be offset
by the revenue loss—or the revenue loss of increasing it to $20 mil-
lion—would be offset from the revenue gain by limiting it to distressed
areas.

Senator Byrp. Well, who would determine what is a distressed area ?

Mr. SamueLs. Well, the Secretary and the Congress obviously would
determine that. We have suggested and set forth a list of what the
Treasury Department would treat as distressed areas in the President’s
urban program.

I think our principal concern with this bill is that it would result in,
as I said, the largest private industrial corporations competing directly
in the tax-exempt market with local, State and government financings,
which would drive up interest costs and, hence, property taxes for con-
ventional municipal debt.

Private corporations have access to other funds. State and municipal
governments do not.

1 At presstime Feb. 14, 1979 the Information requested of the Treasury Department had
not been recelved by the committee.
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Now, I also note that this bill increases the $1 million exemption to
$10 million, not the $5 million, so it appears that under this bill that a
part of a factory—if the whole factory was going to cost more than
$10 million—say it was a $100 million automobile plant, $10 million of .
it could be financed with tax exempt debt, so every company will have
one shot at this every time they bui}d a factory.

The justification for this kind of financing, which was once to help
rural areas attract factories, no longer is supportable because every
State or municipality now has legislation authorizing issuance of
industrial development bonds, so no one area has an advantage over
any other.

Senator Byrp. What is the limit now on tax exempt ?

Mr. SayukeLs. $1 million is the general limit on industrial develop-
ment bonds. However, that—you can elect, a company or a municipal-
ity can clect to increase that to $5 million, but under the $5 million
exemption, you have to count all capital expenditures made in the
county within a 6-year pertod.

So you really cannot build part of & $10 million plant with $5 million
of tax exempt debt.

Senator Byrp. What about the second bill that Senator Bartlett
introduced ?

Mr. SastueLs. The second bill we also oppose—-

Senator Curris. May I ask some questions about that first one?

Senator Byro. Yes, indeed.

Senator Curris. Has the Treasury ever made any actual check about
the effect on the revenue? We have been hearing this same Treasury
argument for years.

Now, I could take you to a community where industrial development
bonds have built a meatpacking plant. It has been successful. It is local
capital. It has been paying corporate taxes. They provide jobs for 60
people and the jobs did not exist before. Those individuals are well
paid. They are paying income tax, they are paying payroll taxes.

We have a good strict State law 1n reference to the issuance of these
bonds and we turned down some fly-by-night people who wanted to
use them because the State requires rigid supervision so that the bonds
are paid off.

Now, without a doubt, that particular plant would not have been
built without these industrial development bonds. There is no doubt
the Treasury would not have gotten any revenue, and whenever tax -
exempt bonds are issued where there will be no bonds issued, no build-
ing undertaken, there is no loss.

Also, I would like to point out that the Treasury is totally unmind-
ful of inflation. If $1 million and $5 million were adequate levels
before, and they were not, it should be substantially raised now,
b(]ecause it costs a great deal more today to modernize or to build a
plant.

Now, have you ever gone into any particular community and made a
check as to what happened to the revenue when a community avails
itself of thistype of financing?

Mr. SamueLs. We have not checked the revenue loss with respect to a
particular community or whether the plant would have been built in
that community, Senator, but we do not think that this exemption
results in the building of a plant where one would not have been built..
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Earlier when industrial development bonds were being issued when
only some areas had enabling legislation, industrial development bonds
did encourage manufacturers to build their plant in a particular area.
Soon, however, all States, all 48 States, had legislation authorizing
industrial development bonds.

Senator Curtis. Well, now you are talking about the problem of
moving a plant from one State to another. It is true that is on the
decline because of new opportunities, but that does not carry through
to establish the validity of your statement that——

Mr, SamuEeLs. Well, we have never——

Senator Curtis [continuing]. Industrial development bonds are not
being used to develop job opportunities that did not exist before.

Mr. Sayuers. We think that they do reduce the cost of building a
plant and therefore to the extent they reduce the cost of building a
plant they might encourage a plant to be built. However, we think
there are more equitable and efficient ways to reduce the cost of capital
and the President has recommended a substantial reduction in the
investment credit, or liberalization of the credit, and a substantial
reduction in corporate tax rates, and that does not result in competi-
tion with municipal borrowing, either of those.

Senator Currtis. I might buy'your argument if the U.S. Government
was not making loans, through the Small Business Administration,
for industrial development and other types of loans, all of which takes
money out of the Federal Treasury.

Also, we have a great many jobs programs that are going on that take
money out of the Treasury. Now, this is a system whereby the financing
does not come from the Treasury, not even a Federal guarantee, but it
uses local credit to bring these results.

And the same arguments you now cite were advanced by the Treas-
ury all through the years even though at the time one of the Senators
from Mississippi informed me that a great many of their bond issues
were for modest amounts of less than $1 million and that it was a tre-
mendous help in providing jobs for blacks.

And yet the Treasury has consistently opposed this.

The effectiveness of the statute is in a jam right now because Treas-
ury at one time asserted the authority to throw industrial development
bonds out. And that is when Congress had to come in and we struggled
with a $1 million limitation for some time, and then we got this
conditional one up to $5 million.

Your suggestion that, in distressed communities, it can go to $20
million is not satisfactory, because that requires an adjudication of
what is a distressed area. It also ignores the fact that we ought to be
ahead of the game and create some jobs before an area becomes
distressed. :

So I wish you would update your statement. Go out and look over one
of these places and find out if 1t is not true that you gain in revenue.

Mr. SamuEeLs. The administration is interested in increasing capital
investment and increasing jobs, but we do not believe tax exemption,
or debt to finance them, is the most efficient or effective way to create
that investment or those jobs, and I would like to point out that here is
a substantial revenue expenditures, just as certainly if there had been
a direct budget outlay when you allow interest on debt to go untaxed.
I'mean— ‘
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Senator Curris. But you have made no calculation of how much in-
creased revenue you have had.

Mr. SasuEiLs. We will do that with respect to this particular bill and
submit it for the record, Senator. We have had really less than a week
to work up the revenue estimates on these bills and our revenue esti-
mators have been busy on other matters as well.

Senator CurTis. I will not take any more of the time of the commit-
tee because I am fully aware that you, alone, do not arrive at this policy
in the Treasury Department. But their argument is old hat. I have been
hearing it for 15 years. It does not hold water. I could buy the argument
if we had absolute private financing in every res%)ect, across the board.
That is not the case. We are pouring out money from the Treasury for
more programs than I can count. It becomes unnecessary when you use
this vehicle.

Mr. Samues. I just might note that the Municipal Finance Officers
of America and other associations representing State and local govern-
ments are on record as opposing industrial development bond financin
because it does mean higher interest rates for their borrowings to buil
municipal facilities. With those high interest rates, the only way they
can pay them, or the principal way they can pay them, is higher prop-
erty taxes and I am sure we are all interested in keeping property
taxes down,

Senator Byrp. Well, I have some doubt that I can support Senator
Bartlett’s proposal as a mater of policy. So, in that sense, I agree with
the Treasury. But the Treasury is advocating something similar to it.
As I understand it, you have a proposal before the Congress which
would increase the tax exempt limits on industrial development bonds.
Is that not correct ¢

Mr. SamuErs. That is correct, Senator, but that is only if the proceeds
of the bonds are used in a distressed area.

Senator Byrp. That gives you very wide political latitude, too.

Mr. SamueLs. It is not intended to do that.

Senator Byrp. Well, I do not think I can support your proposal
either. I think you argued pretty persuasively against Senator Bart-
lett, but now you are turning around and arguing the other side of it.

er. SamuEeLs. Well, there is no incre revenue loss in the case
o

Senator Byrp. There never is when Treasury advocates something.

Now what about the next proposal, S. 2825.

Mr. SamueLs. The Treasury also O}iposes S. 2825. We believe that
providing the same tax treatment for long-term care organizations as
for colleges, churches, and other organizations listed in section 170 of
the code defining public charities, is not justified. We think these long-
term care facilites are less likely to have a broad base of public support,
like a college or a church, and therefore we think it is inappropriate to
treat them as public charities.

Senator Byrp. Why are they different ?

Mr. Samues. Well, T think that you would have to go back to the
definition of private foundations and what they were being used for.
Principally, I think by wealthy families to keep control of the family
business without paying the estate tax on the value of the property.
The property would be left by the family to this private foundation
and the family members would be on the board of the foundation.

34-*"V N .79 - ¢
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There would be a large charitable deduction to the estate, so there
would be no tax on that wealth, and yet the family would still be in
control of their business through their representation on the board
of the foundation. They would still retain some stock in the company,
but what we found is large pools of individual wealth going untaxed
from generation to generation while the benefits of that wealth con-
tinued to be enjoyed by the family, or the individual and his family
members.

The Congress, in—and there are also dealings between this company
held by the private foundation and the board members or the stock-
holders and their families—and the Congress, in 1969, decided that
they ought to put an end to that practice, and defined private founda-
tions in a way that made it clear that they would be distinguishable
from public charities.

One of the distinctions is a broad base of public support which we
think you are unlikely to find in the case of a long-term health-care
organization.

enator Byrp. Thank you.

Senator Curtis?

Senator Curtis. I would first like to hear what Senator Bartlett has
to say. I do not think that what the Treasury has said has much to do
with what he wants to do here. '

Senator BartLETT. Well, I certainly cannot understand the Treas-
ury on this at all. This provides, in the case of the latter bill, 2825,
that it would be restricted for the long-term care comfort, maintenance
or education of indigent widows, elderly persons, children and the
permanently and totally disabled.

Now, in the case of the Sand Springs Home, they have never re-
ceived one cent of local, State, or Federal taxes or moneys. This is
operated completely by the private funds, by the revenues generated
from the various assets that the Sand Springs Home had.

Senator Curtis. The Sand Springs Home 1s not part of a private
family foundation,isit? ‘

Senator BarTLETT. No, it is dedicated entirely for the operation of
this home for widows and for children. And it would be undoubtedly—
the assets undoubtedly would be dwindled away by the reduction
yearly of a certain percentage for investments.

Senator Curtis. Now, does this bill relate to this particular facil-
ity, or does it deal with all of them?

Senator BARTLETT. It deals with all like facilities. and I understand
there are some 30 scattered around. There is one in Texas, there is one
in New York.

Senator CurTis. In other words, they operate totally as a charitable
enterprise, without profit to anyone. Is that correct ¢

Senator BarTLETT. That is correct.

Senator Curtis. And without any individual gaining from the ap-
preciation of the assetsf

Senator BarTLETT. That is correct.

Senator CurTis. And yet, under existing statutes, they cannot qual-
ify for tax exempt status as most of the institutions rendering a similar
type of service are able to do. Is that right?

Senator BArTLETT. Yes, that is correct.
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Senator Curtis. Why are they excluded from tax exempt status
now. Can you tell us? '

Senator BarTLETT. There was a change made in the law in 1969—
and, of course, I do not think this is in the best interests of the various
States involved, and I think the substitution of this proposal would
relieve ultimately the obligation to the Federal Government probably
to take over these operations.

So I think it is a very shortsighted action on the Eart of Treasury.
I cannot see their purpose. I think they would like it for private
foundations to handle the various responsibilities of charity through-
out the county.

Senator CurTis. What you are faced with is that the Treasury regu-
lation is defining the institutions to be tax exempt exclude these?

Senator BarTLETT. Right.

Senator CurTis. That is all I have.

Senator BarTLETT. Mr. Cheirman, if I may also comment on the
other one, a very rough figuring shows that the tax exempts cost per
job, in Oklahoma at least, is about $10,000 per job compared to about
$30,000 for a CETA job. Incidentally, in Oklahoma recently one
CETA job was offered as a door prize at a community action meeting
to increase the attendance.

But there is another big difference—and I would like the chairman
to take notice of this—that one of the big problems that this country
has, as he well knows, is a very low ranking among the industrial
nations of the free world in new plants and equipment, and this is
a great incentive for new plants and equipment in these jobs.

The experience in Ok]anma has been that most of the plants have
been built in the rural areas. Oklahoma is one State that has had a
problem of migration from the rural areas to the city areas, or to an-
other State, and this has done an awful lot toward stopping that
migration and providing job opportunities in the less-populated
areas of the State,

So I think it has been etxremely effective. The inflation rate toda.
is certainly more than twice that of 1968—more than that—and so
think there is obviouslia great need to update this more to the present
time to take care of that change.

I think the Eastern States, which have tended to oppose this kind
of legislation in the past, have an opportunity with it to retain industry
that might otherwise move out, because they have a chance to build
a new plant and have new equipment and update the facilities to make
it more attractive for their employees. So I think it is very important
legislation, and it is a very reasonable cost to the Federal Govern-
ment for an increase in the capability of this country to manufacture
goods and services.

Senator Byro. Senator Hansen ¢

Senator HaNsEN. I have no questions.

Senator Byrp. Thank you, Senator Bartlett.

Senator BarTLETT. Thank you, Mr. Chairman and members of the
committee.

Senator Byrp. I will call next on the Senator from Vermont, Mr.
Leahy, but before he testifies, and with his permission—will you come
forward, Senator Leahy ¢
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Before your testifying, would you mind if I called on Congressman
Waggonner to make a statement, because he has an important meeting
in the House of Representatives at 10 o’clock.

Senator Byrp. Mr. Waggonner, we are glad to have you here.

STATEMENT OF HON. JOE D. WAGGONNER, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF LOUISIANA

Representative WacgoxNER. I would just like to file a statement in
support of S. 2228, and the House counterpart, H. 51261, which is &
bill to permit employees to adopt new tax plans on a pretax basis.

[The prepared statement of Congressman Waggonner follows:]

STATEMENT OF HON. JOE D. WAGGONNER, JR.

Probably the most critical and immediate result of the enactment of ERISA
has been one that no one intended—a drastic increase in termination of tax
qualified retirement plans, and a decrease in the adoption of new plans. This
trend poses a serious problem for the retirement security of workers throughout
the United States.

As a member of the Subcommittee on Social Security of the House Ways and
Means Committee, I anm acutely aware of the need to preserve and stimulate
the private pension system to relieve pressure on our overburdened social se-
curity system. In 1975 only 48.2 percent of all wage and salary workers were
covered by retirement plans. There is much room for improvement in pension
plan coverage.

ERISA brought reforms to the private pension system which were long over-
due. At the same tirie, however, it created confusion, complexity and adminis-
trative burdens which have in some degree defeated the intended goal to
strengthen the private pension system. It is time for Congress to take the ini-
tiative to rekindle employer interest in the private pension system.

I know of no better first step to foster the establishment of more private pen-
sion plans than the enactment of S. 3288 and its House counterpart H.R. 12561,
of which I am a co-sponsor. This bill will solve a number of serious problems in
the private pension system caused by ERISA, in a simple, fair and administra-
tive manner. Equally important, it will provide a powerful, new incentive to
create new plans.

This bill will permit an employer to adopt a new tax qualified retirement plan
by sharing the initial cost impact with his employee on a pre-tax basis. A similar
approach, the salary reduction plan was the means by which small employers
had established new plans until ERISA foreclosed that approach. Enactment
of 8. 3288, will recreate this system which significantly contributed to the growth
of the private pension system.

In addition to creating an incentive to establish a new plan, the bill also pro-
vides greater benefits to those employees al~eady covered by qualified plans. By
providing a limited deduction for employee contributions to a qualified plan,
employees who are in low-benefit retirement plans, or who change jobs fre-
quently and, therefore, never vest, will have a method of accumulating adequate
retirement coverage as a supplement to their social security benefits.

I urge this Subcommittee to endorse this bill, and to explain to the Finance
(Committee its advantages. These advantages will be developed in detail by the
distinguished panel of witnesses who are here to speak today on behalf of
S, 3288.

Senator Byrp. Thank you very much, Congressman Waggonner.
Your statement will be inserted in the record in full and let me say
at this point that this committee—I think I can speak for the entire
committee—is very sorry that you have decided to retire from the
Congress. We know firsthand of the tremendous contribution that
you have made to the American people through your membership on
the Ways and Means Committee, and this Committee particularly
will miss you a great deal.

Senator Leahy, you may proceed as you wish.
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STATEMENT OF HON. PATRICK J. LEAHY, A U.S. SENATOR FROM
THE STATE OF VERMONT

Senator Leauy. Thank you, Mr. Chairman. I agpreciate the oppor-
tunity to be here this morning and I appreciate the courtesy of your-
self, Senator Long and Senator Curtis in arranging for me to be here
on very short notice.

I have, Mr. Chairman, on my left—your right—Robert Beausoleil
from the Vermont Timber Truckers Association in Lyndonville, Vt.
Mr. Beausoleil came down here yesterday from Vermont, I might add,
not to enjoy the fine weather of Washington, D.C., as compared to
Vermont’s summer weather, but rather to testify on a matter of great
concern to him.

On my right, your left, is Ken Rolston of the American Pulpwood
Association here in Washington, D.C.

If I could just take 30 seconds, I am here personally with them
because the matter that they will speak of is of great concern to me.
The IRS has taken action which, if followed through, will in effect
put out of business any small lo%ging ogergtion, whether it is in the
State of Vermont or Virginia or Nebraska or anywhere else. It would
put it out of business.

The logical followup of this action would, I think, spell the death-
knell to small business, and to independent contractors of any soit,
anywhere in the country. And so I woud like, if I could, Mr. Chair-
man, having stated my own concern about this—and I will be filing
further material with the committee and hope to be speaking to in-
dividual members of the committee subsequently—to yield to Mr.
Beausoleil who has a statement that he wishes to put into the record.

STATEMENT OF ROBERT BEAUSOLEIL, PRESIDENT, VERMONT
TIMBER TRUCKERS AND PRODUCERS ASSOCIATION

Mr. BeavsoLe1r. Thank you very much, Senator.

Mr. Chairman, members of the committee, I would like to tell you
a little bit about what has happened in Vermont. The Vermont Timber
Truckers and Producers Association was formed to fight with the
impending assessments by the IRS. We started to defend a couple in
Sheffield, Vt.—Reginald and Barbara Dwyer. They are members of
the school board, the Board o Selectmen and members of the church
in Sheffield, a small town in the County of Caledonia.

They fulfilled all their religious and civic responsibilities in the
community.

Reginald and Barbara have been assessed by the IRS for inde-
pendent contractor relationships to the tune of $18,500. This $18,500
18 a}{’proxlmately the net worth of 20 years of work of Reginald and
Barbara Dwyer,

The IRS audited Reginald Dwyer early in the 1970’s—I believe for
1970, 1971, and 1972. He filed as an independent contractor. Everyone
associated with him did. They (the IRS) made no question of the
status at that time.

Reginald went on, and in 1977, they then gave him an assessment
after auditing him for something they had OK’d before.

This has had a devastating effect on the lives of Reginald and
Barbara Dwyer. They have——
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Senator Curtis. Mr. Chairman, could I interrupt for a minute?

Senator Byrp. Yes.

Senator Curtis. Now, this is a problem where it relates primarily to
social security taxes?

Mr. BeausorLeiL. Well, social security and the income tax. As a
matter of fact, the income tax and withholding is far worse, with
penalties——

Senator Curris. Yes, but you have had a business arrangement
where, for some years, they have gone on the basis that the person
involved was in business for himself as an independent contractor.
Isthat right?

Mr. BEausoLEIL. Yes,sir.

Senator Curris. Then the Treasury comes in and audits and says he
is not an independent contractor but has an employer-employee
relationship ¢

Mr. BEAUSOLELL. Yes, sir.

Senator Curris. And in that case, the employer would be liable for
the social security tax, as well as its effect on the income tax?

Mr. BeausoLeiL. Yes, and the income tax and the Federal unemploy-
ment tax.

Senator Curris. Now, how many years did they go back and assess
these deficiencies ?

Mr. BeausoLeiL. With Reginald and Barbara Dwyer, 8 years.

Senator Curris. Have there been some where they have gone back
farther?

Mr. BeausoLeiL, We have heard of some where they have gone back
further, but not in Vermont, so far.

Senator Curtis. The problem you are addressing yourself to is just
across-the-board in our economy. Many filling station operators
thought they were independent operators, and those in the insurance
field, and others in direct selling of all kinds. And, in some instances,
I understand that the claims of the Treasury go back more than 3
years.

Mr. BeausorerL. In some cases that we know of, especially for the
fishermen, Senator Curtis, they had said that, well, the filing was
wrong, therefore it was fraudulent and therefore there is no statute of
limitations. I believe there is a bill in the House now to protect three
fishermen in Massachusetts, New Bedford, Mass., that they all of a
sudden decided this winter that they were going to go beyond the 1970
protection of the fisherman bill.

Senator Curtis. Has there been some instances where the Treasury
has audited and has not raised the question about the arrangement,
where they have assumed the position of independent contractor and
then at a later time reversed their own previous——

Mr. BeavusorEin. Yes, sir. They did that in the Dwyer case. They did
that in my case. I believe they have done that in the case of the Ben-
netts in Buckfield, Maine. I believe they have done that in the case of
Peronto in Westmore, Vt.—Peronto was frightened and he borrowed
the money and paid them, and is now still doing what he always has
done, which is the way it has been done in the logging industry in
Vermont since 1769.

Senator Lrany. Mr. Chairman, if T could just interrupt in possible
answer to what Senator Curtis has just asked, our State was the 14th



bi

State to be admitted to the Union. As Bob has just said, we have always
done it this way. There is a history of the loggers being considered in-
dependent contractors.

The problem is that the IRS appears to be acting arbitrarily here,
and in a retroactive fashion contrary to the mandate of the 1976 Tax
Reform Act. We are talking about small businesses that cannot afford
accountants, lawyers and everything else to fight this thing every
sin'gle time.

here is so much confusion involved that a lot of them are not going
to operate at all. They are not going to ogerate at all. They are not
going to carry out the kind of work that has been carried out tradi-
tionally in those areas for 200 years.

The ripple effect in a small, rural State like ours is devastating be-
cause, in many of the areas of our State, this is the sole economic ac-
tivity, and it is just stopping.

I think it is safe to say that a number of people, rather than run the
riskﬁf being clobbered a year or two from now, just will not operate
at all.

Senator Curtis. Now, have some of these demands by the Treasury
for more money occurred since 19761

Mr. BeausoLEIL. Yes, sir. They are going on right now. There are
audits in process right now.

Senator CurTis. This problem has been before the Congress for a
long time, and so many questions have been raised in so many different
industries in so many different States, that in the conference report of
the Tax Reform Act of 1976 we inserted a provision which said, in
substance, that the Joint Committee would study this problem and, in
the meantime, we asked the Treasury and the IRS, to lay off during
the time we looked into this. But apparently, that has not happened.

Mr. BeausoLEIL. Senator Curtis, I believe that they have increased
this type of audit, and I would like to go back just a minute before I
forget, in reference to the changed position you just asked about.

ginald Dwyer got his assessment—and our organization hired an
attorney whom we have not yet raised enough money to pay—but that
is immaterial. The attorney went to the first hearing with him, and
with two Supreme Court decisions, three appeals court decisions. They
had to admit that these independent truckers, with trucks that cost
$80,000 and $90,000 were independent contractors.

A month later out of the same office, I got my assessment. The same
truckers had been named my employees. I had the same attorney that
they sent the letter to admitting that these truckers were independent
contractors, and they have been named my employees and the assess-
ment is something like $45,000. :

Senator Curtis. When did this happent

_ Mr. Beausorerw. I think I got my assessment at the end of February,
sir.

Senator Curris. 19781

Mr. BEAUBOLEIL. Yes. .

This has had a devastating effect. There is a large farm, the Kin,
George Farm that cuts pulp, and I buy the pulp from them and
have two truck drivers who are employees—not independent contrac-
tors. I had to stop one truck this spring because I did not have enough
work for it. I would have had plenty of work for it, but King George
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Farm will not cut any pulp until this issue is resolved. They are not
going to get into this mess.

Stanly Switzer sold his skidder. Stopped—not going to get into this

again.
. So the ripple effect of this has been tremendous. Right now the mills
in Vermont are short of logs. We have several people, including
Reginald Dwyer, who will not contract with anybody anymore. He is
a good family man, father of three children. He is now working in the
woods alone—which is very dangerous—but he will not have anything
to do with contractors until this is solved.

Senator Leany. Mr. Chairman, I wonder if the full statement of
Mr. Beausoleil could be made a part of the record, and also the full
statement of Mr. Rolston.

Mr. Rolston and his American Pulpwood Association have been
extremely helpful to us in Vermont. We would not have come along as
far as we have in preparing testimony and all without his help and
the help of his association.

Senator Byrp. Yes, both statements will be inserted in full in the
record, and I might say to you that you have a very fine sponsor and a
strong advocate in Senator Leahy.

Mr. BeausoreiL. Thank }'ou, sir. We know that, too.

Senator Byrp. There will be a panel discussing this same issue later
on in this hearing. The committee, of course, will want to get the posi-
tion of the Treasury Department, but instead of asking the Treasury
testimony at this point, I think I will delay until the panel presents its
views,

Thank you, Senator Leahy.

Mr. BeausoLriL. There is one thing. We really feel that we need the
language in the Pinetta bill to protect the Vermont loggers,

; ][lThe] prepared statements of Messrs. Beausoleil and Rolston
ollow :

STATEMENT OF ROBERT J. BEAUSOLEIL

Thank you, Mr. Chairman and members of the Committee, for giving me the
opportunity to testify at this hearing on the bill calling for curbs on certain
Internal Revenue Service activities which we believe to be inconsistent with the
desires of the Congress. I am Robert Beausoleil from Lyndonviile, Vermont. I
have & logging and pulpwood business and I am the president of the Vermont
Timber Truckers and Producers Assuciation, a year-old organization with about
two hundred members, most of them loggers, truckers, and sawyers.

Senate bill 3007 provides that the IRS shall not apply any new or changed
position in the general area of employment tax audits of businesses until Congress
acts. It is unfortunate that it has been necessary to write and to introduce this
bill at all, because the Joint Committee on Taxation’s Conference Report of
September, 1976 on “The Tax Reform Act of 1976” urged the IRS not to do what
this bill S. 3007 would prohibit the IRS from doing. However, the IRS has not
responded well to the urgings of Congress, s0 I am here to support the intent of
this bill.

I have been in the logging business in Vermont for eighteen years. I started
working by myself with a chainsaw. Soon I bought a bulldozer, and I have
gradually increased the size of my operation to the point where I now have six
employees. In addition I contract with half a dozen or so people for logging and
trucking services, and I buy wood from 10 or 15 vendors. As you can see, my
operation has grown, but it is still small. I mentioned that I both hire employees
and use independent contractors, and this has been the case in my operation since
the beginning. To determine the employment status of a logger or trucker I have
always used as the principal criterion the degree of control that I exerted over
him. If I expected to determine his hours, rate of productivity, and methods of
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working, I treated him as an employee for tax purposes. If he determined those
things for himself, I treated him as an independent contractor. This was the
usual practice in the industry, and we had every reason to believe that this was
also the way the IRS wanted it. I was previously audited by the IRS for the
years 1987, 19088 and 1969 without being assessed for employment taxes on the
independent contractors and vendors with whom I do business.

Now, after continuing to do business as I always have, and in accordance with
the accepted practice in the logging industry in our area since its beginring, I am
appealing an assessment of $98,000 for employment taxes on the independent
contractors and vendors with whom I have done business. Included in this
group are a real estate broker from whom I bought some pulpwood, the owner
of a rubbish removal service from whom I bought some pulpwood, farmers from
whom I bought wood, & stockbroker from whom I bought a single load of wood,
and logging and trucking contractors with whom I had done business for varying
amounts of time. The IRS says that all of these people are my employees. At
the same time, the IRS says that it has not imposed any new or changed
position. Don't you believe it.

If the IRS had sought legislation abolishing independent contractors and ven-
dors and making nearly every payee in a business transaction an employee, I
would have opposed it; but if after public debate Congress had passed any such
legislation, of course I would have complied with it. However, instead of seeking
to bring about this change in the way provided for bringing about such changes,
the IRS is attempting to accomplish it without having to take the trouble to go
through Congress. We hope that you will not let this happen. -

Over the past year I estimate that I have spent about one-half of my time on
activities related to this issue. I have had to hire attorneys and accountants to
do work that advances my business in no way, but if successful will simply keep
me even. It has been, and continues to be, a considerable drain on my small
business to divert so much energy into this battle. And I must do this in spite
of the fact that numerous court decisions have held that in operations similar to
mine the contractors are, in fact, contractors—not employees. (See, for example,
Grady Felkerv. U.S., Modisettev. U.S., O. 8. Jones v, U.8.)

I wish that my friend and assoclate of many years, Reginald Dwyer of Shef-
field, Vt., could be here to tell you about his case. Reg is a small logging con-
tractor, honest and hard-working, who also survived a previous IRS audit with-
out being assessed employee taxes on the men with whom he contracts for logging
and trucking. However, last fall Reg was assessed $18,000 for employee taxes on
independent contractors. If Reg were here today, he would tell you that the
IRS has indeed applied a new position to him.

Because of my experience with the IRS and because of others that I know of,
I applaud the intent and purpose of this bill 8. 3007, and any other bills that will
give relief to members of other industries with the same problem that we have.
However, I have recently become aware of a House bill, H.R. 13313 introduced
by Congressman Panetta, which I think expresses the purpose even more clearly.
In subsection b, H.R. 18313 says, “An individual would not be treated as an em-
ployee of any person if the latter, in good faith, consistently treated such indi-
vidual as an independent contractor.” I feel certain that this language from the
Panetta bill would provide some relief for me; for eg Dwyer; for Paul Daniels
of Irasburg, Vermont; for Roland Bennett of Bucksfleld, Maine; and for all the
others who are being harassed by the IRS on this issue. I respectfully urge you
to adopt this language into your bill and then to report favorably upon it. We
need this relief until a more permanent solution to the problem can be found,
and we hope that we can be of some assistance in finding such a solution.

STATEMENT OF THE AMERICAN PULPWOOD ASSOCIATION *

The members of the American Pulpwood Association are producers and con-
sumers of pulpwood, the basic raw material for paper manufacture. My name
is Ken Rolston, and I am the Executive Vice President of the Association. We
want to express our support for Senate bill 3007, introduced by Senator Dole, a
bill which would provide interim relief for certain taxpayers whose status as
independent contractors has been questioned by the Internal Revenue Service
in a manner inconsistent with the Service’s position prior to 1976. We believe
that the source of the current problems concerning independent contractor status

t 1819 Massachusetts Ave. NW., Washington, D.C.
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is the recent use by the IRS of a new interpretation of what constitutes employ-
ment that is inconsistent with traditional common law principles. Before the IRS
initiated avdits and assessments founded upon this new interpretation, the
common law definition of independent contractor served the public and private
interests clearly uand equitably.

A number of our nmembers from the pulpwood production side of the industry,
known as logging contractors and pulpwood dealers, are in various stages of
the Internal Revenue Service process from audit through to assessment, adminis-
trative appeal, and some are in federal court. The variety of circumstances
of these cases is extreme, but all hinge on IRS contention that for tax pur-
poses, an employment relationship existed despite a preponderance of common
law test evidence that the relationship was independent and that employment
status was not contemplated by the parties involved.

In our industry we have a number of cases with extremely similar fact
situations where the IRS contends that log-cutting contractors are employees
of those to whom they sell their products or harvesting services. Three of
these cases have been taken to court by the taxpayers and been ruled to be
independent. The IRS continues to pursue the others, disregarding these legal
precedents. I feel certain that all such situations in our industry which reach
the courts will be judged independent under the common law independent
contractor principles. Legislation is necessary to curb IRS actions until such
time as the Congress will act to return the IRS to proper application of the com-
mon law.

We also believe legislation is necessary because the Internal Revenue Service
has, in our opinion, not heeded the urging of the Senate Committee on Finance
in 1976 that it not apply changed or newly stated positions until the completion
of a study by the staff of the Joint Committee on Taxation. 'The IRS now must
be more fully instructed by legislation to hold position until Congress prescribes
a long range solution.

The language of 8. 3007, as we understand it, would freeze the status of some
classes of taxpayers and save them from, at worst, bankruptcy and in other
situations, heavy attorney’s fees when IRS actions may not be justifiable under
legislation which Congress shall eventually pass to clarify the situation.

Several of our members have been assessed without reference to any revenue
ruling applicable to forest harvesting, and some have been assessed without
reference to any revenue ruling. These taxpayers relied largely upon consistent
federal and state court decisions specifically applicable to their businesses, hold-
ing that the businessmen from whom they purchased goods and services were
independent contractors. Nevertheless, the IRS has assessed on factual circum-
stances virtually identical to decided matters, in effect, disregarding this na-
tion’s courts. Therefore, we suggest that consideration be given to temporary
relief for those taxpayers under employment tax audit or retroactive assessment
where restated or changed IRS rulings may not be the primary factor.

We urge that you consider amendment of the bill to include relief for situa-
tions where the taxpayer in good faith has consistentiy treated the individuals
in question as independent contractors or self employed persons. We believe
that this or similar language would provide more comprehensive disincentive
to the Internal Revenue Service in their current quest to find employment rela-
tlouships, where none exist under common law nor were intended by the parties
involved, purely for improving the mechanical ease of tax collection, We sug-
gest to the Committee the wording in H.R. 13313 which we feel would more
fw]}y provide protection for taxpayers facing IRS action based on new or changed
policies.

Beyond the purpose and intent of this legislation, we support the retention
of the common law principles and their reinstatement in IRS policy and proce-
dure. Proper enforcement of the law anad use of existing compliance tools, coupled
with an enlightened educational effort, would be more than sufficient to provide
equity for all concerned.

I appreciate the opportunity to appear before this committee.

Senator Byrp. Our next witness will be the Senator from Arizona,
Senator DeConcini.

Senator DeConcini will appear on behalf of S. 3037.

Welcome, Senator DeConcini.
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STATEMENT OF HON. DENNIS DeCONCINI, A U.S. SENATOR FROM
THE STATE OF ARIZ0NA

Senator DECoxcixt. Mr. Chairman, thank you very much. I wel-
come the opportunity to appear before you this morning to explain
the objectives of 3037, which is slightly different than 3007, although
both of them are worthy of your consideration. )

Senator Haskell and I introduced this measure on May 24. Since
that date, Senators Johnston, Huddleston, Bentsen, and Hatch have
joined us as cosponsors. .

S. 3037 has quite a limited aim. It is designed to redress certain
inequities affecting the real estate industry which have grown out of
the confusing ang discontinuous policy surrounding the definition
of occupational status for tax purposes. )

As you know, Mr. Chairman, t{:e question of whether an individual
is an employee or an independent contractor poses some of the most
difficult issues of public finance and tax administration. Nor is this
a matter of abstract taxonomic interest. The resolution of such issues
is fraught with substantial tax consequences.

Historically, policy in this area has been set via the interaction
of common law, precepts, IRS rulings and litigation. Predictable
results have been excessive complexities, and increasing policy in-
coherence. The problem, of course, is exacerbated by the rapid change
in structure amj function characteristic of our economic system.

('il‘l(lius, the need for statutory intervention is, by now, widely con-
ceded.

It is for this reason that this committee and its counterpart in the
House commissioned a staff study of the issue in question in the Con-
ference Report on the Tax Reform Act of 1976. The findings of this
inquiry were to serve as the basis for framing a comprehensive and
workable legislative remedy.

That study is now complete and, as I understand it, the process of
developing a more rational policy is underway. In any case, the com-
mittee’s clear intention was to forestall rulemaking in this area until
a congressional solution could be devised and adopted.

Accordingly, in that same conference report, IRS is urged—and I
quote from the report—

Not to apply any change in position or any newly stated position which is in-
consistent with a prior general audit position in this general subject area to past,
as opposed to future, taxable years until the requested staff study has been
completed.

The conference report containing this language was adopted Sep-
tia]{nber 13,1976. Since that date, the IRS has suspended rulemaking in
this area.

The problem, however, is that a few months prior to the conference
report’s adoption, to be exact, on April 12, 1976, the Service issued two
classification rulings affecting the tax status of real estate agents. It
was clearly the intent of the Congress, Mr. Chairman, that further
rulings of this sort be held in abevance until the general problem is
resolved. The Service, through, has been adamant in its contention that
this directive does not apply until after the conference report was
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adopted in September, even though the Senate committee report which
was filed June 10, 1976, contained identical language. It hardly seems
fair to single out real estate agents in this way for separate and adverse
tax treatment. .

The bill before you would simply require the IRS to extend its sus-
pension on further rulemaking in this domain back to January 1, 1976,
the effective date of the Tax Reform Act of 1976. The effect would
to return the tax treatment of the real estate industry to the status
quo ante revenue ruling 76-136 and 76-137. Thus, whether a sales-
Eerson is an employee or an independent contractor would, under this

ill, continue to be determined in accordance with longstanding judi-
cial precedent and well-established Treasury guidelines.

The real estate industry has operated umﬁl:' these rules since the
early 1950’s and should be allowed to continue to rely on those prin-
ciples until such time as Congress enacts general legislation on the
entire question.

I thank the chairman and the committee for considering this very
crucial legislation, and I also support 3007 in general.

Thank you, Mr. Chairman.

Senator Byrp. Thank you, Senator DeConcini. That is a good
statement.

Senator Curtis?

Senator Curris. I have no questions. We have covered the points.

Senator DEConcini. Thank you very much, Mr. Chairman.

Senator Byro. Thank you, sir.

The next witness will{)e the Senator from Alabama, Senator Allen.

Senator Allen, will you come forward ?

Welcome, Senator Allen. I understand you will testify on S. 3080.

- Senator ALLEN. Yes, sir, and because we have so much business
today, I thought I would be very brief.

STATEMENT OF HON. MARYON ALLEN, A U.S. SENATOR FROM THE
STATE OF ALABAMA

Senator ALLEN. Mr. Chairman, I am delighted to have the oppor-
tunity to testify before the Subcommittee on Taxation and Debt Man-
agement in favor of S. 3080. as introduced by my late husband, Senator
James B. Allen, to amend the Internal Revenue Code of 1954 to
exciude certain services performed on fishing boats from unemploy-
ment compensation. This proposed legislation would serve to correct
an inequity which presently exists in the Internal Revenue Code with
reference to the fishing industry.

This legislation you are considering will exclude these hoat owners
and operators from the excessive burden of paying unemployment
tax on those crewmen defined as being self-employed under the Tax
Reform Act of 1976 and will bring some consistency in the enforce-
ment of, and compliance with, these two laws.

Employers need some relief from excessive government intervention
and regulation. Enactment of S. 3080 would be tax reform in its purest
serll_sef. Tax consistency would be a welcome reform, and a welcome
relief,
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Therefore, it is my hope that the Subcommittee in its wisdom would
seek to recommend the enactment of this legislation which is of such
vital importance to the fishing industry in Alabama—and T would like
to add that it would affect all other States who have fishing industries
with smaller crews, like shrimp fishing.

I would like to submit, Mr. Chairman, the full statement,

Senator Byrp. Yes, thank you, Senator Allen. Your full state-
ment——

Senator ALLEN. I thought you had so much on the agenda today that
it would be very welcome if I did not read all of this.

Senator Byrp. That is very considerate of you, and your full state-
ment will be published in the record at this point.

Senator ALLEN. Thank you and I will not impose upon you any
more. '

Senator Byrp. Senator Curtis?

Senator Curris. We thank you for your appearance, and just one
question.

Is it your understanding that, if the language as originally written
in 1976 was construed in the manner that the Congress had in mind,
woulc% it have taken care of your problem, or do you need an amend-
ment :

Senator ALLEN. Well, the thing was, Senator Curtis, that the in-
consistency is that they declare a man self-employed under one act
and then they claim, in this other one, that the same man is an em-
E(l:gee, and it is very confusing to the owners and to the men alike,

use so many times these are just pickup crews that they employ for
a few hours, or a day or two at the very most.

And so it is very confusing when these men really, in essence
self-employed. They are not attached to one crew for long perioé
time.

Senator Curris. Thank you.

Senator ALLeN. Thank you.

[The prepared statement of Senator Allen follows:]

are
s of

STATEMENT OF SENATOR MARYON ALLEN

Mr. Chairman, I am delighted to have the opportunity to testify before the
Subcommittee on Taxation and Debt Management in favor of S. 3080, as intro-
duced by my late husband, to amend the Internal Revenue Code of 1954 to exclude
certain services performed on flshing boats from unemployment compensation.

This proposed legislation would serve to correct on inequity which presently
exists in the Internal Revenue Code with reference to the fishing industry. Under
the Tax Reform Act of 1976, criteria were established under which certain crew-
men would not be considered employees of the owner or operator of the fishing
boat. In effect, the Internal Revenue Service has declared shrimp boat crews to
be self-employed provided that, (1) the crewman does not recelve any cash
renumeration, (2) the crewman receives a share of the boats' catch of fish or
a share of the proceeds from the sale of the catch, (3) the amount of the crew-
man’s share depends on the amount of the boats' catch, and (4) the operating
crew of the boat is normally made up of fewer than ten individusls. These criteria
were made applicable for purposes of withholding Federal tax and Federal In-
surance Contributions Act tax; and consequently, exempts the employed, in this
case the boat owner, or operator.

It is interesting to read the Report language of the Senate Committee on
Finance contalined in report 94-938 on the Tax Reform Act of 1976, regarding
their decision as to treatment of those individuals employed in fishing as re-
flected in Sec. 1207 of H.R. 106812, Prior to the enactment of the Tax Reform
Act of 1976, the Internal Revenue Service treated individuals employed on fishing



58

boats as regular employees. As & result, operators of the boats were required
to withhold taxes from the wages of the crewmen as well as deduct and pay
taxes as employees and employers under Social Security.

In its rationale for exempting employers from these taxes, the Committee
concluded that crews working on boats used in fishing, such as taking shrimp
and lobsters, are frequently “pick-up” crews composed of individuals who may
work for only a few voyrages, and sometimes even for only one voyage. It was
pointed out that in some cases, the boat operator might select his crew from
individuals found waiting on the dock in the mornings. In other cases it was
found that small boats might be operated by relatives, no one of whom is con-
sldered the boat operator, “captain,” or even the crew’s leader. In such instances
the voyage, as it were, became more of the nature of a joint venture than one of
an employment situation.

The committee report states,

“Under those circumstances, it is difficult and impractical for the boat opera-
tor to keep the necessary records to calculate his tax obligations as an employer,
and it is equally difficult for him to withhold the appropriate taxes for payment.
Often these boats operate with small crews, and the boat operator himself is likely
to be an individual who has worked as a fisherman throughout his career, and
who is unaccustomed to keeping records of any type, especially the type required
under the tax rules for employers.” (p. 385)

Another contributing factor to the special consideration given to these boat
operators is the nature of the remuneraiion paid to their crewmen. In many
cases, the crewmen are paid no regular salary but instead receive a portion of
the catch., There are times when the catch is sold upon return to shore, usually
by the boat operator, and subsequently each crewman is immediately paid a
percentage of the proceeds of the catch equivalent te the portion of the catch
for which he had agreed to work. Taking all of these arguments into effect the
Committee stated :

“In view of the baslc informality of these arrangements, and the consequent
difficulty in adhering to the obligations required of employers by the Internal
Revenue Code, (and) believes it appropriate to remove these obligations from cer-
tain small boat operators by treating their crewmen as self-employed individuals.
The Committee believes that this will recognize the basic nature of the arrange-
ment between the boat operators and the crewmen since the crewmen, under
these arrangements, should find it much simpler and more convenient to calcu-
late and report their own income for tax purposes than do the boat operators.”
(p. 385)

As a consequence, this amendment included in the Tax Reform Act of 1976
provides that boat crewmen under the aforementioned circumstances should
be treated as self-employed for purposes of income tax withholding from wages,
the self-employment tax, and social security taxes. As a part of this amendment,
the committee did require boat operators to report the identificaton of the self-
employed individuals serving as crewmen, as well as the portion of the catch
allotted to that individual. The boat operator is also required to report the
percentage of his own share of the catch and to provide each of the self-employed
crewmen a written statement on or before January 31 of the succeeding year
showing the information reported by the boat operator with respect to that
crewman for the proceeding calendar year contingent upon the crewman’s
supplying the boat operator with a location at which he would receive the re-
turn statement.

These relief provisions to the fishing industry for social security tax and in-
come withholding tax liabilities by redefining “employment” in Sec. 312(b) (20)
and ‘“wages” in Sec. 3401(a) (17) of the Internal Revenue Code were granted
retroactively to December 31, 1971, against imposition of assessments for these
two taxes, (26 USCA (Pocket Part) paragraph 3121(b) page 220).

Mr. Chairman, the same arguments and the same rationale for excluding the
boat owners and operators from the necessity of withholding income taxes and
the withholding of and payment of social security taxes can be applied to their
proposed exemption from unemployment taxes. The fact that unemployment
tax liability for the fishing industry was not included in the 1976 Tax Reform
Act was in my judgment an obvious oversight by the Congress which 8. 3080
intends to cure.

The Committee further modifled the provisions of their original language
dealing with crewmen on fishing boats in its supplemental report (94-938, part 2)



59

on the Tax Reform Act of 1976, dated July 20, 1976, by expanding its definition
of self-employed Individuals to say that : .

*All crewmen on fishing boats (or boats engaged in taking other forms of
acquatic animal life) are to be treated as self-employed individuals if the oper-
ating crew of the boat upon which they serve, normally consists of fewer than
ten individuals, and also if the sole renumeration of these crewmen consists of
a share of the catch of the boat, or, in the case of an operation involving more than
one hoat, consists of a share of the catch of the entire group of boats.” (p. 65)

It is inconsistent, Mr. Chairman, to require the employer in this case the boat
owner, or operator, t0 pay unemployment taxes on those who, under the Tax
Reform Act of 1976, are classified as self-employed. The self-employed are not
eligible to collect unemployment compensation. Though these are different taxes,
there is no reason for inconsistency in exemptions. If a person is considered self-
employed under the criteria of the one, there is no reason why an employer
should be required to pay unemployment tax on that self-employed individual.
Exclusion from coverage under the Federal Insurance Contribution Act (FICA)
should be extended to mean an exclusion from coverage under the Federal
Unemployment Tax Act (FUTA). Either a man is self-employed or he is not.
It is inconsistent to dectare a crewman self-employed under one act and claim
that same man as an employee of the boat owner or operator under another
act.

To further corroborate the argument for employer relief from FUTA taxes
are the provisions of the Technical Corrections Act of 1978, H.R. 6715, which
passed the House under Suspension of the Rules on QOctober 17, and designed
to correct technical and clerical mistakes in tax laws. Though not yet passed by
the Senate, the bill was reported to the Senate by the Finance Committee on
April 19, 1978 (S. Report 95-745). This legislation carrles a provision reported
in Section 2(aa), which rides the relief provisions for the fishing industry from
December 31, 1971, as provided for in the Tax Relief Act of 1976, back to 1954.
However, once again, the Technical Corrections Act of 1978 affects only social
security and income withholding tax liabilities for the fishing industry. Similar
relief provisions for FUTA tax liabilities have not been included in either of
these acts, Mr. Chairman, an obvious oversight by the Congress which 8. 3080
intends to cure.

Since the intent of this legislation, S. 3080, is to bring consistent relief to
the fishing industry and since I have become aware of the provisions of the
Technical Corrections Act of 1978 carrying the relief provisions for soclal se-
curity and income withholding tax liabilities back to 1954, I would suggest the
effective date of S. 3080, January 1, 1978, be amended to include a similar pro-
vision for retroactive effectiveness of the FUTA exemption so that the fishing
industry will be uniformly relieved from liability for all three taxes.

In reading Sensate Report 94-938, Part One, a short paragraph on page 385
caught my attention. The Committee stated :

“In treating these situations as instances of employment of crewmen by
boat operators, the Internal Revenue Service has not only required current
payment of employment taxes by the boat operators, but has also assessed
these taxes retroactively for all tax years still open under the Statute of Limita-
tions. A8 a result of possidble sizeadble asscssments, many boat operators may face
bankruptoy.”

The same situation exists for the boat owners and operators regarding the
FUTA tax, Mr. Chairman. 8. 3080 would simply amend Section 33061 ¢) of the
Internal Revenue Code (relating to the definition of employment under the
Federal Unemployment Tax Act) by using the same criteria to determine self-
employment of the crewmen for unemployment tax purposes as used to deter-
mine self-employment of the crewman under the Tax Reform Act of 1976.

There should be no apprehension that the proposal or enactment of this legis-
lation smacks of indifference or callousness with reference to the crewman.
There is no conspiracy to deny the crewman benefits. Shrimp boats and other
fishing boats can be worked the year round in many instances. It may not be
pleasant to work In the winter months as it is in the summer months, but the
jobs are still there and those who have the fncentive and will to work, have ample
opportunities to do so.

Finally, Mr, Chairman, this legislation would consequently exclude these
boat owners and operators from the excessive burden of paying unemployment
tax on those crewmen defined as being self-employed under the Tax Reform Act
of 1976, and bring some consistency in the enforcement of and compliance with
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theee two laws. Employers need some relief from excessive government inter-
vention and regulations. Enactment of S. 3080 would be tax reform in its
purest sense. Tax consistency would be a welcome reform and a welcome relief.
Therefore, it is my hope that the Subcommittee in its wisdom, will see fit to
recommend the enactment of this legislation which is of such vital importance
to the fishing industry of Alabama.

Senator Byro. The committee will want to know the position of the
Treasury Department, but instead of seeking it now, there will be
another witness on this measure, so I think it would be well to delay
until the second witness has testified.

The next witness will be the Congressman from California, Mr.
Panetta. '

I am glad to have you, Congressman Panetta.

Representative PANETTA. Thank you, Mr. Chairman.

STATEMENT OF HON. LEON E. PANETTA, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF CALIFORNIA

Representative PANETTA. I appreciate the opportunity to testify.
Having served here in the Senate for 3 years as a legislative assistant
to then-Senator Thomas Beakle, it is always a pleasure to come back,
just to come before this body.

Senator Byrp. We are glad to have you back.

Representative PANETTA. I am going to ask unanimous consent that
my statement be incorporated in the record.

Serr(lia.tor Byrp. Without objection, it will be incorporated in the
record.
¢ Representative PANETTA. I would like to summarize my comments

or you.

This is an issue that has been addressed by other witnesses and it
relates to the independent contractor-employee issue.

Obviously, the key elements of an eflicient tax system are that the
tax laws have to be clear, they have to be certain and they should
not be subject to arbitrary interpretation, either by the taxpayer or
by the Government. Under present tax laws, it is very clear that who is
a self-employed person and who is an employee has become an area
that is not clear. It is extremely ambiguous and extremely arbitrary.

Traditionally in thousands of businesses, people have labeled them-
selves as self-employed. In the direct selling area, for example, for a
large number of years—T70, 80 years—people in this area have labeled
themselves as being self-employed. This is true for real estate agents.
It is true for insurance agents. It is true for beauticians, for barbers,
for service station operators, for a number of others engaged in small
businesses in this country.

And, as a result of that, they file their self-employment taxes, they
file their estimated income taxes, they provide for their Keogh plan
and suddenly the IRS comes in and says, no, you are not independent.
contractors, you are really employees. The emgloyer, as a result, is
hit with additional withholding taxes, Social Security taxes, to the
tune of thousands of dollars.

In some instances we have had examples where the penalty imposed
on the business, in effect, outweighs the value of that business. We
have had bankruptcies resulting from this, businesses that have gone
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out of existence. We obviously had double taxation that is involved
in this area.

This has been confirmed in a number of reports. The GAO in No-
vember of 1977 indicated that this was an area that was unclear and
very ambiguous, suggesting some remedies on their own. As & matter
of fact, the Treasury Department itself in response to that GAO
report confirmed that this was an area that demanded clarification.

In the Congress itself, as the Senators have pointed out, in 1976 in
the Tax Reform Act, directed that the IRS withhold from proceed-
gnﬁs until Congress came up with a clear definition of who was an
independent contractor and who was an employee.

There is no question that a clear definition is required. The prob-
lem is, what happens in the interim? This is a grey area.

Having practiced law in this area, it is clearly a difficult situation
under the common law to come up with clear definitions of who is
an independent contractor and who is an employee, and obviously, it is
the task of this committee and the committee over at Ways and Means
to try to come up with that long-term definition.

e’flhle problem is, what happens in the interim? How does IRS pro-
ceed ?

The legislation that I have introduced in the House is aimed at
trying to provide an interim response. The first bill that I introduced
is essentially that introduced by Senator Dole and also Senator De-
Concini, which would require that the guidelines in effect in 1975
be applied by IRS, and not resort to new interpretations that have
taken place since 1976.

Another bill I have introduced would essentially allow a person to
be labeled an independent contractor if that is what he has been
labeled in good faith, and consistently, in the past.

Either one of those interim approaches, I think, is absolutely es-
sential to try to stop the IRS from continuing to proceed to, as I
said, arbitrary interpretations in this area.

This is, I think, in the public’s mind another example of the bu-
reaucracy, deciding how laws Congress passed ought to be interpreted
and ought to be applied and, in effect, making new laws.

I think it is our responsibility to make this area very clear and, in
the interim, try to provide the kind of interim help that literall
thousands of taxpayers must have if we are going to protect small
businesses and those engaged in small businesses.

So I would refer the committee H.R. 12427 and H.R. 13313 for your
consideration in hopefully developing an interim response to what is
a difficult situation.

Senator Byrp. Thank you, Congressman.

Representative Paxerra. Thank you Senator.

Senator Byrp. Senator Curtis?

Senator Curtis. We appreciate your testimony here and in defer-
ence to those who are to follow, I will not prolong this, but it does
have a very wide application, does it not ?

Representative PaNETTA. It certainly does.

Senator Curris. Taxi drivers, real estate salesinen and may other
business operations throughout the years have been operating on the
basis of independent contractor arrangements. It is my understand-
ing that it does not effeet the actual income tax liability of the parties

34-800 O - 79 - §
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but it does cause expense and great inconvenience because they have
to reconstruct their books on the basis of this new determination, and
in some instances there might be some interest or penalties because
of it. It also affects cash flow because it affects the withholding, even
though there is no distinction between the tax rates on whether it was
self-employment income or wages.

Do you concur in that ?

Representative PaNErTa. All 0f the points that you mentioned are
correct. It is the restructuring, but it has also been my experience
that the penalties themselves do not take into account the amount
paid to the Government in self-employment taxes and the result is that
you have cases of extreme double taxation.

And also, when you are facing that kind of penalty, you go back
3 years retroactively, that is a substantial sum to have to come up with
all in one payment, and that is what really hurts most of these
businesses.

Senator Curtis. It is my contention that if a particular situation
is treated in a certain manner over a long period of years, then it
becomes the law by the law of usage and precedent. And if there are
problems that arise or an injustice or any other factor that requires
attention, then the Treasury should promulgate a remedy and bring
it to the Congress and ask that it be enacted. But it should not by
1egulation change the obligations of taxpayers based on a concept
which is different from what they have, in good faith, relied on over a
period of maybe a great many years.

Do you concur?

Representative PANETTA. I think that is exactly right, Seenator.

I have had occasion to talk to Treasury employees in this area who
have stated that it is a very arbitrary situation at the present time.
Those agents in California, for example, say what they are adherin
to is the Attorney General’s interpretation in California, which coul
result in 50 different interpretations on what is an independent con-
tractor and what is a self-employed person, or what is an employee.

I think this is a situation that just immediately demands the atten-
tion of the Congress.

Senator Curtis. In addition to the hardships faced by the indi-
viduals directly involved, it creates a confusion throughout our econ-
omy that is detrimental to job-producing activities going forward. is
that not correct ?

Representative PANETTA. Exactly.

Senator Curtis. No further questions.

Senator Byrp. Thank you, Congressman.

Representative PANeTTA. Thank you very much, Senator.

[Tge prepared statement of Congressman Panetta follows:]

STATEMENT OF REPRESENTATIVE LEON E. PANETTA

Mr. Chairman and Members of the Subcommittee: I appreciate having the
opportunity to speak to you about an issue which is of growing concern to
business men and women throughout the country; namely, the tax status of the
independent contractors. In addition, I want to applaud the efforts of Senators
Dole, DeConcini, and Haskell for introducing legislation similar to the bill I
have introduced in the House which would rectify this serious situation.

Over the past several years, there has been increasing anger within the business
community over the arbitrary and inconsistent actions of the internal revenue
service. Within the last three years, the IRS has attacked thousands of businesses
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where individuals whose occupations are real estate salespersons, barbers, beau-
ticians, insurance agents, and service station operators work as independent
contractors. By reclassifying such individuals as employees for federal tax pur-
poses, the IRS is now demanding that firms pay additional payroll taxes, with-
holding taxes, unemployment taxes, and both halves of Social Security. This
arbitrary labeling of self-employed persons as employees is forcing countless
businesses into bankruptey or into the courts. A situation which I feel is un-
warranted and totally unacceptable.

1 am here today to urge this subcommittee to move quickly to provide immedi-
ate relief to literally thousands of businesses who are being harassed by these
arbitrary and inconsistent IRS audits. Although there clearly is a need for a
long-term solution to this grey area in the law, I fel that 8. 3007, S. 3037,
H.R. 12427, H.R. 13313 or similar legislation would provide the type of immediate
interim respite from recent IRS actions that the business coumunity needs while
more comprehensive legislation is being developed by the Joint Committee on
Taxation.

This s exactly what the Congress said in 1976 when the conferees on the Tax
Reform Act directed the Internal Revenue Service to withhold making any new
interpretations of the law until Congress acted on clarifying the law itself. But
the IRS has ignored this directive, unjustified audits continue, and we, as legis-
lators, have our responsibility to represent the needs of our constituents.

In a time when virtually every business is threatened by the growth of big
government, it is obvious to me that we cannot allow the Internal Revenue
Service to pursue the course of action it is currently taking. The self-employed
person is basic to a free economy. Therefore, it is imperative that the independ-
ence of the self-employed person be maintained through our tax system.

There are other issues involved in the debate over who is or {s not an inde-
pendent contractor which relate to the roles of the executive and legislative
branches of government. Who, in fact, should be making the decisions about this
complex issue? Should it be the Treasury Department, based on its need to col-
lect additional tax revenues? Or, should it be the Congress, based on the needs
and desires of individual taxpayers? It is my view and I think you will agree,
that the latter is not only preferable, but is absolutely essential under the Con-
stitution and our process of government.

The controversy surrounding the independent contractor issue has made our
tax system increasingly inconsistent, confusing and inequitable. No longer can
self-employed persons count on the right to make independent decisions about
their lifestyles without government interference or harassment. As things
stand now, the IRS can come in and retroactively reclassify any person as an
employee and literally put him out of business. Or, it can tax the same person
twice, since many times a broker does not have the information necessary to
establish an offset. Let me repeat, this situation is unacceptable.

According to Adam Smith in Wealth of Nations, “The tax which each individ-
ual is bound to pay ought to be certain, not arbitrary. The time of payment, the
manner of payment, the quantity to be paid, ought all to be clear and plain to the
contributor, and to every other person ... The certainty of what each individual
ought to pay is, in taxation, a matter of so great importance that a very consid-
crable degree of inequity is not near so great as a very small degree of
uncertainty.”

It is obvious that the tax status of the independent contractor is totally un-
certaln, both for the taxpayer and for the government. Thus, I would urge the
members of this Subcommittee to consider this mnatter thoroughly, and in the
meantime, to endorse a short-term legislative solution to the bills I have
mentioned.

I feel that the support of 56 of my colleagues in the House who have agreed
to co-sponsor my bills indicate the importance of this matter to the people of
this country.

As you may know, Chairman Al Ullman of the House Ways and Means Com-
mittee has appointed a Task Force within the Committee to consider legislation
in this area. I have discussed this matter with the Chairman of the Task Force,
Charles Rangel of New York, and other members and they concur in the need
for interim legislation pending the development of a long range proposal. I would
urge the Subcommittee to follow the same course.

I want to commend the chairman and the members of the subcommitee for
holding hearings today, and I want to offer my assistance in developing effective
interim legislation to provide immediate relief to independent contractors in



64

accordance with the previously expressed wishes of the House and Senate
conferees on the Tax Reform Act of 1976.

Thank you.

Senator Byrp. Senator Hathaway ; do you have a statement that you
wanted to make ?
. Senator HaTHAWAY. Thank you very much. I apologize for being

ate.

Senator Byrn. We are delighted to see you, sir.

Senator HatHawaAy. It took me 2 hours to get in this morning
because of the transit strike.

STATEMENT OF HON. WILLIAM D. HATHAWAY, A U.S. SENATOR
FROM THE STATE OF MAINE

Senator Hatraway. I appreciate very much the opportunity, Mr.
Chairman, to testify in respect to S. 2128. I am happy to be a co-
sponsor of this bill with Senator Inouye and many others.

I am concerned about the economic security of our senior citizens.
These are the people who have made this great country. They have
made their contribution and now that they have retired from the
\siorking world, many of them are having a very difficult time getting
along. ‘

We have enacted many laws to assist them, and we have all whole-
heartedly supported those, but I think there is something further we
can do. Some further changes which are incorporated into S. 2128 will
be of a great deal of benefit, particularly to those who are not the recipi-
ents of social security benefits which, as we know, are not taxable.

Now, an individual who is 65 years of age is allowed a tax credit of
15 percent of an initial maximum amount, depending on the taxpayer’s
filing status, less certain reductions. The maximum amount for credit
computation is not limited to retirement income. All types of taxable
income are eligible for the credit, including retirement income, per-
sonal services income and investment income.

Now, the maximum amount for computing the credit is $2,500 for
a single person 65 or older and $3,750 for a married couple filing a joint
return.

The maximum amount must be reduced by a tax-exempt retirement
income, such as social security. The maximum amount must also be
reduced by $1 for each $2 for which the taxpaye.'s adjusted gross in-
come exceeds the following levels: $7,500 for single taxpayers; $10,000
for married couples filing a joint return.

I know that time is limited, Mr. Chairman. I would just summarize
by saying this bill raises the maximum base figure to $3,000 per indi-
vidual, $4,500 for couples filing jointly, and also it would index the
the maximum base figure to reflect changes in the cost of living we
have each year. That would obviate the necessity for us relegislating
periodically to adjust for these changes. The bill also eliminates the
phaseout figure altogether.

We believe that with these changes that we will be assuring protec-
tion to 4 million retired people who are for the most part, living with-
out any social security benefits. We are giving them a break that they
are certainly entitled to.
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Senator Byrp. Thank you, Senator Hathaway, and your complete
statement will be published in the record.

Senator Haruaway. Thank you very much, Mr. Chairman.

Senator Byrp. Senator Curtis?

Senator Currtis. I have no questions. ]

Senator Byrp. May I ask, does Treasury have a position on this?

Mr. SamuEeLs. Yes; we do, Senator. I believe—are there other wit-
nesses on this bill as well ¥

Senator Byrp. There are other witnesses, so that being the case, the
Chair will call on you later.

Mr. SamuEeLs. Fine.

Senator HaTiHawAyY. You do not want to say it while I am here?

Mr. SamueLs. We would prefer to wait for the other witnesses to
testify.

Senator Byrp. Maybe we can get Senator Hathaway back.

Senator HATHawAY. The cost of this is modest. It is only $500 mil-
lion, Mr. Chairman, and it is worthwhile.

Senator Byrp. Thank you, Senator.

[The prepared statement of Senator Hathaway follows:]

STATEMENT OF SENATOR WILLIAM D. HATHAWAY
TAX CREDIT FOR THE ELDERLY (8. 2128)

Mr. Chairman, I appreciate the opportunity to testify on S. 2128, a bill to revise
the tax credit for the elderly which I am pleased to cosponsor with Senator Inouye
and several other distinguished colleagues. I am also grateful to this commlittee
for its active consideration of numerous tax issues prior to the committee’s action
on major tax legislation this Congress.

I am deeply concerned about the economic security of this Nation's senior
citizens. It is these men and women who have created our great country. It is
they who have brought up a new generation to carry on that heritage of action
and compassion. And it is our generation’s obligation to secure their financial
security in old age.

We have enacted numerous laws to assist our senior citizens. I have actively
supported them. Among these programs are special tax provisions and the compre-
hensive soclal security system.

Under current law social security income is tax exempt. As a matter of legis-
lative concern, we declared that the ability of elderly persons to meet basic medi-
cal and economic needs is of such social significance as to warrant this tax
exemption..

However, the ability of nonrecipients of social security to meet these basic
needs is no less important. To assure equality, Congress enacted a retirement
credit for the elderly.

Presently, an individual at least 85 years of age is allowed a tax credit of 15
percent of an initial maximum amount (depending on the taxpayer's filing status)
less certain reductions. The maximum amount for credit computation is not
limited to retirement income. All types of taxable income are eligible for the cred-
it: including retirement income, personal service, and investment income. The
maximum amount for computing the credit is $2,500 for a single taxpayer, 63 or
older and $3,750 for a married couple fling a joint return where both are 65 or
older. The maximum amount must be reduced by taxexempt retirement income,
such as social security. The maximum amount must also be reduced or $1 for
each $2 by which the taxpayer’s adjusted gross income exceeds the following
levels: $7,500 for single taxpayers and $10,000 for married couples filing a
joint return.

In other words, for persons 65 and older only those with adjusted gross incomes
under $7,500 and no social security income are eligible for the full $375 credit.
(15% of $2,500). Those persons with modest incomes ($7,500-312,500) receive
little or no credit, while those with incomes above $12,500 receive nothing. Of
course, the maximum base figure is reduced by any social security income (or
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raflroad retirement income) up to $2,500, at which point the individual’s credit
is completely eliminated. ($350 for couples filing jointly),

A 15 percent credit is also applicable to the retirement income of individuals
under age 85 who are receiving benefits under a public retirement system.

These programs have contributed substantially to the economic security of
our senlor citizens. However, even today, about one-quarter of the elderly are
either poor or ‘“near poor’—that is, their incomes are less than 125 percent of
the poverty line. For minority elderly, and women living alone, escape from
poverty has been the most difficult.

S. 2128 will help to correct some of the deficiencies in the present credit for the
elderly. It will extend significant tax assistance to many of the middle income
senior citizens and it can contribute benefits to the low income elderly.

Specifically, it will :

1, raise the maximum base figure to $3000 for individuals and $4500 for couples
filing jointly.

2. index the maximum base figure to reflect changes in the cost of living each
year, and

3. eliminate the phase-out figures on the adjusted gross income of persons 65
and older.

What will be the effect of these changes?

First, the adjusted gross income phase-out feature of the credit discriminates
against middle income taxpayers who rely on taxable retirement income. Elimi-
nation of the phase-out will more fairly equalize the tax treatment of those
recelving tax-exempt social security benefits and those receiving taxable retire-
ment income.

Second, the increase in the initial maximum amounts to which the credit is ap-
plied and the future cost-of-living adjustments to these amounts reflect the
enormous impact that inflation has on retirement Income. Retired persons are
hurt by inflation more than other people. They have reduced income with little
opportunity to save for the future. Increases in the cost of food, medical care,
housing, transportation and energy place a severe burden on them.

Third, the elimination of the phase-out rule would remove what is, in essence,
a penalty against savings and investment income, and active employment earn-
ings by persons age 65 and older. Since the phase-out rule is based on an indi-
vidual’s adjusted gross income, limiting income from these other sources often
pushes an otherwise qualified individual above the phase-out level causing him
to lose all or part of the credit.

Fourth, the elimination of the adjusted gross income limitation would simplity
the preparation of tax returns by the elderly.

Modifications may have to be made in this bill to assure its enactment this year;
and I belleve that tax relief for the elderly of America is imperative.

I do believe that S. 2128 is a fundamentally important reform to fulfill our
promises to the nation’s senior citizens.

We must never forget that their problems are our problems.

Last week HEW Secretary Califano spoke to the Senate Select Committee on
Aging. He sald:

“If we are spending more on behalf of older Americans, that is only as it should
be. It is one mark of the respect in which society holds the older generation. Nor
is the effort we make on behalf of the elderly unrelated to our own lives. The
taxes that younger workers pay on what they earn today not only assures
their own future, they make possible a better present for all generations. With
medicare paying for the medical needs of elderly parents, the earnings of the
young can be used for education or the down payment on & home. * * * The
economic choices made by any one generation affect ail.”

We have made a commitment to the income security of the nation’s senior
citizens. They have given their earning lives to assure a better world for all of
us. In their hours of retirement and reflection we should assure their financial
security. We should do no less than enact 8. 2128.

Senator Byrp. Next will be a group of witnesses, a panel of four:
Mr. Richard C. Farrer, National Association of Realtors; Mr. Neil
H. Offen, Direct Selling Association; Mr. Francis O. McDermott, rep-
resenting the National Association of Independent Insurers; and Mr.
Jerome B. Libin, representing Kansas Farm Bureau Insurance Cos.
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Each will be discussing and supporting S, 3007 and S. 3037 and when
this panel concludes, the Chair will ask the Treasury Department to
give its view,

Fifteen mimites has been allotted to the panel.

STATEMENT OF RICHARD C. FARRER, CHAIRMAN, LEGISLATIVE
COMMITTEE, NATIONAL ASSOCIATION OF REALTORS

Mr. Farrer. Mr. Chairman and members of the committee, my name
is Richard . Farrer. I am a realtor from Castro Valley, Calif., and
[ am, at present, the chairman of the legislative committee of the
National Association of Realtors.

Accompanying me today are Gil Thurm, our association’s staff legis-
lative counsel and Donald Osteen of the firm of Arent, Fox, Kintner,
Plotkin & Kahn, our spectal tax counsel.

We welcome this opportunity to express the enthusiastic support
of the National Association of Realtors and its 600,000 members for
S. 3007, introduced by Senator Dole and cosponsored by 12 other
Senators; 8. 3037, introduced by Senators DeConcini and Haskell and
cosponsored by four other Senators; and for H.R. 12427, introduced
by Congressman Panetta and some 60 cosponsors.

The prompt enactment of such legislation is essential to provide
timely relief to taxpayers from retroactive charges in the law and to
prevent the IRS from usurping the right of Congress to set the stand-
ards defining independent contractor status.

Since 1951, more than 90 percent of the real estate salespecople—
today, in excess of 1,200,000—have been recognized to be self-employed
and have been taxed as such. Within the last 3 years the IRS has
unfairly attacked real estate brokers with claims for back taxes on the
erroncous theory that their salespeople are employees and not self-
employed.

The IRS is presently ignoring the request of conferees on the Tax
Reform Act of 1976 not to change its position regarding independent
contractor status. As a result, taxpayers are being faced with finan-
cially ruinous retroactive tax assessments.

These huge proposed assessments are generally imposed against
small businesses and have been for amounts which are more than the
net value of the business. For example, recently a broker had a pro-
posed assessment of $850,000 while his net book value was $100,000.

Such an assessment can drive a business into bankruptcy even if
the IRS claim is without merit because of the inability to obtain credit
with such a huge contingent liability outstanding. These huge assess-
ments have a chilling effect and are designed to pressure taxpayers into
treating their salespersons as employees.

In fact, we have heard of situations in which the IRS agents have
indicated that ruineous backtax assessments could be dropped if the
taxpayer agrees to treat his workers as employees in the future.

Congress may wish to undertake long and careful deliberations re-
garding future standards for independent contractor status. In the
meantime, the prompt enactment of S. 3007, S. 3037, and H.R. 12427
is urgently needed to provide an interim respite from unjustified IRS
attacks.
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None of these bills would prevent the IRS from auditing genuine
abuse situations. S. 3037 would override two specified IRS rulings
which changed guidelines of nearly 30 years’ standing.

S. 3007 and H.R. 12427 would prohibit the IRS from continuing to
apply any changed position which is inconsistent with a position in
effect on December 31, 1975.

Because of the short time left in this session of Congress, we urge
this subcommittee to act quickly on this vital legislation.

Thank you for the opportunity to present our views. We will be
pleased to respond to any questions the committee may have.

Senator Byrp. At this point, Mr. Farrer, I would like to ask this
question.

The Treasury Department announced this morning in its summary
positions on the bills set for hearings this morning tﬁat in connection
with S. 3037 that Revenue Ruling 76-136 and 76-137 will be revoked
and Treasury mimeograph 6566 will apply for all periods prior to
January 1, 1979.

In ;riew of this change in position, is legislation necessary at this
point ¢

Mr. Farrer. Well, this would solve certainly, Senator, our immedi-
ate problem, because both of those rulings have happened since De-
cember 31, 1975. However, again, there is still ambiguity between the
long-established industry practices and the manner in which the In-
ternal Revenue Service’s agents approach the audit of a real estate
brokerage firm’s independent contractor relationships.

Senator BYrp. You may proceed.

Mr. OFren. Thank you.

STATEMENT OF REIL H. OFFEN, PRESIDENT, DIRECT SELLING
ASSOCIATION

Mr. OFreN. My name is Neil H. Offen and I am president of the
Direct Selling Association—DSA, for short.

With your permission, I will summarize our testimony which has
been submitted for the record.

DSA is the national trade association for the leading manufac-
turers, distributors, and retailers for products meant to ﬁe sold pri-
marily in the home. Each year, 4 million individuals sell consumer
products via our method of marketing. Of these, 80 percent are women,
12 percent are minority group members, 10 percent are disabled in-
dividuals, and over 100,000 are 65 years of age or more.

Direct selling offers income opportunities for all regardless of race,
age, sex, marital status, educational background, financial, or physical
condition, or any other artificial barrier to earning money often found
in our society. According to a Lou Harris stu(Ty, 8 percent of the
homes in America will have someone in them selling in our industry
each year.

Harris also found that the most important aspect in the business
life of a direct salesperson was not the money they made, but rather
their independence—being their own boss, working their own hours in
their own way. Their sales volume for 1977 is estimated at $7.5 billion.

Our organization strongly supports the retention of the common law
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test which has worked well for generations and provides enough flex-
ibility to assure diversity in the marketplace. Such diversity, espe-
cially in the promotion of individual initiative and entrepreneurship,
contributes greatly to our national strength and should be fostered at
every opportunity.

Our companies have been treating salespeople as independent con-
tractors for well over 100 years and have successfully defended this
status in court as recently as last year before the full Court of Claims.

However, due to recent IRS attempts to undermine the common law
test, bills such as S. 3007 have been introduced.

DSA supports the concept behind this bill and salutes Senator Dole
for taking a leadership position in it, and that concept is to stop IRS
harrassment of independent contractors and companies associated
with them.

We believe IRS is seeking to make as many independent contrac-
tors into employees as they possibly can. Such attempts are not with-
in their responsibilities or duties, and have brought about catastrophic
results for numerous taxpayers.

Unfortunately, we do not believe that S. 3007 is comprehensive
enough. While it may help one or two industries, it very well might
leave others in the same position existing prior to its passage—spe-
cificially, woe do not believe tying the legislation to a December 31,
1975, date is sufficient, and accordingly submit for your considera-
tion H.R. 13313, introduced by Congressman Panetta, which contains
the provisions of S. 3007 and adds two sections.

These sections state that an individual shall not be treated as an em-
ployee if the taxpayer, in good faith, consistently treated the person
as an independent contractor. The act would remain in effect until it
was specifically repealed by the Congress.

DSA urges the amendment of S. 3007 to reflect this language.

DSA also supports legislative adoption of the procedural recom-
mendations found in the GAQ’s report on this subject to the Joint
Committee on Taxation. We also oppose any attempts to merely sus-
pend audits while Congress studies this issue since a mere suspension
will not help taxpayers facing huge and continuing assessments.

According to our economic consultant, Robert R. Nathan, the loss
of the independent contractors status in our industry alone would re-
sult in cost increases in excess of $500 million per year. More signifi-
cantly, it would result in a loss of at least two-thirds of the income
opportunities direct selling provides.

T calculate that to be a loss to the work force of over 2,650,000 in-
dependent contractors. Your help in protecting these persons’ incomes
and our corporations’ viability is needed.

We are confident that Congress will respond favorably to this need.
We will miss particularly Senator Curtis’ presence next Congress since
he has been fighting the good fight in regard to this issue for 30 years,
and the Nation owes him a debt of gratitude for his efforts.

Thank you very much.

Senator Byrp. Sir, T would like to second and agree 100 percent
with that last statement.

Who is the next witness?

Mr. McDeryorr. I am, Mr. Chairman.
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STATEMENRT OF FRANCIS 0. McDERMOTIT, PARTNER, HOPKINS,
SUTTER, MULROY, DAVIS, & CROMARTIE ON BEHALF OF THE
NATIONAL ASSOCIATION OF INDEPENRDENT INSURERS

Mr. McDermort. Mr. Chairman and members of the subcommittee,
Francis McDermott is my name. I am an attorney here in Washington,
D.C., in private practice and appear on behalf of my client, the
National Association of Independent Insurers.

This is a voluntary association of insurers. It has 400 members and
virtually every State in the Union is represented in that membership.
We are here to applaud Senator Dole and others who have taken a
forefront position 1n trying to resolve this particular type of problem
that we brought to the committee’s attention in 1976 when it con-
sidered the plight of the shrimp boat and lobstermen. Hopefully we
had obtaineg some relief from the conferee’s on the Tax Reform Act
in their directions to the Internal Revenue Service.

We have, however, been stymied and frustrated in attempts in trying
to implement what we considered clear policy with the IRS on an
adequate, equitable basis particularly for our member companies.

I would like to defer to Jerry Libin, who is an attorney with the firm
of Sutherland, Asbil & Brennan, who represent many of our mem-
ber companies, which have been virtually, and, I think, arbitrarily,
harassed by the Internal Revenue Service with their attempts to
reverse 30 years of revenue rulings which we have had and which the
IRS has not, in & published ruling told us that the prior rulings were
reversed.

Mr. Libin ¢

STATEMENT OF JEROME B. LIBIN, KANSAS FARM BUREAU AND
OTHER INSURANCE COMPANIES

Mr. Lisix. Mr. Chairman, I am here today on behalf of insurance
companies located in the States of Kansas, Nebraska, Mississippi,
Kentucky, and Indiana. Each of the companies I represent has been
adversely affected by the position of the Internal Revenue Service
relating to the status of their insurance agents as independent con-
tractors rather than employees.

Tn the case of the Kansas companies, the audit of their insurance
agents was begun on October 8, 1976, 3 weeks after Congress in the
conference report of the 1976 Tax Reform Act asked the Internal
Revenue Service not to adopt any new positions in connection with
this question. :

In the case of the Nebraska companies I represent, while the audit
was begun prior to the conference report, it went back to the year 1969.
No attempt to suspend the case was made after the conference report.
Assessment was finally made in 1977. The companies had no choice
but to pay some of the tax assessed and file a suit for refund in the
Court of Claims, which they did in February of this year. In other
words, they have been pushed all the way to litigation, notwithstand-
ing the direction in the conference report of the 1976 act.

My prepared statement describes the situation with respect to the
other companies.



71

Now, it is imperative, as I think Senator Curtis has recognized
carlier this morning. that some legislative action be taken, because
the Service has not paid any attention to the directions contained in
the conference report.

Senator Dole's bill, S. 3007, deals with the problem. However as
has been stated, it deals with it by adopting a cutoff date of January
1. 1976, for audit positions. That is simply too late to do any good,
because many of these audit positions were adopted prior to 1976
and. as I mentioned, in some cases go quite far back. Yet they were
the very reason why Congress took the action it did in the conference
report.

l'l‘horefor(‘., we recommend a date of January 1, 1970, as the proper
date for freezing the audit position of the Internal Revenue Service.

Now. I am absolutely stupefied by what Senator Byrd indicated
is the position of the Internal Revenue Service with respect to the
real estate industry as of this morning. They have revoked published
rulings issued in 1976 and announced that, with respect to that indus-
try.they will adhere to their old position until 1979.

What about all of the other industries that have been hit by a
change of position by the Internal Revenue Service during this period ?
It scems to me that something has to be done on a broad brush, across-
the-board basis, and the time to do it is now.

Thank you very much.

Senator Byrp. Next witness?

Does that complete the testimony ?

Mr. McDeryorr. Mr, Chairman, with regard to the Dole proposal,
S. 3007, we feel that there are two basic fundamental changes that
we would like adopted: the one Mr. Libin touched which deals
with changing the date to 1970, and particularly now with the an-
nouncement, of the Treasury Department today even makes it more
imperative. o

We would also like to have it broadened and incorporate, perhaps
thoe method that Congressman Panetta has put forth in his bill; name-
ly, a good faith test. A test that if an individual or corporation has con-
sistently filed returns and has consistently treated his personnel in those
returns over a period of years, as independent contractors such action
would demonstrate good faith, and further, that if he has rulings in
his favor, he should not, in any way, shape or form, have a changed
IRS position imposed on him after, say, 5 or 10 years of feeling as
though he was in the right.

I think the lumber people from Vermont could very well be that
type of case, and this would certainly insure fair treatment in this
regard.

Senator Byrp. Thank you.

Senator Curtis? '

Senator Curris. Mr. Libin, you anticipated my question, and that
was would the announcement as to the change in these regulations
take care of this problem across the board and you said that it would
not.

Mr. Ligin. That is my understanding, that it would not.

Senator Cvkrris. I would like to ask the lawyers on the panel before
us if they would be willing to prepare some language for us, which,
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in the light of the entire problem, solve the problem at least tem-
porarily in order to protect the interests of all people, until the Con-
gress can resolve the matter permanently.

You have made some suggestions here. Would you, within a reason-
able time, submit some language?

Mr. LisiN. We would be delighted to do that. I am sure can have
something for you very promptly, Senator.

Senator Curtis. Mr. Chairman, I would like to have incor{:orated
into the record at this time the nertinent paragraph from the con-
ference report of the Tax Reform Act of 1976. The paragraph in

uestion is paragraph 2 on page 489. I will not take time to read it, but
that was a reaffirmation by the full conference on the position taken
by the Finance Committee and it sets forth this problem.

Senator Byrp. Without objection, so ordered.

[ The material to be furnished follows:]

Because the status of individuals as independent contractors or employees for
Federal tax purposes presents an increasingly important problem of tax ad-
ministration, the conferees agreed to join in the request of the Senate ¥Finance
Committee (S. Rept. 94-938, p. 604) thai the staff of the Joint Committee on
Taxation make a general study of this area. The conferees also join in urging
the Internal Revenue Service not to apply any changed position or any newly
stated position which is inconsistent with a prior general audit position in this
general subject area to past, as opposed to future taxable years until the re-
quested staff has been completed. Thus, the conferees agree with the statements
on this aspect of the subject in the Finance Comniittee’s Report (S. Rept. 94-938,
p. 604), as amplifed by the Chairman and ranking member of the Finance Com-
mittee on July 26, 19768, during consideration of H.R. 10612 by the Senate.

Senator Curtis. Since we have covered this matter with other wit-
nesses, I will not have any questions, but we do express our gratitude
for the panel and their contribution to this important problem.

Senator Byrp. Senator Dole?

Senator Dorr. I would like to insert into the record a statement.

Senator Byrp, Yes; your statement will be published in full.

Senator DoLk. It is a statement I have prepared on S. 3007 and a
number of other bills I have introduced that are the subject of the
hearings on today.

[The material to be furnished follows:]

STATEMENT OF SENATOR BoB DoLE

Mr. Chairman, I appreciate the chairman calling these hearings to address a
number of tax initiatives. Many of the issues which the committee will hear
today are very important.

Mr. Chairman, two of the bills which are slated for consideration—S. 2392, a
bill relating to small business incorporations and S. 3125, a bill regarding invol-
untary conversion of special use valuation property have benefited from advance
consultation with the Treasury Department.

A meeting between the Finance Committee staff, my staff, and Treasury offi-
cials will hopefully smooth the way for passage of this technical, but needed
legislation.

Dole Propogals

Mr. Chairman, the subcommittee will be addressing seven proposals which
I have initiated or support as a cosponsor. The most controversial involves S.
3007 which I believe is first on the schedule.

8. 3007—INDEPENDENT CONTRACTORS

Mr. Chairman, the classgification of persons as employees or independent con-
tractors for Federal tax purposes has for many years been determined by the
common law. Because of an increase in Internal Revenue Service attacks on these
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long established rules, the Tax Reform Act of 1976 directed that a study on the
subject ~hould be conducted by the staff of the Joint Committee on Taxation.
That stndy is still in progress. However, since that time Internal Revenue Service
has been changing—by fiat—the status of the law.,

The Internal Revenue Nervice frequently determines that persons have lLeen
misclassified as self-employed and should, instead, be considered employees. Such
determinations hy the Internal Revenue Service are generally retroactive. This
determination can be devastating upon a small or large businessman. Employers
can be retroactively assessed employment tax for three tax years. Double taxa-
tion can oceur when the employer and employee pay income and social security
tax on the xame income. Self-employment retirement plans established by in-
dividual taxpayers ean be declared invalid with all prior tax contributions and
income earned hecoming taxable for the current year.

The hearing today will address my proposal, S. 3007. I know there are many
groups interested in this issue. I look forward to hearing their comments.

5. 2462—LIRA

The hearing will also address S. 2462, my proposal for establishing limited
individual retirement accounts,

In many cases, the amount that is contributed to a pension plan on behalf or
for a worker is limited to a percentage of the worker's salary or by the plan
itself. 'Thux, many workers do not have an opportunity to have the $1,500 allowed
by an IRA to be put aside for retirement. This legislation would allow active
participants in plans of qualified deferred compensation to establish a limited
individual retirement account. This proposal, if enacted, will open up increased
retirement benefits for millions of Americans.

8. 3288—PENSION PLAN DEDUCTION

The ennctiment of the Employee Retirement Income Security Act of 1974 has
contributed to the instability of many pension plans. I think that every Ameri-
can should have the opportunity to provide for his retirement. However, because
of inflation and bhurdensome Government regulation, it is increasingly apparent
that many Americans will not have adequate bhenefits to provide for their later
yeurs,

Qualified plan deduction

My proposal, which I introduced on July 13, grants an employee, who is an
active participant in a qualified pension plan, a deduction to the extent of the
contribution to the plan, or to an 1RA or in part to a qualified plan and in part to
an IRA. The deduction allowed under my proposal is limited to the lesser of 10
percent compensation or $1,000. The deduction would be allowed from gross to
adjusted gross income. A deduction will be allowed for either mandatory or vol-
untary contributions. If the plan does not permit employee contributions, the
employee may contribute within the limits, to an individual retirement account.

8. 3125—SPECIAL USE YALUATION

The Tax Reforin Act of 1976 provided that certain property used in farming
or i closely held business could be valued for estate tax purposes according to its
current use rather than its best use. Special use valuation provides significant
reductions in estate taxes for those estates 'vhich have a large portion of the
value tied up in these nonliquid assets.

However, in the past ceveral years, farmers and businessmen have been inflicted
with harsh tax results under the special use valuation rules when there is an
involuntary conversion.

Involuntary conversion

Under the current law, thoere is a recapture rule which mitigates the tax benefits
if the divisees dispose of the property or change its use within 15 years of the
death of the decedent. The recapture insures that the property will continue to be
used in & manner consistent with the special use valuation.

Mr. Chairman, an involuntary conversion during the recapture period can pro-
duce an unwarranted tax result. S. 3125 proposes that where an involuntary
conversion of qualified real property takes place, no recapture of the estate tax
oceur if like property of equal value and use replaces the involuntary converted
property.
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If property of lesser value replaces the involuntary converted property there
would be a proportionate recapture. :

I believe my bill is noncontroversial and is needed because of an oversight in
the original enactment of this law.

8. 233—BMALL BUSINESS INCORPORATION

This bill is designed to reflect recent judicial interpretation of § 357 of the
Internal Revenue Code. I believe that it is needed to prevent unwarranted tax
consequences to the small business.

Current law

Under sections 351 and 357 of the Internal Revenue Code, a taxpayer generally
will not recognize gain or loss upon the transfer of property and liabilities to a
controlled corporation in exchange for stock or security of that corporation.

However, section 357(c) provides that gain will be recognized to the extent
that the aggregate amount of ligbilities transferred to the corporation exceeds the
aggregate adjusted basis of the properties transferred.

Unezpected results

A problem may arise when the taxpayer transfers existing trade receivables and
payables to a new corporation. A cash basis taxpayer generally has no basis for
his accounts receivables, so that if payables of the cash basis taxpayer constitute
“liabllitles” for the purpose of section 357(c), an excess of liabilities over basis
usually will generate an unexpected taxable gain.

I believe that section 357(c) was designed to prevent taxpayers from realizing
an economic benefit, without tax, through the simple expedience of transferring
of low basis, appreciated property and associated liabilities to a controlled cor-
poration. However, the application of section 357(c) to the cash basis taxpayer
can result in harsh, unexpected tax consequences where no economic gain or
benefit has in fact, been realized.

S. 2393 closely follows a recent tax court decision of Donald D. Focht, 68 T.C.
223 (1977). Basically, the thrust of the proposal would define the term “liabili-
ties””—for purposes of both sections 357(c) and 358(d)-—as not including any
obligation which would have entitled the transferor to a deduction if paid by him.

This measure is to help small businesses around the country, Too many times,
an unsuspecting businessman has inadvertently run into the trap of gain recog-
nition. It is time that the Congress move to clarify the law.

8. 2128—TAX C(REDIT FOR THE ELDERLY

The enactment of the tax credit for the elderly represents a milestone in legis-
lation affecting taxpayers age 65 and older. Passage of that legislation in 1976
was a commendable attempt to provide some form of tax relief for elderly persons
with little or no social security.

Unfortunately, the tax relief granted under the ACE has proven to be inade-
quate and the availability of credit too restricted to benefit the thousands of older
Amerlcans dn critical need of its assistance.

Under present law the TCE is available to all persons 65 and older who (1) Re-
cejve less than $2,500/$3,750 in social security payments or railroad retirement,
and (2) whose incomes fall below the adjusted gross income phaseout levels. This
includes public retirees who receive no soclal security. Public retirees under age
65 also qualify for the credit provided they meet an earnings test and do not
recelve social security payments beyond the maximum base level.

Under 8. 2128 all limitations relating to an individual’s adjusted gross income
will be eliminated. This means that all persons 65 and older will be eligible for the
credit as long as their social security and railroad retirement payment does not
exceed the maximum base figure.

'The bill also provides for indexing the income base. This provision is similar to
a provision in my bill, S. 2738, the Tax Indexation Act of 1978.

I believe this legislation is a positive step for older Americans.

8. 1874—TIP REPORTING
This bill addresses an important problem of tip reporting. The bill is similar to

8 provision adopted by the Finance Committee in 1976 sponsored by Senator Paul
Fannin of Arizona. This bill overturns the effect of Revenue Rullng 76-231 requir-
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ing employers to report all charged tips, whether or not they were reported to the
employer by the employee.

I believe the ruling is in conflict with current tax law and the intent of
Congress. The bill will eliminate the extensive record-keeping requirement of
reporting burdens proposed by the IRS.

Mr. Chairman, I want to thank you for scheduling these hearings. I hope the
committee will favorably consider the testimony given today.

Senator Dore. I want to thank the chairman for scheduling the
hearings. I know that time is at a premium. I appreciate it very much.
It seems to me that we have had some good suggestions from this panel.
Certainly we can try to help. The 1976 cutoff date would not do much
for you. But we are talking about a problem here that not only affects
just a few people. Tt is a problem that affects 6 to 8 million Americans.
It is one that may have been partly satisfied with the revocation of a
couple of revenue rulings, but I do not think that really addresses the
total problem.

The revocation might satisfy the Realtors in some cases, but I do not
think totally. Is that correct?

Mr. Farrer. That is correct, Senator.

Senator Dore. I have not seen this revocation. There has been
a proposal, Mr. Farrer of freezing assessments and extending the
statute of limitations while Congress studies the independent con-
tractor issue. That would put all taxpayers in limbo. You would
never know whether there is going to be a big assessment down the
road or not.

Does that suggestion appear to be an alternative that would be a
satisfactory approach to the problem?

Mr. FArRrer. No, Senator. To have an assessment as a part of your
financial statement would not be very complimentary to your business.
And it is certain that in the case of any financial or other needs you
might have, such as the extension of credit, the banks would not look
favorably at such an assessment that then would remsin on your
financial statement during the entire period that Congress studies the
independent contractor issue.

In addition, as a taxpayer, I would have to carry the burden related
to accounting costs and also attorney fees, because I am sure from time
to time that there would be some responses necessary to the Internal
Revenue Service and for other reasons arising out of the assessments
which are held in “limbo.”

And so the “freeze,” to me, would not be acceptable.

Senator Dore. Have these actually been some rather large retro-
active assessments? If so, I wonder if you might mention one or two,
and then furnish others for the record.

Mr. Farrer. We would be most pleased to. We have, specifically,
a company which has an assessment of $720,000 where its net worth
is only $350,000. I also made reference in my direct testimony to an
$625,000 assessment where the company’s net worth is only $400,000.

Of course, this comes about because the Service then in effect, bills
the broker for all the withholding tax, the FICA and the unemploy-
ment tax for all the years which the audit has under question. That
is how you build up these tremendous amounts of money, when in
truth the independent contractor had probably paid all of those
taxes already to the Government.
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So, in effect, then, you create a double billing or, in effect, a double
taxation.

Mr. Orrex. Mr. Chairman, Senator Dole, if I might add, the Serv-
ice will not cooperate with a company that has been judged to be an
employer as opposed to having an independent contractor relationship
in recovering income taxes paid by the independent contractors, or
the putative independent contractors who are now being treated as
employees, and consequently they are having the double taxation
situation which has been alluded to.

In our industry, we are facing—some of our companies were faced
with—assessments that consisted of more than their net worth but were
in substantially larger amounts than were mentioned by the prior
speaker. Specifically, in the Cleanway case, we were talking about
$13 million, and in the Beeline case, which has just been settled by the
Service to the satisfaction and complete victory as we understand it,
of Beeline Fashions, for $45 million.

So it is not just the individual small business that is being affected,
which most of our peoi)le are, but also larger, medium, and larger
sized corporations as well.

Furthermore, just mere suspension of the audit situation with the
statute of limitations not running would also affect, perhaps, the
SEC requirements of publicly held corporations and an impact on
the stock market. :

Mr. McDeryorr. Senator, if I may, we also have alluded to ex-
amples of IRS audit policy in Mr. Libin’s testimony. We would also
like to submit further examples to make the record more complete.

Senator DoLe. I think it might be helpful. There is always a ques-
tion that somebody has dreamed up some horror story that has stimu-
lated Congress to do something.

[The fo%lowing was subsequently supplied for the record :]

SPECIFIC EXAMPLES OF ADVERBE IMPACT OF CURRENT IRS PRACTICES RELATING TO
INDEPENDENT CONTRACTORS

1. Barber.—Nickey Moss, co-owner of a barbershop in Decatur, Georgia, has
been assessed $25,000, based on a finding that barbers who leased chairs in his
shop in 1972, 1973, and 1974 were employees and not independent contractors.
The leases used were form independent contractor leases that had previously
been approved by the IRS District Director’s Office in Atlanta. The IRS placed
liens on all of Moss's assets, including his home, which he has been trying to
sell for a number of months but now cannot sell until the lien is satisfied.

2. Logger.—Reginald Dwyer, a logger in Vermont, has been assessed $18,500
by the IRS, which is approximately his net worth. Dwyer has now assumed
the risk of working alone in the woods, rather than using contractors who
may later be treated as employees by the IRS.

8. Direct Selling.—Wheatonware, a division of Wheaton Industries of New
Jersey, was forced to go out of business rather than allow liability to accure
while litigating a proposed assessment of several hundred thousand dollars,
Termination of Wheatonware's operations resulted in the loss of approximately
2,600 income-earning opportunities.

4. Home Improvement.—Theodore Brownlee, a minority businessman in At.
lanta, Georgia, had been a general contractor in home construction and reno-
vation projects, since 1970. In 1977, a Revenue Agent proposed retroactive deficlen-
ctes and penalties with respect to carpenters and other subcontractors engaged
by Brownlee during the period 1974-1976. Brownlee, who was already experienc:
ing Ainancial difficulties, faced adjustments of almost $10,000, an amount in excess
of his annual income. He was forced to give up his own business and take a
job as an employed construction worker.

5. Insurance—On October 8, 1976, a few weeks after Congress adopted the
Conference Report on the Tax Reform Act of 1976, the IRS began an audit
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of the Kansas Farm Bureau insurance companies. On April 3, 1978, the companies
received letters proposing assessments for the taxable years 1974-1976 of over
$5.8 million.

6. Real Estate.—The IRS has proposed a financially ruinous assessment of
$850,000 against one real estate broker, an amount over twice the size of his
business’s net book value.

7. Real Estate.—Another real estate broker had an assessment of $720,000
proposed against him even though the net worth of his business is only $350,000.

8. Taricab.—White Top Cab Company, a small cab company in Warner Robins,
Georgia, treated its taxicab drivers as independent contractors for more than
20 years without challenge. Those drivers have now been retroactively reclassi-
fled by the Atlanta District Director's Office as employees of the cab company,
beginning with the year 1974. The amount at issue is $11,578, and the IRS has
said it plans to make similar proposals for later years. The same District Office
reviewed many similar cases involving much larger Atlanta taxicab companies
in 1972 and agreed with their treatment of taxicab drivers as independent con-
tractors.

9. Insurance.—The Indiana Farm Bureau insurance companies of Indianap-
olls are facing assessments for the years 1969-1970 and 1973-1975 totalling
$6.9 million, a portion of which was proposed as recently as January 1978.

10. Logger.—Robert Beausoleil has received an assessment of $45,000 resulting
from an IRS claim that some truckers who own their own trucks are his
employees. In light of this action, King George Farms of Vermont has stopped
selling logs, resulting in a layoff of its employees, and another contractor has
sold his equipment and gone out of business.

11. Gasoline Marketing.—Pensacola Petroleum Company of Pensacola, Flori-
da, treated its service station operators as independent contractors since begin-
ning business in the 1960's. The IRS has now asserted that the station operators
are employees of the marketing company, and, consequently, that they should
have been covered by the company's qualified pension plan. As a result, the IRS
has issued a letter disqualifying the plan and forfeiting the. benefits it affords
to regular company employees. The case is pending in the Tax Court. In addl-
tion, employment tax adjustments of $136,000 have been proposed for the years
1973 and 1974. The Company’'s after-tax income for those years was approxi-
mately $128,000.

12. Insurance.—In April, 1977, Mutual of Omaha Insurance Company and its
affiliate United Benefit Life Insurance Company, were assessed a total of $1.4
million for the year 1969. The companies had no choice but to pay a portion
of that assessment and institute a refund suit, which they did in the United
States Court of Claims in February, 1978. More recently, the IRS completed
its audit of the companies’ employment tax returns for five subsequent years
(1970-1974) and in June, 1978, proposed additional assessments of $10.6 mil-
lion. The proposed assessment for the year 1971 is directly contrary to a
favorable IRS tcchnical advice mcemorandum issued with respect to the com-
panies in November 1971.

13. Trucking.—Junior L. Franklin, a taxicab driver in Atlanta, Georgla, owned
a single truck operated by a Tennessee resident under contract with a common
carrier. Franklin was often forced to pay unloaders, whom he had never seen,
to unload freight. Franklin was hospitalized once as a result of knife wounds
incurred in a fight with loaders of a warehouse in Texas who objected to his
unloading freight himself. The IRS has retroactively reclassified the loaders
and unloaders as employees of Franklin, and an Appellate Conferee has advised
his attorneys that assessment of tax deficiencles and penalties of over $9,000
will be made on September 1, 1978.

14. Insurance.—Colonial Life & Accident Insurance Company of Columbia,
South Carolina, has received a letter proposing adjustments for the years 1873~
1976 of approximately $3.4 million.

16. Gasoline Marketing.—In the case of one midewestern oll company, the
IRS has proposed adjustments for the years 1968-1972 amounting to $50 mil-
lion. The company has had to disclose this contingent liability in financial re-
ports to its shareholders.

16. Further Insurance Ezamples.

(A) MFA MUTUAL INSURANCE COMPANY Aﬁn AFFILIATES
On September 27, 1976, attorneys for this company wrote to the IRS District

Director in St. Louis, Missouri, with coples to Commissioner Alexander and
other IRS officials, calling the attention to the Service to the pertinent legislative
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materials and requesting that processing of the MFA case be suspended pending
competion of the study by the Joint Committee. By notices dated October 11, 1976
and October 18, 1976, the IRS impounded more than $900,000 in amounts owing to
this company and applied the amounts against the asserted retroactive employ-
ment tax deticiencies. In seizing these amounts, the IRS allowed no credits or
offsets for income or self-employment taxes paid by agents, although evidence
of such payments was properly submitted to the IRS on forms 4669 on March 27,
1976. By a letter dated October 22, 1976, the St. Louis District Director informed
counsel for this company that there was *‘no basis in current law’’ to suspend the
processing of withholding tax deficiencies relating to the years 1968-71 and
that the Service was accordingly ‘not in a position” to “refrain from further col-
lection actions.”” With respect to the retroactive assessment of employment taxes
for the years 1972-74, the taxpayer was notified by a letter dated October 26,
1976 that its request for suspension of these cases pending a study by the staff
of the Joint Committee had been discussed and that, "It is the consensus that
action on these cases should not be suspended.” This letter also informed the
taxpayer that the Appellate Conferee would “assume,” without a conference, that
settlement of this case was possible and that the “years will be forwarded to
the Kansas City Service Center for assessment.”

(B) UNITED FARM BUREAU FAMILY LIFE INSURANCE COMPANY AND AFFILIATE

On August 12, 1978, couusel for the above companies asked the District Direc-
tor of Internal Revenue in Indianapolis to request reconsideration of an adverse
Technical Advice Memorandum jssued by the National Office under date of
May 26, 1976, in which the Natlonal Office declined to grant retroactive relief
under § 7805(b) with respert to the employment tax status of commission insur-
ance agents of said companies. The August 12 letter made specific reference to
the colloquy which occurred between Chairman Long and Senator Curtis on
the Senate floor on July 26, 1976.

Counsel was subsequently informed by the District Conferee in Indianapolis
that the Conferee had been in telephone contact with the National Office of the
Internal Revenie Service on two occassions regarding the request for recon-
sideration, and had been told that the National Office intended to issue a gen-
eral pronouncement on the question of retractivity in this area. Counsel was
advised “not to be optimistic.” (No pronouncement had yet been issued.)

In mid-September 1976, the District Conferee informed counsel that the
District Director had decided not to request reconsideration of the adverse
Technical Advice Memorandum. Counsel then called to the attention of the
Conferee the pertinent statements in the Conference Report on the Tax Reform
Act of 1976, which had been released on September 13, 1978. The Conference,
who had just returned from a vacation, was not familiar with the Conference
Report statements, and agreed to contact the National Office again for direction,

Shortly thereafter, the Conferee informed counsel that the National Office did
not consider the Confercnce Report to be a sufficient basis for suspending
handling of the matter or for taking any further action at the National Office
level. The Conferee therefore requested an indication from counsel as to whether
the matter would be taken to the Appellate Division, and was informed that it
was counsel’s desire to have the Appellate Division consider the case. A conference
with the Appellate Division has not yet been scheduled.

(C) NORTH CAROLINA FARM BUREAU INSURANCE COMPANY

The attorney representing this company called the pertinent legislative mate-
rials to the attention of the Appellate Conferee. Several weeks ago the Conferee
informed counsel that assessment would be made in the near future, The Appel-
late Conferee stated that he did not have authority to delay assessment on the
basis of the language contained in the Report of the Conference Committee on
the Tax Reform Act. The Conferee indicated that assessment could be expected
on or about the first of December.

(D) FARM BUREAU MUTUAL INSURANCE COMPANY OF IOWA AND PREFERRED RISK
MUTUAL INSURANCE COMPANY

On August 31, 1976, a conference was held with respect to the Preferred Risk
Mutual case in the Appellate Division of the Reglonal Commissioner’s Office.
Counsel for the company asked the Conferee to consider the language in the
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Senate Finance Committee’s Report. In a subsequent telephone conversation,
counsel called the attention of the Appellate Conferee to the pertinent language
in the Report of the Conference Committee. The Appellate Conferee took this
information into consideration and several weeks later informed the company
that he was not in a position to delay processing of the case on the basis of the
legislative history which had been called to his attention. The Conferee indicated
that an assessment would be issued with respect to this case. Assessments had
previously been entered with respect to Farm Bureau Mutual Insurance Company
of Iowa, which is represented by the same attorneys. In light of the position taken
by the Appellate Conferee, this case continues to be processed by the Collection
Division in Des Moines, Iowa.

(E} AMERICAN FAMILY MUTUAL INSURANCE CO.,, AMERICAN FAMILY LIFE INSURANCE
CO., AMERICAN FAMILY STANDARD INSURANCE CO., AND AMERICAN FAMILY FINAN-
CIAL SERVICES, INC.

By letters dated August 12, 1976, September 3, 1976, September 29, 1976 and
October 8, 1976 pertinent legislative materials were called to the attention of
IRS personnel processing this case. The District Director responded by a letter
dated October 14, 1976 indicating that the Service would continue to process the
case since it had ““no knowledge of any announcement or directives to be issued
by our National Office pursuant to the request of the Senate Finance Committee
and the Conference Committee.” The letter also stated that no further extension
of time within which to file a written protest could be granted “unless a definite
announcement or directive is forthcoming in the interim.”

Senator DoLE. In your statement, Mr. Farrer, you refer to the prob-
lem of withholding of taxes on gross income rather than on net income.
I wolndver if you might expand on this in terms of real estate sales-
people?

Mr. Farrer. Thank you, Senator. Yes; in terms of the gross income,
this is the amount of the commission that the independent contractor
actually receives at the closing of the sale. But his net income is reduced
by some char%es and expenses.

For example, he pays his own dues to a local Board of Realtors. He
also makes a contribution to a multiple listing service. He also incurred
expenses dirctly involved in that sale. Possibly some business lunches;
certainly travef by automobile. And so he has expenses which the IRS
will allow as they relate to his being an independent contractor.

So, the gross 1s the amount that he receives, while the net is the
amount that he actually has to pay income taxes on. If he comes under
the social security tax as being self-employed, he then pays his social
security taxes based on the net amount.

Mr. OrFeN. Senator, if I might, I would like to add something, too,
to that. We have about 2 million people on commissions and therefore
we face the same situation that was just mentioned, but we also have
about 2 million people who are on a wholesale-retail relationship—in
other words, they purchase the product from our companies and then
resell it to the consumer.

Those people would have nothing to base a withholding—our com-
panies would have nothing to base withholding on, and Treasury has
suggested that there just be some arbitrary percentage allocated to the
wholesale price, which is not withholding, but some sort of new excise
tax concept.

Senator DoLE. I appreciate the testimony of the panel and those
additional examples will be helpful. T agree with Senator Curtis. We
want to put together something that will cover the inequities.

We will be happy to work out appropriate and responsible language.
These suggestions you have will be appreciated.
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Mr. McDERMoOTT. Senator, on that point it is a very difficult problem
and is exemplified by a provision in the Tax Reforin Act. providing
relief from IRS employment tax audit action that was to be given to
the shrimp boat and lobster industry. .\s you recall, that had a retro-
active date of 1971. Now the Treasury has recommended a 1954 date—
with which we are in complete accord, but I think that merely high-
lights that this problem is a very difficult one, indeed.

Senator Byrp. Thank you, Senator Dole.

Senator Laxalt?

Senator Laxarr. No questions.

[The prepared statements of the preceding panel follow. Oral testi-
mony continues on p. 117.]

STATEMENT OF RICHARD C. FARRER, CHAIRMAN OF THE REALTORS LEGISLATIVE
COMMITTEE ON BEHALF OF THE NATIONAL ASSOCIATION OF REALTORS
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SUMMARY

The National Association of Realtors heartily endorses 8. 3007, S. 3037 and
H.R. 12427 providing a necessary interim respite to independent entrepreneurs,
while Congress studies possible long-term standards regarding independent
contractor status.

Since 1051, more than 90 percent of the real estate salespeople (today in excess
of 1,200,000) have been taxed as self-employed persons. Within the last three
years, the Internal Revenue Service has unfairly attacked real estate brokers
with claims for back taxes on the erroneous theory that their salespeople were
not self-employed but employees. This attack was inconsistent with long-estab-
lished guidelines and not warranted by any new development.

The above bills would not stop all IRS audit activities., The IRS could con-
tinue to correct genuine abuse situations. S. 3037 would override two specified
IRS rulings, Revenue Rulings 76-136 and 76-137, which changed guldelines
of nearly 30 years standing regarding the classification of real estate salespeople
as independent contractors. S. 3007 and H.R. 12427 are very similar and would
prohibit the IRS from continuing to apply any changed position or newly stated
position which is inconsistent with a general audit position. regulations or ruling
in effect on December 31, 1975.

Small businesspeople are being faced with huge proposed assessments for back
taxes. These taxpayers may be driven into bankruptcy even though they may
ultimately prevail over the IRS.

While Congress studies long-term standards for independent contractor status,
there will be many more small businesspeople faced with possible bankruptey
unless interim relief is provided now. S. 3007, S. 3037, and H.R. 12427 all provide
this urgently needed short-term respite and deserve prompt enactment.

Mr. Chairman and Members of the Committee : My name is Richard C. Farrer.
I am a Resltor from Castro Valley, California, and I am at present the Chairman
of the Legislative Committee of the National Association of Realtors. Accom-
panying me today are Albert E. Abrahams, Staff Vice President for Government
affairs, and Gil Thurm, Staff Legislative Counsel and Director of Tax Programs
for the National Association of Realtors. We welcome and appreciate this oppor-
tunity to present the following statement on bllls affecting the classification of
individuals as employees or independent contractors for Federal tax purposes.

The National Association of Realtors is comprised of 50 state Assoclations,
and more than 1,720 local boards of Realtors located in every State of the
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Unlon, the District of Columbia, and Puerto Rico. Combined membership of
these boards is in excess of 600,000 prersons actively engaged in sales, brokerage,
management, counseling, and appraisal of residential, commercial, industrial,
recreational, and farm real estate. The activities of the Association’s membership
involve all aspects of the real estate industry, such as mortgage banking, home
building, and commercial and residential real estate development, including
development, construction and sales of condominiums. The Association has the
largest membership of any assoclation in the United States concerned with all
facets of the real estate industry.

INTRODUCTION

‘We are happy to appear here today to express the enthusiastic support of the
National Association of Realtors for two Senate bills, S. 3007 introduced by
Senator Robert Dole and cosponsored by Senators Carl T. Curtis, Orrin G. Hatch,
Frank Church, John G. Tower, Richard G. Lugar, Pete V. Domenici, Mike
Gravel, Thomas F. Eagleton, Harrison H. Schmitt, James A. McClure, Strom
Thurmond, and S. I. Hayakawa, and 8.3037 introduced by Senators Dennis
DeConcinl and Floyd K. Haskell and cosponsored by Senators J. Bennett Johns-
ton, Jr., Mike Gravel, Walter D. Huddleston, and Lloyd M. Bentsen. Similar
legislation has been introduced in the House by Congressman Leon E. Panetta
and some 60 cosponsors (H.R. 12427 and similar bills). The prompt enactment of
such legislation is essential to provide timely relief to taxpayers from retroactive
changes in the luw and to prevent the Internal Revenue Service from usurping
the right of Congress to set the standards defining employees and self-employed
independent contractors.

The effect of these bills I8 to reverse certain recent changes in ruling and audit
practices made by the IRS contrary to the expressed wishes of Congress. The
conferees on the Tax Reform Act of 1976 recognized that the status of individuals
as independent contractors or employees presented an increasingly important
problem of tax administration and that a new legislative definition of such status
might be appropriate. Therefore, the conferees requested the staff of the Joint
Committee on Taxation to make a general study of this area. The conferees also
instructed the Internal Revenue Service not to apply any changed position or any
newly stated position which is inconsistent with a prior general audit position
until the requested staff study was completed.

Since 1951, more than 90 percent of the real estate salespeople (today in excess
of 1,200,000) have been recognized to be self-employed and have been taxed as
such. Within the last three years, the Internal Revenue Service has unfairly at-
tacked real estate brokers with claims for back taxes on the erroneous theory
that their salespeople were employees and not self-employed independent con-
tractors. This attack was unexpected, inconsistent with the industry’s understand-
ing of the long-established guldelines, and not warranted by any new development.

Congress has indicated jts desire to study the subject of the tax treatment
of employees and self-employed persons. The National Association of Realtors sup-
ports this study because of its commitment to maintaining the right of individuals
to choose to do business as independent entrepreneurs. In this regard, our
Assoclation has submitted a statement to the Joint Committee on Taxation
pursuant to the request of the Joint Committee for comments on this issue.

Because of the many industries and occupations which would be affected by
any new legislation redeflning the status of individuals as employees or inde-
pendent contractors, Congress will likely undertake long and careful delibera-
tion. On the House side, for example, a task force of members of the Ways
and Means Committee has been established to study the issue. In the mean-
time, however, if no steps are taken by Congress to compel the Internal Revenue
Service to comply with the directions of the conferees on the Tax Reform Act
of 1976, the Service will likely continue its unjustified attacks on real estate
salespeople and other independent contractors. Therefore, the swift enactment
of 8. 3007, 8. 3037, H.R. 12427, or a similar bill incorporating the essential provi-
stons of these bills is urgently needed to provide an interim respite from unjusti-
fled IRS attacks while Congress studies the matter.

It should be noted that none of these bills would stop all IRS audit activities.
The IRS could continue to audit and to correct genuine abuse situations. 8. 3037
would override two specified IRS rulings, Revenue Rulings 76-136 and 76-137,
which changed guldelines of nearly 30 years standing regarding the classification
of real estate salespeople as independent contractors. S. 3007 and H.R. 12427 are
very similar and would provide further relief by prohibiting the IRS from
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continuing to apply any changed position or newly stated position which is in-
consistent with n general audit position, regulation or ruling in effect on Decem-
ber 31, 1975.

Because of the short time left in this session of Congress, the National Associa-
tion of Realtors urges this Subcommittee to act quickly on legislation to provide
urgently needed relief to literally millions of small businesspeople who choose
to be self-employed independent entrepreneurs.

BAOCKGROUND

For over 40 years, the central controversy in the employment tax area has been
the question of whether particular workers or classes of workers should be
treated as employees or as self-employed independent contractors. The distinc-
tion is important under existing law because employees and their employers
are subject to tax under the Federal Insurance Contributions Act (FICA) and
the Federal Unemployment Tax Act (FUTA) (Sections 3101 and 3301 of the
Internal Revenue Code), whereas independent contractors are subject to tax on
self-employment income (SECA) imposed by Section 1401 of the Code. Also,
compensation paid to employees is subject to income tax withholding under Sec-
tion 3402 of the Code, whereas independent contractors make quarterly income
tax payments on their own behalf. Further, self-employed persons can estab-
lish Keogh retirement plans, whereas employees may not (although they may
be able to establish Individual Retirement Accounts). Thus, reclassification of
an independent contractor as an employee can cause a retirement plan to become
invalid with all prior untaxed contributions and income earned thereon becoming
taxable in the current year,

It is also important to note that income and social security taxes are withheld
from an employee based on his gross compensation, whereas an independent con-
tractor pays these taxes based on his net earnings after expenses. The distinction
is very important to many independent contractors, such as real estate sales-
people, who incur significant expenses in the pursuit of their livelihood. Re-
classifying real estate salespeople as employees and thereby basing their taxes
on gross earnings causes salespeople to pay unfairly high social security taxes
and also causes problems regarding overwithholding of income taxes. The prob-
lem of overwithholding of income taxes arises, for example, in the case of a real
estate salesperson with significany but fluctuating business expenses. While a
taxpayer may claim additional personal exemptions on his employee withholding
statement to reduce the amount withheld from his gross income, it may be diffi-
cult, if not impossible, for a real estate salesperson to estimate the amount of
his future business expenses and thus the proper number of additional exemptions
to claim.

Oune of the major reasons for the current attempt by the Internal Revenue
Nervice to reclassify independent contractors as employees is to nake its own
administrative functions easier. Yet, the IRS is trying to make sweeping sub-
stantive changes in the law to ease these administrative duties. A prospective
reclassification of independent contractors as employees would produce little
it any additional revenue. (A retroactive reclassification may produce significant-
1y more revenue due to the problem of double taxation discussed below.) Revenue
is not greatly increased because an independent contractor pays, on his own be-
half, income and social security taxes corresponding to those withheld and
paid by an employer on behalf of his employees. (There may be some Increase
because of the difference between FICA and SECA taxes.) Revenue may, in
fact, be decreased because reclassification as an employee may cost the marginal
worker his livelihood due to increased tax, administrative, and bookkeeping
costs to the alleged employer.

The Internal Revenue Service has claimed that the present lack of withhold-
ing of income taxes on payments to independent contractors cuuses underreport-
ing of income on tax returns. However, the General Accounting Office (GAO),
in its report to the Joint Committee on Taxation regarding the tax treatment
of employees and self-employed persons (dated November 21, 1977), has deter-
mined that the IRS claims are exaggerated. Moreover, the General Accounting
Office points out that the IRS has failed to consider other possible administrative
approaches to any problem of underreporting.

The approach chosen by the Internal Revenue Service to solve its administra-
tive problems has caused great misery to many taxpayers. Rather than seeking
a prospective solution, the Service has applied new and highly stringent stand-
ards retroactively. It has attempted to reclassify independent contractors as
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employees for past as well as present years and has sought to assess back in-
come, social security, and unemployment taxes. If the alleged employer had
been given fair notice beforehand, he could have withheld income taxes and the
employee's share of social security taxes from the worker's compensation. By
attempting to change the rules retroactively, after the alleged employer had
missed his chance to withhold, the IRS is seeking to impose a tax, often very
large, on a person who would not otherwise have to bear the burden of paying it.

These back tax assessments often run into hundreds of thousands of dollars and
sometimes over one million dollars. It should be remembered that these as-
sessments are generally not imposed on a corporate giant but on a small business.
For example, one real estate broker has been faced with a proposed assessment
of $830,000 even though the net book value of the broker's business is only
$400,000. In another case, a brokerage business with a net worth of $350,000
iy faced with a proposed assessment of $720,000. We have also heard of other
cases in which IRS agents have proposed financially ruinous back-tax assess-
ments and then indicated that the assessments could be dropped if the taxpayer
agrees to treat his workers as employees in the future.

Taxpayers who have such large assessments proposed against them are faced
with a very real threat of bankruptcy. It should be noted that these taxpayers
may be driven into bankruptcy, even though they ultimately prevail over the
IRS, because of the inability to obtain credit with such a large contingent lia-
bility outstanding. Even though the IRS claim for back taxes may be totally
without merit, a huge contingent liability must be disclosed in financial state-
ments, loan applications, ete. In addition, the legal and accounting fees which
must be incu.red by these small business people are enormous in and of them-
selves. Ultimate victory over the IRS will have still cost the taxpayer many
thousands of dollars for the legal and accounting fees incurred to contest the
unjustified IRS claim.

Theoretically, the assessment of income and social security taxes against a
newly reclassified “employer” should not result in double taxation even though
each of his workers may have already paid corresponding taxes on his or her
own behalf as an independent contractor. The alleged employer may be able to
abate the assessment for income taxes not withheld if he can prove that his
workers paid the proper amount of income taxes. In addition, the workers are
theoretically entitled to claim a refund of social security taxes paid as self-
employed persons. The General Accounting Office report, however, indicated that
in actual practice the system of abatements and refunds does not work smoothly
and that double taxation often results. Alleged employers often have difficulty
in locating previous workers in order to obtain signed statements from them
showing that they pald their income taxes. The burden of determining whether
income taxes have been paid js placed entirely upon the alleged employer even
though in many, if not most, instances the Internal Revenue Service has within
its own files the records necessary to establish payment, Moreover, the GAO
report indicates that the IRS does not explain to employers or employees the
right of a reclassified employee to file for a refund of the self-employment taxes
which he previously pald. In fact, the GAO estimates that only one in thirteen
reclassified employees files a claim for a tax refund to which they are entitled.

THE REAL ESTATE INDUSTRY

The real estate industry has for decades been characterized by low entry bar-
riers and intense competition. Due to the inherent nature of the real estate busi-
ness, the industry has traditionally attracted from the more formal professions
highly-motivated, self-reliant individuals who are anxious to forgo the security
of regular salary and fringe benefits for the prospects of greater success based
on their own efforts. Almost 30 years ago, the Eighth Circuit Court of Appeals, in
characterizing the typical real estate salesperson, stated :

“Here we are concerned with competent salesmen, almost entirely dependent
upon their own initiative, efforts, skill and personality for success, working upon
their own time, at their own expense, and deriving their remuneration from the
results of their work. (Dimitt-Rickhoff-Bayer Real Estate Co. v. Finnegan, 179
F.2d 882 (8th Cir. 1950), at p. 888).”

Under State regulations, real estate brokers are licensed to act as agents with
respect to the sale of real estate, Under these same regulations, real estate sales-
people are licensed to act as sub-agents for the broker in locating potential buyers
and sellers of real estate. In effect, the salesperson acts as the agent of the broker
who in torn acts as the agent for the seller of property.



84 -

The typical real estate salesperson pursues the objective of locating potential
sellers and buyers of property in his or her own manner, without interference
or contro! by the broker. Real estate salespeople generally set their own hours,
provide their own transportation, and pay the expenses associated with their
profession. They invest their time and skills with the knowledge that they will
be compensated only if their efforts are successful. They are, in short, the indi-
vidual entrepreneurs described by the Eighth Circuit Court of Appeals in the
Dimmitt case, cited above,

LAWS AND RULES AFFECTING REAL ESTATE SALESPEOPLE

Regulations and early cases

With the exception of certain statutory classifications not here relevant, the
touchstone for determining whether a particular worker is an employee or an
independent contractor i{s and always has been the common law test of control.
Common law control consists of the existence of the right in the employer to
specify the manner and means by which an end result is to be accomplished by the
employee. Where a person engaging the services of another has *‘the right to con-
trol and direct the individual who performs the services, but only as to the
result to be accomplished by the work, but also as to the details and means by
which that result is accomplished,” the relationship of employer and employee
is generally deemed to exist. See Treasury Regulation Section 31.3401(c)-1(b).
In contrast, while it is appropriate for a principal to expect results from an
independent contractor, he may not control the manner in which those results
are achieved.

The Internal Revenue Service has adopted 20 rules of general application to
determine whether workers are employees because of the control exercised over
them. As the General Accounting Office report indicates, these rules are very
difficult to apply to a specific set of facts especially if one is & small businessman
unsophisticated in the tax laws. Therefore, court declsions and IRS rulings
applying the rules to specific situations are very important in helping taxpayers
(and IRS agents auditing them) to apply the law correctly to their particular
situation. In the past, Congress has occasionally carved out statutory exceptions
from the definition of an employee (such as certain fishermen in 1976) when it
felt that the IRS was unfairly applying the law against a particular occupation
or industry. However, in recent years the IRS had broadly interpreted the laws
governing independent contractors in many industries, including the real estate
industry.

The history of the tax treatment of real estate salespeople as employees or
independent contractors goes back many years. In 1938 the IRS issued a Social
Security Tax ruling, S.S.T. 348, 1938-2 C.B. 300, which concluded that a typical
real estate broker did not retain sufticient rights to control the salespeople to
establish the relationship of employer and employee. Five years later, the IRS
concluded that S.8.T. 346 was erroneous and published Mimeograph 5504, 1943
C.B. 1066, holding that real estate salespeople in general should be treated as
employees rather than independent contractors. It is important to note that.
although Mimeograph 5504 revoked Social Security Tax ruling 346, the revocation
was prospective only and did not affect past years.

The courts, however, refused to accept the new position of the Service that real
estate salespeople should be treated as employees rather than independent con-
tractors. The courts held, first in Brodcrick v. Squire, 163 F.2d 980 (9th Cir. 1947)
and then in the leading case of Dimmitt-Rickhoff-Bayer Real Estate Co. v.
Finnegan, 179 F.2d 882 (8th Cir. 1950), that real estate salespeople should be
treated as independent contractors under the authority of the decision of the
U.S. Supreme Court in Harrison v. Greyran Lines, 331 U.S. 704 (1947). The result
in Dimmitt was accepted by the Service in Mimeograph 6566, 1951-1 C.B. 108,
which revoked Mimeograph 5504 and stated that real estate salespeople would
not be treated as employees where the facts are substantially similar to those of
Mimeograph 5304 or the Dimmitt case unless other substantial evidence of an
employer-employee relationship is present.

Revenue Ruling 76-136

For 25 years after the publication of Mimeograph 6566, it remained in effect as
the official position of the Internal Revenue Service. Then it was superseded by
Treasury Revenue Ruling 76-136, 1976-1 C.B. 312, which purports to restate the
holding of Mimeograph 6566. However, the facts described in Revenue Ruling
76-136 are much narrower than Mimeograph 6566, greatly reducing the number
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of situations in which the IRS would conclude that a real estate salesperson was
an independent contractor. A companion ruling, Revenue Ruling 76-137, 1976-1
C.B. 313, (discussed below) described a situation in which a real estate sales-
person would be considered by the IRS to be an employee. Revenue Ruling 76-137
in several instances contradicts the holding of Mimeograph 6566 and the Dimmitt
case, and it emphasizes several irrelevant and trivial facts in order to find the
requisite control to establish an employer-employee relationship.

Revenue Ruling 76-136 does reflect some of the facts of the Dimmilt case. In
both situations, the salespeople involved are remunerated on a commission basis,
they receive a manual explaining the firm's business, policies, and procedures in
detail, they are furnished with office space, forms and stationery, and they take
turns keeping the office open on weekends. Weekly sales meetings are held, but
attendance is not mandatory, although the salespeople ‘generally’” attend. Set
hours are not required, and some salespeople work only part-time. The brokerage
firm is subject to sanctions for violations of state laws, regulations or rules of
trade associations. The salespeople agree not to work for any other broker or
make sales in their own names or on their own behalf. The salespeople pay their
own expenses, including license fees.

There are, however, many aspects of the facts set forth in Revenue Ruling
76-138 which do not correspond to the facts of Mimeograph 6566.

Advances.—Revenue Ruling 76-136 specifically states that the brokerage firms
do not give their salespeople advances against thelr commissions. This *fact” is
apparently contained in Revenue Ruling 76-136 to set the stage for heavy reliance
in Revenue Ruling 76-137 upon the availability of a ‘‘draw” against commissions
as a factor indicating employee status. In fact, however, the Dimmitt opinion
specifically states (179 F.2d at p. 887) that the Dimmitt firm occasionally made
advances to a salesperson against commlissions earned or to be earned.

Manuals.—Kevenue Ruling 76-136 appears to downplay the brokerage firm'’s
manual to an extent inconsistent with the Déimmitt case. The ruling states that the
salespeople ‘‘follow” the manual, but that it i3 an advisory only and “not used as a
basis for evaluating the salespeople’s performance’’. The Dimmitt opinion makes
it clear, however, that the manual in that case was regarded as the broker's in-
structions for the guidance of the salesmen, with which they were expected to,
and did, comply in conducting business. It is clear that the manual in Dimmitt
was viewed by the Dimmitt salespeople as more than merely proffered advice
which could be ignored at will,

Implementation of compliance 1with State law.—Unquestionably, the single most
serious departure from Mimeograph 6568 contained in Revenue Ruling 76-136 is
the suggestion that, although a broker may “require” that his salespeople com-
ply with regulatory legislation and established industry customs and practices
without creating an employer-employee relationship, any steps he may take to
“implement’”’ such compliance will be viewed as evidence of the control necessary
to make the salesperson an employee. Cited as examples of such “implementing”
actions are ‘‘closely supervising or reviewing all the salesmen’s activities or by
requiring the salesmen to report all their activities to the broker in detail on
a frequent and regular basis”. The language in Revenue Ruling 76-138 with re-
gard to “Implementing complliance” with state regulatory legislation and industry
practices is completely foreign to Mimeograph 6566. The reason for the language
becomes clear when Revenue Ruling 76-138 is read in light of Revenue Ruling
76-137, since the latter ruling places overwhleming reliance on certain limited
“implementing” actions to find an employer-employee relationship.

Revenue ruling 76-137

Revenue Ruling 76-137 is an exercise in vagueness. The ruling deals not as
much with facts as with “understanding” between the salespeople and the brok-
erage firm. These “understandings” relate to actions which the firm “may” re-
quire in *“‘certain circumstances'’ which, for the most part, remain completely
unspecified. The following factors, some of which contradict the holding of
Mimeograph 6568 and the Dimmiit case, are relled upon by Revenue Ruling
76-137 to support the classification of real estate salespeople as employees.

State registration system.—The primary thrust: of Revenue Ruling 76-137
relates to the state system of registration under which the salespeople are spon-
sored by the brokerage firm and the regislation certlficate Is issued in the firm’s
name and kept in its custody. The concluding parggraph of Revenue Ruling
76-137 indicates that the ‘‘potential control” which this 1egislation system gives
the firm over the salespeople, combined with certain “implementing” actions,
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taken “under some circumstances” by the firm, distinguishes the situation in
Revenue Ruling 76-137 from the facts of Revenue Ruling 76-136 and the Dimmitt
case and results in employee classification for the salespeople.

This approach appears to be an indirect attempt to establish the existence of
the state registration system as a “controlling factor” requiring employee clas-
sification, contrary to the established rule that no single factor is controlling on
the classification question. See Treasury Regulation Section 31.3121(d)-1(c).
Thus, rather than taking its proper place as one of many factors to be considered,
the state registration system is elevated to the level of “super factor''.

Revenue Ruling 76-137 is curiously silent as to the “profound” effect which it
indicates termination of the salesperson’s relationship with the company is sup-
posed to have on the terminated salesperson as a result of the state registration
system. This probably is because In fact no such “profound” effect results in the
case of the usual termination, The experienced salesperson who is terminated
will usually have no difficulty associating with another brokeage firm. Securing
a new certificate will generally be a routine matter so long as.the termination
did not occur as a result of a violation of state regulations. The fact that the
firm pays for the certificate and retains custody of it does not, in and of itself,
require classification of the salesperson as an employee. See, e.g., Hurrison v.
Ureyvan Lines, 331 U.S. 704 (1847).

Further it should be noted that the state regulatory programs involving the
examination, licensing and supervision of real estate salespeople have been
developed by the States over the years in conjunction with representatives of
the real estate industry primarily to protect the consumer when he or she engages
in what in most instances amounts to the single largest financial transaction of
his or her life, l.e., the purchase of a home. The National Association of Realtors,
State Associaitions of Realtors, and local Boards of Realtors, as well as the
National Association’s affiliated socleties and institutes, have all been avid
proponents of these regulatory and registration systems implemented by the
states. The distorted interpretation of such fndustry sponsored state regulatory
programs and registration systems illustrated by Revenue Ruling 76-137 may
well result In a serious reduction in consumer protection if such regulatory and
licensing programs must be changed to meet new and highly questionable
standards fmposed by the Internal Revenue Service. Surely Congress did not
intend such a result.

Listings.—Closely related to the registration system is the factor that all list-
ings and advertising of properties, even those of the salesperson’s own property,
must be made through the brokerage firm. Although Revenue Ruling 76-137 seems
to place some independent emphasis on this fact, it clearly stems from state regu-
lations which prevent real estate salespersons from pursuing their occupation in
their own name. The state regulations involved in the Dimmitt case appear to
have been similar, as the salespecple in that case also could not make sales in
their own name or on their own beb 1lf.

Implementation of control.—Revenue Ruling 76-137 becomes very vague in dis-
cussing the actions by which a broker may implement the *'potential control”
given by a state registration system. Its vagueness sometimes leads IRS agents to
conclude that a few isolated actions by a broker with respect to a few salespeople
during an undefined period of time to insure compliance with state laws should
result in all salespeople being classified as employees.

Draw system.—Revenue Ruling 76-137 holds that a ‘‘draw"” system whereby a
salesperson can receive advances against commissions indicates employee status.
Although a draw system was present in the Dimmitt case, Revenue Ruling 76-137
seeks to distinguish that system solely on grounds of form rather than substance.

Right to terminate.—The brokerage firm in Revenue Ruling 76-137 was found
to be an employer in part because it had the right to discharge salespeople for any
violation of its instructions, for discrediting it with the public or for failing to
make sales. Obviously, principal-independent contractor relationships must be
ended sometinmes as well as employer-employee relationships, and it seems unfair
to require that the broker retain no right to terminate the relationship. In the
Dimmitt case, the broker had an unrestricted right to terminate a salesperson’s
association with the firm.

Equal treatment.—Revenue Ruling 76-137 also cites as an indication of em-
ployee status the fact that salespeople consider themselves on an equal footing
with other salespeople insofar as the broker's right to control them and they
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expect the company requirements and restrictions to be enforced on an equal basis.
Other indications cited were that commissions were divided according to a
generally applicable formula between the salespeople finding the seller and the
buyer and that the broker rotated outside referrals on a nonpreferential basis,
The idea that each salesperson must have individualized agreement providing
distinctive rights and dutfes In order to be an independent contractor runs directly
contrary to the authorities, notably Harrison v. Greyvan Lines, 331 U.8. 704
(1947), in which the U.S. Supreme Court found truck drivers engaged under
standardlized agreements to be independent contractors.

PRESENT PROBLEMBS CAUSED BY IRS RETROACTIVE CHANGES

Generally speaking, the Internal Revenue Service is entitled to change its
position regarding the proper application of a provision of the Internal Reve-
nue Code to a factual situation. In this case, however, the Service’s change of
Mimeograph 6566 was inappropriate for at least two reasons. First, the change
was retroactive thus adversely affecting real estate brokers who have relied in
good faith on Mimeograph 6566. Secondly, the IRS has tried to avoid Congres-
sional and judiclal supervision and has tried to reclassify real estate salespeople
as employees by administrative flat.

It has long been the policy of the Internal Revenue Service to make changes in
previously published positions on a non-retroactive basis, which it has the author-
ity to do under Section 7805(b) of the Internal Revenue Code. This policy reflects
a basic concept of fairness and is also necessary if the extensive program for
publishing IRS rulings {s to have any value to taxpayers. Revenue Rulings
76-136 and 76-137 have been applied retroactively in contradiction to this general
policy because the IRS maintains they do not change the position stated in
Mimeograph 6566. Revenue Rulings 76-136 and 76-137 in fact implicitly change
the rule of Mimeograph 6568 that the typical real estate salesperson is an inde-
pendent contractor. It should be remembered that, when the IRS revoked Social
Security Tax ruling 348, the revocation was prospective only. Fairness requires
that Revenue Rulings 76-136 and 76-137 be revoked in order to protect real estate
brokers and salespeople who have relied in good faith on the long-established
guldelines. The fact that the IRS has contended to this date that the Revenue
Rulings do not change the position of Mimeograph 6566, while in fact they are
being applied as a change, requires not only the withdrawal of those rulings
unti] the matter is clarified, but assurance that any clarification will be prospec-
tive only.

The IRS has avolded judiclal review of its change in position by suspending
actlon on the audits of brokerage firms after proposing assessments but before
trying to collect them. Thus the IRS has avoided a prompt judicial resolution of
this dispute. In the meantime, taxpayers are left with huge proposed assessments
outstanding. These huge assessments have a chilling effect and may pressure
them, and also similarly situated taxpayers aware of the IRS actions, into treat-
ing their salespeople as employees in order to avoid the risk of ruinous assess-
ments for future years. As previously mentioned, we have heard of situations in
which the IRS agents have indicated that ruincus back-tax assessments may be
dropped if the taxpayer agrees to treat his workers as employees in the future.
Thus, the Service hopes to achieve its objective without risking a court test
(which would probably be adverse to the IRS in view of the contradictions be-
tween the Dimmitt case and Revenue Rulings 76-136 and 76-137 discussed above).

Further, the IRS has pursued a course contradictory to the expressed wishes
of Congress. The conferees on the Tax Reform Act of 1976 requested the staff
of the Joint Committee on Taxation to make a general study of this area and also
instructed the IRS not to apply any changed position or any newly stated posi-
tion until the requested staff study was completed. Despite the urging by Con-
gress, the Service has continued to audit real estate brokers and to apply Revenue
Rulings 76-136 and 76-137 prospectively and retroactively.

POSSBIBLE NEW LEGISLATIVE DEFINITIONS OF INDEPENDENT CONTRBACTOR STATUSB

Since the conferees on the Tax Reform Act of 1976 requested that the staff of
the Joint Committee on Taxation study the classification of workers as employees
or independent contractors, various actions have been taken. As mentioned above,
the General Accounting Office has, at the request of the Joint Committee, prepared
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a report (dated November 21, 1977) on the tax treatment of employees and self-
employed persons. This report discusses existing substantive and procedural
problems, but it also proposed a new systemn to protect against abuses while
prohibiting retroactive assessments, and it proposes a new test of self-employed
status.

Another new standard of independent contractor status has been introduced as
H.R. 13274 by Congressman Richard A. Gephardt. The new standards would
apply to services performed after December 31, 1978. Services rendered before
this date will be considered to have been performed as an independent con-
tractor if such status is in accordance with long-established guidelines and is
not inconsistent with a revenue ruling published prior to January 1, 1976.

While the National Assoclation of Realtors has some reservations regarding
both the General Accounting Office proposal and H.R. 13274, we applaud sugh
efforts to pull the tax law regarding self-employed status out of the morass of
confusion in which it is presently sunk as a result of IRS action. Because of
the many industries and occupations that would be affected by any new future
standard, Congress will likely want to study carefully its effects prior to en-
actment.

CONCLUSBION ;. NEED FOR INTERIM RELIEF NOW

Congress should quickly enact 8. 3007, S. 3037 and H.R. 12427 to provide tax-
payers with interim rellef from retroactive attacks by the Internal Revenue
Service while it makes a careful study of prospective long-term solutions to the
classification of individuals as employees or self-employed persons. Despite the
request of the conferees on the Tax Reform Act of 1976, the IRS has continued
to reclassify independent contractors as employees on a retroactive basis, apply-
ing positions inconsistent with rulings outstanding during the years under
audit. Without new legislation, there is every indication that the IRS will con-
tinue in this unjustified approach. By the time that Congress enacts a new pro-
spective standard regarding independent contractor status, there will be many
more small business people faced with possible bankruptcy unless interim relief
is provided now. 8. 3007, S, 3037, and H.R. 12427 all provide this urgently needed
interim respite. Because of the short time left in this session of Congress, the
National Association of Realtors respectfully urges this Subcommittee and Con-
gress, as a whole, to act swiftly in enacting this vital interim legislation.

Thank you for this opportunity to present our views. We will be pleased to re
spond to any questions the committee may have.

STATEMENT OF NEIL H. OFFEN, PRESIDENT, DIRECT SELLING ASSOCIATION

SUMMARY

DSA believes that much of the controversy involving independent contractor
status is attributable to the application by the Internal Revenue Service of new
and unjustified enforcement policies. IRS departure from common-law test has
produced huge retroactive assessments and double taxation.

In 1977, the U.S. Court of Clalms in Aparacor, Inc. (Queen's-Way to Fashion
case) sustained the independent contractor status of direct selling representa-
tives under the common-law test and chastised the IRS for taking an abrupt
departure from existing case law and rulings in comparable situations.

There is no need for change in the definition of independent contractor status
since the GAO concluded that independent contractors have relatively high tax
compliance rates and because Congress has recognized the existence and impor-
tance of maintaining the status of independent contractors. Thus, DSA strongly
supports continued use of the time proven and widely relied upon common-law
test.

DSA also endorses the proposals of the GAO report (appearing at pages 56-8)
to eliminate retroactive assessments and decrease the Incidence of double
taxation,

While Congress considers the reemphasis of the common law and the adoption
of the procedural proposals of the GAO, however, interim solutions may be ad-
visable. Thus, although DSA appreciates the concerns giving rise to introduction
of 8. 3007 and 8. 3037, DSA believes that these bills should be expanded to include
those industries, such as direct selling, which are not covered by S. 3007 and S.
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3037. H.R. 13313 provides this expanded coverage and would treat an individual
as an independent contractor if so treated consistently and in good faith. This
approach would be preferable to the narrower approach of S. 3007 and 8. 3037
or to any proposal which would merely suspend audits during Congressional
consideration of the independent contractor/employee issue.

My name is Neil Offen and I am President of the Direct Selling Association
(DSA). I am pleased to appear before you in connection with your consideration
of 8. 3007 and 8. 3037.

DSA is a trade association consisting of over 100 direct selling companies and
another 50 firms that supply goods or services to direct selling companies. Direct
selling is a method of distribution which markets numerous products and services
directly to consumers primarily in the home. Approximately 4,000,0000 independ-
ent direct salespeople are associated with the industry during the course of the
year with 2,000,000 actively seclling at any point in time. Over 80 percent of these
salespeople are women, and 89 percent of all such sellers work part-time. Over
300,000 members of minority groups work as direct selling representatives, as do
approximately 100,000 persons over the age of 65. Direct selling also offers self-
employment opportunities to over 200,000 persons with disabilities. Sales volume
for 1977 is estimated at $7.5 billlon.

The keystone of the direct selling method of distribution is the independent
entrepreneurial status of direct selling representatives. A Lou Harris study of
direct salespersons found that they rated their independence, being their own
bosses, working their own hours in-their own way, as the most important element
of thelr sales activities, even more important than money, In addition, Robert R.
Nathan, our economic consultant, estimates that, conservatively speaking, should
these people be found to be employees of our member corporations rather than
independent retailers, it would cost us over $550 million annually accompanied
by the loss of at least two-thirds of the income opportunities presently offered.
DSA is, therefore, vitally interested in perserving the tax status of independent
contractors and the income opportunities afforded to millions of small business-
persons throughout our industry.

DSA further believes that much of the controversy involving independent con-
tractor status is attributable to the application by the Internal Revenue Service
of new and unjustified enforcement policies. The landmark decision last year of
the U.8. Court of Claims in Aparacor, Inc. (Queen's-Way to Fashion v. United
States, in which the Court sustained the independent contractor status of direct
sales representatives, dramatically illustrates this view. Before the adoption by
the Revenue Service of these new and controversial enforcement policles, the
common-law test for independent contractor status produced consistent and work-
able results. The Revenue Service's recent campaign has produced large assess-
ments, jeopardizing many businesses. For example, it is known that the Service's
departure from the common-law rules and the resulting retroactive tax assess-
ments contributed to the termination of two direct selling companies, Wheaton-
ware, a division of Wheaton Industries, and Cordon Bleu, Inuc.,, a Minnesota
corporation.

These assessments frequently involve double taxation, because the assess-
ments duplicate taxes already paid by independent contractors. Although the
Service has been notably unsuccessful in upholding its position in the courts,
the large retroactive assessments and the threat of double taxation have caused
great concern. Thus, the Court in Aparacor found an “abrupt departure from
existing case law and rulings in comparable situations” on the part of the
Revenue Service.

It is this “abrupt departure” by the Service from the longstanding distinction
between employees and independent contractors, and the resulting retroactive
assessments, that have created the pressure for Congressional action. In effect,
the Revenue Service has created confusion and uncertainty for taxpayers where
none previously existed.

DSA strongly supports the continued use of the common-law test and believes
that proper enforcement of the law by the Service would eliminate the need
for new legislation defining self-employed status. Tax compliance by independent
contractors in genera]l and direct sellers in particular is high; the Revenue
Service, as pointed out by the General Accounting Office in its November 21,
1977, report on the tax treatment of employees and self-employed persons, has
not even made proper use of existing compliance tools.
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DSA tully supports the GAO report in calling attention to the threat of retro-
active assessments by the Service and double taxation caused by these assess-
ments, and DSA strongly endorses the proposals of the GAO (appearing at pages
56-8 of the report) to eliminate retroactive assessments and decrease the inci:
dence of double taxation. DSA believes that these procedural changes will be
extremely important in reducing the impact of problems arising from inde-
pendent contractor/employee disputes for all industries.

DSA is sympathetic with the concerns of other industries over IRS harass-
ment and overreaching in independent contractor tax controversies. As indicated,
this kind of harassment has been experienced by direct selling companies in
recent years. We believe, however, that Congress, consistent with the deciston
of the U.S. Court of Claims in Aparacor should put an end to efforts by the
Revenue Service to distort the common-law test as applfed to direct sellers.

While Congress is considering means of protecting independent contractor
status and the adoption of the procedural recommendations of the GAO interim
solutions may be advisable. We appreciate the concerns giving rise to the intro-
duction of . 3007 and S. 3037, we believe that an expansion of the protections
sought in these bills will be of significant value to the many potential victims
of excessive and unjustified IRS enforcement efforts. S. 3037 s specifically
limited to reversing two IRS revenue rulings dealing with real estate brokers.
We respectfully suggest that other industries be likewise afforded protection
from IRS harassment. Similarly, S. 3007 is of limited value in requiring the
Revenue Service to apply audit positions, regulations and rulings in effect on
December 31, 1975. While this language would in some cases assist certaln
industrles, industries with which we are in sympathy, it is unclear and imprecise
as to many others, In many cases, shifts in IRS audit positions took place
before December 31, 1975, and thus, 8. 3007 would not help as many taxpayers
faced with IRS audits as could be through broadening its scope.

If the Committee wishes to provide protection to taxpayers from IRS harass-
ment while Congress considers measures to protect the common-law status of
independent contractors and adoption of the procedural proposals of the GAO,
we commend to the attention of the Committee the approach of H.R. 13313. (A
copy of the bill is appended hereto.) This will would require that until spe-
cifically repealed, an individual would not be treated as an employee of any
person if the latter, in good faith, consistently treated such individual as an
independent contractor.

We consider the approach of H.R. 13313 to be preferable to S. 3007 and 8. 3037
because of its broader applicability. We believe S. 3007 and 8. 3037 assist one
or two industries but a dozen or so are concerned with the issue. We, there-
fore, suggest that the more preferable way is to adopt the broader and more
comprehensive approach of the consistent treatment, good faith test contained
in H.R. 13313. We also consider it to be preferable to any proposal which would
merely suspend audits during Congressional consideration of the independent
contractor/employee issue. Such a suspension would increase the present uncer-
tainty about the results of these audits and could resuit in the creation of contin-
gent tax liabilities involving numerous taxpayers and huge sums of money that
could not be resolved until substantive action is taken by the Congress, action
which could require a considerable period of time to develop. We also have reason
to belleve that a mere suspension of audits will adversely impact on companies
seeking financing and on publicly held corporations which would incur significant
legal and accounting fees to determine the S.E.C. reporting requirements in
regard to such audits. The possible negative impact on stock market activities
should also be taken into consideration.

In conclusion, we wish to reaffirm once again our fundamental support for
the common-law test and to urge that prompt attention be given to the enactment
into law of the GAO recommendations for procedural changes that would reduce
the possibility of double taxation in independent contractor/employee disputes.
We believe that retention of the common-law test and adoption of these procedural
changes will alleviate most of the pressure in this area. Adoption of the concept
embodied in H.R. 13313 will provide interim relief for all industries which have
consistently and in good faith treated persons as independent entrepreneurs.

We appreciate the opportunity of testifying on this matter of vital concern
to our industry and the country as a whole.
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APPENDIX
H.R. 13313

A BILIL To disregard, for purposes of certain taxes imposed by the Internal Revenue Code
of 1954 with respect to empioyees, certaln changes from common law in the treatment
of Individuals as employens

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That (a) except as provided in subsection
(b), the determination of whether any individual is an employee for purposes
of chapters 21 (relating to Federal Insurance Contributions Act), 23 (relating
to Federal Unemployment Tax Act), and 24 (relating to collection of income
tax at source on wages) of the Internal Revenue Code of 1954 shall be made
under Interral Revenue Service practices, interpretations, and regulations in
effect on December 31, 1975.

(b) Notwithstanding subsection (a), an individual shall not be treated as an
employee of any person for purposes of chapters 21, 23, and 24 of the Internal
Revenue Code of 1954 if such person, in good faith, consistently treated such
Individual as an independent contractor for such purposes,

(c) This Act shall apply until enactment of any law which expressly repeals
this Act.

STATEMENT OF FRANCIS O. McCDERMOTT ON BEHALF OF THE NATIONAL ASSOCIATION
OF INDEPENDENT INSURERS

BUMMARY

1. The National Association of Independent Insurers (NAII) supports the ob-
Jectives contained in S, 3007 and related bills, and commends the authors of these
bills for their time and effort devoted to recognition of the employment classi-
fieation problem,

2. This Committee should give attention to a more permanent legislative solu-
tion than is contained in S. 3007, one that would provide both prospective as
well as retroactive relief. In this regard, NAII recommends that this Committee
consider the approach taken by Congressman Gephardt in his bipartisan bills,
H.R. 12176 and H.R. 13274.

3. During the interim period before a more permanent legislative solution as
suggested can be attained, NAII urges this Committee to expand the present
recommendations of the sponsors of 8. 3007, to insure a broader and more com-
plete protection of those industries which are beset by the harassment techniques
of the Internal Revenue Service.

STATEMENT

Mr. Chairman and Members of the Subcommittee: My name is Francis O.
McDermott. I am an attorney in private practice here in Washington, D.C., and
appear before you today ¢n behalf of my client, the National Association of
Independent Insurers (NAII).

NAII is a voluntary insurance company trade association with more than 400
members, with headquarters in Des Plaines, Illinois. Companies, both members
and subscribers, now affiliated with the organization total over 600. Companies
within the membership range from the small, one-state type of company to the
largest multi-state writer; from the highly speclalized writer of farmers or
other consumer groups to the so-called full multiple-line insurer; and from
those merchandising their insurance product through the mails to those using
the American Agency System. Virtually every state is represented in the member-
ship. Thus, association policy is developed on the basis of a very broad counm-
sensus of the insurance industry.

1 appear on NAII's behalf, in regard to two bills dealing with the status of
individuals as employees. 8. 8007, introduced by Senator Dole, which would
prohibit the Internal Revenue Service from applying any position changed since
1975 with respect to the status of individuals for employment tax purposes, until
Congress acts to amend the Internal Revenue Code, and 8. 8037, introduced by
Senator Domenici, which provides for similar relief applicable only to the real
estate industry.
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NAII supports the goals and objectives of these bills. We applaud the rec-
ognition by both S. 3007 and S. 3037 of the problem of inequity in employment
taxes especially for the real estate industry, but we believe neither bill Is broad
enough in application, even as an interim measure. Further, as S. 3007 implies,
the need for a permanent legislative policy on employment status for all indus-
tries is something that Congress must deal with substantively in the very rear
future. A legislative approach i8 urgently necessary to affirm that it is Congress,
not the Internal Revenue Service, who must formulate this policy.

JIn this regard, NAII strongly recommends this committee adopt the bipartisan
approach introduced in the House by Congressman Gephardt, embodied in H.R.
12176 and as amended in his subsequent bill, H.R. 13274. The Gephardt bills
Incorporate prospective and retroactive solutions to the employment classifica-
tion dilemma, thereby achfeving the permanent legislative policy envisioned in
8. 3007 and related bills. I ask that a copy of H.R. 12176 and H.R. 13274 be in-
cluded in the record as part of my testimony.

The Gephardt bills are designed to clarify standards for determining the
status of individuals for employment tax purposes, and in particular provide
much needed retroactive relief where the service has assessed employment taxes
on the basis of recently promulgated, private, unpublished technical advice memo-
randa holding that commission agents should be treated as employees. This IRS
procedure is in total disregard of 30 years of IRS rulings that commission insur-
ance agents should be classified as independent contractors and not as em-
ployees for employment tax purposes. Moreoveyr, the courts have in several cases
agreed with this conclusion. There are no published rulings or judicial decisions
to the contrary. These assessments represent, for the most part, duplication of
Federal income and self-employment taxes already paid by agents. Consequently,
the imposition of assessments on the employers as well results in an unfair dou-
ble taxation. The service's retroactive change in position is not Hmited to the
insurance agency, however, as shown by the government’s assertion in a recent
Court of Claims case that individuals engaged in selling products at retail
solely on a commission basis were employees. The Court did not agree, and
characterized the government's position as a ‘radical departure from the tradi-
tional common-law concept of an employer-employee relationship.” (A4dparacor,
Inc. v. United States, 5566 F. 2d 1004, 1012-1013 (Ct. Cl. 1977).)

The Gephardt bills also provide the more permanent prospective relief en-
visioned in 8. 3007 by establishing only five conditions for determining an indi-
vidual’s status for employment tax purposes.

The industry was encouraged by the initiative of the Finance Committee
when it considered the Tax Reform Act of 1976 and directed a study by the
Joint Committee staff regarding the definition of “independent contractor” as
contrasted to ‘“employees.” The committee went further and strongly urged
the Internal Revenue Service not to issue retroactive revenue rulings in this area
until after completion of the staff study. Subsequently, this directive was the
subject of a colloquy between the distinguished chairman of the Finance Com-
mittee, Senator Long, and Senator Curtis, which took place on July 26 when the
Tax Reform Act was being considered by the full Senate., It was construed to
mean, in essence, that the IRS should not be able to change the rules of the
game on a retroactive basis and that, if there was a controversy, its actions should
be prospective only. The conferees on the Tax Reform Act in the Joint State-
ment of Managers endorsed this approach particularly regarding retroactive
changes by IRS.

Regrettably, in our experience, IRS has chosen to ignore this congressional
mandate and continues to proceed in its assertion of liability for employment
taxes on a retroactive basis, imposing this harsh treatment on member com-
panies which have relied on long-standing revenue rulings and audit practices
of the IRS and flled their employment tax returns for numerous years on the
basis that their agents are legally and factually independent contractors,

In the overall, most companies are generally those that fall in a small or
medium sized category. They, of course, are most susceptible to attack since
they have neither the legal staff nor resources to combat the IRS. Further, the
potential tax liability for many looms as a threat to their continued economic life.

In November, 1977, the General Accounting Office (GAO) submitted a report
to the Joint Committee regarding this problem and highlighted certain IRS
practices with proposed solutions, failing however, to propose a solution to
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the retroactive problem. The Joint Committee thereafter requested comments
from affected industries and interested parties on the GAO study which were to
he submitted by March 10, 1978, in line with the Joint Committee staff study
on the independent contractor issue.

The Committee on Ways and Means of the House of Representatives, recog-
nizing this problem and stimulated by a number of bills on this subject, just
recently established a task force to study and report to the full committee on the
independent contractor issue. This is the legislative plcture to date and forms
a background for consideration by members of the subcommittee of this issue.

Recognizing the time frame and the need that exists for specific relief, we are
particularly pleased that the subcommittee is directing its attention and effort
to some retroactive recognition of the problem. We realize that a more perma-
nent solution to the employment classification problem cannot be achieved before
the Senate's proposed adjournment on October 7, 1978. Recognizing this, NAII
certainly supports retroactive relief. However, we do not believe that the specific
language of S. 3007 is broad enough to accomplish this objective.

Two problems exist with the language of S. 3007 as presently drafted. First,
the date establishing the general audit position of January 1, 1976, is not broad
enough. In 1969, the IRS intensified its audit activity In this area, and in 1970,
general audits of employment tax compliance on independent contractor status
were commenced with most industries. Thus, if a corporation was audited prior
to 1976, and similar corporations in the industry were thereafter audited, the IRS
has already established a set audit procedure, and most industries with a 1976
date would be adversely affected.

Second, S. 3007 contains insufficient criteria in its test to insure compliance by
the IRS. The Service is given too much discretion and this has proven to be detri-
mental in the past. IRS' total disregard of the prohibitions contained in the con-
ference report of the Tax Reform Act of 1976 are evidence of this,

To rectify these two problems, NAII recommends a proposal that contains a
more adequate cut-off date and sets forth criteria which provide better guldelines
in assuring less discretion by the IRS avoiding this congressional mandate.

Our proposal, a copy of which is attached to my statement, changes the cut-off
date for the service's general audit position, regulations, or ruling to January 1,
1970. It also adds » third criterion for determining employment status in order
to insure broader protection.

In conclusion, we are vitally interested, as all affected industries beset with this
perplexing problem, in resolving this isaue.

We agree something must be done now, and the interim relief being considered,
and broadened as suggested, should be enacted to insure that the IRS does no
further damage to companies which have relied on long-standing practices and
in many instances published, unrevoked IRS rulings.

However, this stop-gap action should not replace a more permanent legislative
solution so necessary to resolve the litigation and controversy with the IRS over
the independent contractor-employment tax problem.

A BILL

To disregard, for purpose of certain taxes imposed by the Internal Revenue Code of 1954
wmi respect to employees, certain changes since 1970 in the treatment of individuals as
employees

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembdled,

SeEcrioN 1. That until enactment of any law amending the definition of term
“employee’ for purposes of chapters 21, 23 and 24 of the Internal Revenue Code
of 1954, in determining whether an individual Is an employee for purposes of
sections 3121, 3306, and 3401 of the Internal Revenue Code of 1954, there shall not
be applied any changed or newly stated position which is inconsistent with (1)
the general audit position of the Internal Revenue Service in effect prior to Jan-
uary 1, 1970; or (il) the status of such individual as reported in tax returns or
statements filed by the person for whom such individual performed services
where the status as reported is in accordance with the consistent practice of such
person with respect to individuals performing such services; or (iil) a regulation
or ruling in effect on January 1, 1970,

34-800 O - 79 - 7
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= H. R. 12176

IN THE HOUSE OF REPRESENTATIVES

Arrn 18,1978

Mr. Gepaaror (for himself, Mr. HoLLaND, Mr, Steioe=, Mr. FrenzeL, Mr. Foxp
of Tennessee, Mr. Tucker, and Mr. Duncan of Tennessee) introduced the
following bill; which was referred to the Committee on Ways and Means

A BILL

To amend the Internal Revenue Code of 1954 to clarify stand-
ards for determining status of individuals for employment tax

purposes.
Be it enacted by the Senate and House of Representa-

tives of the United States of America in Congress assembled,
SgoTioN 1. (a) Chapter 25 of the Internal Revenue

Code of 1954 (relating to general provisions for employment

taxes) is amended by adding at the end thereof the following

new section:

“SEC. 33%07. CLARIFICATION OF STANDA.i!DS FOR CLASSI-

FICATION AS INDEPENDENT CONTRACTOR

© ® 2 o G e W N

OR SELF-EMPLOYED PERSON,

10 “(s) If, for any calendar year, the classification as an
I
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independent contractor or self-employed person of any indi-
vidual described in subsection (b) either (1) is not incon-
sistent with a revenue ruling published prior to January 1,
1977, relating to the industry in which such individual ren-
dered services and which was outstanding during such cal-
endar year, or (2) has been consistently so reported on tax
returns or statements filed by the person for whom such serv-
ices were performed, and is in accordance with the long-
standing practice of such person with respect to individuals
performing such services, then the classification of such indi-
vidual shall be as an independent contractor or self-employed
person and not as an employee during such calendar year for
all purposes under chapters 21, 23, and 24.

“(b) This section shall apply to any individual (other
than an individual described in section 3121 (d) (3)) if,
during a given calendar year (1) such individual was per-
forming services under an agreement which provided that
such services were performed as an independent contractor
or self-employed person, (2) the sole remuneration for such
services during such calendar year was by commissions (in-
cluding prizes, awards, overrides or other economic benefits
related to production or performance, but not including salary
payments) which were reported by the person for whom
such services were performed as commissions, fees or other

compensation related to nonemployee services paid to an
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independent contractor, in the form and manner prescribed
by the Secretary pursuant to section 6041 (a) ; and (3) such
individual was not required to work during specified hours or
to follow a prescribed daily or weekly work schedule.

(o)} This section shall apply to services performed be-
fore January 1, 1979.” _ |

(b) The table of sections for such chapter is amended

by adding at the end thereof the following new item:

“Sro. 8507. Clarification of standards for classification as
independent contractor or self-employed per-
son.”,

8E0. 2. Section 3121 (b) of the Internal Revenue Code

.of 1954 (relating to the definition of the term “‘employment”

for purposes of the Federal Insurance Contributions Act) is
amended by striking out “or” at the end of pal;agraph (19),
by striking out the period at the end of paragraph (20) and
inserting in lien thereof “; or ”, and by aﬂding after para-
graph (20) the following new paragraph: |
(21) service performed by an individual (other
than an individual described in section 3121 (d) (3))
for a person if—

“(A) the sole remuneration for such service
service performed by such individual for such person
is by commissions (including prizes, awards, over-
rides, or other economic benefits related to produc-‘

tivity or performance, but not inciuding salary
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payments) which are reported by such person as
commissions, fees or other compensation related to
nonemployee service paid to an independent con-
tractor, in the form and manner prescribed by the
Secretary pursuant to section 6041 (a),

“(B) the individual performs such service pur-
suant to a written contract which provides that the
service is performed as an independent contractor or
self-employed person,

“(0) .the individual is not required by the per-
son for whom such service is perfonhed to work
during specified hours or to follow a prescribed daily
or weekly work schedule,

“(D) the individual provides his own princi-
pal place of business, or if his principal place of
business is provided by the person for whom such
service is performed, the individual pays such per-
son rent therefor at a rate which is not less than the
fair rental rate for comparable places of business in
the community in which such principal place of busi;
ness is located, and

“(E) the individual has an opportunity of
making a profit or incurring a loss, in that current
operating income may or may not exceed current

operating expenses.”
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8Eo. 3. Section 1402 (¢} (3) of the Internal Revenue
Code of 1954 (relating to the definition of the term “trade or
business’ for purposes of the tax on sef-employment income)
is amended by striking out “and’” at the end of subparagraph
(E), by striking out the semicolon at the end of subpara-
graph (F) and inserting in lien. thereof ““, and”, and
by edding after subparagraph (F) the following new
subparagraph:

“(G) service deseribed in section 3121 (b)
(21);”

8ro. 4. Bection 3306 (c) of the Internal Revenue Code
of 1954 (relating to the definition of the term “employment”
for purposes of the Federal Unemployment Tax Act) is
amended by deleting paragraph (14) thereof and by insert-
ing the following new paragraph in lieu thereof:
‘“(14) service performed by an individual for a per-
son if—

“(A) the sole remuneration for such service
performed by such individual for such person is by
commissions (including prizes, awards, overrides, or -
other economic benefits related to productivity or
performancs, but not including salary payments)
which are reported by 'suol.a person as wmmissionf;, _
fees or other compensation related to nonemployee'

service paid_to an indepeﬁdent contractor, in the
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form and manner prescribed by the Secretary pur-

. suant to section 6041 (a),

“(B) - the individual performs such segvice pur-

. suant to a written contract which provides that the

service is performed as an independent contractor

- or self-employed person,

“(C) the individual is not required by the
person for whom such service is performed to work
during specified hours or to follow a prescribe(i daily
or weekly work schedule,

“(D) the individual provides his own princi-
pal place of business, or if his principal place of busi-
ness is provided by the person for whom such service
is performed, the individual pays such person rent
therefor at a rate which is not less than the fair
rental rate for comparable places of business in the

community in which such principal place of business

.is located, and

“(E) the individual has an opportunity of
making a profit or incurring a loss, in that current
operating income may or may not exceed current

operating expenses;”

~.-.. Bro. 5, Section 3401 (a) of .the.Internal Revenue Code

24 of 1954 (relating to. the definition of the term “‘wages” for

25 income.tax withholding purposes) is amended by striking out
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1 the period at the end of paragraph (17) and inserting in lieu

9 thereof “; or”, and by adding after paragraph (17) the fol-

3 lowing new paragraph:

8 X 8B

“(18) for service performed by an individual for

a person if—

“(A) the sole remuneration for such service
performed by such individual for such person is by
commissions (including prizes, awards, overrides, or
other economic benefits related to productivity or
performance, but not including salary payments)
which are reported by such person as commissions,
fees or other compensation related to nonemployee
service paid to an independent contractor in the
form and manner prescribed by the Secretary pur-
suant to section 6041 (a),

“(B) the individual performs such service pur-
suant to a written contract which provides that the
service is performed as an independent contractor or
self-employed person,

“(0) the individual is not required by the per-
son for whom such service is performed to work
during specified hours or to follow a prescribed daily
or weekly work schedule, |

“(D) the individual provides his own principal
place of business, or if his principal place of busi-
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ness is provided by the person for whom such service
is performed, the individual pays such person rent
therefor at a rate which is not less than the fair
rental rate for comparable places of business in the
community in which such principal place of business
is located, and

“(E) the individual has an opportunity of mak-
ing & profit or incurring a loss, in that current op-
erating income may or may not exceed current

operating expenses.”

SEc. 6. (a) Section 210 (a) of the Social Security Aet
is amended by striki;lg out “or” at the end of paragraph
(19), by striking out the period at the end of paragraph
(20) and inserting in lieu thereof “; or ”’, and by adding
after paragraph (20) the following new paragraph:

“(21) service performed by an individual (other

than an individual described in subsection (j) (3)) for

a person if—

- “(A) the sole remuneration for such service
performed by such individual for such person is by
commissions (including prizes, awards, overrides, or
other economic benefits related to productivity or
performance, but not including salary payments)
which are reported by such person as commissions,

fees or other compensation related to nonemployee
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service paid to an independent contractor, in the
form and manner prescribed by the Seoreu;ry pur-
suant to section 6041 (a),

“(B) the individual performs such service pur-
suant to & written contract whieh provides that the
service is performed as an independent contractor or
self-employed person,

“(0) the individual is not required by the per-
son for whom such service is performed to work
during specified hours or to follow a prescribed daily
or weekly work schedule,

“ (D)r' th;a indi\lri&ual provides his own principal
place of business, or if his principal place of business
is provided by the person for whom such service is
performed, the individual pays such person rent
therefor at a rate which is not less than the fair
rental rate for comparable places of business in the
c\ommunity in which such principal place of business
is located, and

“(E) the individual has an opportunity of mak-
ing a profit or incurring & loss, in that current op-
erating income may or may not-exceed current

operating expenses.”

(b) Bection 211 (o) (2) of such Act is amended by

25 striking out “and” at the end of subparagraph (E), by strik-
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ing out the semicolon at the end of subparagraph (F) and
inserting in lieu thereof”, and”, and by adding after sub-

paragraph (¥) the following new subparagraph:
“(G) service described in section 210 (a) (21)

of this title;”. -

Skc. 7. The amendments made by sections 2 through 6
shall apply to service performed after December 31, 1978.
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=" H, R. 13274

IN THE nov_sE OF REPRESENTATIVES

Juns 28,1978

)(r Geraasor (for himself, Mr. WrmrrzaUReT, Mr. St00XMAN, Mr. JRWKINS,
- Mr, Parrezson of Californis, Mr. GuioxmaN, Mr. Qums, Mr. Youxe of
Missouri, Mr. Trowe, Mr. Herrar, and Mr. Jaooss) introduced the follow-
ing bill; which was referred to the Committes on Ways and Means

A BILL

To amend the Internal Revenue Code of 1954 to clarify stand-
ards for determining status of individuals for employment tax

purposes.
Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SeorioN 1. (a) Chapter 25 of the Internal Revenue
Code of 1954 (relating to general provisions for employment
taxes) is amended by adding at the end themof the following

new section:
“SEC. 3507. CLARIFICATION OF STANDARDS FOR CI;ASSI-
FICATION AS INDEPENDENT CONTRACTOR

© ® T A &R o W N
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“(a) If, for any calendar year, the classification as an
1-0
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independent contractor or self-employed person of any indi-
vidual described in subsection (b) either (1) is not incon-
sistent with a revenue ruling published prior to January 1,
1978, rclating to the industry in which such individual ren-
dered services and which was outstanding during such cal-
endar year, or (2) has been consistently so reported on tax
returns or statcme;lts filed by the person for whom such serv-
ices were performed, and is in accordance with the long-
standing practice of such person with respect to individuals
performing such services, then the classification of such indi-
vidual shall be as an independent contractor or self-employed
person and not as an employee during such calendar year for
all purposes under chapters 21, 23, and 24.

“(b) Thig section shall apply to any individual (other
than an individual described in section 3121 (d) (3)) if,
during a given calendar year (1) such individual was per-
forming services under an agreement which provided that
such services were performed as an independent contractor
or self-employed person, (2) the sole remﬁnera.tion for such
services during such calendar year was by commissions (in-
cluding prizes, awards, overrides or other economic benefits
related to'production or performance, but not including salary
payments) which were reported by the person for whom
such services were performed as commissions, fees or other

compensation related to nonemployee services paﬁd to an
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38
independent contractor, in the form and manner prescribed
by the Becretary pursuant to section 6041 (a) ; and (3) such
individual was not required to work during specified hours or
to follow a prescribed daily or weekly work schedule.
‘(o) This section shall apply to services performed be-

fore January 1, 1979.”

(b) The table of scctions for such chapter is amended

by adding at the end thereof the following new item:

“Sro. 8507. Clarification of standards for classification as
independent contractor or self-employed per-
" son,”.

8Eo. 2. Section 3121 (b) of the Internal Revenue Code
of 1954 (relating to the definition of the term “employment;”
for purposes of the Federal Insurance Contributions Act) is
amended by striking out “or” at the end of paragraph (19),
by striking out the period at the end of paragraph (20) an;l
inserting in lien thereof “‘; or ”, and by adding after para-
graph (20) the following new paragraph:
“(21) service performed by an individual (other
than an individual described in section 3121 (d) (3))
for a person if—

“(A) the sole remuneration for such service
service performed by such individual for such person
is by commissions (including prizes, a.vyards, over-
rides, or other economic benefits related to produé-
tivity or performance, but not including salary
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payments) which are reported by such person as
commissions, fees or other compensation related to
nonemployee service paid to an inaependent con-
tractor, in the form and manner prescribed by the
Secretary pursuant to section 6041 (a),
“(B) the individual performs such service pur-

suant to a written contract which provides that the

“gervice is performed as an independent contractor or

gelf-employed person,

“(0) the individual is not required by the per-
son for whom such service is performed to.work
during specified hours or to follow a prescribed daily
or weekly work schedule, )

“(D) the individual provides his own princi-
pal place of business, or if his principal place of
business i3 provided by the person for whom such
service is performed, the individuai pays such per-
son rent therefor at & rate which is not less than the
fair rental rate for comparable places of business in
the community in which such principal place of busi-
ness is located, and )

“(E) the individual has an opportunity of
making a profit or incurring a loss, in that current
operating income may or may not exceed current

operating expenses.”
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880. 3. Section 1402 (c) (3) of the Internal Revenue
Code of 1954 (relating to the definition of the term “trade or
business'’ for purposes of the tax on self-employment income)
is amended by striking out “and”’ at the end of subparagraph
(E), by striking out the semicolon at the end of subpara-
graph (F) and inserting in lieu thereof “, and”, and
by adding after subparagraph (F) the following new
subparagraph:

“(@) service described in section 3121 (b)
(21);”

8grc. 4. Section 3308 (¢) of the Internal Revenue Code
of 1954 (relating to the definition of the term “employment”
for purposes of the Federal Unemployment Tax Act) - is
amended by deleting paragraph (14) thereof and by insert-
ing the following new paragraph in lien thereof:

“(14) service performed by an individual for a per-
son if—

“(A) the sole remuneration for such service
peﬂormod by such individual for such person is by
commissions (including prizes, awards, overrides, or

. other economic benefits related to productivity or
p‘efformanoe, but not including salary payments)
which are reported by such person as commissions,
fees or other compensation related to nonemployee
service paid to an independent contractor, in the
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1 form and manner prescribed by the Becretary pur-

"9 - suant to section 6041 (a), ’

'3 “(B) the individual performs such service pur-
4 guant to & written contract which provides that the
5 service is performed as an independent contractor
6 ' or sef-employed person,

7 “(C) the individual is not required by the
8 person for whom such service is performed to work
9 during specified hours or to follow a prescribed daily

10 or weekly work schedule,

11 “(D) the individual provides his own princi-

12 pal place of business, or if his principal place of busi-

13 ness is provided by the person for whom such service

14 is performed, the individual pays such person rent

15 therefor at a rate which is not less than the fair

16 rental rate for comparable places of business in the

17 community in which such principal place of business

18 is located, and '

19 “(E) the individual has an- opportunity of

20 making a profit or incurring a loss, in that current

21 operating income may or may not excéed current

22 operating expenses;”’

23 8Eo. 5. Bection 3401 (a) of the Internal Revenue Code
‘24 of 1954 (relating to the definition of the term “wages” for
25 income tax withholding purposes) is amended by striking out

34-000-79 -8
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1 the period at the end of paragraph (17) and inserting in lieu

2 thereof ““; or”, and by adding after paragraph (17) the fol-
3 lowing new paragraph:

4
5
6
7
8
9

10
11

“(18) for service performed by an individual for

a person if—

“(A) the sole remuneration for such service
performed by such individual for such person is by
commissions (including prizes, awards, overrides, or
other economic benefits related to productivity or
performance, but not including salary payments)
which are reported by such person as commissions,
fees or other compensation related to nonemployee
service paid to an independent contractor in the
form and manner prescribed by the Secretary pur-
suant to section 6041 (a),

‘“’(B) the individual performs such service pur-
suant to & written contract which provides that the
service is performed as an independent contractor or
self-employed person,

“(C) the individual is not required by the per-
son for whom such service is performed to work
during specified hours or to follow a prescribed daily
or weekly work schedule,

© “(D) the individual provides his own principal

place of business, or if his principal place of busi-
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ness is provided by the person for whom such service

is performed, the individual pays-such ‘person rent

therefor at a rate which is not less than the fair

. rental rate for comparable places of business in the

community in which such principal place of business
is located, and .

“(E) the individual has an opportunity of mak-
ing a profit or incurring 4 loss, in that current op-
erating income may or may not exceed current

_operating expenses,”

BEC. 6. (a) Section 210 (a) of the éocial Becurity Act
is amended by striking out “or” at the end of paragraph
(19), by striking out the period at the ‘end of paragraph
(20) and inserting in lieu thereof ‘“; or ”, and by adding
after paragraph (20) the following new -pa.ragraph:

“(21) service performed by an individual (other

than an individual described in subsection (j) (3)) for

a person if—

“(A) the sole tremdnéf;tion.’ for such service
performed by such individual for such person is by
commissions (including prizes, awards, override.;s, or
.other economic benefits related to productivity or
performance, but not including salary payments)

which ‘are reported by such person as commissions,

. _fe'es or other compensation related to nonemployee
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service paid to an independent contractor, in the
form and manner prescribed by the Secretary pur-
suant to section 6041 (a),

“(B) the individual performs such service pur-
suant to & written contract which provides that the
service is performed as an independent contractor or
self-employed person,

“(C) the individual is not required by the per-
son for whom such servwe is performed to work
during speclﬁled hours or to follow 8 prescribed daily
or weekly work schedule,

“(D) the individual provides his own principal
place of business, or if his principal place of business
is provided by the person for whom such service is
performed, the individual pays such person rent
therefor at a rate which is not less than the fair

rental rate for comparable places of business in the

community in which such prineipal place of business

is located, and

“(E) the individual has an opportunity of mak-
ing a profit or incurring & loss, in that current op-
erating income may or may not exceed current

operating expenses.”

(b) Section 211 (c) (2) of such Act is amended by

25 striking out “and” at the end of subparagraph (E), by strik-
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ing out the semicolon at the end of subparagraph (F) and
inserting in lieu thereof*, and”, and by adding after sub-
paragraph (F) the following new subparagraph :
“(@) service described in section 210 (a) (21)
of this title;”.
8ko. 7. The amendments made by sections 2 through 6
shall apply to service performed after December 31, 1978.
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STATEMENT OF JEROME B. LIBIN, SUTHERLAND, ASBILL & BRENNAN, WASHINGTON,
D.C., oON BEHALF OF VARIOUS INBURANCE COMPANIES

SUMMARY

1. The Internal Revenue Service has not adhered fully to the directive in the
Conference Report of the Tax Reform Act of 1976 that it not apply any changed
or newly stated position in the employment tax area until Congress considers the
question. Since Congress adopted the 1976 Act Conference Report, pending cases
have been pursued, new audits have been started and completed, assessment and
collection have occurred, and litigation has commenced.

2. 8. 3007 focuses appropriately on one of the fundamental questions raised by
the IRS’s current policies, namely, retroactivity. However, the bill’'s operative
date for freezing IRS audit policles (January 1, 1976) renders it a virtually
meaningless bill for most industries affected by the problem. A cut-off date of
January 1, 1970, is necessary in order to provide adequate relief.

8. If a bill such as S. 3007 is to be enacted, Congress should clarify the bill to
permanently preclude retroactive assessments in those situations where the tax-
payer’s prior consistent practice was unchallenged. At the very least, Congress
should strongly urge the Commissioner of Internal Revenue to exercise the dis-
cretion granted to him under section 7805(b) of the Internal Revenue Code to
apply on a prospective basis only, following appropriate public notice, any audit
position that constitutes a departure from prior audit practice in the employment
tax area. N

STATEMENT

Mr. Chairman and Members of the Subcommittee : I appear before you today as
counsel for the following insurance companies :

Kansas Farm Bureau Life Insurance Co.

Farm Bureau Mutual Insuraace Co.

KFB Insurance Co., Manhattan, Kans.

Mutual of Omaha Insurance Co.

United Benefit Life Insurance Co., Omaha, Nebr.

Southern Farm Bureau Life Insurance Co.

Southern Farm Bureau Casualty Insurance Co.

Mississippi Farm Bureau Mutual Insurance Co., Jackson, Miss.

Kentucky Farm Bureau Mutual Insurance Co.

FB Insurance Co., Louisville, Ky.

United Farm Bureau Family Life Insurance Co. )

United Farm Bureau Mutuval Insurance Co., Indianapolis, Ind.

Each of the companies we represent is currently engaged in a controversy
with the Internal Revenue Service (IRS) regarding the proper classification
of this {nsurance agents for Federal employment tax purposes. As I will explain
more fully below, those controversies are at different stages of development at
the present time. In addition to the insurance companies listed above, our firm
represents companies in the trucking, gasoline service station, and certain other
fndustries in connection with their pending employment tax disputes.

The Subcommittee is well aware that current Congressional concern with the
independent contractor-employee issue and the efforts of the IRS to reclassify
various individuals as employees on a retroactive basis had its genesis in the
Report of the Senate Finance Committee relating to the Tax Reform Act of
1976 (*the 1976 Act”). Ultimately, the 1976 Act Conference Report, which was
approved by the entire Congress, requested the Staff of the Joint Committee on
Taxation to study the employment tax area generally and instructed the IRS
not to apply any changed or newly stated position in the area with respect to
past years until the Joint Committee Staff had completed is study. See H.R.
Rep. 94-1515, 94h Cong., 2d Sess. 489 (1976) ; S. Rep. No. 94-938, 94th Cong., 2d
Sess. 604 (1976) ; 122 Cong. Rec. S12495-96 (daily ed. July 26, 1976) (colloquy
of Senators Long and Curtis).

Unfortunately, in the nearly two years that have elapsed since Congress
adopted the 1976 Act Conference Report, not only has the IRS falled to promul-
gate new classification guidelines that would eliminate the confusion in the
area for future years, but it has also falled to fully respect both the letter and
the spirit of the Report itself. That this is so is perhaps best illustrated by
specific reference to the employment tax cases of the companies on whose behalf
I am appearing today.
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Kansas Farm Bureau Life Insurance Company, Farm Bureau Mutual Insur-
ance Company, and KFRB Insurancc Company of Manhattan, Kan.-—Although
the IRS had not previously challenged the employment tax status of the insurance
agents of the Kansas Farm Bureau Companies, a dispute has arisen following an
audit that began on October 8, 1976, a few weeks after adoption of the 1976 Act
Conference Report. On April 3, 1978, the companies received letters proposing
assessments for the taxable years 1974-76 of over $5.8 million. On June 6, 1978,
tess than two months ago, the companies flled a 136 page protest to those pro-
posed assessments with the District Director of Internal Revenue in Wichita.

United Farm Bureau Family Life Insurancz Company and United Farm
Bureau Mutual Insurance Company of Indianapolis, Ind.—These companies
received an adverse technical advice memorandum from the National Office of
the IRS in May, 1976. The technical advice memorandum was issued with respect
to the years 1969 and 1970 and related to proposed assessments of nearly $1.7
million. Notwithstanding the directive in the 1976 Act Conference Report, this
case has continued to be processed through IRS appeal channels. A conference
was held with the IRS Appellate Division in Indianapolis in June, 1877, at
which time it was agreed that the Service's audit of the companies’ employment
tax returns for later years would be consolidated with the 1969-70 case. On
January 20, 1978, the companies received letters proposing assessments of $5.2
million in back employment taxes for the years 1973-75. A second conference
with the Appellate Division was scheduled for July 11, 1978, but was recently
postponed until September,

Mutual of Omaha Insurance Company and United Benefit Life Insurance Com-
pany of Omaha, Nebr.—Prior to adoption of the 1976 Act Conference Repoit,
these companies had received a proposed employment tax assessment for the
year 1969 of nearly $1 million. The proposed assessment was the result of an audit
begun in 1971. Subsequent to the issuance of the 1976 Act Conference Report, a
conference was held with the IRS Appellate Division in Omaha. Ultimately, in
April, 1977, seven months after the Conference Report, the two companies were
actually assessed a total of $1.4 million in back taxes and interest. The comparies
had no choice but to pay a portion of that assessment and institute a refund
sult, which they @did in the United States Court of Claims on February 8, 1978.

More recently, the IRS completed its audit of the companies’ employment tax
returns for five subsequent years (1970-74). On June 12, 1978, the IRS issued
letters proposing additional employment tax assessments (exclusive of interest)
totaling $10.6 million. The companies’ response to the proposed assessments is
due August 30, 1978. The recent audit dramatically illustrates the extreme posi-
tion that the IRS Is now taking—the proposed assessment for 1971 is directly
contrary to a favorable technical advice memorandum issued with respect to the
companies in November of that year.

Southern Farm Bureau Life Insurance Company, Southern Farm Bureau
Casualty Insurance Company, and Mississippi Farm Bureau Mutual Insurance
Company of Jackson, Miss.—These companies received employment tax assess-
ments proposed for the years 1970-72 totaling $9.1 million. The companies have
had a request for technical advice pending in the National Office of the IRS since
December, 1974. However, we have recently learned that a formal decision on
that request will not be issued for the time being.

Kentucky Farm Bureau Mutual Insurance Company and FB Insurance Com-
pany of Louisville, Ky.—These companies have had a request for technical
advice pending in the IRS National Office since September 1975. Their case In-
volves proposed assessments for the years 1971-73. In March, 1977, six months
after the 1976 Act Conference Report, a conference on the technical advice
request was held at the National Office. We have recently learned that no formal
action will be taken in this case for the time being either.

The cases summarized above demonstrate the breadth of the current problem :
they involve proposed or actual assessments of over $33 million, and many of
the companies, all of which have consistently treated the affected individuals as
independent contractors, have substantial additional exposure for subsequent
years not yet under audit. Perhaps more important, the cases conclusively estab-
lish that, 8o far as we are aware, only in limited instances (i.e., where the matter
was still pending in the IRS National Office when the 19768 Act Conference Report
was adopted) has the IRS respected Congress's request that employment tax
cases involving a change of IRS position for past years should be held in abey-
ance pending the completion of the Joint Committee Staff study of the area.

In short, since the Conference Report was adopted, pending cases have been
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pursued, new audits have been started and completed, assessment and collection
have occurred, and litigation has commenced.

In light of the foregoing, it seems imperative that Congress take specific legis-
lative action to bring order out of chaos. Given the breadth and magnitude of
the problem, a broad solution dealing with both past and future years is the only
possible way to resolve the question on any sort of a permanent basis. A bill has
been introduced in the House of Representatives by Congressman Gephardt of
Missouri (H.R. 13274, superseding H.R. 121768) that addresses the issues in a
very constructive manner. It is hoped that a companion bill will soon be intro-
duced in the Senate and that an effort will be made to focus on the entire prob-
lem in this session of Congress.

If, however, there is insufficient time in this session to deal with the question
on a broad-scale basis, it i8 necessary to consider the effect of S. 3037 and 8. 3007,
the bills before this Subcommittee today.

S. 3037, which was introduced by Senators DeConcini and Haskell, would
afford relief only to the real estate industry. It proceeds on the premise that all
other industries have established an accord with the IRS consistent with the 1976
Act Conference Report. As indicated above, however, that is simply not the case.
Thus, 8. 3037 18 no answer to the basie questions of tax administration that must
be dealt with in this area.

S. 3007, introduced by Senator Dole, appears to focus more appropriately on
one of the two fundamental questions raised by the IRS’s current policies, namely,
whether present audit positions that attempt to reclassify as employees individ-
uals who have consistently been treated as independent contractors should be
applied retroactively. 8. 3007 provides that until Congress amends the definition
of an “employee” for employment tax purposes, the IRS shall not apply any
changed or newly stated position which is inconsistent with a general audit
position in effect prior to January 1, 1976, or which is inconsistent with a ruling
or regulation in effect on December 31, 1975.

To the extent S. 3007 is intended to have general application, its purpose is
laudatory. Unfortunately, however, the bill’s operative date for freezing IRS
audit policies (January 1, 1976) renders S. 3007 virtually meaningless for most
of the industries affected by the problem. The IRS might well interpret the bill
as sanctioning the position it has taken in any employment tax audit commenced
before January 1, 1976, even though such audit position may hare been formulated
as part of the general IRS effort in this area that led to the 1576 Act Conference
Report directive. For this reason, we support the January 1, 1970 cutoff date pro-
posed by the National Assoclation of Independent Insurers. This earller cutoff
date is imperative if the legislation is to be at all effective with respect to the
numerous industries whose members are currently faced with millions of dollars
of potential assessments.

Another problem with 8. 3007 is that its ultimate effect is unclear. Will the IRS
be free to reassert its present audlt position for back years whenever Congress
finally enacts a law amending the definition of an “employee”? Or is the IRS to
be permanently precluded from asserting retroactive assessments in any case
where the taxpayer has consistently treated the individuals who performed serv-
ices for him as independent contractors in past years, without earlier audit
challenge?

The later result, which we would strongly advocate, seems almost to be re-
quired by, and certainly would be entirely consistent with, the recent decision of
the Supreme Court in Central Illinois Public Service Co. v. Unifed States, 46
U.S.L.W. 4163 (Feb. 28, 1978), which unanimously rejected an attempt by the
IRS to treat employee lunch reimbursements as “wages"” subject to withholding on
a retroactive basis. Significantly, just last week, presumably in recognition of the
decision in Central Illinots, the IRS announced that it would apply without retro-
active effect a 1976 adverse ruling dealing with the employment tax classification
of market survey interviewers. (See Rev. Rul. 78-284, 1978-28 I.R.B. 8, which
held that Rev. Rul, 75-243, 1975-1 C.B. 322, will be applied only from 1975
forward.)

If a bill such as 8. 3007 is to be enacted, Congress should clarify the bill to
permanently preclude retroactive assessments in those situations where the tax-
payer's prior consistent practice was unchallenged. At the very least, Gongress
should strongly urge the Commissioner of Internal Revenue to exercise the dis-
cretion granted to him under section 7805(b) of the Internal Revenue Code to
apply on a prospective basis only, following appropriate public notice, any audit
position that constitutes a departure from prior audit practice in the emloyment
tax area.
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Senator Byro. The committee will now call on the Treasury De-
partment, Mr. Samuels, Deputy Tax Legislative Counsel. Would you
express your views?

STATEMENT OF JOHN M. SAMUELS, DEPUTY TAX LEGISLATIVE
COUNSEL, DEPARTMENT OF THE TREASURY

Mr. SamueLs. Yes. Thank you very much, Senator.

I think the Treasury Department agrees with each of the witnesses
who has testified in this area that a legislative solution is needed. It is
one of the most vexing problems in the administration of the tax law.
It involves not only the income tax but the social security tax and un-
employment compensation. An independent contractor, as you know,
)ays estimated taxes and his social security taxes are SECA taxes.

o we are talking not only about the income tax, but about the Sccial
%ecu(xi'ity Trust Fund and the integrity of the Social Security Trust
und.

The Treasury Department, however, does not believe that this
problem should be solved with piecemeal legislation. We think it is
only after Congress has carefully and deliberately studied this entire
area that legislation should be enacted. We have been working for well
over a year with the Internal Revenue Service and the Justice Depart-
ment on a legislative proposal to clarify the law in this area.

The problem is really not the Internal Revenue Service. It is the
vagueness of the standard of who is an employee and who is not. The
concept of employee basically turns on whether or not the employer
has a right to control the Eerson performing the services.

Well, that is a concept that was drawn up in common law in Eng-
land hundreds and hundreds of years ago to determine tort liability—
whether the master was responsible for the injuries caused by his serv-
ant. In that connection, whether or not the employer has control over
the emgloyee makes sense. .

But I do not think, in all cases, that standard should make sense as
to how income taxes are collected.

Now, Senator Curtis correctly observed, I think, with respect to in-
come taxes and generally with respect to social security taxes it should
not matter whether a person is an employee or independent collec-
tor. If the taxes are withheld from the employee he does not have to
pay estimated taxes. If social security taxes, or FICA, are paid by
the employer, he does not have to pay SECA.

So from a purely income tax and social security tax point of view,
the employer and employee should be indifferent. Now, unemploy-
ment compensation covers onl¥1 employees and not independent con-
tractors. There is a difference there. And there is a slight difference in
social security taxes. Higher social security taxes are paid in an em-
ployment relationship.

e would urge the committee to not take any action in this area
until there has been an opportunity for full, public hearings and
sol;;mg the problem not only for past years but for the future as
well,

Now, with respect to the past, I would like to say that the Internal
Revenue Service has been making every effort to comply with the
mandate of the Congress as expressed in the conference report in
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the 1976 act. Since September 13, no new revenue rulings have been
ublished classifying independent contractors or persons who were
independent contractors as employees.

Similarly, with respect to any issue which came to the attention of
the national office where new ground was being broken in this area,
the case would be suspended, put in suspense. There are a number of
cases right there, right now, that are in suspense.

Senator Byrn. You referred to the mandate of the conference report.
What is the mandate of the conference report ¢

Mr. SamuELs. I have the language here, Senator. It says:

The conferees also joth in urging the Internal Revenue Service not to apply
any changed position or any newly-stated position which is inconsistent with a
prior general audit position in this general subject area to past as opposed to
future taxable years until the requested staff study has been completed.

I think what the Congress was addressing itself to was the difficult
problem of these very large, retroactive assessments. They said, we do
not want you changing your position and then applying that changed
position to past years.

Senator Byrp. Well, then the Internal Revenue does not apply it
to ﬁast ears{ ,

r. SaMUELS. Well, the Internal Revenue Service is a very large
organization and——
enator Byrp. Does it, or does it not ?

Mr. SamuELs. At least in the national office, it does not apply any
changed position to back years. Now, the problem is if an employer,
say, 18 running a factory and he has employed—the persons who work
on an assembly line are clearly employees. He has never treated them
that way, but, similarly, he has never been audited. He has never been
audited for employment taxes.

Now——

Senator Byrp. I am trying to get clear, still, as to whether the Inter-
nal Revenue Service has or has not applied it to past years.

Mr. Samuers. They have not applied any changed audit position
to past years—I mean, there may have been a case of an agent in the
field who has done it. As soon as it has come to the attention of the
national office, that case has been suspended.

However, what the definition of a changed position is to a particular
taxpayer may be different than a change in a general audit position.
This taxpayer was not audited. His competitor across the street may
have been audited years ago and may now be treating these geople as
employees. The taxpayer who was just audited may not, and to him,
this is a change.

Now, that is the problem. The conference report said change from
general audit position. The only way the Service could interpret that
18 to ask have we chanied from our audit guidelines-—which they
have not—or have we chan from any published ruling, revenue
ruling, or regulation, which they have not.

In other words, they have been sticking to all rulings published
before September 13, 1976.

Now, tllu)at was obviously the problem for the realtors. Their revenue
ruling, which treated some real estate salespeople as employees, was
published shortly before the September 13 effective date of the con-
ference report.
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Senator Byro. That is the ruling that you changed today %

Mr. SamuELs. Yes, sir.

Senator Byro. Why did it take you almost 2 years to comply with
the conference report?

Mr. SamuELs. We were complying with it, sir. The revenue ruling
was published before the cnference report. The Service read the con-
ference report as saying do not api)ly any changed position after this
date—the date of the report—which was Septemebr 13, 1976. Now, I do
not have the exact date the rulings were published by the real estate
people, but I believe that it was in April of 1976,

Senator Byrp. What I am getting at is why did it take you 2 years to
revoke that rulin%?

Mr. SamueLs. There is not an easy answer to that question. We have
been meeting with representatives of the industry——

Senator Byrp. I know, but you say that the conference report is per-
fectly clear. It is a mandate.

Mr. SamurLs, It is a mandate——

Senator Byrp. And yet it has taken you 2 years to comply with the
mandate.

Mr. SamuELs. No, sir. Let me try to make it clear again. A

The conference report said do not apgly ani' changed position or any
position inconsistent with a revenue ruling that is outstanding on this
date, and that was September of 1976. So after that date, do not publish
any new rulings,

We did not do that. We have not done that. The real estate ruling
was published earlier in 1976 and was already on the books when the
Congress requested the Service to not change any position.

So the realtors were in the .infortunate situation of having had a
new ruling published shortly hefore the Congress acted, or made its
request, in the conference report.

So they were really technicalily not covered by the conference report.

Senator Byrp. Technically not covered, but it seems pretty obvious
what the Congress had in mind, did it not

Mr. SamueLs. Well, they said do not change your position——

Senator Byro. Well, then, let me ask you this question. Why did you
change your ruling today then that you had adhered to for 2 yearst

Mr. SamueLs. Well, we think on reflection that it is wrong to apply
those 1976 rulings to past years a8 opposed to future years.

Senator Byrp. That isa very good statement.

Mr. SamuELs. And that is why. We are changing it for that reason.
We think it is incorrect.

Now, what we are saying is that we are going to publish a new reve-
nue ruling with an effective date of January 1, 1979 and up until that
date, the law that the realtors had been operating under for a number of
years will continue to be the law.

Senator Curtis. Mr. Chairman {

Senator Byrp. Senator Curtis.

Senator Curtis. I think I have a pretty good idea of what the Con-
gress intended when it wrote that language. What we intended was not
to put a hold order on new regulations, but to put a hold order on your
treatment of individual taxpayers. ] ] )

1 do not think anybody could read it any differently. We did not just
write a mandate in the conference report that said you should not make
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any new regulations. We suspended your action and proceedings
against these people until the joint committee staff brought in an an-
swer to these questions,

Now, we concede that there might, here and there, be a situation
of an employer seeking to avoid social security taxes. Those are spe-
cial cases and we have ample law on fraud and deception to take
care of that.

Now, if individual citizens enter into a contractual relationship
where one is a wholesaler and the other is a retailer, or one is an in-
dependent contractor and they act on that belief for all purposes
over a period of years, should not that definition of their operation
prevail for tax purposes?

Mr. SamuEeLs. That has not been the position of the tax law in the
East. If the Congress wants to allow employer and employee to elect

ow they should pay their taxes——

Senator Curris. No, no, no. You are stating it wrong. You are
stating that they should allow employers and employees to determine
va agreement how they should be treated. They are not seeking an
election. These people have never been treated as employees. They
are citizens entering into a business arrangement, nor for the pur-
pose of affecting their tax liability, but for all purposes of operation,
and have done so over a period of years. ‘

Is that not the arrangement that the tax law should be applied to?

Mr. SamuELs. Are you asking for prospective years now})

Senator Curtis. I am asking for the year of Adam, on down to
1980.

Mr. SamueLs. That has not been the interpretation applied to the
tax law by the Congress or the courts or the Internal Revenue Service
in the past. There 1s an objective standard, which is in this relation-
ship an employer-employee relationship regardless of how treated
by the individuals involved. And even though they have treated it
consistently as an independent contractor re ationshi%, if it clearly
is not—and I think very little is clear in this area—the courts have
consistently held the re¥ationship to be that of employer-employee.

I might add that this is not a one-way street. There are a number
of payees—I will not call them employees—but persons who want
to be treated as employees. They have written to the Treasury. They
want to know why we are not aggressively treating them as employees
or making sure that their employers do.

Now, we have not been changing any rules since the 1976 Act. We
think part of the problem—and it is part of the great difficulty that &
number of the representatives on the ganel have indicated to the
Treasury in prior meetings—is that they do not really care how income
taxes and social security taxes are collected for future years—now I
am not talking about the past—but they are concerned about matters
such as unemployment compensation, collective bargaining, that if
you begin to call someone an employee, there are a number of ancillary
or collateral effects which follow which are not desirable to them.

We are very sensitive to that issue and hope to address it in our
overall legislative solution in defining when taxes should be withheld
and when they should not be.

Senator Curtis. Now, I have a request in reference to this langua
in the conference report. I would like to have you submit for the
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record all directions, bulletins, letters, communications, regulations
and so on that were sent out, either by the Treasury or the IRS to all
IRS offices and employees instructing them to follow the language
of the conference report.

If there are no such communications, I want you to so state in the
rﬁcord, but if there are any, I want complete copies of every one of
them.

Mr, SamueLs. I will check with the Internal Revenue Service.!

Senator Byrp. Senator Dolef

Senator DoLe. My questions have been covered. I note that the
Treasury opposes S, 3007 because it would interfere with the orderly
administration of the tax laws,

With reference to S. 8037, you have revoked ruling 76-136 and
76-137. You state in your testimony:

The new ruling will reinstate the rules contained in Treasury Mimeograph
6566 with respect to the employment status of real estate salespeople for all
periods prior to January 1, 1979.

Now, that is the position of the Treasury {

Mr. SamueLs., Yes, it is, Senator. We have not yet revoked that
ruling, but a ruling will be published shortly—very shortly—that will
rovoke both of those rulings and reinstate the GCM which represents

rior law in this area which will, I think, affect a number of pending

RS examinations. :

Senator DoLe. Do you have anything in mind for the others?

Mr. Samuers. Well, we think that the—no, we do not. We think
that the real estate inéustry—the revenue rulings issued with res
to the realtors, on reflection, probably should not have been applied
retroactively when they were issued. When they were issued, they
applied to years prior to 1976—1975, 1974 and 1973, which might
have been open iears. On reflection, that probably should not have
been the case. They represented what could fairly be characterized
as a change in position with respect to real estate salespeople.

Since that was not done, we think it is now appropriate to apply
what we believe to be the correct interpretation of the common law
to prospective periods, and the revenue ruling that will be published
with respect to that will apply only to employment tax quarters after
January 1, 1979.

Now, with respect to S. 3007, we looked at all lations and
rulings published since this January 1, 1976 and found these two to
be the only ones that were controversial. We hoped that, in takin
this action with respect to the real estate salespeople, we wonld d
with the underlying concern contained both in S. 3007 and S. 3037.

Mr. LisiN. Senator, may I say something with respect to the situa-
tion in the insurance industry, because I think there is some confusion

here.

All of the pertinent published IRS rulings with respect to the
commission of insurance agents treated them as independent contrac-
tors. The companies relied on those rulin,

The most recent published ruling was 1969. At that time, and shortly
thereafter, the Service began its new audit program which completely
reversed is position with respect to the treatment of commissioned in-
surance agents.

1 8ee p. 220.
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There have been no new published rulings one way or the other, but
everything that has been published in the insurance industry points
toward independent contractor treatment, and 1t was only by virtue
of the new audit program that insurance companies began to realize
that ther were going to have the position changed.

I think it is somewhat misleading to say that, well, the only rulinf;s
that we issued that we think we have to evoke that apply prospectively
deal with the real estate industry. The whole problem 1s the change of
audit procedures.

Mr. OFreN. Senator, that is exactly the same position that the direct
selling industry is in. We do not have any adverse revenue rulings.
We just have a departure, which the Court of Claims called a radical
departure, from the common law test through the application of new
audit practices and procedures that we also track back to approxi-
mately 1970.

In addition, I would like to comment that Mr. Samuels, in his
presentation on withholding and social security indicated that it might
not be that much of a changed condition. If our industry is any indi-
cation—Robert Nathan, our economist, says that even simple with-
holding would cost our industry $70 million a year and would net, nt
the most, for the Treasury $19 million.

Senator DoLe. Well, 1 would like to settle it right now, if we could.
We want to make a record. I know Mr. Samuels is in a difficult srot.
because he probably does not speak without going through channels—
or maybe you could, if you wanted to.

Mr. SamueLs. Well, I can, but it would not be authorized, :;0 you
would not want to hear it.

Mr. FARRER. Senator, the realtors are grateful for the action taken
by the Treasury Department and also we would reinforce the fact that
we have relied on an eighth circuit opinion that was almost 30 years old.
In fact, we even have publications to help our people understand the
relationship of the independent contractor and to give them a choice
as to whether they want to operate their firms on an employer-einployee
relationship or an indeﬁ)endent. contractor relationship.

And so it is based on these guidelines that our people are knowledge-
able, and that is our great concern, whenever these huge assessments
f,pme rolling in against our people, contrary to these established guide-
ines.

Senator DoLe. Well, as I think you have indicated, you have been
working on this for some time. Is there a chance we might have some
suggested legislation in the very near future?

Mr. SamukLs. Yes; indeed. A task force has been set up in the Ways
and Means Committee, chaired by Congressman Rangel, to study this
issue. It, obviously, will be considered carefully there, as well as care-
fully on the Senate side. It is a highly complex issue, as you can ascer-
tain from the statement of the panelists today. It invelves many, many
millions of dollars and many business relationships and I would think
it is only after full public hearings that the Congress would want to
consider a legislative proposal.
and hope to have a proposed legislative solution shortly.
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But we are working with the Justice Department and the Service

Senator Dore. Right. I would not think in the meantime Treasury
would object if we just stopped everything. We are going to adjourn
sometime this year so maybe we should tack on a little amendment to
help the Treasury.

Mr. FaRrer. The Senator is correct. There is rcally only 514 months
left until January 1, 1979, and then, of course, v.e do not know how that
is going to effect, or what kind of new ruling that the Internal Revenue
Service will bring to it.

Senator DoLe. We certainly do not want the Government to move too
quickly.

Mr. SamueLs. We are making every effort not to apply new positions
to past years, but I think it is very difficult to stop collecting or enfore-
ing the withholding provisions of the tax law and the collection of
social security fundgs and that is the difficult position the service finds
itself in. It has to administer what is becoming an increasingly
unadministerable law.

Now, I would like to point out with respect to the changed audit
positions that a number of panelists have addressed themselves to, that
what has happened, I think, is the Service has increased its audit
activity in this area because of the realization of the growing impor-
tance of employment taxes in our tax system. And it is just the number
of taxpayers who are being audited has increased. It is not any change
in position. The standard has always been who is an employee under
the common law.

Now, there are some 20 factors that apply to try to decide who an
employee is and who he is not. But for years prior to the 1970’s I think
an employment tax audit generally involved going in and checking the
employer’s arithmetic ang if the arithmetic was right, there was no
question as to status.

But I think it is this increased activity rather than any change in
substantive position that has generated so much concern.

Mr. LiBin. Senator, I do not wish to prolong this debate, but I just
must respond to that, because the Nebraska companies I represent
received a private technical advice memorandum from the National
Office of the Internal Revenue Service in 1971 stating that their com-
missioned insurance agents; or a portion of them, at least, were inde-
pendent contractors—the only ones affected by the technical advice
memorandum.

In June of this year, the companies received an audit report from
the Internal Revenue Service proposing an assessment of some $10
million. The report included the year 1971 and took a position that was
flatly contrary to the private technical advice memorandum in 1971.

So, to suggest that it is merely a case of increased audit activity, I
think, is not the whole story.

Mr. OrrFeN. We also have had the situation where private letters have
been reversed, and the Service has actually said that anything over
7 years old will no longer be considered valid. They told that to
Queensway Fashions and Beeline Fashions.

Senator Byrp. Would the Senator from Kansas yield at that point?

Senator Dore. I would be happy to yield.
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Senator Byrp. May I ask Treasury about that memorandum that
goes back to 1971. Is that a customary procedure, when rules are
c}}:angged, to go back on the taxpayer for a period of time such as
that*

Mr. SamurLs. No, Senator, but I think what is customary is that
every audit, by its very nature, is retroactive. In other words, you
cannot say to taxpayers, don’t report your income—just for example—
until you are caught, and then if you are caught, we will make you
report it for the future.

The audit process is, by its nature, retroactive and has to be. The
statute of limitations is generally 3 years, and so if the Service, for
example, determines that the relationship should be employer-em-
ployee rather than gayor-independent contractor and that relationship
was the same for the year of the examination and 2 preceding years
or 3 preceding years, where the statute of limitations is open, they will
assess the tax for each of those years, and that is not anything J)eculiar
to the employment tax area. It is just in the nature of tax audits.

Senator Byrp. How do you go back 7 years?

Mr. Sasuers. Well, frequently taxpayers will execute waivers of the
statute of limitations for other 1ssues, or perhaps this issue, and agree
to keep the year open, either because the Service has not been able to
conduct its audit or the taxpayer is suing for a refund of income taxes.
There is an opportunity for an agreement between the Government
and the taxpayer to extend the statute of limitations. That is
consensual.

Senator Byrp. Senator Laxalt?

Senator Laxart. I have no questions.

Senator Byrp. Senator Packwood ¢

Senator Packwoop. I have no questions, Mr. Chairman.

Senator Byrp. Before calling on the next panel, I would like to make
a brief statement.

Senator Packwood has agreed to Chair these hearings until 12 :30.
I must go to a meeting with a Member of the House of Representatives
to try to iron out some differences between the House and the Senate
on the military authorization legislation. Senator Paclkwood has com-
mitments after 12:30 and so does the Senator from Virginia.

If we are not able to conclude the ambitious undertaking of handling
15 bills today, Senator Packwood, if you feel that when the hour of
1230 arrives and you have to leave, if you feel it would be useful, I
would suggest that you recess until 8:30 tomorrow morning, and I
could preside over this subcommittee until the Finance Committee
meets at 10. That way we could hear those witnesses whom we have not
been able to hear up to that point.

Thank you very much,

Then next panel will be a panel of two, Mr. Robert Neville repre-
senting National Restaurant Association, accompanied by Albert Mc-
Dermott, American Hotel and Motel Association; and Mr. Robert
Juliano, Hotel and Restaurant Employees and Bartenders Interna-
tional Union to discuss S. 1674.

Welcome, gentlemen,

Gentlemen, go ahead.
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STATEMENRT OF ROBERT NEVILLE, NATIONRAL RESTAURANT AS-
SOCIATION, ACCOMPANIED BY ALBERT McDERMOTT, AMERICAN
HOTEL AND MOTEL ASSOCIATION

Mr. Nevicee, Mr. Chairman and members of the subcommittee, I am
Robert Neville, Counsel for the National Restaurant Association. We
appreciate the opportunity to appear before your committee today in
support of S. 1674, cosponsored by Senators Laxalt, Cannon, Curtis
and Dole.

Joining us in this testitnony, and with me here, is Mr. Albert
McDermott, the Washington representative for the American Hotel
and Moatel Association and Mr. Douglas Bennett, the National Res-
taurant .Association’s special counsel on tax matters.

Senator Packwoobp. Would vou pull that microphone a little closer?
They cannot hear y-.u in the back.

Mr. NeviLLe., Yes, sir.

With your permission, sir, I will make a summary of the statement
and count on the full statement’s appearing in the record.

In 1965, section 6053 of the Tux Code was added to the Internal
Revenue Code requiring employees to report to their employers all tips
* received on their own behalf by the 10th day after the month in which
they were received. Prior to this time, the employer had no respon-
sibilities for reporting tip income.

This income 1s subject to income tax and social security withholding
and is reported on the employee’s W—2 form. Section 6051 of the code,
however, specifically provides that the employer include on the W-2
forms only those tips which are reported by the employee. This process
has been carefully followed by employers and employees in the hotel,
motel and restaurant industries since 1965.

Then in 1975, without any change in the law, IRS issued a rulin,
requiring the employer to keep a record of all charged tips—tips adde
on a credit card—and to report the sum total of those charged tips on
that employee’s W-2 form, regardless of the amount of those tips the
employee had reported to his employer.

Arrangements for tip splitting with busboys or tip pooling with
other waiters and waitresses are common. Yet, this ruling ignores this
fact and would require the employer to report the total charged tip
turned over to the employee, regardless of the ultimate recipient, even
though, under the law, a tip or a portion thereof is income only to the
ultimate recipient.

Hence there would often be a difference in the amount reported by
the employer and the amount actually received by the employee, and
the employee would be required to explain and justify that difference
in an attachment to his own income tax return.

Senator Pacxwoop. Let me make sure I understand what you are
saying. When the employee reports to the employer the amount of tip,
whether it is the busboy, chef, waiter—

Mr. NevinLe. Yes, sir.

Senator Packwoop. And so you know exactly what they are report-
ing, which goes on a W-2 form.

34-800 0 - 179 - 9
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Mr. NeviLLe. Yes, sir.

Senator Packwoop. But the amount that goes on the credit card, is
that automatically allocated to the waiter or waitress? Is that the
presumption ¢

Mr. NeviLLe. That would be true under the IRS ruling 76-231 which
this legislation would nullify; yes, sir.

Thus, in effect, the ruling requires the employer to knowingly make
a false report of the income of many of his employees. In 1976, the
Senate adopted a provision repealing this IRS ruling, but since the
House had not considered the issue, the Senate-House conferees on
the Tax Reform Act of 1976 agreed to drop the provision, but to post-
pone the effective date until January 1, 1979.

Mr. Chairman, the problems that arise from this ruling can be very
briefly summarized. It conflicts with the basic statute and the intent of
Congress.

. Two, it would impose a new and extensive recordkeeping and report-
mﬁ‘burden on employees and employers.

hree, while the employer may possess records on the total amount
of the charged tips, he will not have any clear mechanism for breaking
down the total on an employee-by-employee basis because of tip split-
ting and tip pooling arrangements. :

our, it would unjustifiably impugn the honesty of many thousands
of tipped employees.

Five, employees would be burdened with the requirement of denying
and explaining nonreceipt of income reported by the employer on
form W-2.

Six, it would create a continuous source of conflict between the
employer and his employees.

even, it would require, in many instances, that the employer falsely
report the income received by his employees.

Senator Packwoop. When you have tip pooling, is that an arrange-
ment solely among the employees? Does the employer have anything .
to do with it and does he know how it is split?

Mr. NeviLLe. The employer can enter into an arrangement to estab-
lish such a pooling arrangement, but is also done frequently by
employees on a voluntary basis.

enator LaxavLt. Do not most employees religiously avoid being
involved in a ver]\; troublesome internal problem ¥

Mr. NeviLLe. They do, indeed, Senator.

Mr. Auserr McDErMoOrT. Senator, the recent amendments of the
Fair Labor Standards Act made it pretty clear—abundantly clear—
that tips are the property of the employee and the employer really
gets into that area at his peril.

Mr. NeviLLe. Mr, Juliano will deliver the rest of our statement.

Bob, go ahead.

Mr. JurLiano. I would ask that our statement be submitted for the
record and I will briefly summarize.

Ser(liator Pacewoop. All of the statements will be inserted in the
record.

Mr. JuLiaxo. Thank you.
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STATEMENT OF ROBERT JULIANO, HOTEL AND RESTAURANT EM-
PLOYEES AND BARTENDERS INTERNATIONAL UNION

Mr. Juriano. On behalf of our general president, Edward T. Hanley,
it is a pleasure to appear before your subcommittee to support S, 1674,
a bill changing the recordkeeping requirements applicable to employers
with respect to tip income of their employees.

Mr. Chairman, we feel that the facts are simple and clear. The
subject of declaration of tip income has been the same since 1976. The
revenue ruling obviously does not take into account the existing law
and reflects a clear lack of understanding of our industry.

Your committee wisely adopted a clarifying amendment on May 27,
1976. We appear here toXay on behalf of all of our gratuity employees,
and all of our workers affected by this matter, and urge strongly that
the committee report this bill.

The previous IRS Commissioner indicated that the implementation
of this revenue ruling would mean a gain of $5 million to the Treas-
ury. Subsequent testimony on his part and the newer form of higher
mathematics which we get to figure out which one they used, raised
that figure to about $100 million.

As our written testimony states, and, we feel, proves, our members
are still low-income and middle-income wage earners. The IRS would
have you believe that our members are among the wealthiest in the
country, and this is simply not true.

In the past 2 years since the conference committee adopted this
report, the IRS has not provided any rationale or data to support its
proposals. If revenue ruling 75400 which was superseded in May
1976 by revenue ruling 76-231 had been implemented, major prob-
lems would have arisen. :

In fact, one of the more prominent that occurred said that in most
of our cities where collective-bargaining agreements have a checkoff
system providing for automatic-payments of dues, our members receive
minimal paychecks and, in some cases, blank payroll checks.

Management then told the union to go ahead and collect the dues
themselves, so the IRS, with this ruling, abrogated duly negotiated
collective-bargaining agreements which were arrived at under the
auspices of the Taft-Hartley Act.

In 1965, Congress thoroughly examined the reporting requirements
and methods of taxing income from tiﬁs received by emfgloyees. It
is apparent from the legislative history that Congress was fully aware
of the practices and customs of tipped employees and was deeply
concerned that employers reporting and recordkeeping requirements
be minimal. This system has been in effect for over 10 years and
there has been no showing of abuse or problems under it. )

I, therefore, respectfully urge that the Congress confjrm its 1963
judgment and permanently repeal the IRS rulings, for simple equity
supports the retention of the spirit of the actions of Congress over
10 years ago.

Thank you, Mr. Chairman.

Senator Packwoob. Yes, sir.
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Mr. Ausert McDErMorTT. I represent the American Hotel and Motel
Association, and the statement that Mr. Neville read to the committee
is & joint statement on behalf of our two associations.

Senator PAackwoob. The record will show that.

Mr. Arsert McDermorr. Thank you. . . .

Senator Packwoob. Gentlemen, I have no questions. This is relative-
ly speaking, a very simple and clear issue. It is not hard to understand,
andp;ou have made a good presentation. I appreciate it.

Mr. NeviLLe, Thank you. . :

Senator Laxavt. I would like leave, first, Mr. Chairman, to file a full
and complete statement relating to that in the record.

Senator Packwoop. It will appear just before the statement of the
witnesses. : .

Senator Laxavt. If Treasury would like to speak to this first, they
would be welcome. '

Mr. SamuELs. Fine, Senator. )

The Treasury does oppose this bill. Failure to report income from
tips is a chronic and consistent compliance problem. Two studies that
are being completed now by the IRS indicated that, in one case, only 15
percent of tir income is reported ; in another, only 30 percent of tip in-
come. This iarge, continued tax avoidance diminishes Pubhc respect
for our tax system; could jeopardize voluntary compliance; and is
patently unfair to those taxpayers who must pay a larger share of the
tax burden because cf this noncompliance.

We think the revenues involved here are quite substantial. I saw a
sheet which was passed out indicating what the revenue estimates
were. They have geen prepared by the joint committee staff, I be-
lieve. We have not yet had our estimates prepared, but I note that last
year when—or I guess 2 years ago—when then-Commissioner Alex-
ander testified, he stated that the amount of revenues involved were
about $100 million a year, and I think that is a ballpark figure that is
probable accurate.

Now, what the Service is asking the restaurant owners to do is really
nothing different than they ask any other employer to do. We are not
talking about cash tips that you leave on the table for the waiter, but a
charge account tip, which you sign on your American Express bill or
Master Charge or whatever; we are asking for an information report—
what happens is the waiter takes that charge slip and he generally, at
the end of the night our studies show, gets reimbursed from the cash
register. Sometimes he gets it at the end of each meal, but usually they
are so busy that the end of the night there is a total made and he turns
in his copies of the charges slip to the cashier and the cashier then pays
the waiter the amount of his tips.

What we have asked restaurant owners to do is—if the amount of
those tips that they pay exceeds $600 a year—file an information state-
merg, with respect to those tips—it is essentially a 1099. It goes on the

They say, well, we cannot do that because it is too burdensome, and
these are two burdens that they identify. One is, they say, we do not
keep records per individual employce of charge tips.

Now, generally-we do not believe that that is true, at least on a daily
basis. At the end of the night they have to know which waiter had
which slip and pay them out, and at that time, there is a settling up,
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and so for business reasons they have that record. Now, they may not
keep that record for more than a day or so, but there is no real reason
for them not to keep that record.

They do know the aggregate amount of charged tips, because when
they get the money in from American Express it is going to have not
only the mnoney for the meal but the money for the tip. They will have
paid out the money for the tip, and they have to know how much of
that coming in from American Express is really their income,

So we believe that most restaurants now have, at least on a daily
basis, a record of how much in charge tips they pay over per employee
and, if they do not, all that is involved would be a simple notation on
the charge slip of the employee’s initial when you pay it over to him.

Now, the examining agents of the Internal Revenue Service have
determined since that revenue ruling was published and then sus-
pended by the Congress, a number of larger restaurants have already
adapted their payroll system so there will be no additional burden in
keepin% track of which employee gets a charge account tip, and how
much, for reporting purposes.

Indeed, several of the largest have computerized payroll systems
and have reprogramed their computers. Now, the smaller restaurants,
the mom and pop restaurants, the roadside diners, obviously do not
have that capability, but I think, similarly, they do not have a signifi-
cant amount of charge account business—or, at least, not as much as
the higher priced restaurants do.

So, we really do not think it is a significant burden to ask restaurant
owners and hotel owners to break out the amount of charge account
tips paid per employee when they already have the record—when in
many cases they already do that, and they certainly have the record of
total charge accounts tips.

Now, the other problem the industry points to with requiring charge
account tips to be reported as income to the employee is tip splitting or
tip pooling arrangement. They say, well, all of this tip may not be the
entire income of this employee because he may split some with the bus-
boy or, if it is a tip splitting or tip pooling arrangement, with other
waiters or waitresses, and that is true. _

But there are two points I would like t» make about that. One, that
is not unique to the restaurant industry. The Internal Revenue Code
now requires any person making payments to any other person of more
than $600 per year to file an information statement. Now, we are not
entirely sure that that what is reported on the information statement is
all income. What you do is when you file your tax return you reconcile
the difference between that amount and your expenses.

I mean, if vou have a plumber in to fix the plumbing in your business
premises and you pay him $1,000, you are under an obligation to file
an information report. Similarly, if you pay your lawyer in private
practice—if a major corporation makes a payment to an attorney—
they have to file with the IRS a form 1099 miscellaneous indicating the
amount of that payment.

Now, to be sure, that entire pavment is not all income to the lawyer.
He has a lot of expenses, and he shows that when he files his income tax
return,

So, the employee could very easily reconcile the difference between
the amount of the gross payment and the amount he paid out in tips
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or other expenses to other persons on his tax return. His employer
would never ses it.

If, however, that is too much of burden to the employee, the IRS
is prepared to revise the forms on which the employee reports each
month to the employer the amount of tips he received to show how
much he has paid out in tip splitting or tip pooling; in other words,
how much he has actually kept, so that when the employer files the
form 1099—it is not really a 1099; when you are paying wages, it is
just another box on the form W-2—there would be no reporting of
charge account tips that exceeded the net amount that was income to
the employee.

Either way, the problem is solved, and we would be delighted to
work with the industry to see which way they prefer it. It is to make
this problem of not having an information report for the employee
that exceeds the amount that is actually the income of the employee.

Again, this is a burden that is not imposed strictly on the restaurant
industry. Their problems are not unique in this respect, and we really
do not think they are significant administrative problems, particu-
larly since the records are kept by the large establishments that use
credit i:ards already and the revenues involved, we believe, are sub-
stantial. ‘

Equally important, the public percept of the fairness of our tax
system is at stake here. We think this bill is really an open invitation
to employees to not report charge account tip income. It says the
employer does not have to keep any records on a per employee basis
and what you are left with, then, are individual audits of employees
which are very difficult for the IRS. It is very difficult to flush out
income that has been concealed or used as living expenses. Particu-
larly in the case of employees who are itinerant by nature, which
many restaurant and hotel employees are. There is a high turnover
in that industry.

It would be an ineffective method of collecting tax, and we really
do not see why we should isolate the restaurant industry and say the
Eepprting requirements for you should be more lax than any other

usiness.

Mr. Joriano. I would like to thank the Treasury Department for
really presenting items whick substantiate what our testimony is
trving to reflect.

We really could have just changed the date of what they are say-
ing—and I have to commend them for their consistency. The original
one was under a prior administration. Now we have a new Commis-
sioner and their attitude is still the same—obviously, my members
are crooks, and eve: yone knows that. You are not talking about low-
incolttnhe works, you are talking, obviously, about people who are very
wealthy.

They are taking into account the problems of the industry, they
say. We are flooded with a turnover of 150 to 200 percent. I could see
a waiter of ours at night trying to reconcile what he received in tips
with the busboy, with the chefs, with the bartender—we are plagued,
consistently, with the chronic problem of illegal aliens, which also
plagues the employers, and it is very prevalent in our industry be-
cause it is more conducive to the low-income workers.
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Senator Laxavt. Essentially, are we not talking, Mr. Juliano, about
the fact that we are attempting to make the employers policemen in
this situation ?

Mr. Juriano. Collection agents and auditors for the Internal Rev-
enue Service.

Senator Laxarr. I think, theoretically, that should be the job of the
IRS. This is slipping through the cracks. The IRS has adequate
means for conducting audits—as they do in m%' State all the time——

Mr. SamueLs. Senator, if I may interrupt, all we are asking forisan
information return, which we ask for on every other person who re-
ceives payments, to help us with the audit.

Senator Laxavrt. But when you get to the point where you attribute
the tip income to a given employee, you are making cops out of them,
because you are always going to have pooling and splitting arrange-
ments as we do in most of our hotels. '

Mr. Juriano. That is correct. E

Senator Laxavt. I might say to the Treasury, if you do not know
already, that this is one of the most vexing management problems that
there are in major hotels in this country, and that is the matter of just
how you handle tips to begin with, separate and aside from reporting
requirements to the Government.

raditionally, I think in most of the places, it is hands-off policy.
Is that correct, gentlemen?

Mr. Juriano. That is correct, Senator.

Senator Laxavr. And it is handled purely by the employees.

Mr. Avserr McDERMorT. That is by law, Senator. That is written
in the Fair Labor Standards Act.

Mr. SamueLs. We are not asking to get involved in that. All we
are asking——

Senator Laxarr. I think you are, necessarilg. I think if you are
going to require these people to report and make the allocation, that
is bottom line, is it not ¢

Mr. Samuers. But that necessarily does not have to go to the em-
ployer, Senator. In other words, all we are asking is the employer to
file a statement. I paid out of my cash register to this person more than
$600 this year.

Mr. Avserr McDerMorT. But there is a specific provision in the
code that relates to tipped employees, and that is what they are trying
to get around.

enator Laxavr. Explore that for the record, will you? That point ?
It is rather important, the point that you just made, the provision in
the code.

Mr. ArserT McDERMoOTT. That is our prepared statement.

Mr. SamuEes. I can explore it. I am familiar with it.

Mr. Areert McDERMOTT. Section 6053, in 1965 was put into the law,
and that dealt solely with tipped employees and now IRS says it is not
happy because they have not, they say, been able to enforce it prop-
erly, so they want to go to another section of the law that applies to
all businesses. But section 6053 is a specific reference to the tipped
employees.

I would like to say that we represent small business and the gen-
tleman from the Treasury talked about big business. We can always

\
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take one example—and that is what he is taking, an example or two
about in this day and age we are merchandizing, and it is easier, per-
haps, in some instances, for a large organization to handle this, But
that small businessman or small businesswoman who runs the inn and
he is on the desk and his wife or daughter or son or somebody in the
family is running the restaurant, and the wife is the hostess, as is
oftentimes the case, and the cashier and then to put this extra burden
on her is too much for this small business. ’

Mr. JuLiano. We think it is a classic example of an executive agency
trying to write legislative act. In 1966, the Fair Labor Standards Act
is very clear. Treasury’s contention and the Service's is we do not
want to hear about that. That is another agency of Government, -

We say, fine, except that it is also one that covers my people. The
law have been very clear since 1966 on what constitutes to tipped em-
ployee and what the reporting requirements are. They have had a
number of opportunities to change 1t, including in the interim period
from the time we last came before your committee and you adopted a
clarifying amendment, last October, when the law was amended, the
Fair Labor Standards Act, and theK did nothing about it.

We approached the Congress with the onset of a new administration
and we were asked by sponsors in both the Senate and the House in
accord with us that we should be very statesmanlike and give the new
administration an opportunity to assess the ruling and wait until the
administration appointed a new Commissioner, which we all did.

Once the new Commissioner was appointed, we jointly sent in letters
to the new Commissioner in September of 1977 indicating what our
position was and thinking that perhaps, you know, after review they
might want to feel that this area was not as important as the previous
administration.

Eight months later we received a written reply thanking us for our
letter and 2 weeks after that we were summoned to a meeting. So for
acting very stetesmanlike we are now in a bind because this is one
area of the Tax Reform Act of 1976 which really had an imposed
moratorium on it of January 1 of 1979. And I do not know if their
intention is that obvious, but we are running out of time on the legis-
lative calendar in an area that, really, the only reason why the House
objected the last time, as many of you recall because Iou were conferees,
was simply not on the merits of the issue but the fact that the House
had not had a chance to deliberate the issue because they reported the
bill out when the Service came out with the revenue ruling. L

I must also add that tomorrow a bill is going to be dropped in in
the House Ways and Means Committee which 1s a companion bill to
the bill we are presenting here that Senator Laxalt introduced and
Senator Cannon and Senator Curtis, and cosponsor Senator Dole,
and it is going to be—Congressmen Rostenkowski, Vander Jagt, Wag-
gonner, Conable and Cotter amendment or bill and depending on how
the tax bill goes there, it will be the same bill as you people have intro-
duced here, which we think shows a great deal of unanimity. .

Senator CurTis. Mr. Samuels, the informational return under exist-
ing law 'a.pplies to any taxpayer that pays out to someone else $600
or more

Mr. Samuecs. That is correct, generally, Senator, yes.

Senator Curmis. So, if I paid my dentist more than $600——
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Mr. Samurs. Noj; it has to be a payment made—that is why I said
generally—you have to be in the course of a trade or business. In other
words, if you pay your milkman more than $600 a year, you do not
have to file a return, .

Senator Curtis. Now, are there any other instances that an infor-
mation return has to be filled because a third party made a payment?

Mr. Samuess. That is the difference, and that is why I would like
to explore what the revenue rulings the Service published did.

Senator CurTis. The statute requires an information return, requires
it from the person who makes the payment.

Mr. Samuers. That is correct.

Senator Curtis. Did you have any addition to that statute when you
took your position in reference to tips? )

Mr. Saxuees. Let me ex{i]ain what the problem, I think, is that the
industry has, and that is when you go into a restaurant and leave cash
on the table, and then the waiter puts it in his pocket, there is no way
for the employer to know how much that tip was to file an information
report. So, the Congress said, all right, what we are going to do is we
are going to have the employee each month tell his employer how much
cash he got in tips.

In that way, the employer will know how much to report each year
as tips to that employee. It is the only way the employer can know with
respect to cash tips.

That is section 6053 of the code,

Now, there is another provision in the code that says any person
engaged in a trade or business who makes payments of salary, wages,
et cetera, et cetera, aggregating more than $600 a year has to file essen-
tially an informatiun report with the Service giving the name of the
person to whom he made the payment and the amount.

Now, that—on a charge account tip, that is different than s tip that

is left by the customer by the table, or the patron on the table, because
there there is a cash payment from the owner of the restaurant to the
waiter. The waiter presents the charge account slip, usually at the end
of the night, and collects all of his cash tips. And with respect to those
payments, the Service issued a revenue ruling that said the general
pl:'ovision dealing with payments of more than $600 a month applies to
those.
The industry went to court and challenged that ruling saying that
the provisions dealing with tip income are exclusive and you cannot
take this other section and graft it on top of the provisions dealing
exclusively with tip income, and they lost. The court said no, that
r(l)l(liing is not in conflict with the code, but rather is consistent with the
code.

All we are talking atout here are information reports on charge
account tips where the payments are made from the restaurant owner
to the employee and whether those, if those exceed more than $600 a
year, whether a simple information report has to be filed.

Senator Curtis. Well, my ?est,ion is this. Perhaps maybe the Con-
gress has some responsibility here—I am sure they g:.ve——’has the idea
that you must report a payment made by somebody else been applied to
anybody except restaurant owners?

Mr. SamuELs. I hesitate to answer that because I am not sure I
am familiar with all of the information reporting requirements. Gen-
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erally, the requirement is imposed on the payor and that is all we are
asking for here.

I think, in the case of waiters——

Senator Curtis. You mean the restaurant owner pays the tip#t

Mr. SaMUELs. Noj; the restaurant owner does not—he actually pays
the cash.

Senator Curris. But he is a conduit, not the payor.

Mr. SamuEeLs. Oh, yes; then there are many information report-
ing requirements imposed on payors. Merill Lynch is holding stock as
a nominee. It has to file information reports on who it pays the divi-
dends to.

Senator Curtis, No; but he is acting for—

Mr. SamueLs. He is acting for the owner of the stock.

Senator Curris. He is acting for his customer.

Mr. SamuEeLs. Well, there are a number of information—a trustee—
there are & number of other cases. I did not understand the thrust of
your question.

Senator Curris. I am just questioning the relationshiﬁ.

Mr. SamueLs. Principal agent relationship. I think anybody who
makes the payment is picked up by the code. I think there are a
number of other examples.

Mr. Aserr McDEerMoTT. May I just correct the record in one in-
stance, Mr. Chairman ¢

I think it was stated that back in 1965 when Congress did enact
this section 6053, they were talking about cash tips. But the Congress
at that time was cognizant that there were charge tips in existence
in 1965, and the remedy to handle this tip income provision which
was section 6053 included both the charged tip and the cash tip, and
the Congress made itself clear at that time.

Senator Pacewoop. Senator Laxalt?

Senator Laxarr. No questions.

Senator Packwoop. Bob, you had a question {

Senator DoLe. We have about 20 witnesses left, I just want to high-
light the points in the testimon¥ about all the extra recordkeeping
there are 1.3 million tipped employees. If you have to report every-
day, you are goinF to have a lot of paperwork. I think the record
has been fairly well made.

This bill is like the Fannin amendment adopted in 1976. As you
correctly stated today the House did have hearings. It would seem
if there is this movement on the House side by the very responsible
influential Members there that you mentioned, the attitude must
prevail that something must be done, and it must be something this
year.

Senator Packwoop, Gentleman, thank you very much.

[The Yrepared statements of Senator Laxalt and the preceding
panel follow :]

STATEMENT BY SENATOR PAUL LAXALT oN 8. 1674

Mr. Chairman, as you know, since 1965 employees have been required to re-
port to their employers all tips recelved aud retained after any tip pooling or
splitting arrangement. But employers are only required to pass through the in-
formation received from the employee to the Internal Revenue Service.

In 1976, bowever, the Internal Revenue Service attempted to change all that.
Revenue Ruling 76-231 held that all charge account tips, whether or not re-
ported by the employee, must be reported to the Internal Revenue Service by
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the employer. The employer's information reporting was to be used as a check
against the amount reported by the employee on his income tax return. In the
event that that amount differed from the total amount of tips reported by the
employer, the employee would be required to explain the difference in an attach-
ment to his own income tax return.

There are a number of problems occasioned by this IRS Ruling. Certainly
additional and burdensome record-keeping requirements flgure prominently
among these. The principal problem, however, is that because of the splitting
and tip pooling arrangements the employer, although possessing records of the
total amount of charge tips, will not have any clear mechanism for breaking
down the total on a per-employee basis.

In 1976 the Finance Committee found that the procedure by which employers
merely passed through information recelved from employees in reporting the
employees’ tips to the Internal Revenue Service was entirely appropriate, and
thus nullified IRS 76-231. Under the Finance Committee version of H.R. 10812,
the Tax Reform Act which subsequently passed the Senate, the only employee
tips which the employer would have to report are those tips reported to the em-
ployer by the employee under present law. Also employers would not have to be
required to maintain a running tabulation of the allocation of total charge ac-
count tips to any particular employee. The only records which employers would
be required to retain in connection with charge account tips would be the state-
ment of tips as furnished by the employees and the charge account receipts.

Although the Finance Committee provision repealing IRS Revenue Ruling
76-231 passed the Senate, the Conference Committee subsequently agreed to drop
the Senate provision nullifying the Ruling. They did, however, postpone its effec-
tive date until January 1, 1979, to give the House time to consider it.

On June 10, 1977, I introduced S. 1674, which is identical to the language over-
turning Revenue Ruling 76-231 wtich passed the Senate in 1976. And I am
happy to say that the House is also seriously considering this matter. It is my
understanding that Representatives Vander Jagt, Rostenkowsk!, Conable and
Waggoner—will soon introduce an identical bill to S. 1674, which has widespread
support within the Ways and Means Committee. Despite the lateness of the hour,
with action underway in both Houses, I look forward to successful completion
of action on this matter prior to adjournment.

The problems created in some larger hotels and restaurants by the ruling are
certalnly easy to visualize. Equally as simple to deduce i3 the strain that would
be thrust upon the employer-employee relationship by the ruling. By forcing the
employer to adopt the role of an enforcement arm of the IRS to insure accurate
reporting of tax income, an additional relationship is created between the em-
ployee and employer, which can damage the working environment.

In essence, S. 1674 merely preserves the status quo by placing the burden of
reporting charge card tips on the employees where Congress intended it. Because
the employee knows how much he received in tip income, he is the best person
to report it and no undue burdens are placed upon him by so doing. The employer
is relleved of the paperwork burden that would be created by the ruling. And
this is no small matter, since recent studies have estimated the paperwork costs
on our private sector to be between $25-$32 billion a year. Labor-management
relations between the employer and his employee would also not be exacerbated
by the tip income issue.

Our nation’s businessmen have enough to do without taking on additional -
responsibilities for the IRS S. 1674 relieves the employer of needless paperwork
and overrules an unwise IRS ruling by returning the burden of reporting tip
income to the employee where it belongs. Mr. Chairman, I certainly hope that we
can quickly move to markup on this measure.

— e—

STATEMENT OF THE AMERICAN HOTEL AND MOTEL ASSOCIATION AND THE NATIONAL
RESTAUBRANT ASSOCIATION

SUMMARY OF PRINCIPAL POINTS

In 1965 Sectlon 6053 was added to the Internal Revenue Code requiring em-
loyees to report to their employers all tips recelved on their own behalf by the
10th day after the month in which they are received. This income is subject to
income tax and social security withholding and is reported on the employees’
W-2 form. Section 6051, however, specifically provides that the employer include
on the W-2 form only those tips which are reported by the employee. This process
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has been carefully followed by employers and employees in the hotel/motel and
restaurant industries.

Then, in 1975 without any change in the law, IRS issued a ruling requiring the
employer to keep a record of all charge tips (tips added on a credit card) and to
report the sum total of those charge tips on that employee’s W-2 form, regardless
of the amount of those tips that the employee had reported to his employer.
Arrangements for tip splitting with busboys or tip pooling with other waiters
and walitresses are common. Yet, this ruling would require the employer to report
the total charge tip turned over to the employee, regardless of the ultimate re-
cipient, even though under the law a tip or a portion thereof s income only to
the ultimate reciplent. Hence, there would often be a difference in the amount
reported by the employer and the amount actually received by the employee and
the employee would be required to explain and justify that difference in an at-
tachment .to his own income tax return.

In 1976 the Senate adopted a provision repealing this IRS ruling, but since the
House had not considered the issue, the Senate-House conferees on the Tax-
Reform Act of 1976 agreed to drop the provision but to postpone the effective date
until January 1, 1979. 8. 1674 would nullify Revenue Ruling 76-231 and reinforce
the intent of Congress in enacting Sections 6053 and 6051.

Problems with the ruling

1. The ruling conflicts with the basic statute and the Intent of Congress.

2. It would impose a new and extensive record keeping and reporting burden
on employees and employers.

3. While the employer may possess records of the total amount of charged tips,
he will not have any clear mechanism for breaking down the total on an employee
by employee basis, because of tip splitting and tip pooling arrangements.

4.l It would unjustifiably impugn the honesty of many thousands of tipped
employees.

5. Employees would be burdened with the requirement of denying and explain-
ing non-receipt of income reported by the employer on Form W-2,

6. It would create a continuous source of conflict between employer and
employee,

7. It would require in many instances that the employer falsely report the
income recelved by his employees.

STATEMENT

‘Mr. Chairman and members of the Subcommittee: The National Restaurant
Assoclation and the American Hotel and Motel Association are the principal
spokesmen for the food service and hotel-motel industries. We both have the firm
support of our large nationwide memberships in urging the enactment of S. 1674.

At the outset it should be noted that the proposed legislation does not bestow
any tax benefit on any employer or employee ; nor does it free employers from re-
porting tip income received by their employees. The bill simply states the intent
of Congress as reflected by the legislative history of the 1965 amendments to the
Internal Revenue Code. :

The need for this amendment to the Code arose in this way. Until 1985, em-
ployers were not involved in reporting on or withholding taxes related to tip
ifncome. Employees were merely required to report their tips and to pay taxes
thereon on a calendar year basis. In 1865, however, Congress made employers
responsible for including tip income on employees’ earnings reposts (Form W-2)
and for withholding income and soclial security taxes thereon. The legislative
history.of the 1965 amendments demonstrates that Congress was well aware
that the requirement could create opportunities for conflict between employees
and thelr employer and the record keeping burdens it would place on employers.
It sought to minimize to the maximum degree possible both of these problems.
It did so in this way.

To alleviate predictable conflicts between employer and employee over the
amount of tip income the employee received, Congress placed the burden for that
determination squarely on the employee, Considering the pervasive and equitable
practice of tip splitting and tip pooiing, Congress recognized that the tax burden
should fall upon the ultimate recipients of the tip and that they are the only
persons who know the amounts of that income.

“Only tips received by an employeé on his own behalf and not on behalf of
another employee constitute wages. Thus, where employees practice tip splitting,
the ultimate recipient of the tip {or portion thereof) is the employee who I8
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reeciving the tips as wages. [H.R. Rep. No. 213, 89th Cong. 1st Sess. 219
1965) )"

( Wit)h]this recognition of the nature of the tipping transaction, Congress resolved

the second principal issue of how does the employer determine the amount of

tip income on which to report and wtihhold taxes? They concluded that:

“The only eqguitable way of counting tips * * * [would be] on the basis of
actual amounts of tips received and that the only practical way to get this infor-
mation [would be] to require employees to report their tips to the employer.
[H.R. Rep. No. 213, 89th Cong., 2d Sess. 96 (1965) ]”

To effect this logical conclusion, Congress added a new section 6053 to the Code
which requires employees to report tips received on their own behalf by the 10th
day after the month in which they are received. Corresponding changes to the
income tax withholding provisions (sections 3401 et sequi), to the social security
tax withholding provisions (section 3101 et sequi), and to the general reporting
provision (section 6051) of the Internal Revenue Code were adopted. These
changes make reporting and withholding of soclal security and income taxes on
tip income “applicable only to such tips as are included in a written statement
turnished to the employer pursuant to section 8053(a).” Finally, to make the
annual statenient of income and withholding (Form W-2) consistent with other
provisions concerning tip income, section 6051 was amended to provide:

“In the case of tips received by an employee in the course of his employment,
the amounts required to be shown * * * shall indlude only such tips as are in-
cluded in statements furnished to the employer pursuant to section 6058(a).”
[Bmphasis added.]

Under the Code and the regulations the Form W-2 is the only report of wages,
compensation, remuneration, and income paid to employees which the employer
is required to make. .

For nearly a decade after the enactment of the 1966 amendments, employers
followed the procedure required by section 6051 and withheld taxes on and re-
ported only that tip {ncome reported to them by their employees. Then, in 1975,
without any change in the law, IRS issued a ruling (Rev. Rul. 75-400) which
required the employer to keep a record of all charge tips paid over to an individ-
ual employee, and to report the sum total of those charge tips on that employee’s
Form W-2. This sum total of charge tips was to be reported to IRS whether or not
the tips had been reported by the employee and without regard to who ulti-
mately received the tip or portions thereof through tip splitting and pooling
arrangements. The National Restaurant Assoclation contested this ruling with
IRS without success.

Our contention was and is that the ruling is inconsistent with the plain intent
of Congress when it enacted section 6051 of the Code in 1985. The language of
section 6051 clearly states the intent of Congress that the amount to be reported
as tips on the Form W-2 “shall include only such tips as are included in state-
ments furnished to the employer pursuant to section 6053 (a).”

The concern expressed to IRS centered not only on the facts that this new
requirement is inconsistent with the plain language of the Code and would impose
new burdensome record keeping requirements on employers, but on other con-
siderations as well.

We are deeply concerned that, with the practice to tip splitting and pooling,
assigning the entire charge tips to one individual employee requires the employer
to knowingly make a false and inaccurate report on the Form W-2, which is a
violation of the Code. That such reports will result in conflicts and disputes be-
tween the employer and his employees and in an unjustifiable reflection on the
honesty of our employees are also disturbing probabilities.

While the Senate Finance Committee was considering an amendment to resolve
the matter, IRS issued a new ruling (Rev. Rul. 76-231) which, while more de-
tailed than its predecessor, continues the same burdensome requirement.

The legislative history of the 1965 amendments is abundantly clear that Con-
gress thoroughly understood the practices and customs of tipped employees and
was deeply concerned that these amendments not present burdensome account-
ing problems for employers. The following is a reflection of this concern:

“The employee would be required to report to his employer in writing the
amount of tips received and the employer would report employees’ tips along
with the employees’ regular wages * * * A provision is included under which the
Secretary of the Treasury or his delegate is authorized to issue regulations under
which the employer would be permitted to gear these new reporting procedures
into his usual payroll. It is the understanding of your Committee that regulations
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will be {asued along these lines to the end that the procedures required of the
cmployer with respect to this reporting rcquirement will be minimal.” {H.R.
Rep. No. 1548, 88th Cong. 2d Sess. 11 (1964) (Emphasis added.)]

That Congress was fully aware of charge tips as a part of tip income is reflected
in the following:

“The employee would be required to report to his employer in writing the
amount of tips received and the employer would report the employee's tips along
with the employee’s regular wages. The employee’s report to his employer would
include tips paid to him through the employer as well as those received directly
Jrom customers of the employer.” [H.R. Rep. No. 312, 86th Cong., 1st Sess. (1965)
(Emphasis added.) ]

As mentioned above, Congress established that, “only tips received by an
employee on his own behalf and not on behalf of another employee constitute
wages.” IRS reliance on section 6041 as authority to require the employer to
report on the Form W-2 all charge tips paid over to an employee ignores the fact
that, in most cases, a portlon of that amount will not constitute wages to that
employee within the meaning of section 6041. It further ignores the fact that the
general requirements of section 8041 preceded section 6053 and the 1965 amend-
ment to section 6031, which limits the employer's reporting obligation to that tip
fncome reported by the employee under section 6053. The more recent and specific
requirements of sections 6031 and 6033 clearly supersede the earlier general
requirements of section 6041 and they control the matter of reporting tip income.

In 1976, the Senate adopted an amendment which reafirmed that employers
need only report to IRS the tips, including charge account tips, reported to em-
ployers by their employees. The amendment nullified Revenue Rulings 76-400 and
76-231. However, since the House had not considered the matter, the Conference
adopted a provision that IRS is not to take action to enforce its recent rulings on
these matters before January 1, 1979.

The arguments that Revenue Rulings 75-400 and 76-231 are not consistent with
the law and the plain intent of Congress are valid. The proposed legislation
pullifying these Rulings is appropriate and should be adopted by the Congress.

STATEMENT or RoBreRr K. JULIANO, LEGISLATIVE REPRESENTATIVE, HOTEL AND
RESTAURANT EMPLOYEES AND BARTENDERS INTERNATIONAL UNION

In behalf of Bdward T. Hanley, General President of the Hotel and Restaurant
Employees and Bartenders International Union, I appreciate this opportunity to
appear before you today to urge the enactment of legislation to repeal two IRS
revenue rulings which have an inequitable negative impact on gratuity employees.

In 1965, Congress thoroughly examined the reporting requirements and method
of taxing income from tips recelved by employees. In recognition of long standing
practices concerning tips, and in recognition of the fact that tips are an extremely
unique type of income, Congress enacted very practical legislation, specifically
requiring that an employee receiving tips must report them In writing to his
employer monthly. The employer was then required to withhold income and social
security taxes from those reported tips (Sec. 6033, Internal Revenue Code).
Employers were also required to retain records of charge account tips and coples
of the tip reporting statements filed by employees. Congress also recognized the
common, indeed prevalent, practice of tip splitting and tip pooling, and deter-
mined that, in all fairness, only net tips received by an employee in his own behalf
would constitute wages or income to that employee. Any portion of a tip which an
employee splits or gives to a tip pool is income to the ultimate recipient. As a
result of this determination, Section 6051 of the Code was amended in 1966 to
provide that an employer’s report to tip income on Form W-2 “ghall include only”
that tlp income from the legislative history that Congress was fully aware of the
practices and customs of tipped employees; and was deeply concerned that
employer’s reporting and recordkeeping requirements be minimal. This system has
been in effect for over ten years, and there has been no showing of abuse or prob-
lems under it.

In December of 1975, the Internal Revenue Service issued Revenue Ruling
75-400 which unilaterally, and without prior notice or consultation, altered
the entire approach of recordkeeping and reporting. This ruling required
employers to keep independent records of the amount of charged tips for each
employee and to reflect the total amount on the Form W-2, whether or not this
same amount had been reported by the employee. This ruling changed the rules
in the middle of the game, and made the employer the watchdog and compliance
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agent of the IRS. This ruling was clearly inconsistent with the law and Congres-
sional intent. It overlooked the well-known fact that employees receiving tips
often share the tips with other employees, and that to tax the employee on the -
full amount of charged tips allocated to him would be manifestly unfajr, It
imposed a new and extensive recordkeeping and reporting burden on employers;
unjustifiably impugning the honesty of many thousands of tipped employees;
and created a source of conflict between employer and employee.

In June of 1976, while Congress was considering amendments to the Internal
Revenue Code which would revoke Revenue Ruling 75-400 and clarify the legis-
lative intent of the prior laws, the IRS issued another ruling, Revenue Ruling
76-231. The issuance of this ruling was an attempt of the IRS to clarify their
own intent, yet only complicated further the requirements for compliance. It
did not meet the objections voiced with respect to the early ruling and actually
increased the burdens on both the employer and employee. Specifically, it created
new additional complicated reporting requirements for waiters; continued to
require employers to report all tips on a gross basis, including ‘‘unreported
charged tips” ; and created new complicated reporting requirements for employers.
The result would have been that employees would report on a net basis, the
employer would report on a gross basis, and a reconciliation would have been
required somewhere along the line, An administrative nightmare would have
been created. Furthermore, it would have subjected employees to taxes on wages
they never received, i.e., pooled tips, unless they affirmatively filed a statement
with the IRS explajning the circumstances.

I must emphasize at this point that the practice of tip splitting and tip
pooling is so general in gratuity occupations that it has been recognized by
Congress since 1965 and taken into account in other legislation as well, specifically
the Fair Labor Standards Act. In that legislation Congress also declared an
intent not to interfere with that time honored practice.

In 1976 the Senate passed a clarifying amendment, specifying that the only
tips which an employer must report were those reported to him by the employee
under the present laws. It would have revoked Rev. Rul. 76-231. Since the con-
troversy arose after the House had considered the tax reform bill, there was no
comparable measure in the House version when it went to conference,

The Conference Committee was very concerned about the problems posed by
the new revenue rulings, but was unable to discern final resoltulon without addi-
tional study. Accordingly, the Conference Committee decided to legislate a two-
year moratorium on the new rulings, stating that the IRS would not make any
changes in the existing tip reporting requirements (through implementation
of Rev. Rul. 76-231 or otherwise) before January 1, 1979.

This two-year period was set in order that the Congress have an opportunity
to look closely at the problem dnd to work out what legislative changes, if any,
are necessary in the tip income reporting requirements.

IRS argues that there is substantial non-compliance. Yet it offers no support
for this allegation. Furthermore, in the past two years, it has pot provided any
rationale or data to support its proposals.

One final point is in order. Whenever the IRS talks about changing the rules
for tipped employees, it uses as an example a waiter at a fine, high priced restau-
rant who when combining his salary and tips is earning a reasonably decent
living.

It is high time that the IRS recognized that the small handful of gratuity
employees so situated, unfortunately, is a miniscule percentage of the food service
employees in the United States. Indeed, according to government statisties,
employment in the food service industry is the lowest paying sector of the non-
agricultural economy.

I therefore respectfully urge that the Congress confirm f{ts 1965 judgment and
permanently repeal the IRS rulings. For, simple equity supports the retention
of the spirit of the actions of Congress over ten years ago.

STATEMENT OF STEPHEN SKARDON, NATIONAL ASSOCIATION OF
RETIRED FEDERAL EMPLOYEES

Mr. SkarpoN. Mr. Chairman, my name is Steve Skardon. I represent
the National Association of Retired Federal Employees. On behalf of
our 300,000 members, I would like to thank you for inviting us to
appear here today in support of S. 2128, introduced by Senator Inouye
and cosponsored by, among others, Senator Dole, Senator Hathaway,
and Senator Haskell; and S. 2628, introduced by Senator Bumpers.
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Before I begin, I would like to ask that the prepared statement of
our president, John McClelland, be included in the record at the con-
clusion of my remarks. There is one technical correction to his
statement.

I was informed today that the Treasury Department has revised its
cost estimates on S. 2128. The revenue loss that they now anticipate
from the enactment of the bill is $727 million as opposed to $963 mil-
lion that they had come up with before.

Senator Packwoop. That correction will be noted.

Mr. SkarpoN. Mr. Chairman, as you can tell from our name, one of
our primary interests is legislation which provides roughly comparable
tax treatment between those with substantial social security income
and those with little or no social security income.

The major problem, as Senator Hathaway pointed out earlier, is that
social security income is tax free at all incoms levels. This naturally is
a very lucrative tax break for those who are receiving social security
income, :

Since 1954, Congress has attempted to extend comparable tax relief
to those with little or no soctal security by means of a tax credit. Cur-
rently the credit—which is known as the tax credit for the elderly—
is embodied in IRS schedule R. It was enacted in 1976 as part of the
Tax Reform Act. The specific details of this tax form were outlined
by Senator Hathaway earlier and are also outlined in Mr. McClelland’s
formal statement, so I will not go into all of that aiain.

It is our position that the current tax credit for the elderly is inade-
quate, that it is arbitrarily limited to low-income elderly, and that it
provides an unrealistically low level of tax relief. It is for those reasons
that we support S. 2128.

Simply stated, enactment of this bill would substantially broaden and
restructure the current tax credit for the elderly. The bill would bring
about a more realistic level of tax relief while making that relief avail-
s;.blelto all eligible persons 65 and over, not just those in the lower income
evels.

Mr. Chairman, we believe in this bill because we believe that all per-
sons similarly situated should be treated equally by the tax laws. That
18 not currently the case with the elderly.

Under the present law, taxes owed by two persons 65 and older with
identical incomes could vary by as much as £1,700 or more, the differ-
ence being that one taxpayer receives substantial social security income.

The reason social security income is tax free is that Congress has
always considered the ability of elderly persons to meet basic medical
and financial needs of such social significance as to warrant this special
tax consideration. We agree with that policy.

However, we also feel the ability of elderly persons not covered by
social security is no less important and deserves the same consideration.
For that reason, we support S. 2128.

The bill now has nearly a third of the Members of the House as co-
sponsors, including 11 members of the House Ways and Means

mmittee.

On the Senate side, there are now 14 cosponsors.

We believe that this kind of support certainly justifies serious con-
sideration being given to this bill. We believe that it is a good bill, it is
one that has evolved over a long period of time, after very careful
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study and research. I think it is fiscally sound, it is litically via_b!e,
and it is a realistic way to bring about an effective end to a very serious
and si%niﬁcant, tax inequity.

Jim
STATEMENT OF JAMES M. HACKING, NATIONAL RETIRED TEACH-

ERS ASSOCIATION AND AMERICAN ASSOCIATION OF RETIRED
PERSONS

Mr. Hacking. Mr. Chairman, I would like to identify myself. I am
James Hacking, the assistant legislative counsel for the 12-million
member National Retired Teachers Association/American Association
of Retired Persons. With your permission, I ask that my statement be
included in the record and that my statement be amended to reflect the
revised estimates on revenue loss that Mr. Skardon mentioned.

Senator Packwoob. It will be so amended.

Mr. Hackive. Finally, I would like to associate myself with Mr.
Skardon’s remarks and add that, over the years, this is the one item
in the Federal income tax code in which the %:eatest number of elderly
persons who are taxpayers are interested. I know the Treasury is op-
posed to this bill; however, the objective of the bill is to achieve hori-
zontal tax equity, and I think that that consideration is, for us and for
the National Association of Retired Federal Employees, the overriding
concern.

I hope that this committee will act with respect to this bill and that
some changes will be made in the current elderly tax credit. Thank you.

Senator Packwoop. Well done.

Does the Treasury want to comment §

Mr. Samuews. We do oppose the bill, Senator, for several reasons.
The elderly already recive susbtantial tax benefits in the form of addi-
tional personal exemptions, exemption from gain on the sale of resi-
dence, and we are not sure that it is appropriate to use the tax system to
grant the elderly further favorable tax treatment.

Senator Packwoon. Why not {

Mr. SamuELs. Well, because I think that——

Senator Packwoop. I mean, apart from whether or not they should
be granted any further tax treatment in our tax system.

Mr. SamuELs. There are about 18 million of the elderly who are non-
filers, who have incomes below the minimum filing requirements, who
do not pay income taxes at all. Any relief granted through the tax sys-
tem does nothing for those peosale who probably are more in need of
assistance than the taxpaying elderly.

So I think that is the principal question, is do we want to use the tax
system whan we are going to cut out those 18 million elderly.

Now, even among the 8 million elderly who do pay taxes, more than
70 percent of the benefits of this bill would go to persons earning more
than $15,000 a year—something like more than 27 percent would go
to elderly with incomes of more than $30,000 a year and about 15
percent would go to elderly with taxable incomes of over $50,000 a

year.
I think it would be inequitable to take this kind of revenue—and it

is an expensive bill—$727 million is our current revenue estimate—
and spend it this way.

34800 O = 79 - 10
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Finally, let me just add that we particularly oppose indexing the
base. Indexing requires careful study. We think it would be a mistake
to index the tax law piecemeal and it would particularly be a mistake
to put one group of taxpayers in a better position with respect to infla-
tion than an entire other group cf taxpayers, a different, separate group
of taxpayers. :

Senator Packwoob. Senator Dole?

Senator Dotrk. I do not have any questions. Is there some—1I guess
we suggest that since nearly 18 million senior citizens most of those 6
million who would are—what percent are above——
$3M(;‘(.)0 SamueLs. 70 percent are above $15,000; 27 percent above

0,000.

Senator Dovre. That is gross income ?

Mr. SamuELs. I cannot answer that. It says income on the chart.
I would have to——

Senator DoLe. As I understand it, only those with adjusted gross
incomes of under $7,500 with no social security are eligible to receive
the current $375 credit and persons with incomes between $7,500 and
$12,000 have the credit phased out.

Mr. SamuzLs. This bill would eliminate that phaseout. One of the
features that it has is the elimination of that adjusted gross income
phaseout, so you would get the credit regardless of what your adjusted
gross income is.

It does three things—basically three things. It increases the amount
against which you can claim the credit. It eliminates the AGI phase-
out and it indexes the amount for inflation.

Senator Doce. Right.

We do increase the maximum base figure and we do index the base
and we do eliminate the phaseout, but perhaps the price tag is lower
today than it was yesterday. There may be some room for compromise
even further, if necessary.

I know indexing is controversial. Mr. Sunley was here last week.
We asked him a no-win question. We asked him if you would have to
have something, would you rather have Roth-Kemp or Steiger-Hansen
or indexing. On that basis, he took indexing.

Mr. SamukLs. I think that is right. But did you ask him if he would
take indexing in this bill only as another one of the options?

Senator DoLe. Well, we wanted to get indexing started. We thought
we would just slip it in here and see how it goes.

Mr. Samuets. I think indexing on a plecemeal basis, I think the
Treasury believes it deserves careful study and if it is going to be
done, it should be done only after that study. )

Senator Doce. If you do not want to do it piecemeal, I have a bill
in that indexes 16 different things.

Mr. SamuEeLs. Well, that would require careful study.

Senator DoL. That is what they told me last year, and in the other
administration.

Senator Packwoop. ‘The one statement that has to be made, Bob—
and it is an accurate statement—is that Treasury does not change. It
does not matter whose administration it was, their position remains
the same.

Mr. Skaroon. Senator, if I may make two points to respond to
Treasury’s statement—and they will be real quick—first of all, in the
year that this bill has been in existence, they have never responded to
our only argument, which is that this bill grants comparable tax



143

treatment to people who are not receiving substantial amounts of social
security.

Secoid, and I guess I say this somewhat substantially, is that they
talk about tax reform and they talk about tax equity. but when it comes
down to it, they back away from it every time. )

Any time you have a tax reform measure or a tax equity measure,
somebody in the middle and upper income brackets is going to benefit
if it is true equity. Those are the people who are paying the taxes. So
Iam confu:e?i by the administration’s rhetoric on tax reform, when
they come down and perform like this.

enator Packwoob. I understand.

Mr. Hackine. Senator, I would also point out that most of those
elderly persons who do not have any Federal income tax liability are
persons who are on social security, which is tax exempt and the meas-
ure of the tax benefit that goes to social security recipients goes up,
increases every single year, every time there is an automatic increase
in benefits.

Now, what this bill is aimed at is providing a roughly comparable
tax break to those older persons who have income from sources other
than social security.

Thank you.

Senator Packwoop. Gentlemen, thank you.

[The prepared statements of the preceding panel follow. Oral testi-
mony continues on p. 156.]

STATEMENT OF JAMES M. HACKING FOR THE NATIONAL RETIRED TEACHERS ASS0-
CIATION AND THE AMERICAN ASBOCIATION OF RETIRED PERSBONS

I am James Hacking, Assistant Legislative Counsel for the 12 milllon member
National Retired Teachers Association and American Association of Retired
Persons. I am here this morning to indicate our Assoclations’ strong support for
8. 2128, legislation introduced by Senator Daniel Inouye to improve the tax
credit for the elderly. .

Because a sizable portion of our 12 million members are retired civil service
employees, teachers and other public employees who do not recelve social securtiy
benefits our organizations have a direct interest in proposals to revise and im-
prove the federal tax treatment of their pension and retirement income.

BACKGROUND

As you are aware, the Federal Government provides substantial tax benefits to
millions of social security reciplents. Their benefits are not counted in gross
income for federal income tax purposes and are thus tax exempt. This tax benefit
has been provided in recognition of the decrease in total income most persons
experience upon retiring and the increased drain on thelr budgets resulting from
age-related factors such as increased medical expenses.

In contrast to social security benefits, income from public pensions {8 taxable.
For the purpose of equalizing federal income tax treatment of social security
recipients and those recelving other forms of retirement income, Congress enacted
the Retirement Income Credit (RIC) in 1954. From 1954 to 1976, however, Con-
gress legislated substantial increases in social security benefits without providing
equivalent increases in the tax benefits available under the RIC.

With passage of the 1976 Tax Reform Act, Congress attempted to address this
problem by updating and restructuring the credit. A new Tax Credit for the
Elderly (TCE) was created making limited improvements in the old RIC. The
new credit increased the tax relief available to most non-social security retirees
by substantially increasing the maximum base amounts used to compute the
credit. Some of the complex provisions of the old law were revised to simplify
computation of the credit and the discriminatory treatment of earned income in
the case of taxpayers age 65 and over. Despite these improvements, many of the
flaws of the old RIC are perpetuated by the new TCE and unfortunately new
inequities are created.
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PROBLEMS AND INBEQUITIES OF CURRENT TCE

To address present inequities existing in the TCE in a comprehensive manner,
our Assoclations support passage of S. 2128, introduced by Senator Daniel Inouye
and cosponsored by 12 Senators. (An identical measure, H.R. 8818, introduced by
Representative Skip Bafalis, is pending in the House with 136 cosponsors.)
S. 2128/H.R. 8818 would first, raise the credit’s maximum base amounts from
$2,600 to $3,000 for single taxpayers and from $£3,750 to $4,500 for married
couples; second, cost-index these base amounts to keep pace with increases in
the cost of living; and third, eliminate the adjusted gross income (AGI) restric-
tions on the credit which were imposed in 1976. The cost of and rationale for
each of these liberations are discussed in detall below.

Mazimum dase amounts

Although only 2 years ago Congress provided large increases in the maximum
base amounts used to compute the credit, our Associations believe the $2,500 base
amount used by single taxpayers and $3,500 base amount used by married couples
are still too low. For purposes of horizontal tax equity these amounts should be
increased as proposed In S, 2128 to correspond to the average annual benefits
available to social security recipients. In 1977, the average annual social security
benefit award was approximately $3,600 for an individual and $4,500 for a married
couple,

ltl') the maximum base amounts are increased to $3,000 and $4,500 for taxpayers
over age 65, with no changes in any other aspect of the TCE law, the fiscal 1979
revenue loss calculated at 1976 income ievels would be $108 million. According to
Department of Treasury estimates,' the revenue loss distribution among income

classes would be as follows:
Revenue loss

Adjusted gross income class: ' (in miliions)
$0 to $5,000 e e $3
$5,000 to $10,000_ - __ e 50
$10,000 to $15,000 e e 45
$15,000 to $20,000.. . e e 8
$20,000 and OVer. o e e e

Total e 106

Cost indexing base amounts

Because soclal security beneflits are automatically indexed in accordance with
increases in the Consumer Price Index, the TCE maximum base amounts should
similarly be indexed as proposed by S. 2128 so that the tax relief provided non-
soclal security retirees will automatically keep pace with the value of the tax
break that increases automatically as social security benefits increase. If the
$3,000 and $4,500 base amounts are accepted and cost-indexed according to in-
creases in the CPI, but no other changes in the TCE law are made, the Depart-
ment of Treasury anticipates a 6 percent annual increase in revenue loss esti-
mates based ou a predicted 6 percent annual inflation rate. If the AGI phase-outs
are removed, as proposed by 8. 2128, a 10 percent annual increase in revenue loss
could be expected.?

AGI phascout levels

During consideration of the 1976 Tax Reform Act, Congress decided to target
the tax relief available under the TCE to lower-income individuals. Consequently
a provision was added to the new credit requiring that, for persons age 65 or over,
the base amounts be reduced by §1 for every $2 of adjusted gross income In excess
of $7,500 for singles ($10,000 for married couples). This provision has the effect
of limiting use of the credit to individual taxpayers who have total incomes below
$12,500 and to married conples with incomes below $17,500.

Our Associations feel these phase-out levels are too low and deny many middle
income taxpayers needed tax relief. These restrictions also contradict the credit’s
objective of equal tax treatment for social security and non-soclal security retirees
because soclal security reciplents receive tax-free benefits regardless of the level
of their total income.

Furthermore, the AGI phase-out levels apply onlv to taxpayers age 65 and over.
Public retirees under age 85 use a different set of TCE rules which, in most cases,
are more liberal than the age 65 and over rules. Consequently, many taxpayers

9}‘,Department of Treasury memorandum to Mr. Sunley from Mr. Wilkins, dated Feo. 27,
3 Ibid.
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who retire before age 65 and qualify for the TCE will ironically find that their
tax credit will either decrease or phase-out completely upon reaching age 65.

Becanuse the AGI phase-out feature makes the tax relief available under the
TCE inadequate for many middle-income taxpayers and creates a disparity in the
treatment of taxpayers under age 65 compared to those aged 65 and over, we
geue;g the AGI phase-out should be eliminated from the law as provided for in
S. 2128,

The net cost of eliminating the AGI phase-outs has been estimated by the Joint
Committee on Taxation to be $578 million at 1976 levels of income.® The revenue
loss distribution among income classes would be as follows :

Revenue loss Percent
Adjusted gross income class (miliions) distribution

TOTAL COSTS OF B. 2128

If all three liberalization features contalned in S. 2128 are accepted by
?x;?gress: the revenue loss estimated by the Treasury Department would be as
'ollows :

Revenue loss
Fiscal year: . (in millions)
1970 e e $1, 103
1980 o ——————— e e 1,170

1081 e e 1,2
1082 e ——————————— 1, 330
3088 e ———————— e e 1,465
The distribution of that revenue loss at 1976 income levels is estimated to be:*
Revenue loss Percent
Adjusted gross income class (millions) distribution
ﬁ ..............
192 FL3
165 20
163 20
109 14

64

29 4
796 o oeeciaiaes

The Administration, as well as some members of Congress, oppose S. 2128
because first, the cost of the bill would be over $1 billion in the first year and
would increase about 10 percent a year; and second, the bill would distribute
this revenue loss in a manner at variance with strict ability-to-pay principles
since one quarter of the benefits would go to taxpayers with incomes over $30,000.
This distribution results largely from the total elimination of the AGI phase-out
levels. In addition, there is opposition to using ap automatic indexing device for
any specific item of the tax code. Some opponents majntain it is unfair to put
only one group of taxpayers in an inflation-proof tax position while other oppo-
nents fear any indexing would establish a dangerous precedent for other tax
provisions.

3 Letter to Representative Skip Bafalls from Herber Chabat, Deputy Chlef of Staff for
the Joint Committee on Taxation, dated Aug. 18, 1971,
¢ Department of Treasury memorandum to Mr. Sunley from Mr., Wilkins, dated Feb. 17,

78.
S Ibld.
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In response to those who would tend to look unfavorably on S. 2128 because
of ity revenue loss distribution consequences, our Associations would urge them
to keep in mind that the intent of the original RIC and now of the TCE is to
provide older persons who do not receive social security with an income tax
treatment roughly equivalent to that available to social security reciplents. Our
Associations fee] that, in this case, the principle of horizontal equity should take
precedence over the abiltty-to-pay principle.

In response to those who would look unfavorably on S. 2128 because it would
index the new base amounts it would establish, our Associations would point out
that the indexing would preserve over time the horizontal equity that the bill
would restore. We would add that in the past the Congress has failed to make
ad hoc adjustments in the base amounts of the old RIC and the new TCE with
sufficient frequency to preserve horizontal equity. Since social security benefits
and the value of the commitment tax break now go up automatically, we think
an exception to the “no-indexing” in the tax code rule should be made in this
case. The rationale for the exception Is the preservation of horizontal tax equity
between older persons who receive social security and older persons who receive
other forms of income.

Finally, in response to those who would tend to look unfavorably on S. 2128
because of its revenue loss consequences, our Assoclations would suggest that
the revenue loss could be diminished by liberalizing substantially but still retain-
ing the AGI phase-out devise that exists under present law. While we believe
the present $7,500 (for single persons) and $10,000 (for married couples flling
jointly) trigger flgures for the AGI phase-out are much too low and while we
would like to see these phase-outs eliminated entirely, we realize that substantial
tiberalization of the trigger figures would cut the revenue loss under S. 2128 sub-
stantially and yet still help the overwhelming majority of those who most need
the tax relief the bill would provide. For example, a trigger figure of $15,000 for
individuals and $17,500 for married couples would reduce the revenue loss of
the bill by nearly one half.

ADDITIONAL TAX ITEMS

Another reform item related to the TCE could be included as an amendment
to S. 2128. While S. 2128 would raise the base amounts used by retirees age
685 and over, it would not raise the hase amounts used by public retirees under
age 65 who qualify for the credit. If the base amounts were raised for persons
age 65 and over and not for persons under age 65, then this different set or
TCE rules based on age would further aggravate the disparity which already
exists in the tax treatment of these two groups of retirees. A single taxpayer
under age 65 would be entitled to a credit that could be as much as $75 less
than the credit received by a single taxpayer age 63 or over with the same
amount of total income. Our Assoclations urge you to correct this potential
disparity that would result from passage of S. 2128 in its current form by
providing equal increases in the base amounts (to $3,000 and $4,5600) used by
public retirees under age 65.

Our Associations also support legislation (S. 2628) that has been proposed
by Senator Dale Bumpers to eliminate the requirement that married couples
must file joint returns in order to use the $5,200 sick pay exclusion. This bill
would correct an inequity in this law that was created as a result of passage
of the 1976 Tax Reform Act. Under current sick pay law, the exclusion is phased-
out on a dollar-for-dollar basis by adjusted gross income in excess of $15,000.
This $15,000 limit, however, is applied to both single and married couples alike.
This places an undue financial hardship on married couples where the non-
disabled spouse works to generate additional income to cover medical expenses
which are often high in the case of a disabled individual.
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STATEMENT OF JOHN F. McCLELLAND, PRESIDENT
THE NATIONAL ASSOCIATION OF RETIRED FEDERAL EMPLOYEES

Mr. Chairman, I aa Joha F. McClelland, President of the Natfonal
Association of Retired Federal Paployees (NARFE). The Association is 57
years old and composed entirely of retired Pederal employees, their spouses
and survivors. We have s dues-paying membership of nearly 300,000, repre-
senting the interests of 1.5 million retired Federal workers, their spouses
and survivors. We very much appreciate the efforts of this committee to
examine the p:cble_u of the Tax Credit for the Elderly and the tax treatment

of disability income.

Let me say initially that our organization does not argue that federal
tax policy is unreasonable in its treatment of the elderly. Indeed, the tax
code contains numerous relief mechanisams for older Americans which have helped

them to lead more useful and productive lives.

However, it £s our chief purpose in these hearings to call your attention
to a major source of tax inequity in the treatment of different groups of
older Americans. Specifically, I sm talking about the Tax Credit for the

Rlderly (TCR).
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TAX CREDIT FOR THE ELDERLY (S. 2128)

Mr. Chairman, the primary legislative concern of our organization is
the tax treatment of older Americans with little or no social security
income. For many years the tax treatment of these persons as compared to
that of their social security counterparts, was roughly comparable. However,

as a result of rules governing the TCE, we feel that is no longer true.

Under current law all social security income 18 tax exempt. The
ratfonale behind this lucrative tax advantage is that Congress considers the
ability of elderly persons to meet basic medical and financial needs of such
social cignificance as to warrant this special tax consideratfon. Th;s exemption
is not something earned by the recipient nor a benefit for which cne must
otherwise qualify. It is automatic and given to everyone receiving social

security income. We have no problem with this.

However, we do feel that the ability of elderly persons not covered by
social security to meet the same basic needs 1s no lees important. We believe
that in the interest of equity there should be some balancing tax mechanism

available to these persons to provide roughly equivalent relfef,

Since 1954 Congress generally has agreed with this concept, and gradually
evolved the curreat Tax Credit for the Elderly (TCE), which was passed
as part of the Tax Reform Act of 1976. It is the purpose of the TCE to pro-

vide roughly comparable tax treatmeant to persons not covered by social security.

However, it is our contention that the current "means test" which limits
the availability of the credit to low income elderly renders the TCE in-~
effective and prevents it from even coming close to dealing with this problem.
Further, we feel that inflation over the last few years has substantially re-

duced the adequacy of the credit amount.
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CURRENT LAW
Perhaps {t would be well to briefly summarize the current law:

Under the TCE, an individual i{s allowed to subsract 13 per-
cent of a maximum base figure (otherwise known sas the “Section
37 amount”) from taxes owed for a given tax year. However,
the maximum base figure is reduced by amounts and sources of
income.

An individual's maximum base figure is determined in the following
manner:

Individuals 65 and over* (IRS Schedule R) are sllowed to take
into account for purposes of computing the maximum base figure
up to $2500 of adjusted gross income ($3750 for couples filing
jointly) to be reduced by

(1) the amount of social security and/or railroad retirement income
the individual has received during the tax year, snd

(2) $1 for every $2 in adjusted gross income over $7500 ($10,000
for couples filing jointly).

In other words, for persons 65 and older, only those with adjusted
gross incomes under $7500 snd no social security income are eligible
for the full $375 credit (15 percent of $2500). Those persons with
modest incomes (§$7500-812,500) receive little or no credit, while
those with incomes above $12,500 receive nothing. Of course, the
max{mum base figure is reduced by any social security income (or
railroad retirement income) up to $2500, a: which point the indi-
vidual's credit is completely eliminated ($3750 for couples filing
jointly). .

* Public retirees under 65 (IRS Schedule RP) are allowed to take into account
for purposes of determining the maximum base figure up to $2500 of retire-
ment income ($3750 for couples filing joint returns) to be reduced by

(1) the amount of social security and/or railroad retirement income the
individual received during the tax year, and

(2) $1 for every $2 of earnings over $1200 and below $1700, and dollar-for-
dollax over $1700.

(3) for persons under 62, dollar-for-dollar for earnings over $900.
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BAFALIS~-INOUYE BILL (HR 8818 and S. 2128)

In the first session of this Congress, Senator Inouye and Congressman
Bafalis introduced HR 88i8 and S. 2128, which are identical bills designed
to upgrade the TCE and narrow the gap between those receiving social security
and those with little or no social security income, This bill has the full

support of our organization along with that of many other groups.

The Bafalis-Inouye bill is premised on three main poiats:
(1) The maximum base figure (Section 37 amount) used in computing
the TCE be raised to $3000 for individuals and $4500 for couples
filing joimtly,

(2) The maximum base figure be cost-indexed to reflect changes in
the cost of living each year, and

(3) The phase-out figures on the adjusted gross income of persons
65 and older be eliminated (Schedule R only).

On the House side there are 138 cosponsors of this legislation, including
11 members of the Ways and Means Committee, and

11 members of the Ways and Means Committee, and Chairman Pepper of the House
Aging Committee. There are 13 Senate cosponsors, including Senators Domenici
and Chiles of the Senate Aging Coumittee, and Senators Hathaway and Dole of

the Senate Finance Committee.

Our organization believes that if enacted, S. 2128 will rectify the signi-
ficant deficiencies of the current law. Our support is based solely on argu-

ments of equity and simple fairness.

First, by increasing the amount of the maximum credit from $375 to $450
Congress would be raising the credit amount to a more realistic and substantial
level. Historically, the maximum base figure on which the credit is computed
has been fixed arbitrarily at a level roughly equivalent to the average annual

primary social security benefit. §. 2128 raises that maximum base figure to a
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level consistent with the current social security figure.

Secondly, the bill would insure that the maximum amount of the credit
will be increased each year to keep pace with the cost-of-iiving. This has
been a msjor problem in previous years in that Congress’' agenda has often

squeezed out consideration of relatively insignificant updating legislation.

Thirdly, the bill insures that all persons 65 and older will be eligible
for either the tax exeaption under social security or a tax credit under the
TCE. Due to the current $7500/$10,000 phase-out figures on adjusted gross
income, the TCE excludes all but low-income elderly. Since social security
income is tax-free at all income levels, our membership feels that TCE should
also be available to all other quslified taxpayers regardless of income. (The
attached chart demonstrates the profound inequity created by this double tax

structure,)

Pourthly, S. 2128 will assure that qualified individuale will not be en-
titled to a reduced credit when they reach age 65 as they are under the curreat

law.

According to official estimates from the Treasury Department and the Joint
Committee on Taxation, the additional revenue loss affected by enactwent of the

Bafalis-Inouye proposal is spproximately $963 million.

Mr. Chairman, this is a good bill. It {s one which has evolved over a
long period of time after much research and effort. Senatoy Inouye, along with
Senator Dole and Senator Hathaway have labored many hours to develop a proposal
that would be fiscally sound, and yet politically viable. The fact that the
legislation has such widespread support, both in Congress and among the elderly,
attests to the validity of their work. On behalf of the nation's elderly, I

urge this committee to approve S, 2128 as part of this year's tax legislation,
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TAX TREATMENT OF DISABILITY INCOME (S. 2628)

Mr. Chairman, Congress has a long-standing policy of granting special
tax treatment to a portion of an individual's income received as a result of
sickness or disability. Qualifying individuals are allowed to exclude up to
$100 a week in income received as a result of sickness or disability. The

maximum exclusion 1s $5200.

While the $100-a-week exclusion was continued, the Tax Reform Act of
1976 severely restricted eligibjlity for the exclusion. Specifically, the new law
requires that persons seeking to qualify for the exclusion must (1) be
‘‘permanently and totally" disabled, (2) submit a doctor's certificate to that
effect, and (3) file a joint return if married. In addition, Congress imposed a
dollar-for-dollar phase-out of the exclusion at $15,000, while lowering the maximum

allowable age for eligibility from 70 to 65.

Obviously, as a result of these new restrictions, many persons who had been
using the exclusion suddenly found themselves with enormous increases in their
tax bills. While NARFE does not defend use of the exclusion by persons not
truly disabled, we do feel that some aspects of the new rules are overly res-
trictive and arbitrary-- the most significant of which is the requirement that
persons using the exclusion file a joint return, if married. Senator Bumpers'

bill, S. 2628, would eliminate this requirement from the law.
Mr. Chairman, there is little justification for maintaining this provision.

Since the exclusion phases-out when the couple’s adjusted gross income
reaches $15,000, this has caused a significant hardship on the financial plight
of the disabled American. (This same $15,000 phase-out is also used for a single

taxpayer.) Disability income seldom is enough to meet necessary medical and
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social needs and, thus, often forces the employable spouse to go to work

to pay for additional expenses. In many cases, it is the additional income

generated by the d sp that pushes the couple's adjusted gross income
above the $15,000 phase-out figure. Mr. Chairman, this is a needless diffi-
culty for these people. The revenue loss incurred by passage of this legisla-
tion would be minimal, while {t's benefits would be of great assistance to

these persons in financial need.
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Schedules R&aRP—Credit for the Elderly
(Form 1040) (Public Retirees Under 65 See Schedule RP on Back)
lotornel Rormows Sorvies D> Much lo Form 1040, D> Sed lestructions for Schodules R sud WP

Neme(s) 88 sHown on Form JO40

Schedule R—Credit for the EM—-IMMG«&I(;) 65 or Over Havinz Any Type of Income

importanl: You may elect to use Schedule RP if you are married fiing & joint return and one spouse is 65 or over and
the other spouse is under 65 and has public retirement system income. However, uniess both spouses elect
10 use Schedule RP, you must use Schedule R.
Filng totus | A O] Singie, 65 or over
»d A B (] Married filing joint return, only one spouse 85 or over
(chech € [] Married filing joint return, both spouses 65 of over
oy 00) | g (7] Married filing separate returm, 65 or over, -unmmmmmum-unyumaummuummr

1 Initial smount of income for credrt computation. Enter $2,500 Hf block A or B chq:m. 9.750 it

biock € checked, or 31,875 f block D checked . . . Ce e .. .. e
2 Deduct:
s A t; tved 83 L or ies under the Social Security Act,

the Railroad Retirement Acts (dut not supplemantal annuities), and certain
other exclusions from gross income (see Instructions) . . .

b Enter one-hatf the excess of your sdjusted gross income (Form 1040, nm
15¢) over: $7,500 if dlock A cheched, $10,000 if block B or C chacked, of

$5000 fDlock Dchacked . . . . . . . . . . . ., . ., .
S Totaloffines 20 and2b . . . . . . . . . ., .t e e e e e e e . L8
4 Batance (subtract Line 3 from ling 1). If zero or less do pot hle this schedule . . . . . . . |4
S Tentstvacredit Enter I5% of n@ 8. . . . . . . . . . . . oo . .. .. LB
6 Amount of tax shown on Form 1040, line 18 . R e
7 Credit for the Elderly. :nlnvm.odoorumlmomumanMNMSMG-ﬁM

is smalter . . . . e 2 .




Current Law Proposed Law
(HR 8818 and 8 2128)

Taxes Paid by Single Person*® Taxss Paid by Single Person® Taxes Paid by Single Person*®
With No Social Security Whose Income Includes $5000 With No Social Security

Income Income Social Security " Income

7,500 1089 (375) #» $ 403 1014 (eSO

10,000 1896 (188) 895 1634 (450)

12,500 2768 -0- 1464 2318 (450)

15,000 3512 -0 2084 3062 (450)

17,500 4532 -n- 2768 3899 (450)

26,700 5221 -0- 3512 4 (450)

*Person 65 or older/does not include other examptions or credits
i

**Amount of credit used in computing taxes owed

a9t
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Senator Packwoon. Next we will take Dean McCormick and his
panel: Mr. Parren, Mr. Troll, Mr. Hand, Mr. Phillips.

Mr. Schoeneman, I am sorry. You should be up with this panel
also. I apologize.

Gentlemen, as you are aware, the panel has 15 minutes. I will tell
the other witnesses, I will try to stay to about 1 o’clock in the hopes
of being able to finish the vest of the witnesses today rather than hold-
ing vou to 8:30 in the morning, but I will hold the panel to the time
allotted so that the other witnesses can get on today.

Go right ahead.

STATEMENT OF DEANE E. McCORMICK, CHAIRMAN, COORDINAT-
ING COMMITTEE, DECQ COMMITTEE

Mr. McCoryick. Mr. Chairman and members of the Senate, my
name is Deane McCormick and Uappear on behalf of the DECQ com-
mittee in support of S. 328K,

S. 3288 would grant a deduction from gross income to employees
for their contributions to plans qualified under section 401 of the In-
ternal Revenue Code. The amount deductible is 10 percent of compen-
sation, but no more than $1,000. The deduction is from gross income,
rather than an itemized deduction, and thus benefits cveryone, even
thongh they take the standard deduction.

Any private employer qualified plan counts, whether it be of a pen-
sion, profit-sharing or thrift-saving type, and any contribution counts,
whether it is mandatory or voluntary.

Additionally, provision is made to permit the qualified plan partici-
pant the flexibility of contributing to an IRA in case that is his
preference.

I am the chairman of the coordinating committee of the DECQ
committee. DECQ is an acronym for deductible employce contribu-
tions to qualified plans. Seeking such legislation is the sole purpose
of the committee.

A list of the committec sponsors is attached to my written state-
ment, which I ask be made a part of the record of these hearings.

The committee is composed of various employers, both large and
small, with locations and employees in all 50 States. The businesses
are of many different types: manufacturing, retail, and personal
service.

As a group, the members of DECQ have 745,000 employees.

Mr. Chairman, we believe this bill, S. 3288, will help solve many of
the pension funding problems facing this Nation. While the private
sector plans have accumulated £279.6 billion to fund pensions, statistics
indicate that only 47 percent of the private sector work force is cur-
rently covered under existing arrangements. Obviously, much remains
to bo done.

Other witnesses of this panel will detail how S. 3288 will help correct
the existing law’s negative impact on contributory and noncontributory
plans. Also, they will discuss the problem of many employers who.
faced with the burdens of ERISA, need incentives and assistance in
establishing and maintaining and improving qualified plans.

Social security alone is inadequate. Employees whose earnings exceed
$10,000 can expect a primary social security pension of less than 35
percent of their final pay. Any significant improvement of social secu-
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rity would entail either increased social security taxes, or increased
unfunded lability, wherein we mortgage the expectation of future
generations of employers and workers.

These alternatives are not acceptable, neither is the reduction of
social security benefits.

While S. 3288 will not solve all of these problems, it clearly would
be a reasonable, responsible step in the right direction. This legislation
would encourage a socially desirable goal—the establishment of new,
qualified pension plans and the provision of additional benefits under
existing plans by providing a reasonable means to obtain it-—deducti-
hle employee contributions to qualified plans to help fund future pen-
sion benefit commitments.

The need for this kind of legislation is widely recognized, as evi-
denced by the number of other proposals to permit limited deducti-
bility of employee contributions to qualified plans which are now un-
Jder consideration. In our opinion, S. 3288 is superior to these alterna-
tive proposals in that it would avoid unnecessary complexity and ad-
ditional administrative costs which emanate from the more complex
provisions of other bills.

Te would use the existing structure——

Senator Packwoop. Let me say again that I am going to hold this
panel to 15 minutes, and you have used about 6 now.

Go ahead.

Mr. McCorasick. It would use the existing structure of qualified
plans to achieve the desired objectives of improving pension benefit
coverage for employees. It would afford all employees an opportunity
to set aside additional funds on a tax encouraged basis to help provide
additional pension benefits for themselves and their familles,

In summary, the need for DECQ legislation is clear. S. 3288 is the
hest of the legislative proposals which have been formulated to per-
it limited deductibility of employee contributions to qualified plans.
We respect fully urge you to support its enactment.

Senator Packwoop. Which of you is going to be next ?

Yes, sir.

STATEMENT OF JOSEPH S. PARREN, DIRECTOR, NATIONAL AUTO-
MOBILE DEALERS AND ASSOCIATES RETIREMENT TRUST

Mr. Parrex. Mr. Chairman, T am Joseph Parren and I am the di-
rector of the NADA Retirement Trust, more commonly known as
NADART. NADART manages a fund of over $300 million represent-
ing the retirement assets of over 5,300 and more than 75,000 employees
nationwide.

On behalf of the National Automobile Dealers Association, I ap-
preciate the opportunity to present to this subcommittee our com-
ments on S. 3288 which we feel will solve one of the major problems
facing small employers such as automobile dealers. We support this
bill which we feel will not only provide equitable treatment for em-
ployees of company-sponsored plans, but will solve a serious plan
participation problem which we are facing today.

During the 21 years that NADART has sponsored master vlans,
there has been a tremendous increase in dealers who have adspted
cne of our master plans. However, today we are experiencing a re-
versal of this trend.

34-800 O - 79 - 11
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Last year alone, we lost 130 plans of which 39 plans were due to
employee disinterest—meaning, participants wanted IRA’s. Since
January of this year we are experiencing such terminations at an
annual rate of 75.

In general, a dealer who adopts one of NADAR’s master plans, em-
ploys fewer than 20 employees. The financial position of tﬁe typical
dealer does not permit him to maintain a plan without seeking to share
the cost with his employee by requiring contributions of them. Accord-
ingly, a substantial percentage of the plans adopted by dealers require
employee contributions to participate in the plan.

This bill, we believe, will eliminate the prejudice which presently
exists against employees participating in company-sponsored plans.
The Employee Retirement Income Security Act of 1974 permits cer-
tain individuals to use pretax dollars to fund a retirement benefit by
deducting contributions to an individual retirement account—IRA.
Many participants in our contributory plans are electing to withdraw
to participate in an IRA. There is no doubt that the deductibility of the
individual’s contribution attracts him away from employers’ plan.

A dealer must be able to demonstrate that a fair cross-section of his
employees participate in the plan at all times in order to retain the
tax-qualified status of the compan{ plan. When many of the partici-
pants elect out of the plan and are lower-paid rank and file employees,
the employer is unable to demonstrate that a fair cross section of his
employees participate in the plan.

i s a result, the tax-qualified status of the plan is lost and employees
suffer.

Withdrawal of even a few employees has a significant impact on the
employer’s ability to maintain tax-qualified status. For these reasons,
NADART stands in favor of providing a deduction to the employee
for his contributions to the company-sponsored plan. We believe that
S. 3288 offers the best solution to the problems we face today. It does
not require a complicated computation to determine the amount of
deductions. This will simplify procedures in administering the deduc-
tions for employee contributions.

Another significant aspect of the approach of S. 3288 mm;l)ared to
other bills acﬁlnressing the problem, is that it relies on the well-estab-
lished rule governing tax-qualified retirement plans. Other bills would
require the application of rigid IRA rules with respect to deductible
employee contributions. Application of the IRA rules in lieu of the
well-established rules governing qualified plans would create an enor-
mous communications probem.

Mr. Chairman, on behalf of the 75,000 employees and NADART. we
strongly endorse S. 3288 and urge i1mmediate enactment of this bill.

Thank you.

Senator Packwoop. Mr. Troll #

STATEMENT OF RAYMOND C. TROLL, SECRETARY AND GENERAL
COUNSEL, GATES LEARJET CORP.

Mr. TroLr. I am Ray Troll, secretary and general counsel of Gates
ILearjet Corp. in Wichita and I am pleased to have this opportunity
to appear before you today to present the views of my company in
support of S. 3288,

If enacted, this bill would do much to relieve the critical problem
our company now faces; also because that problem is immediate and
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acute—and becoming more acute—we urge your early favorable action
on this bill.

Unless that bill is enacted, the efforts of our company to provide
adequate pensions for all of our employees will be frustrated as to a
certain group of them, and I refer to our engincers, who, because
of the nature of our business, comprise a significant part of our labor
force and who are absolutely essential to the continued development
and production of our aircraft.

We are particularly concerned about the current state of the tax
law which we believe is the primary cause of these difficulties, and 1
will try briefly to explain it.

The company maintains a noncontributory pension plan for our
employees with an optional voluntary contributory provision, which
permits the employees to elect to contribute from 2 to 10 percent of
their W-2 earnings.

Such voluntary contributions are, of course, not tax deductible. Qur
retirement plan is a defined benefit plan which provides a certain
percentage of the employee’s final average compensation for each year
of service. The employee is fully vested in this pension after 10 years
of service.

Although most of our employces are adequately covered under the
plan. many of our engineers tend to move from job to job and fre-
(uently leave our employment before vesting and, for this reason
under present law, these engineers are unable to build pension benefits
under our basic company-funded plan, and also their interest in the
contributory feature of the plan has been virtually nil.

Being covered under the plan, they cannot contribute to an IRA,
and therein lies the nub of the problem. Many of them argue very
vehemently that coverage under the plan should be made discretionary
o that they could reject the coverage and establish IRA’s but, as men-
tioned later, this is certainly not feasible. And, as a consequence, we
find that morale among this professional group of employees has been
hurt seriously.

Also, it adversely affects our ability to hire needed personnel. Right
now, we have urgent, unfilled requirements for engineers, especially
for those who are specialists in aircraft design, aerodynamics, stress,
and several other specialized fields in enginceringf.

As a result, we have had to contract out much engineering work
simply because of our inability to hire directly the needed engineering
expertise,

And, as you might expect, such contracting out has significantly
compounded the problem, because the use of engineers under contract
to these technical service firms makes our engincering staff even more
transitory in nature.. In fact, we have noted a trend toward nomadism
in the engineering profession—that is a good word. I looked it up the
other day.

As T mentioned. it has been argued that we should permit voluntary
participation in our defined benefit plan, but that is tota::. unaccept-
able because it would subject the plan to the risk of los- .f its tax-
qualified status. We have discussed with our engineers the .anderlyin
concepts of S. 3288 and from their responses we are convinced it wou]g
verv substantially alleviate the situation.

S. 3288 would go a long way in solving the morale problem of our
engineers and would certainly enhance our ability to attract to our
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company as permanent professional employees the additional engi-
neering talent we'so urgently need.

I admit that this statement reflects only our problem. However,
we believe it fairly ty?iﬁes a personnel problem being experienced in
other firms, particularly those who must, as in the aerospace industry,
rely so heavily upon highly trained professional people.

Accordingly, we believe the bill is not only good for our company,
but national policy and recommend its enactment.

Thank you.

Senator Packwoop. Who is next ¢

Mr. Hanp. Mr. Hand.

Senator Packwoop. Do you realize there is about 30 seconds left
for the other two presentations?

Mr. Hanp. I realize that.

Senator Packwoop. As I understand, you gentlemen were told ahead
of time about the 15-minute limit on the presentation in chief, is
that right?

Mr. Hanp. We were told ; yes, sir.

STATEMENT OF WILLIAM HAND, PRESIDENT, HARD &
ASSOCIATES :

Mr. Haxp. Mr. Chairman, I will try to keep mine to about 15 sec-
onds, so we will split it.

My name is William W. Hand. I am president of Hand & Asso-
ciates of Houston, Tex., and I am also cochairman of the legislative
committee for the American Society of Pension Actuaries.

We are appearing to urge this committee to report favorably on
Senafie bill 3288 and I have prepared a written statement for the
record.

Senator Packwoop. Mr. Phillipst

STATEMENT OF ROBERT C. PHILLIPS, DIRECTOR, VICE PRESIDENT,
AND CHIEF ACTUARY, TOWERS, PERRINS, FORSTER & CROSBY

Mr. Puiiires. Mr. Chairman, my name is Robert C. Phillips. I am
a director and vice president of Towers, Perrins, Forster & Crosby
and also the firm’s chief actuary. My purpose in appearing before
your committee is to express my support and the support of my firm
for this bill. Being an actuary, I would like to comment upon certain
of the actuarial aspects of this bill, and I have raised three questions
in my testimony which I hope will form part of the record.

We believe—to go right to the summary—that this bill will reverse
the trend of plan terminations started by ERISA and lead to the
establishment of new plans, increased coverage of average and low-
earnings employees, and improvement of existing plans.

Senator Packwoop. Mr. Schoeneman was given 1 extra minute or 2
outside of the 15-minute panel.

Mr. Schoeneman ¢

STATEMENT OF CHARLES W. SCHOENEMAN, BUREAU OF SALES-
MEN’S NATIONAL ASSOCIATIONS

Mr. ScHoeNEMAN. Mr. Chairman, my name is Charles Schoeneman.
I am Washington counsel for the Bureau of Salesmen’s National As-
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sociations and I am here today on behalf of their two affiliates, the
NAWCAS Guild and the National Association of Men’s and Boys’ Ap-

arel Clubs. These are the dominant traveling salesmen’s association
in the apparel industry and their members are entitled to membership
in the wholesale apparel salesman'’s local of district 65, distributive
workers of America, a labor organization which maintains a group
pension trust for the salesman’s benefit and represents them in certain
collective-bargaining respects.

The members of NAWCAS and NAMBAC strongly support this
bill—S. 3288—introduced by Senator Dole on July 13, and he deserves
our congratulations for recognizing the needs of the traveling sales-
man and those needs that have been overlooked largely by reason of the
thrust and effects of ERISA. This bill goes a long way in solving one
of the most complex problems confronting salesmen—the lack of any
tax deduction for their contribution to their pension plan.

For one reason or another, they have generally been unable to par-
ticipate in their company’s plans and, for reasons alluded to earlier,
ERISA has proved to, at best, been a mixed blessing. The plan has, in
effect, been hurt by ERISA as my full statement points out.

This particular plan first of all is financed exclusively by contribu-
tions made by union members associated with NA\VCASY——K}AMBAC.
No employer contributes a penny to the trust.

Second, a1l contributions made by the participants to the trust as 100
percent nonforfeitable. :

Third, the trust provides certain task service and disability pension
benefits which we, of course, far exceed what is available to them under
IR.A plans marketed commercially.

: Fourth, the union district 65 stands behind the benefits promised by
tho trust.

The inavailability of a tax deduction was not really a problem until
ERISA was passed and, of course, as again has been alluded to, the
effect of ERTIS.A competitively has been to damage the existing trust
and to encourage members to withdraw, a trend which we hope has
been reversed.

I would like to emphasize, in closing, that traveling salesmen gen-
erally do not understand why it is that if they put their money into an
account run by a bank or an insurance company they can get a tax
deduction but if they put their money in a union pension fund which
provides superior benefits, in most instances to that provided by any
IRA. they cannot get a deduction.

This, they fear,1s unfair tax diserimination.

S. 3288 and S. 3017, the Williams-Javits bill, are the only bills pres-
ently pending in Congress to amend the code to allow a retirement sav-
ings deduction for persons contributing to either an employer or union-
sponsored pension plan, such as the salesman's pension trust I de-
scribed. We believe the objectives of both bills are sound and that they
would protect both employer and union pension plans from being
undereut by TR.\A's and because they would promote a greater expan-
sion of private pension coverage to the United States.

The distinguishing characteristics of these bills, therefore, is that
they provide an even-handed treatment in that both management and
labor would benefit from them.

As currently drafted, we prefer the S. 3288 approach because it does
not have a limitation which we feel unfairly penalizes the successful
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salesman. Finally, let me reiterate how encoura, we are that this
‘committee is holding these hearings, that through the efforts of Sen-
ators like Senators Dole, Williams, and Javits and others, something
now, at long last, is being done to provide what appears to be on a
bipartisan basis, fair tax treatment for the salesman’s pension trust
and many other pension trusts, both union sponsored and employer
sponsored, that need this protection. '

Thank you very much.

Senator Packwoop. Senator Dole?

Senator Dore. Because of the time I do not have any questions. I
would just say that I did a survey in my State of Kansas and, as Mr.
Troll has pointed out, there has been a very high incidence of plan
termination. I assume that this is true all across the country. How many
engineers do you employ ?

Mr. Trorr. We have approximately 150 at the present time, Senator.
Those are degreed people, people with bachelor’s or master’s degrees.

Scnator DoLe. The plans are terminating for a reason. I think those
reasons have been pointed out with some clarity this morning. I think
S. 2462 and S. 3288 are compatible. I do not think they are mutually
exclusive.

Particularly with reference to S. 3288, it has not been introduced
for very long, but there is support for it. We hope to pick up additional
support. I had a chance to visit with some of the Representatives who
were here last week.

With reference to S. 2462, there was a lot of support for this on the
House side in the 1976 Tax Reform Act. There was not a great deal of
sentiment on the Senate side. T think it is fair to say that there is now
bipartisan support. I would hope that Treasury will be able to accom-
modate us. I know Treasury is opposed to both bills, but they support
them in principle.

It would indicate to me that there might be some room to work
out an arrangement.

I think you have covered the basic points. I might want to submit
uestions to you, Mr. McCormick, providing you could furnish answers
or the record. Would that be satisfactory?

Mr. McCornmick. Quite so, sir.,

Senator Dore. That would save us time.

Mr. McCormick. I hope we find out Treasury’s attitude on the mat-

ter, too.

Senator DoLE. Are they going to submit their views in writing ?

Senator Packwoon. No; Treasury will comment now.

Mr. SayurLs. I will comment briefly now. We have asked that the
record be kept open and we will submit a full written testimony as soon
as it is prepared.

As Treasury has indicated in previous testimony on a similar bill,
S. 3140, introduced by Senator Bentsen, we believe there may be some
merit in the principle of allowing a deduction for employee contribu-
tions to a qualified plan, provided actual participation in the plan is
nondiscriminatory.

We believe, however, the subject of 3288 should be considered only in
connection with salary reduction arrangements which are virtually
identical vehicles for deferral of income in connection with an employ-
ment relationship and after taking into full account the significant
revenue implications in this bill. I think our revenue estimators are in

{
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accord with the joint committee revenue estimators and we note that
there is an $877 million revenue loss in calendar year 1979. .

Now, we do oppose one portion of S. 3288 and that is the portion of
the bill that allows an employee to contribute to an individual retire-
ment account, if he does not have the opportunity to contribute to a

ualified plan and still get the deduction, and that is because we believe
alese provisions could result in discrimination against lower-paid
employees.

We do support the principle of the bill, provided that actual partic-
ipation in the plan is nondiscriminatory.

Senator Dovrk. On that basis, you feel that we could resolve some of
tho differences?

Mr. Sayures. I think so, provided we could resolve it in connection
with resolving the appropriate tax treatment for salary reduction
arrangements, which I think—a salary reduction arrangement is where
you have a $10,000 salary—1I am sure you are familiar with them—and
the employer says, would you like me to put $9,000 into a tax-deferred
retirement account and you tell him yes. If the treatment on that is that
the employed is not taxed on that $1,000, he has $9,000 of taxable
income and $1,000 in a retirement account, or qualified plan, that is the
equivalent of giving the employee $10,000 of income and allowing him
a $1,000 deduction for a contribution for a qualified plan. In both
places, he has $9,000 of income on which he is taxable and $1,000 in a
qualified plan and we think that those problems are sufficiently related
to be considered together.

Senator Packwoop. Any other questions?

Gentlemen, thank you.

[The prepared statements of the preceding panel follow. Oral testi-
mony continues on p. 174.]

STATEMENT OF DEANE E. MCCORMACK, JR., CHAIRMAN, COORDINATING COMMITTEE
oF THE DECQ COMMITTEE

TESTIMONY IN SUPPORT OF 8. 3288 AND OPPOSED TO B. 2462

S. 3288 would permit an employee covered by a qualified retirement plan (other
than a governmental plan or § 403(b) annuity) to deduct mandatory or volun-
tary employee contributions to the qualified retirement plan equal to the lesser
of 10 percent of compensation or $1,000.

N, 2462 would permit an employee covered by a qualified retirement plan to
deduct contributions to an Individual Retirement Account equal to the lesser
of 15 percent of compensation or $1,500, reduced by the amount contributed on
behalf of the individual to the qualified retirement plan.

The DECQ Committee Members favor S. 3288 for the following reasons:

1. The bill corrects an inequity created by ERISA,

2. The bill will reverse the trend of employees resigning from employer spon-
sored plans to join an IRA, thereby creating the risk that the employer-sponsored
plan wil] lose its tax qualified status.

3. The bill will encourage employees to remain in their employer's sponsored
plan which will expand coverage of retirement and incidental benefits such as
death and disability benefits.

4. The bill offers an employer the opportunity to share the initial cost of estab-
lishing a tax qualified retirement plan with his employees, thereby creating the
incentive to adopt new plans.

5. The bill will encourage additional retirement savings which will help re-
lieve the burden on the Social Security system as well as increase capital
available for investment.

6. The bill offers an alternative which will not add to the complexity and ad-
ministrative burdens of present law because it relies on the present rules gov-
erning the qualified plans.

The DECQ Committee Members oppose S. 2462 for the fcllowing reasons:

1. The bill requires contributions to an Individual Retirement Account which
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is inappropriate for an employee who may want to contribute to his employer
sponsored plan,
2. The bill creates substantial administrative burdens because it requires the
employer to calculate its contribution under the tax qualified retirement plan.
3. The bill i8 complex In all cases except the situation where the employer
maintains a single individual account plan.

BTATEMENT

Mr. Chairman and Members of the Subcommittee:

I am pleased to have the opportunity to appear before you today to present
the DBECQ Committee's views on 8. 2462 and S. 3288. The acronym “DECQ" {8
formed from Deductible Employee Contributions to Qualified Plans. The DECQ
Committee is an association of employers who collectively represent:

The interests of its members and their 745,029 employees in seeking legislation
designed to encourage the provision of adequate retirement security.

Companles ranging in size from the very small to the very large.

Various industries, including manufacturing, retalling and personal services.

The members of DECQ Committee have businesses and employees in all 50
states.

For the record, I have attached to this statement a list of the members of the
DECQ Committee with the companies arranged in alphabetical order.

The tax law for a great number of years has sought to encourage the provi-
sion of pensions for the workers of this country. For several decades the income
tax laws have specifically dealt with pension plans established for employees.
The current state of the law is the result of a technical tax approach to a pension
problem. The guestions have been (1) when could the employer deduct his con-
tribution, and (2) when was the employee taxable. That an employee would be
taxable on his salary was obvious although a portion thereof might be con-
tributed to a qualified pension plan for his later use as retirement income.

In 1962 Congress departed from =strict principles of taxation. Congress pro-
vided for the Keogh plan which permiis a self-employed individual to defer
taxation on earned income (e.g. salary) he set aside for his retirement untfl the
ultimate distribute as part of his retirement income.

In 1974 Congress again departed from the strict tax principles to encourage
the provision of pensions by providing for the Individual Retirement Account
{IRA). An IRA permits an individual to defer up to $1,500 of his salary to
fund a retirement pension. In providing the IRA, Congress sought to extend the
pension coverage of the private sector to individuals who were not currently
covered by qualified plans or a Keogh plan.

Since Congress has seeen the wisdom of permitting an individual to set funds
aslde from his income today and deferred the taxatlon of such amounts until
retirement, the provisions of 8. 3288 should appeal to your sense of elementary
fairness &s it would permit such a deduction to individuals contributing to plans
qualified under Section 401 of the Internal Revenue Code. These plans are the
historical base and backbone of the private pension system.

While the IRA has been utilized by various individuals to provide for pen-
sions, it has had effects upon existing plans that were certainly not intended by
Congress. Many employees who were previously participating in their employer's
qualified pension plan have terminated their participation in such plans and in-
vested in IRAs for themselves. While this action could be beneficlal from the
view point of any particular individual, it generally i8 detrimental to the in-
terests of the employees who wish to remain in the plan. Such resignations
generally are made by the younger, lower-paid employee and can cause dis-
qualification of the plan.

Disqualification results on the current taxation to the employee of the em-
ployer's annual contributfon, if the employee’'s rights are vested, the loss of a
deduction by the employer If the employee 18 not vested and the current taxation
of the income of the pension trust. Needless to say, these are great burdens which
frustrate the purposes of the trust without any wrongdoing by anyone.

Also, by leaving the employer’s plan, the individual loses possible insurance
and disability benefits often provided under the employer's plan. He also loses
the opportunity to galn nonforfeitable rights in accordance with the vesting
formula of the plan and additional benefits the employer may provide in the future
for prior years of plan participation.

8. 3288 would correct these defliciencles by providing a deduction to the em-
ployee for his contribution to the employer’s plan. He would be immediately
vested in these contributions and his motlvation to resign from the employer's
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plan for the immediate advantage of the tax deductfon available in an IRA
would not be attractive. Under S. 3288 the employee would not only gain a
deduction for his mandatory or voluntary contributions to the employer’s plan but
would tend to gain all of the additional benefits provided under the employer's
lan,

P S. 3288 provides an employee a deduction up to the lesser of 10 percent of pay
or $1,000 for his contribution to a qualified plan maintained by his employer.
To the extent that the employee’s contribution does not exceed this limit, the
source of funding the pension is irrelevant from a tax viewpolnt of the employee.
While today there is an IRA-related resistance on the part of the employees to
conrtibute to a plan, this resistance would be substantially lessened with the
enactment of 8. 3288. Congress would in fact free an additional source of funds
to provide for pensions for the private sector employees. This source could be
utilized together with the employer's contribution to provide pensions in areas
where no plan currently exists.

The small employer is typical of this group. His costs are critical. His profit
may be marginal. The employer must hold down his costs if his product is highly
cost sensitive. Many of these employer’s feel that they cannot undertake to
provide totally for the employee’s pension.

In addition, many employers cannot readily pass on increased pension costs
to the customer in the form of higher prices. The current state of law favors the
employee in enterprises where the product is not cost sensitive, that is, where
the cost can be readily piassed on to the customer or where employment costs
are a relatively insignificant part of the total cost of the product.

However, If S. 32K8 is enacted the employer could more freely ask his em-
ployees to participate in funding the pensions since they would be funding on
an equal basis in which the tax would be deferred until the retirement of the
individual employee commences. We bhelieve that many employers would not
only establish new plans to cover employees who currently are without any re-
tirement protection other than Social Security, but that many employers would
add to their existing plans to provide more adequate benefits.

Clearly it can be expected that the enactment of S. 3288 would add significant-
ly in the form of retirement savings to the capital available for investment in
this country. This capital would not only provide badly needed dollars for
the current capital needs for our Nation but would also contribute directly to
the retirement needs of many additional people both in number of employees
covered and the number of employees covered adequately. To the extent that
these efforts are successful, Congress will not have to further increase Social
Security coverage as the private sector will become more able to take care of
itself. This alone has great significance to the overall funding requirements of
our Federal budget.

Of prime importance to any legislation is whether it adds to the complexity
and the administrative burdens of existing law. 8. 3288 would not add to the
existing burdens of employers or the IRS. It could be sdministered simply and
efficiently. For example, the question of how to confirm to the employee and to
the IRS that the employee Is entitled to a deduction from gross income is han-
dled within the existing tax reporting structure. The employer already has to
provide each employee every year with & Form W2 on which he reports the in-
dividual's earnings. There are squares on this form in which the employer could
add the amount of the employee's deductible contribution to a qualified plan and
thus affirm to both the employee and the IRS the employee's entitlement to a
deduction. Secondly, the employer currently is required to inform the employee
when pension payments commence the amount which is subject to tax. The
amount that the employee has contributed to the plan and deducted would simply
be added to any employer contributions made on the employee’s behalf, and the
total would be taxable at the time retirement payments to the employee com-
mence. Thus, for this purpose, the deductible employee contribution «imply would
be treated as an additional employer contribution.

Additionally, we believe S. 3288 represents the hest conceptual approach to
solving the problem of pension funding for additional pension benefits. First, S.
3288 operates within the framework of a qualified plan. Qualified plans have a
long and proven history in the private sector. They take many forms, for instance,
defined benefit pension plans, defined contribution plans, thrift-savings plans,
defined profit sharing plans, ete. Each of these types has a definite purpose to
serve and current law permits maximum flexibility. As a consequence, different
employee and employer arrangements can utilize the type of plan that is best
suited to such arrangements, rather than have to conform to a single pattern.
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The approach of S. 3288 also is preferable to the general LERA concepts that
have been the subject of other bills. A major deficlency of the LERA concept
which is represented in S. 2462 and other bills, is that it requires that a deter-
mination be made of how much an employer has contributed on an employee’s
behalf in order to limit the amount that the employee contribute. This deter-
mination can be made under a single defined contribution plan, but is extremely
complex for defined benefit plans or situations such as those which involve an
employee who works for two employers, or {8 covered under a multi-employer plan.
Attempts to solve this problem have often turned to an assumption that an
employer contributes a stated percentage of the employee's compensation on the
employee's behalf. As is true of any arbitrary assumption, some employees will
gain an advantage while others will be treated unfavorably. S. 3288 avoids this
problem by reducing to $1,000 the maximum amount that can be contributed
on a tax deductible basis by an employee. This is $500 less than the amount an
employee could contribute if he participates in an IRA. This reduction is insig-
nificant, however, because it enables the ordinary worker to increase significantly
his pension provision while maintaining simplicity in the law.

For the foregoing reasons, we urge your support for S, 3288.
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STATEMENT OF THE NATIONAL AUTOMOBILE DEALERS AND ASSBOCIATES
RETIREMENT TRUST

My name is Joseph 8. Parren. 1 am Director of the National Automobile
Dealers and Associates Retirement Trust. Accompanying me today is Mr. Richard
B. Taylor, Assistant Director—Compliance.

The National Automobile Dealers and Associates Retirement Trust (NADART)
appreciates the opportunity to present to the Subcommittee its comments on
S. 3288, a bill which would solve one of the major problems facing small employers,
such as automobile dealerships, who maintain qualified retirement plans.

Because required employee contributions to a qualified contributory retire-
ment plan and voluntary contributions to a non-contributory plan are not tax
deductible, individuals presently have an incentive to drop out of such plans to
establish Individual Retirement Accounts (IRA’s) where their contributions
are tax deductible. S. 3288 would eliminate this incentive by permitting em-
ployees belonging to an employer's qualified plan to deduct their own contribu-
tions to these plans.

For the reasons set forth below, NADART would strongly urge the passage
by the Congress of this measure.

NADART is the sponsor/plan administrator of four Master Plans approved
by the Internal Revenue Service. Members may join one or more of the
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Master Plans sponsored by NADART. Currently, NADART administers over
5,300 retirement plans covering in excess of 75,000 employee participants. The
dealers who have joined one of NADART's Master Plans are located throughout
the United States. During the twenty-one years that NADART has sponsored
the Master Plans, there has been a tremendous increase in the number of dealers
who have adopted one of NADART's Master Plans. The Master Plans have
been successful because a dealer is able to adopt and maintain a retirement
plan at a fraction of the cost of an individually designed plan. Furthermore, the
Master Plans provide for an array of plan provisions that permits the dealer to
retain the flexibility of an individually designed plan.

In general the dealer who adopts one of NADART's Master Plans employs
fewer than twenty employees.

Generally, the financial position of the dealer does not permit him to maintain
the plan without seeking to share the cost with his employees by requiring
their contributions. Accordingly, a substantial percentage of the Master Plans
adopted by the dealers require employee contributions to participate in the
plan (contributory plan).

In order for the dealer to establish and maintain a tax-qualified contributory
plan, the dealer must demonstrate that a fair cross-section of the employees
at all income levels elect to participate in the plan at all times. In other words,
the dealer must demonstrate that high, middle and low paid employees will
contribute under the Master Plans at all times,

It is with respect to this requirement that NADART srongly urges the Con-
gress to adopt S. 3288. This bill will eliminate the prejudice which presently
exists against contributory plans.

The Employee Retirement Income Security Act of 1974 (ERISA) permits
certain employees to use pre-tax dollars to fund a retirement benefit by deducting
contributions to an Individual Retirement Account (IRA). Employees who are
covered under a tax-qualified plan are not, however, allowed to participate in
an IRA. Because of this limitation, a number of the participants in the contribu-
tory Master Plans have elected to withdraw from the Master Plan in order to
participate in an IRA. The deductibility of the individual’s contribution appears
to attract them away from the employer’s olan.

The ramifications of the trend to elect-out of the contributor plan are very
serfous for NADART and its Master Plans. As previously stated, the dealer must
be able to demonstrate that & falr cross-section of his employees participate in
the plan at all times in order to retain the tax-qualified status of the plan. Many
of the participants who elect-out of the Master Plans are lower pald rank and file
employees. As these employees withdraw from the plan, the employer’s ability
to demonstrate that a fair cross-section of employees participate diminishes.
When the employer is unable to demonstrate that a fair cross-section of his em-
ployees participate in the plan, the tax-qualified status of the plan is lost.

If this occurs, the employees will be subject to income tax on the employer's
contribution under the plan to the extent the employee Is vested in that contribu-
tion, the employer is unable to claim its deduction for such contribution to the
extent the employee is not vested, and the income earned on assets held under
the plan will be subject to income tax. In addition, the employee will lose the
incidental tax benefits such as the favorable tax treatment on lump sum distribu-
tions and the estate tax exclusion.

Because many of the dealers in NADART's Master Plans have fewer than
twenty employees, withdrawal of one employee has a significant {mpact on the
employer's ability to maintafn tax-qualified status. Particularly for the dealer
who desires to adopt a contributory Master Plan, the fallure to enroll several
employees will severely restrict his abllity to demonstrate that a fair cross-section
of employees will participate.

For these reasons, NADART stands in favor of providing a deduction to the
employee for his contributions to a tax-qualified retirement plan.

In our position as plan administrator for over 5,300 retirement plans, we believe
that S. 3288 offers the best approach to solve the problems which we face today.
Unlike other bills, such as 8. 2462, which attempt to deal with the problems
created by the adoption of the IRA provision, S. 3288 does not require the compli-
cated computation of the employer’s contribution under the plan. The participant
is permitted to contribute ten percent or $1,000 without regard to the employer
contribution made on his behalf. This will simplify our procedure in administer-
ing the deduction for employee contributions. Indeed, 8. 3288 In its present form
requires NADART to take only one additional step, which i3 to inform the em-
ployee how much of his contributlon is deductible.
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Another significant difference in the approach of S. 3288 to other bills ad-
dressing the problem is that S. 3288 relies on the well-established rules governing
tax-qualified retirement plans. Many of the other bills would require the appli-
cation of the rigid IR\ rules with respect to deductible employee contributions.
Application of the IRA rules in lieu of the well-established rules governing
qualified plans would add complexity and create enormous communication
problems.

For the reasons stated above, NADART strongly endorses S. 3288 and urges
immediate enactment of this bill.

I appreciate the opportunity to comment upon this proposed legislation on
behalf of NADART and will be happy at this time to respond to any questions
you may have.

Thank you.

STATEMENT OF WiILLIAM W, HAND, CO-CHAIEMAN OF THE LEGISLATIVE COMMITTEE,
AMERICAN SOCIETY OF PENSION ACTUARIES

SUMMARY

Testimony in support of S. 3288.

S. 3288 would permit an employee covered by 2 qualified retirement plan (other
than a governmental plan or § 403 (b) annuity) to deduct mandatory or voluntary
employee contributions to the qualified retircment plan equal to the lesser of 10
percent of compensation or $1,000.

‘The Society supports 8. 3288 for the following reason<:

1. The bill will assist small employers to cope with the burdens caused by
ERISA.

2, The bill will create an incentive for employers to adopt new plans.

3. The bill will re-introduce the salary reduction arrangement whereby the
employer may share with his employees the initial cost of establishing a plan.

BTATEMENT

My name is Willlam W, Hand. I am the President of Hand and Associates
and a Co-chairman of the Legislative Committee, American Society of Pension
Actuaries. The American Soclety of Pension Actuartes is a national professional
association of pension plan actuaries and consultants. Our 1500 members pro-
vide actuarial, consulting and administrative services to approximately 25 per-
cent of the qualified plans in the United States, Generally, the plans for which
our members perform services are small plans ie, plans with less than 100
participants.

I am appearing before this Subcominittee to urge you to favorably report on
8, 3288, a bill to provide a deduction for contributions to tax-qualified retire-
ment plaus. Our society enthusfastically endorses S, 3288 hecause we belleve it
is one of the steps which must be taken to assist emp.oyers who have felt the
burdens of ERISA.

ERISA while providing many necessary safeguards, has created many burdens
for employers, especially the smaller employer. It is clear that ERISA has pro-
duced a substantial increase in the cost of plan operation., In addition, ERISA
created disincentives for adopting small plans such as the added recordkeeping
requirements.

The future of the penston system depends on the development of employer
sponsored plans because it is the best means by which to extend pension cover-
age. Without sufficient incentive to do otherwise, most employees will spend
everyvthing they make on a current basis and will end thelr productive life
completely dependent on retirement income benefits from the private pension
system or Soclal Security or both, Therefore, it is essential to stimulate growth
of the tax-qualified employer sponsored plan providing for broader coverage. To
achieve this goal, however, we must provide Incentives to establish and maintain
tax qualified plans.

There are a number of reasons that employers have decided to terminate a
plan or forego the establishment of a plan. Among these reasons, probably the
most significant, has been the increased cost of establishing and maintaining
a plan, Pre-ERISA an employer was able to ease the initial cost impact of
establishing a plan by entering into a salary reduction arrangement with his
employees. Such arrangement satisfied the legal requirements for a tax qualified
plan because it was non-discriminatory. In addition, under this arrangement the



170

employee did not include in his income the contribution he made through the
salary reduction agreement. Prior to the enactment of ERISA, these arrange-
ments contributed significantly to the growth of the private pension system.
Unfortunately the salary reduction arrangement cannot be entered into today
because the salary which the employer contributes under the plan is taxed to
the employee currently. This has severely restricted the ability of the employer
ig shallre with his employees the initial burdens of establishing and maintaining

e plan,

Faced with this situation, many small employers cannot afford the initial
cost impact of establishing a meaningful retirement program for thelr em-
ployees. For example, if the employer wishes to establish a defined benefit pen-
sion plan, the retirement program which will provide the best protection for his
employees because it provides a iruly determinable benefit at retirement, the
cost will usually run 8 to 10 percent of payroll. In order to encourage the devel-
opment of this type of plan, incentives such as that provided In S. 3288 must be
established. Without this type of stimulus a plan may not be established, thus
effectively depriving a large portion of our work force with this essential
protection.

Enactnient of 8. 3288 will again permit the employer and his employees to
Jjointly establish and maintain a retirement plan. This will encourage the growth
of the pension system, therefore our Soclety encourages the support of your
Subcommittee for the enactment of S. 3288,

Thank you.

STATEMENT OF ROBERT C. PHILLIPS, DIRECTOR, VICE PRESIDENT, AND CHIEF
ACTUARY, TOWERS, PERRIN, FORSTER & CRrOSBY, INC.

BUMMARY

Testimony in support of S, 3288, a bill to permit an employee covered under a
tax-qualified retirement plan (other than a governmental plan or § 403(b) an-
nuity) to deduct mandatory or voluntary contributions to the qualified retire-
ment plan equal to the lesser of 10 percent of compensation or $1,000.

Towers, Perrin, Forster & Crosby, Inc. supports S. 3288 because:

1. It will enable a large sector of the work force to set aslde meaningful
amounts under a tax qualified retirement plan.

2. The bill may be utilized by all types of plans without additional admints-
trative burdens.

3. The bill creates no actuarial or funding problems for employers maintaining
a tax qualified plan.

STATEMENT

My purpose in appearing before your Committee this morning is to express my
support, and the support of my firm, for enactment of S, 3288. Being an actuary,
I would like to comment on certain of the actuarial aspects of this bill, by raising
and then answering three basic questions concerning its provisions.

1. Would S. 3288 enable employees to set aside meaningful amounts under quali-
fied penslon plans to help provide for their retirement security?

The answer Is “yes” for the lower-paid employees, “maybe” for those in the
middle income brackets and probably “no” for the higher-paid. For employees cur-
rently earning the national average wage of approximately $10,000 annually, sav-
ings of $1,000 per year for 30 years will provide a pension benefit of approximately
20 percent of final pay, assuming such savings accumulate at an interest rate of
6 percent per year and his future pay increase average about 5 percent annually.
When ¢his 20 percent benefit is added to a Social Security pension which (under
current l1aw) can be expected to be about 40 percent of this employee’s final pay,
the total estimated pension level is 60 percent of final pay before considering any
additional benefits the employee may be eligible for as a result of employer con-
tributions to a qualified plan on his bebalf.

Naturally, the $1,000 lid on deductible employee contributions causes a sharp
decrease in the employee's pension as a percentage of pay as an employee’s pay
increases, Using the same assumptions used for the example of an employee vwho
earns $10,000 annually, an employee who earns $30,000 annually would accamu-
late a pension equal to approximately 29 percent of his final pay—7 percent from
his retirement savings deduction under S. 3288 and 22 percent from Soclal Secu-
rity. Clearly, Soclal Security and the pension derived from deductible employee
contributions are insufficient to provide adequate income continuance after re-
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tirement for medium and higher paid employees. Higher private plan benefits are
required if the reasonable retirement needs of these employees are to be met.
Nevertheless, S. 3288 would enable these groups to accrue meaningful amounts of
supplemental pension benefits.

2. (Can both of the basic kinds of pension plans—defined benefit and defined
contribution plans—be amended to offer employees the advantages of the bill's
provisions?

The pension supplementation arrangement proposed in 8. 3288 is simple and
voluntary. It would be relatively easy for employers to amend any qualified pen-
sion plan—whether It is of the fixed benefit or fixed contribution varlety—to
include a provision permitting employee contributions. This is an important point
because many employers and consultants have concluded that fixed contribution
plans are superior to fixed benefit plans solely because ERISA imposes fewer
burdens on the former type of plans. For most employees, however, fixed benefit
plans are preferable. Such plans give employees assurance that they will receive
a predeterminable pension benefit, whereas fixed contribution plans simply create
individual employee funds which are applied at each employee’s retirement age
to provide whatever pension benefit can then be obtained by such funds. In effect,
the fixed contribution plan shifts the risks inherent in funding and investment
yield variances from the employer to the employee. Unlike certain other proposals,
this bill would not further discriminate against fixed benefit plans.

S. 3288 also would make it relatively simple for an employer who currently
does not maintain a qualified pension plan to establish such a plan for his em-
ployees. If despite this simplicity, an employer does not incorporate provisions
allowing for employee contributions in his plan or does not permit employee con-
tributions to his plan up to the S. 3288 deduction limit, his employees easily can
establish IRAs to enable them to take full advantage of the 8. 3288 deduction
limit.

The simplicity of this proposal, ease of accommodation by qualified plans, and
flexibility of possible arrangements are three distinct advantages S. 3288 offers
over certain alternative proposals. One such proposal would involve the imposi-
tion of complex IRA rules on existing rules applicable to qualified plans, while
another would compel employers to amend their plans to permit employees to
make deductible contributions. Other proposals involve other potential disadvan-
tages which are avoided under S. 3288.

3. Would the bill create any actuarial or funding problems for employers
with private pension plans?

The answer to this question Is an unequivocal *no”. The proposed arrangement
for permitting limited deductibility of employee contributions to qualified plans
is simple, easy to communicate and administer, self-funding, and devoid of
actuarial complexity.

We are pleased to join the many other groups which have expressed support
for this legislation.

STATEMENT OF CHARLES W. SCHOENEMAN, LEGISLATIVE REPRESENTATIVE, BUREAU
OF SALESMEN'S NATIONAL ASSOCIATIONS, ON BEHALF OF THE NATIONAL ASSOCIA-
TION OF WOMEN’S AND CHILDREN’S APPAREL SALESMEN (NAWCAS), THE
NATIONAL ASSOCIATION OF MEN'S AND Boys' APPAREL CLuss (NAMBAC), AND
THE WHOLESALE APPAREL SALESMEN’'S 1OCAL oF DISTRICT 85, CONCERNING 8. 3288
AND S, 2432, Birrs To PERMIT A LIMITED INDIVIDUAL RETIREMENT DEDUCTION
T0 INDIVIDUALS WHO ARE PARTICIPANTS IN RETIREMENT PLANS

INTRODUCTION

My name is Charles W. Schoeneman, Legislative Representative of the Bureau
of Salesmen's National Associations and I am appearing today on behalf of our
affitiates, the NAWCAS Guild and the National Association of Men’s and Boys’
Apparel Clubs (NAMBAC). These are the dominant traveling salesmens’ organi-
zations in the apparel industry and members of both organizations are entitled
to membership in the Wholesale Apparel Salesmen’s Local of District 65,
Distributive Workers of America, a labor organization, which maintains a group
pension trust for their benefit and represents them in certain collective bargaining
respects.

Members of NAWCAS and NAMBAGC strongly support S. 3288, introduced by
Senator Dole on July 13. Last Tuesday, July 18, the Bureau of Salesmen’s Na-
tional Associations sponsored a march on Washington and a rally at the West
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Front of the Capltol to dramatize “Salesmen’s Awareness Day” and direct atten-
tion to the traveling salesmen’s need for availabllity of affordable gasoline and
large automobiles or recreational vehicles to carry on their business, to their
opposition to limit tax deductions for business meals, and, most importantly, in
support of tax deductlons for their contributions to their pension plan. Close to
1,000 salesmen representatives from 33 States participated in the march and it
recelved nationwide publicity. We believe that the march has fulfilled its pur-
pose in acquainting the Congress with some acute problems faced by traveling
salesmen. But we know that it is not enough to march and demonstrate and
meet with our Congressional representatives. We also have to give active and
continuing support to those who have recognized our needs and have fashioned
practical legislative proposals to deal with them. We, therefore, wish to com-
mend Senator Dole for introducing S. 3288, a bill which goes a very long way in
solving one of the most perplexing problems confronted by salesmen—the lack
of a limited tax deduction for their contributions to their pension plan.

The salcsmen’s pension problem

For one reason or another, traveling salespersons have generally been unable
to participate in their company’s pension or profit-sharing plan. In order to sys-
tematically provide for his or her retirement security, the traveling salesperson,
therefore, has few choices. He or she may obtain the limited retirement henefits
of an Individual Retirement Account (IRA) which permits a federal income tax
deduction of up to the lesser of 15 percent of earned income or $1,500 per year,
or, where feasible, participate in an H.R. 10 plan with an annual federal income
tax deduction equivalent to the lesser of 15 percent of earned income or $7,500.

The salesperson’'s boss, who {8 the owner of the firm, qualifies under current
tax definitions as a corporate employee and thereby may enjoy really meaningful
defined contribution retirement benefits encouraged by an annual federal income
tax deduction of 25 percent of earned income up to $25,000. However, this patent
inequity in the disparity of deductions {8 not our prineipal complaint, The vast
majority of our members could not take advantage of the superior deduction if it
were, in fact, available,

Our problem results from the very limited benefits that are avallable under the
tax deductible, commercial, custodial plans. To properly protect ourselves and
our famlilies, aimost 3,000 wholesale apparel salesmen participate in the District
85 Retirement Trust for Members of the NAWCAS Guild and the National As-
sociation of Men’s and Boys’ Apparel Clubs, Inec., which provides generous retire-
ment, disability and death benefits. All contributions to this ERISA-regulated
trust are voluntarily paid by the salesmen. Through legisiative oversight, ab-
solutely no federal income tax deduction is available to our members for these
contributions. In effect, our members have been statutorily provided a tax
decentive to properly provide for their retirement. There are several rather unique
features about the salesmen’s pension trust. First, it is financed exclusively by
contributions made by the unlon members associated with NAWCAS/NAMBAC;
no employer contributes a penny to the trust. Second, all contributions made by
participants to the trust are 1009 nonforfeitable; if a member wishes to with-
draw from the trust at any time he may do so and receive all of his contributions
back. Third, the trust provides certain past service and disability pension bene-
fits which may exceed in any given case the total amount of contributions actually
made by the member who qualifies for the past service or disability pension in-
volved. In other words, the trust provides an element of soclal insurance which
makes use of the investment gains generated by the contributions of all of the
members. Fourth, District 85 stands behind the benefits promised by the trust;
in the unlikely event that the asset values of the salesmen's pension trust should
decline to the point that benefit payments would be jeopardized, District 65
guarantees that its funds will be used to meet these benefit commitments.

Ironically, due to long-standing IRS rulings, because members of the trust have
a 100 percent nonforfeitable right to their contributions, and because membership
in the trust is not a prerequisite to ho'ding a union job, members have never been
entitled to a tax deduction for their contributions to the trust as they are with
respect to dues that are paid into the general funds of the union. Compare Rev.
Ruling 54-190, 3 CCH Pension Plan Guide, Par. 18,023 with Rev. Ruling 72463,
3 CCH Pension Plan Guide Par. 19,180. The unavalilability of such a tax deduction,
however, did not become a significant factor until the enactment of ERISA in
1074, and the popularization of the Individual Retirement Account (IRA) pro-
visions. When the IRA provisions became effective, and banks and insurance
companies begen to promote them, members of the salesmen’'s pension trust
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stated or threatened to withdraw, taking their accumulated contributions with
them, for the purpose of transferring them into IRA accounts where they could
get a tax deduction. At the time this caused such a great concern that the trust
sought to obtain a ruling from IRS that would enable the trust to qualify as a
union IRA program under Section 408(c) of the Internal Revenue Code, Failing
that, the trust, with the assistance of Senator Javits, then sought in July 1976,
when the Tax Reform Act of 1976 was being considered, to obtain an appropriate
legislative amendment to the IRA provisions in the Code. However, when later
in 1976, the so-called ILERA provisions of the House-passed tax reform bill were
withdrawn in conference hetween the Senate and the House, further attempts to
gecure some type of IRA tax treatwment for the salesmen’s pension trust were
aborted.

Once the legislative process appeared closed off, the trustees of the salesmen's
pension trust redoubled their efforts to educate their members to the advantages
of the trust. They gave special emphasis to the fact that the trust, as contrasted
to IRA’s, provided both past service and disability benefits and this made it quite
valuable from the average member’s standpoint, regardless of the availability of
a tax deduction. This educational program has had a salutory effect for it appears
that the members' withdrawal rate from the pension trust has diminished, but
the cannibalistic competition from IRA plans merchandised by banks and {nsur-
ance companies—a form of competition which could not have been intended by
Congress when it passed ERISA in 1974—i8 a continuing threat to the pension
trust's financial integrity and, just as important, its ability to attract new
members.

In addition, and I'd like to emphasize this, traveling salespeople universally
feel that the tax code treats them unfairly. They do not understand why it is that
if they put their money in an 1RA account run by a bank or an insurance com-
pany they can get a tax deduction, but if they put their money in a union pension
fund, which provides superlor benefits in most instances to that provided by any
IRA, they cannot get a tax deduction. This, they feel, is unfair tax diserimination.
Moreover, the pension trust is subject to the fiduclary and reporting and disclosure
provisions of ERISA, which adds to its costs of maintenance and this intensifies
the sense of being discriminated against for no valid reason, Needless to say, if
Congress should enact a limited retirement deduction for employees contributing
to employer plans, and make no similar provision in respect to the salesmen's
pension trust, the effect would be devastating. Aside from compounding the exist-
ing unfair tax discrimination it would provide a mischief-making opportunity to
unscrupulous employers seeking to build-up their own plans at the expense of the
salesmen’s pension trust.

Why salesmoen support S, 3288

S. 3288 and 8. 3017 (Williams-Javits) are the only bills presently pending in
the Congress which would amend the Internal Revenue Code to allow a $1,000
retirement savings deduction for persons contributing to employer or union spon-
sored pension plans, such as the salesmen’s penston trust. We believe the objec-
tives of both bills are sound in that they would protect both employer and unfon
pension plans from being undercut by IRA plans due to employee withdrawals,
and because they would promote a greater expansion of private pension coverage
throughout the U.S. The distinguishing characteristic of these bills is, therefore,
that they provide even-handed tax treatment in that both management and labor
would benefit from them.

We also believe that by expanding the amount of employee savings, these bills,
it enacted, would be anti-inflationary in character, and would contribute to
greater capital formation, by enlarging the pool of group penslon funds available
for investment. There are no more critical goals today than dampening down
inflation and strengthening investment in business.

As currently drafted, we prefer S. 3288 because, unlike S. 3017, {t would not
phase out the $1,000 deduction when the individual earned $30,000, with the
deduction being completely unavailable when the individual earned $35,000.
We belleve this tends to discriminate against the retirement income needs of the
middle class. Also, 8. 3017 appears to require a pension plan to provide for em-
ployee contributions that can qualify for the $1,000 deduction if it is to maintain
its qualified status. We have reservations about the desirability of this approach
as it may disrupt existing qualified plans.

As to both bills, we wish to point out that since no employer contributes to
the salesman’s pension trust, it is possible that the Committee in i{ts delibera-
tions may wish to consider whether there should be some appropriate adjust-
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ment in the treatment provided to the trust, either in terms of the amount avail-
“able for deduction by the salesmen-participants or in some other manner that
glves recognition to this factor.

Finally, let me reiterate how encouraged we are that this Committee is holding
hearings on this subject and that, for a change, through the efforts of Senator
Dote, Senators Williams and Javits, and others, something is going to be done
to provide, on what should be a bipartisan baslis, fair tax treatment for the
salesmen’s pension trust and many other pension plans that need this protection.

Senator Packwoon. Next we will take Neal Johnson and Thomas
Herrmann.

Mr. Sasmerns. May I add for the record, Senator, that we oppose
S. 2462, although we again support the principle of that bilE but
because we think it would add, or cause, unwarranted administrative
burdens and complexities not presented by S. 3288.

Senator Dore. What is the revenue losson S. 2462 ?

Mr. Samures. I have some figures on that, if you want them. I will
submit them for the record.?

Senator Packwoon. Gentlemen, I have to leave, and Senator Dole is
going to take over for the remainder of the hearing.

Senator Dork. Mr. Johnson and Mr. Herrmann—there are others
at the table—I do not want to rush anyone, but we would like to finish
the witness list. I am supposed to have a TV appointment at. 1 o’clock.
We may not be able to finish quite that soon, but your entire statement
will be made a part of the record.

If you will identify the other men at the table, it will be appreciated.

Mr. Jounson. Yes; Senator Dole, T am happy to present Mr. Alan
Bye, a member of the law firm of Webster and (Chamberlain of Wash-
ington and Mr. George Webster, attorney, representative of the Sand
Springs Home. Sand Springs, Okla.

Mr. HerratanN. I am Thomas Herrmann, representing the Ameri-
can Association of Homes for the Aging.

STATEMENT OF NEAL JOHNSON, DIRECTOR OF THE BOARD, SAND
SPRINRGS HOME, SAND SPRINGS, OKLA.

Mr. Jon~sox. All right, Senator. On behalf of time—and you do
not know how much I appreciate the fact that you are holding over—
and the Sand Springs Home is not a new subject to any of you because
I think every Member of the Senate received a letter from me, and
also some information regarding the operation of the widow’s colony.

Sand Springs Home was founded by the late Charles Page in 1908,
long before the passage of the 16th amendment, or the enactment of
an income tax. But the home was originally formed exclusively for the
purpose of caring for orphans; in 1914, a widow's colony was formed
to provide a place for widows to raise their children,

These activities have continued unchanged until the present time.
The home has expended millions for charitable and philanthropic pur-
poses over the years and has cared for thousands of dependent chil-
dren. When it was originally formed, its founder endowed the home
with assets sufficient to carry out its purposes. Fortunately, the assets
have increased in value and are still sufficient to carry out his purposes.
For this reason, the home has never been required to seek public
support.

1 At press time Feb. 14, 1979 the Information requested of the Treasury Department had
not been received by the committee.
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I might add that it was in Mr. Page’s bylaws that the home could
not ever solicit public funds.

Under the Tax Reform Act of 1969, restricted taxes and limitations
are placed upon organizations considered to be Private foundations.
There are & number of exceptions to the private foundation rules, in-
cluding specific exemptions and exceptions for organizations who
meet tﬁe mathematical test for public support.

The Sand Spring Home does not meet public support tests, since
it has never been necessary for it to seek it. Neither is it one of the
organizations such as colleges, universities and hospitals, specifically
exempt from private foundation requirements.

In a sense, the home provides quasi-governmental functions to the
citizens of Sand Springs. Children are committed to the home by order
of the Oklahoma State District Court which charges the home with
the duties of care, maintenance and education of children—widows
and children—who would otherwise be a burden to the State, or ad-
mitted to the widow’s colony under rules and regulations promulgated
by the Sand Springs Home.

The home also makes its assets avaiiable te the Sand Springs public
school system. Schools and churches are allowed to use lands belong-
ing to the home for any educational or religious purposes.

he home has paid thousands of dollars in taxes under section 3940
of the code as a private foundation. Obviously, these funds have been
diverted from their charitable uses and have not been available for
use by the home to benefit the dependent children and widows.

The home also experiences difficulty with the distribution require-
ments of section 4942 because the amounts which are required to be
distributed under section 4942 are typically greater than the amounts
hecessary to meet the operating expenses of the home.

The dispositica of the home would be set aside at least a part of the
excess to provide for future contingencies and future capital needs of
the home.

By its very nature, a long-term care facility such as the home must
act prudently in conserving capital for needs which arise in construc-
tion of facilities in the future for housing of widows and so on.

The distribution requirements of section 4942 prevent the home from
doing this by requiring the home to wastefully distribute funds in ex-
cess of amounts necessary to meet its operational expenses. Colleges,
universities, and hospitals which are subject to the same long-term
needs for endowment as the home, are specifically exempt from the
private foundation rules and are allowed to set amounts aside for fu-
ture use irrespective of the distribution requirements of section 4942,

Senate bill 2825, sponsored by our Senator Dewey Bartlett, would
add long-term care facilities to the classes of organizations specifically
exempt from the private foundation rule. The Sand Springs Home and
other long-term care facilities are clearly in the class of organizations
which should be exempt from the private foundation rule because of
the specific need for long-term accumulation of endowment capital.

Further, as in the case of hospitals, colleges, and universities, long-
term facilities, such as the home, are typically made responsive to the
public through restrictions placed upon their operations by the State
and local government.
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Since the home has been founded prior to the enaction of the income
tax, noclaim could be made that the abuses which the 1969 Tax Reform
Act songht to correct, exist. No purpose is served by the imposition of a
private foundation requirement on organizations for the home.

For these reasons we urge the approval of Senate bill 2825,

In closing, I would like to call your attention to a statement made by
the Treasury Department this morning. Charles Page died in 1928,
Since that date to the present time, no member of the Page family has
ever been a member of the administrative board of trustees of the Sand
Springs Home. He did not have any children of his own; he had one
adopted daughter, whom the home still cares for.

There are no members of the Page family connected with the opera-
tion. The vacancies on the board of trustees since 1926 have been filled
by the Grand Master of the Masonic I.odge of the State of Oklahoma
and we do not have any type of family tie-1n.

So it is not a question of us keeping it together in order to enrich
the family. We feel that we are spenging money to make good citi-
zens, to take care of widows and orphans, which was what Mr. Page
promised his mother on her deathbed that he would do if God ever
permitted him to have the money to arrange an arrangement such as
lie has today. And he said before he died, in 1926, that he was leaving
enough tangible assets to perpetuate the Sand Springs Home if it was
administrated with care.

Thank you very much.

Senator Dore. Well, thank you very much. I understand that Sen-
ator Bartlett testified at length on this measure. I understand the
Treasury Department made their views known. I appreciate your
testimony and I think, based on the previous record and your state-
ment now, I have no questions. You may be excused.

Myr. Jouxsoxn. Thank you.

Senator Dove. Mr. Herrmann ¢

STATEMENT OF THOMAS E. HERRMANN, AMERICAN ASSOCIATION
OF HOMES FOR THE AGING

Mr. Herryaxy. Senator Dole, T am Thomas Herrmann, legislative
counsel for the American Association of Homes for the Aging. The
American Association of Homes for the Aging represents nonprofit
community-sponsored housing, homes for the aging, and health-re-
lated facilities serving the elderly throughout the United States.

About 250,000 older Americans live in over 1,500 of our member
homes, which are sponsored by various religious, fraternal, founda-
tion, labor, civic, and county organizations. The basic overriding pur-
pose of these facilities is to provide, on a long-term basis, comprehen-
sive spectrum of services to meet the needs of elderly persons through-
out the country.

We appear before this committee today to voice our support for S.
2825, which has been introduced by Senator Bartlett. This bill will
have a significant impact on several nonprofit homes for the aging
throughout the country, including those in the States of Virginia,
Nebraska, and Kansas.

I will summarize our statement and ask that our entire statement
be included in the record.
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As we understand it, the proposed legislation would reclassify homes
for the aging which are presently classified as private foundations.
These institutions which are serving the elderly would now be con-
sidered as public charities and not subject to the excise tax which is
imposed on the net investment income of private foundations. Such
exemption from private foundation rules would clearly be of benefit
to these facilities which would now be able to devote a greater portion
of their funds to services for elderly persons. )

In enacting S. 2825, Congress would be recognizing the significance
of services which homes for the aging provide to the elderly and be
affording them similar tax treatment to that extended to nonprofit hos-
pitals and other organizations providing medical care or conducting
medical research.

Presently, these organizations are exempted from private founda-
tion classification rules and are considered as public charities. In

ranting public charity status to hospitals and related organizations,
ongress recognized the public benefit derived from these entities
and their contribution to society.

We believe that Congress should also recognize the significant serv-
ices provided by homes for the aging, caring for elderl tpel‘sons in
their declining years and the benefits to society derive({ rom these
institutions.

Thus, we request that Congress extend to the homes for the aging
which are classified as private foundations the same tax treatment
which is presently afforded to nonprofit hospitals and other organiza-
tions and correct the grievous inequity which exists in current law.

We recommend that the bill be refined slightly to clarify the types
of organizations to which it is intended to apply. We suggest that
S. 2825 be amended and that the word “shelter” be added E)eflowing
“long-term care.” This would insure that housing would have to be
a component part of the services provided by the facilities for the
elderly intended to be assisted by this bill and also follow present IRS
treatment of homes for the aging.

We would also suggest that the subcommittee seriously consider
eliminating the limitation contained in the bill to facilities which have
been operating prior to May 26, 1969. Such a provision might seriously
restrict the development of new, nonprofit charitable facilities de-
signed to care for the elderly.

By encouraging the charitable sector of our society to establish long-
term care facilities which are desperately needed by our elderly popu-
lation, we would be decreasing the present reliance on governmental
programs for the care of the elderly.

I thank you very much.

Senator Dorx. Thank you. I have no questions. Your entire state-
ment will be made a part of the record.

[The prepared statements of the preceding panel follow:]

STATEMENT OF THE SAND SPRINGS HOME, SAND SPRINGS, OKLA.

This statement is being submitted by the Sand Springs Home, Sand Springs,
Oklahoma, to acquaint the Subcommittee with problems created by the Tax
Reform Act of 1969 for certain charitable organizations. Charitable organizations
cngaged in the long-term care of indlviduals are experiencing difficulty, result-
ing from their classification as private foundations. For this reason, the Sand
Springs Home respectfully requests this Committee to approve enaction of S. 2825.
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DESCRIPTION OF THE S8AND SPRINGS HOME

The Sand Springs Home was founded by the late Charles Page on June 2, 1908,
On August 9, 1912, it was incorporated under the laws of the State of Oklahoma.
At the time the Homne was founded, there was no federal income tax since a
federal income tax could not be imposed untll 1913, after the passage of the
Sixteenth Amendment. The Home was originally formed for the purpose of car-
ing for orphans. In 1914, recognizing that there was a need for a facility which
would provide a place for widows to raise their children, the Home also formed
& Widow's Colony. These activities have continued until the present time.

Since its formation of the Home has expended in excess of twenty miliion dolars
for charitable and philanthropic purposes and has cared for more than 800 de-
pendent children, for whom the Home has provided all necessities of life, and
more than twice this number of children and widows. There can be no doubt
that the Home is carrying out Its charitable purposes. The Home is unique since
Mr. Page, recognizing the need for such organizations at an early date, provided
the organization with the endowment which has resulted in its never having to
further burden the public with requests for funds. Under the Tax Reform Act
what otherwise would be considered a virtue is now a detriment, since if the

tome had requested additional funds through the years from the public for its

support, it would undoubtedly be able to qualify as a public foundation. By
leaving the funds of the community available to be used for other charitable
activities, the Home now finds itself in the position of a private foundation.

Children are committed to the Home by the order of the Oklahoma State Dis-
trict Court, which charges the Home with the duty of the care, maintenance and
cducation of the children. Widows and their children are admitted to the Widow's
Colony under rules and regulations authorized by the Sand Springs Home, but
the children remain under the jurisdiction of their mothers.

Personal assets of children are held in trust under guardianships established
under the Probate Division of the District Court of Tulsa County, Oklahoma,
Individual bonded guardians are appointed by the Court, and all personal assets,
including Social Security, Veterans’ assets, and all increments accruing thereto,
are transferred to the child when he or she reaches his or her majority. No per-
sonal funds of any child are ever co-mingled with the accounts of the Sand Springs
Home. The Home's Legal Department protects each child in effecting settlement
of claims for death, insurance, Society Security and Veteran's benefits from
which such guardianship assets customarily accrue.

The Home makes available to the Public School System of Sand Springs and
to the various churches of Sand Springs and immediate area lands belonging to
it, as long as such lands are occupied and used for educational or religious
purposes.

The Home's assets consist, in addition to the land and buildings directly utilized
for the carrying out of the exempt activities, of large tracts of land which are
increasing in value, as Tulsa, Oklahoma expands, stock in several small but pros-
perous wholly-owned companies [e.g., the Sand Springs Railroad Company], oll
properties, and investments in governmental obligations and certificates of de-
posit. It is dificult to assess the total value of the assets [this belug one of the
problems presented by the Tax Reform Act], but the total endowment in substan-
tial and at a minimum this value exceeds twelve million dollars.

The Home has paid thousands of dollars in taxes as required by Section 4040
of the Code. These funds have been diverted from charitable use and have not
been available for use by the Home for the benefit of dependent children and
widows and their children. It is submitted that the Home should not be forced
to pay the tax but should be accorded the same treatment as colleges and
hospitals.

The Home is also experiencing severe problems with respect to the minimum dis-
tribution requirement of Sectfon 4942 of the Code. While Section 4942 is not a
great problem to grant-making organizations which simply spend moie in the form
of grants to meet the distribution requirement, the Saund Springs Home and other
such organizations which must eet obligations of long-term care, and have al-
ready invested considerable sums in the assets used to carry out their charitable
purposes, are experiencing problems with the requirements of Section 4942, These
organizations, with their continuing obligations, must be careful that overspend-
ing now does not prevent them from meeting their continuing obligations to the
residents of their facilities. Not only are the general distribution requirements
of Nection 4942 of the Code causing problems for this type organization, but they
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also have difficulty meeting the private operating foundation requirements of
Section 4942. In order to qualify as a private operating foundation, an organiza-
tion must normally expend directly for its operating purposes an amount equal to
85% of its adjusted net income and an amount eqgual to not less than two-thirds of
its minlmum investment return. It is the second requirement, known as the “en-
dowment test”, which provides problems for the Sand Springs Home and many
similarly situated homes.

The S8and Springs Home must be in a position to hold assets which will appre-
ciate in value to insure that it will be able to meet the continuing responsibility
to the children and widows for whom it has accepted responsibility, This is, of
course, even more important in inflatfonary times. The Home must be In a posi-
tion to invest for the future as well as for current income. Some would argue
that the Home could simply increase its expenditure per widow or child. How-
ever, there are limits to the providing of support, and the Home should not be
forced to engage in wasteful, needless spending to meet an artificial requirement
of the tax laws. Profiligate spending will only serve to prevent the Home from
meeting its long-term charitable responsibilities. Also, it should be remembered
that the Home already has its substantial investment in facilities and it is not
feasible continuously to rebuilld the Home,

THE PROBLEM

When the Tax Reform Act of 1969 [P.L. 91-172] was enacted, two classes of
charitable organizations were created—*private foundations” and “other than
private foundations.” Section 509 of the Code provides the definitional provisions
which govern which organizations are to be treated in one of the two respective
classifications.

Prior to the Tax Reform Act of 1989, and before the substantial restrictions
imposed on private foundations, there had been differences between charitable
organizations but these differences involved Section 170 of the Internal Revenue
Code which provided for differing limitations on the amount of deduction avail-
able to iudividuals who made contributions to charitable organizations.

Prior to the Tax Reform Act, there were charitles that were 20 percent chari-
tles and 30 percent charities. Contributors to organizations classified as 30 per-
cent charities under Section 170(b) (1) (A) of the Internal Revenue Code, as it
provided prior to 1969, were permitted a greater maximum deduction for their
contributions than was available for those contributors to organizations clas-
gifled as 20 percent charities.

With the changes in the law in 1969, the former provision with respect to
charitable contribution deductions was picked up and placed into the definitional
provision—Section 509—which distinguished between private and other than
private foundations. Thus an organization which could qualify as what was
then a 30 percent—now a 50 percent—charity because of other changes in the
law—would qualify as other than a private foundation. This is provided under
Section 508(a) (1) of the Code. Organizations covered by this provision are
colleges, universities, hospitals, and publicly supported organizations such as
the Red Cross, United Fund, Boy Scouts, and other such broadly based publicly
supported organizatlions.

Because of definitional problems that existed under Section 170(b) (1) (A)
certain organizations, even though they had broad-based public support, could
not be classified as Section 170(b) (1) (A) (vi) organizations because they re-
ceived support in the form of membership dues rather than contributions. Into
this category fell educational and scientific societies which received dues income.
With respect to these organizations, since they were broadly publicly supported,
there was provided in Section 501(a) (2) a means by which they could qualify
as other than private foundations.

In general with respect to organizations classified under Section 508(a) (1)
and 509(a) (2), there was a requirement that the organization receive more
than one-third of its support from the general public, or in the case of Section
509(a) (1), be among other types of organizations listed in Section 170(b) (1)
(A). With respect to 501(a) (2), there was a limitation upon the amount of
investment fncome which could be recelved.

Classification under Section 509(a) (1) or (2) of the Code permits an orga-
nization to qualify as other than a private foundation and thus escape the
requirements imposed on private foundations. Such organizations are not subject
to taxes on investment income, nor are they subject to certain distribution
requirements. The exclusion from other than private foundation status of the
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above referenced types of organizations was premised upon the conclusion that,
given the nature of the organizations, they would not stray from the accepted
paths of charitable organizations because of public scrutiny.

It was provided in Section 4942, which relates to the distribution require-
ments, that special status was to be given to certain private operating foun-
dations. These are organizations that, while they cannot qualify as public
foundations, engage in the operation of charitable activities. Mechanical tests
were provided by which they could escape the requirements on distribution it
they could establish that they met certain mathematical tests which were
provided in Section 4942(j) (3).

Long-term care facilities such as the Home are comparable to schools and
universities, yet are classified as private foundations under Section 509. Fur-
ther, these organizations, because of their support having come from a relatively
few individuals, may not escape being classified as private foundations by
meeting the public support tests of Section 509(a) (1) or 509(a) (2).

At the time of the enaction of the private foundation rules in 1989, it was
determined that there were certain types of organizations as to which such
rules were unnecessary. The types of organizations identified at that time as
not requiring the restrictions of the private foundation rules included hospitals,
colleges and universities. These organizations were placed in a separate class
detined by Internal Revenue Code Section 170(b) (1) (A) (iii). This section was
a wise grant of an exception to the general private foundation rules for orga-
nizations that those rules do not fit. S. 2825 would extend the same treatment
to long-term care facilities.

Hospitals, universities and long-term care facllities are in the nature of operat-
ing charities. The long term fulfillment of their purposes requires the establish-
ment of endowments upon which future capital needs may be met. The distribu-
tion rules of Section 4942 and the other private foundation rules impede such
organizations in building up the capital required to insure the perpetual fulfill-
ment of their exempt purposes. S. 2825 would change this treatment by specify-
ing that organizations carrying on long-term care activities are not private
foundations.

Churches, schools, hospitale and units of governmeént are all treated as other
than private foundations becaure of the functions they perform or the benefits
they confer on soclety, rather than as a result of any artificial ratio of annual
public support. Certainly, organizations which operate facilities for the long-
term care of children, widows snd elderly persons serve purposes equally bene-
ficial to soclety and should be accorded the same status as these other organiza-
tions,

Another factor should also be cousidered. There are numerous other homes for
children and the elderly in the United States which are operated or sponsored by
churches, lubor organizations and other types of organizations. By virtue of Sec-
tion 509(a) (3) of the Code, these organizations are relieved of the private foun-
dation requirements. It fs submitted that the Sand Springs Home and other or-
ganizations which have been privately endowed and which care for children and
the elderly should also be relieved of the requirements imposed on private foun-
dations.

The enactment of S. 2825 would permit the funds otherwise payable as taxes
or distributable under Section 4942 to be devoted to the ecare of the widows and
children for whom the Home 1s responsible. It would enable the Home to set aside
sufficient funds to meet its future capital requirements in order to insure that it
ean continue to perform its functions. It would also eliminate the uncertainties
associated with qualification of such organizations as operating foundations: and
the complexities of computing the amount required to be distributed under Sec-
tion 4942, thus releasing other assets for the exempt purposes of the organization.
For these veasons the Committee is respectfully requested to act favorably on
S. 2894

STATEMENT OF THOMAS E, HERRMANN, LEGISLATIVE COUNSEL FOR PuBLIC PPoLIcYy
OF THE AMERICAN ASSOCIATION OF HOMES FOR THE AGING

Mr. Chairman, I am Thomas E. Herrmann, Legislative Counsel for the Amer-
ican Association of Homes for the Aging. Accompanying me is Laurence F. Lane,
our Director for Public Policy.

The Amerlcan Association of Homes for the Aging (AAHA) represents non-
profit community-sponsored housing, homes for the aging, and health-related
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facilities serving the elderly throughout the United States. About 250,000 older
Americans live in over 1,500 AAHA member homes, which are sponsored by
various religious, fraternal, foundation, labor, civic and county organizations.
The basic, over-riding purpose of these facilities is to provide, on a long-term
basis, a comprehensive spectrum of services to meet the needs of elderly persons
in our society. A special emphasis is placed on the social commponents of care,
which involves provlding for the social, psychological, and spiritual, as well as
physical needs of older persons. Thus, in offering a wide range of services and
living arrangements for elderly persons, ranging from skilled nursing to inde-
pendent living, nonprofit homes for the aging serve a vital role in communities
throughout the country. .

We appear before this Subcommittee today to voice our support for S. 2825,
which has been introduced by Senator Dewey Bartlett. This bill would have a
significant impact on several nonprofit homes for the aging around the country.

As we understand it, the proposed legislation would reclassify homes for the
aging which are presently classified as private foundations under LR.C. § 509(a)
(1). These institutions which are serving the elderly would now be consldered
as public charities and not subject to the excise tax which is imposed on the net
investment income of private foundations. Such exemption from private founda-
tion rules would clearly be of benefit to these facilities which would now be able
to devote a greater portion of their funds to services for elderly persons.

In enacting S. 2825, Congress would be recognizing the significant services
which homes for the aging provide to the elderly, and be affording them similar
tax treatment to that extended to nonprofit hospitals, and other organizations
providing medical care or conducting medical research, Presently, these organiza-
tions are exempted from private foundation classification and rules and are con-
sidered as public charities. In granting “public charity” status to hospitals and
related organizations, Congress recognized the public benefit derived from these
entities and their contributions to soclety, We believe that Congress should also
recognize the significant services provided by homes for the aging in caring for
elderly persons in their declining years and the benefits which soclety derives from
these-tnstitutions. Thus, we request that Congress extend to homes for the aging
which are classified as private foundations the same tax treatment which is pres-
ently afforded to nonprofit hospitals and other organizations, and correct the
grievous inequity which exists in current law by enacting S. 2825.

We recommend that the bill be refined slightly to clarify the type of organiza-
tion to which it is Intended to apply. We suggest that S. 2825 be amended and the
word “shelter” be added following *long-term care.” This would insure that hous-
ing would have to be a component part of the services provided by the facilities
for the elderly intended to be assisted by this bill and follow present Internal
Revenue Service treatment of homes for the aging.

We would also suggest that the Subcommittee seriously consider eliminating
the limitation contained in the bill to facilities which have been operating prlor
to May 26, 106Y. Such a provision might seriously restrict the development of new,
nonprofit, charitable facilities designed to care for the elderly. By encouraging
the charitable sector of our society to establish long term care facilities, which are
desperately needed by our elderly population, we would be decreasing the present
reliance on governmental programs for care of the elderly.

The concept of homes for the aging serving the needs of our elderly population
was developed by the private, voluntary, nonprofit sector of our soclety. Homes
for the aging were first established in America through the charitable motivations
of concerned individuals who recognized the necessity to provide for the needs of
our elderly population, which were not recognized by existing governmental pro-
grams. Thus, through charitable contributions, homes for the aging were
developed to provide housing, health care and financlal security to elderly
persons.

Following the enactment of the Tax Reform Act of 1969, some homes for the
aging were classifled as private foundations. They were classified as such because,
even though they were consldered as tax exempt under Section 501(c) (3) of the
Internal Revenue Code, they did not fall within the sc-called “50 percent orga-
nizations” described in Internal Revenue Code 170(b) (1) (A), and thelr invest-
ment income constituted a substantial part of their support. Because of this
classification, these homes for the aging are subject to a 4 percent excise tax on
net investment income. Thus, these facilitles are treated under our current tax
laws exactly the same as private grant-giving foundations, notwithstanding the
fact that their funds are expended for, and devoted to, the care of their elderly
residents. Since 1969, AAHA protested this inequity in tax treatment.
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Under existing law, in order to qualify as a private operating foundation, an
organization must expend directly for the active conduct of its exempt activities
(Le., care of the elderly) at least 85 percent of its adjusted net income. Addi-
tionally, it must either devote 65 percent of its assets (not including investment
assets), directly to its exempt activities or make payments directly for the active
conduct of its exempt activities in an amount which is not less than two-thirds of
its minimum investment return (3.333 percent). [Section 4943(§) (3) (B) (1) ).
In enacting these requirements, Congress sought to insure that organizations
gseeking classitication as private operating foundations applied a significant
amount of their assets and income directly for the performance of thelr exempt
function.

It should also be noted that all nonprofit homes for the aging in order to obtain
501 (c) (3) tax status, must conform to the requirements of the Internal Revenue
Service, as articulated in Revenue Ruling 72-124. Under this Ruling, a home must
provide for three basic needs of elderly persons:

1. The neei for health care;

2. The need for housing; and

3. The need for financial security.

Therefore, a home for the aging has to meet several requirements in order to
obtain tax exempt status.

However, in addition to the requirement that homes for the aging which are
classified as private operating foundations spend substantially all of thelir income
on their charitable activities, and provide for the three basic needs of elderly
persons, Congress also provided that a 4 percent excise tax would be imposed on
the net investment income of these organizations (Section 4940, Internal Revenue
Code). This tax has had an extremely adverse limpact on the services which homes
for the aging provide to thelr elderly residents. As we stated in our testimony
before the House Ways and Means Committee in 1973, the current law “. . . cre-
ates a curious anomaly. Many homes, which are usually our oldest, many formed
over 100 years ago, which have prudently managed their funds and have been the
fortunate reciplients of gifts and bequests, which are now more capable of taking
care of the destitute elderly than any other facllities in the United States, are
really the only ones receiving a ‘private foundation’ classification. This is so, in
spite of the fact that they meet all the other tests of being nonprofit, charitable,
and not for private benefit. Thus, they are subject to all of the additional taxes
and penalies of the Tax Reform Act of 1969 which then requires them to render
less service to the public, take care of fewer destitute elderly, and set higher
charges. The more ‘charitable’ our homes are, in the sense of taking care of the
poor out of the private dollar rather than by the use of public funds, the more
subject they are to private foundation status.” The additional financial burdens
placed on these organizations are totally unwarranted and need to be eliminated.

When Congress enacted the 4 percent excise tax, it did so for the express pur-
pose of covering the cost in Internal Revenue Service administration of the tax
laws pertaining to exempt organizations. The private foundations tax was viewed
as taking the character of a “user fee,” with the foundations incurring the
burden of paying the costs for the entire exempt organization community. In its
report, the House Ways and Means Committee stated that “* * * vigorous and
extensive administration was needed in order to provide appropriate assurances
that private foundations promptly and properly use thelr funds for charitable
purposes.” [ H. Rept. 91—413 (Part 1), 91st Congress, 1st Session (1969) at 19-20].
The excise tax was imposed on all private foundations in order to curb abuses on
the part of private, grant-giving foundations,

We do not think that it was ever the intent of Congress to inappropriately
burden homes for the aging which are classified as private foundations and con-
sequently force these facilities to restrict their activities in serving the elderly.
Nonprofit homes for the aging which are classified as private foundations are not
in the business of giving grants, and should not be treated in the same manner as
other foundations. Their sole purpose is to provide for the needs of elderly per-
sons. They bear none of the characteristics of a private foundation except,
unfortunately, the burdens. And who in the end ultimately bears the burden
imposed by the excise tax? It is the elderly who cannot provide for themselves.
While our association recognizes and concurs in the need to eliminate abuses in
the use of private foundation funds, we feel that the imposition of the 4 percent
excise tax on the most charitable of homes for the aged is a most iniquitous
exerclse of the federal taxing power. The chief consequence of this unnecessary
and unwarranted tax is the limiting of <.rvices offered to the elderly through
charitable funds. Furthermore, due to this limitation being placed on programs
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offered to the elderly by the voluntary, private sector of society, an additional
burden is placed on government-funded services and programs for the elderly,
such as Medicare, Medicaid, and Section 202 subsidized housing for the elderly.

In October 1974, the Subcommittee on Foundations of the Senate Finance
Committee conducted a study and issued a report which analyzed the impact of
the 4 percent excise tax. The Subcommittee concluded that the tax rednced dollar-
for-dotlar the amount that private foundations distributed for charitable pur-
poses. Thus, the money raised by the tax was money denied, not to private foun-
dations, but rather to the charitable reciplents of the foundation funds (l.e.,
the elderly). Additionally, the Subcommittee found, in reviewing the relatfonship
between the revenue generated by the tax and the governmental costs of super-
vising exempt organizations, that the revenues generated by the excise tax were at
least double the costs incurred by the Internal Revenue Service.

Last year the House Committee on Ways and Means held hearings on H.R.
112, a bill which would reduce the private foundation excise tax from 4 to 2
percent. In i{ts report, the Committee concluded that “the tax produced more than
twice the revenue needed to flnance the operations of the Internal Revenue
Service with respect to tax-exempt organizations.” The Committee, in favorably
reporting H.R. 112, also found that the “tax actually has reduced charitable
expenditures.” (H. Rep. 95-842, 95th Congress, 2d Session, 1078). We are pleased
that the Senate Finance Committee has also acted favorably on this bill and hope
that the entire Senate will soon take action on it. However, H.R. 112 does not
completely alleviate the financlal burdens imposed on nonprofit homes for the
aging which are classified as private foundations; it only relieves them. We
belleve that S. 2825 would enable these homes to devote a much greater amount
of money to thelr elderly residents. The services which these facilities have been
able to offer to the elderly have been severely restricted because of the imposition
of the 4 percent excise tax. By reclassifying these homes so that they are consid-
ered as public charities and not subject to the 4 percent excise tax, additional
services could be offered and greater numbers of elderly persons assisted. As the
Senate Subcommittee states in its report *“* * * it is the potential recipients of
foundation support, rather than the foundations themselves which bear the real
burden of the excise tax.,” (Congressional Record, October 4, 1974.)

In considering the impact of the private foundation excise tax on the operations
of homes for the aging, it is helpful to compare the amount of money generated by
the tax to the cost of services and care for the elderly. Last year our Association
conducted a eurvey of homes for the aging which were classified as private foun-
dations. The results indicated that the average excise tex paid by a home last
year was $10,239. It was also estimated that the cost for the care and mainte-
nance of an elderly person in one of these facilities was approximately $4,223
per year. Thus, the exclse tax paid by a home for the aging last year was two
and one-half times greater than the average cost of providing one elderly person
with medical care, housing, and other services. The dilemma {llustrated by these
figures is that every dollar which is pald to the government in the form of excise
taxes results in less services being provided to our elderly population.

The American Association of Homes for the Aging urges favorable considera-
tion of 8, 2825. The bill recognizes that primary victims of the inequity which
exists in present law are not private foundations, but rather the potential recip-
ients of their charitable services and programs. If long term care for the 2lderly
is going to continue to be provided by the private, voluntary, charitable sector
of our society, it is imperative that this Subcominittee and Congress act afirma-
tively on 8. 2825. By doing s0, Congress would be promoting care and services for
our elderly population nation-wide as well as encouraging continued charitable
support for nonprofit homes for the aging. We appreciate having the opportunity
to appear before this Subcommittee, and would be glad to answer any questions.

Senator Dork. I might, before I forget it, ask that the summary of
the Department’s position on all of these bills, if it has not been made
a part of the record, plus the cost estimates for the Joint Committee
on Taxation be made & part of the record following the testimony.!

Thank you very much.

With reference to S. 3125, Mr. Turner will not be appearing. His
statement will be made a part of the record as if given in full.

[The prepared statement of Mr. Turner followsﬁ

1 See p. 183,
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STATEMENT OF LATIMER TUBNER, CHAIRMAN OF THE TAX COMMITTEE, NATIONAL
CATTLEMEN'S ABSOCIATION

Good morning, gentlemen. My name is Latimer Turner, and I am Chairman
of the Taxation Committee of the National Cattlemen’s Assoclation. The NCA is
a voluntary, nonprofit, nonpolitical organization representing over 280,000 cattle-
men throughout the nation. Members of the Assoclation include cattle breeders,
cattle raisers and cattle marketers, many of whom are family farmers.

BACKGROUND

In 1976 the NCA joined with other agricultural organizations in urging reforms
In the estate tax as it affected farmland estates. The agriculture community
agreed that it was essential to change the method by which farmland was valued
for estate tax purposes. Prior to 1976, the law required farmland to be taxed at
ity “fair market value”, which was taken to mean its value if put to its highest
and best use. IRS agents would thus look to other tracts of land In the vicinity
of a farm estate to see what the land would be worth if put to industrial, com-
mercial, real estate or other uses and assign this value to the farm. This pro-
duced grossly Inflated values for farmland estates, often hearing no relationship
to the income the farm could produce, and resulted in extremely high estate taxes.
Since the income the heirs of such a farm could expect to receive would be insuffi-
cient to pay the tax bill, they often had to sell all or part of it to pay the bill. This
was causing the disappearance of many family farms and was forcing the con-
version of farmland into non-agricultural uses which provided higher returns to
pay the tax bill.

NCA and others brought this threat to the continued existence of the family
farm in Amerlca to the attention of Congress in 1076. Recognizing the problem,
and wanting to preserve the family farm. Congress added a new section to the In-
ternal Revenue Code which permits farmland to be valued for estate tax purposes
according to its actual use for agricultural production, rather than the market
value it might have if put to some other use.

Although it Is somewhat early to judge, it is our opinion that the speclal valu-
ation provision is being used by many farm estates and is serving the purpose
for which the provision was intended.

When Congress enacted the provision, certain restrictions and limitations
were included to prevent it from being used as a loophole by speculators and
shelter-seekers. One of these restrictions requires the heirs to fully repay the
estate tax savings due to special valuation if the farm is sold or put to non-
agricultural use within the ten-year period following death and a partial recap-
ture during the next five-year period.

NCA SBUPPORTS 8. 3125

While the provision allowing special valuation for farm property is of great
benefit to farmers and ranchers, the “recapture’” provision poses some problems.
For example, if farmland is condemned for a road, dam, airport or power line
beneficiaries are required under present law to repay the tax savings to the IRS.

8. 3125 allows the beneficiaries to avoid repaying the estate tax savings to the
extent that the amount received from a condemnation or other involuntary con-
version is reinvested in farm property. We applaud Senator Dole for introducing
this legislation and the NCA strongly supports the bill.

The bill carries through the original purpose of the speclal valuation pro-
vislon—preservation of the family farm. Under present law, when a rancher or
farmer is required to pay an estate tax by reason of his land being involuntarily
converted, he has less cash to purchase comparable farmland. And, with the
tremendous rise in the price of farmland in recent years, he obviously will be less
able to replace the converted farm land with an equivalent amount of farmland.
This obviously results in an erosion of the family farm,

OTHER RECOMMENDATIONS

Before concluding, I would also like to briefly point out some other problem
areas relating to the special valuation provision which we believe Congress should
address. .

First, there is a $500,000 limit on the amount by which the special valuation can
reduce the fair market value of the gross estate.
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By tmposing a $500,000 limitation on this provision, the benefits of the provi-
sion are significantly limited. With the growth in size of famlily-owned agricul-
tural operations, and the historic pattern of increasing farmland values, the
$500,000 limitation severely and unnecessarily restricts the intended beneficial
effect of the special use valuation provision.

NCA recommends elimination of the $500,000 limitation

The 15-year recapture period currently provided for in Section 2032A 1s exces-
slve and is not needed to deter speculation or assure retention in the family of the
farmland and continuation of the family operation. Moreover, a 15-year recapture
period may unfairly tie the hands of the surviving family in disposing of the
land for legitimate business reasons. For example, during drought conditions,
such as presently being experlenced, it can be necessary to sell some land and
acquire other land in another region not affected by the drought. The 15-year
recapture period could also unfairly create title and loan problems by virtue of the
lien which would be on the property throughout this period.

Consequently, NCA recommends that the recapture period be reduced to five
years, with 100-percent recapture of the tax during such period.

Finally, there is a serious problem with the “material participation’” require-
ment. Presently, there is a requirement that in order to elect to use the special
valuation provision, the decedent or a member of his family must have materially
participated in the farm operation in five out of eight years immediately preceding
the decedent’s death. A similar requirement is applied to the qualified heir who
inherits the farm. Whether or not there has been material participation by an
individual is to be determined in a manner similar to the manner in which mate-
rial participation {8 determined for purposes of the tax on self-employment
ln&(;m‘e with respect to the production of agricultural or horticultural com-
modities.

A major problem with the pre-death material participation requirement is that
farmers and ranchers who “materially participate” in the operation of all or a
significant portion of thelr f