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TAX SIMPLIFICATION BILLS

TUESDAY, SEPTEMBER 10, 1991

U.S. SENATE,
SUBCOMMITTEE ON TAXATION,

COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 2:11 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. David L. Boren
(chairman of the subcommittee) presiding.

Also present: Senators Moynihan, Baucus, and Symms.
[The press release announcing the hearing follows:]

(Press Release No. H-35, Aug. 2, 19911

FINANCE SUBCOMMITTEE SCHEDULES HEARING ON Tt x SIMPLIFICATION BILLS, OTHER
PROPOSALS WILL BE DISCUSSED

WASHINGTON, DC-Senator David Boren, Chairman, announced Friday that the
Senate Finance Subcommittee on Taxation will hold hearings on tax simplification
proposals.

The hearings will be at 2 p.m. on Tuesday, September 10 and 2 p.m. on Thursday,
September 12, 1991 in Room SD-215 of the Dirksen Senate Office Building.

Boren (D., Oklahoma) said the hearing will focus on a range of tax simplification
proposals, including S. 1394, introduced by Senate Finance Committee Chairman
Lloyd Bentsen (D., Texas) and Senator Bob Packwood (R., Oregon), ranking Republi-
can on the Committee; the identical House companion, H.R. 2777, introduced by
House Ways and Means Committee Chairman Dan Rostenkowski (D., Illinois) and
Congressman Bill Archer (R., Texas), ranking Republican on Ways and Means; and
S. 1364, the pension simplification bill introduced by Senator David Pryor (D., Ar-
kansas) and Bentsen.

Witnesses may also discuss other tax simplification proposals, he said.
Boren also said the Subcommittee also is requesting written comments regarding

tax simplification.
"A number of proposals have been offered in an effort to streamline America's

tax laws. The testimony at these hearings and the written comments we receive will
be very helpful as we examine those proposals more closely," Boren said.

"We will also be interested in receiving testimony or written comments concern-
ing any other tax simplification proposals that should be brought to our attention,"
he said.

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR
FROM OKLAHOMA

Senator BOREN. We are meeting this afternoon to begin the first
day of the Subcommittee on Taxation's hearing on Tax Simplifica-
tion Proposals. The main topic of discussion will be the provisions
of S. 1394, the Tax Simplification Act of 1991, which was intro-
duced by Chairman Bentsen and Senator Packwood.

Simplification, as we all know, means different things to differ-
ent people. However, I think almost everyone agrees the Tax Code
has become bogged down in complexity.

(1)



In Oklahoma I hear the same message from wage earners, inde-
pendent businessmen, tax practitioners alike, the Code appears to
be out of control in regard to complexity.

The Bentsen/Packwood Bill represents a challenging attempt to
simplify some of the most complicated areas while remaining both
revenue and policy neutral. Specifically, the bill addresses prob-
lems in the areas of partnerships, foreign taxes, alternative mini-
mum tax calculation, Subchapter S corporations, long-term con-
tracts, and estate and gift taxation. The bill also directs the IRS to
develop a simplified tax form for individuals who itemize.

I strongly support this much needed provision and I want to com-
mend Chairman Bentsen and Senator Packwood for its inclusion.

Of particular interest to me are the partnership provisions in the
bill, especially as they affect the oil and gas industry. The oil and
gas industry is badly in need of outside capital and outside inves-
tors. I have heard from hundreds of small investors bitterly com-
plaining about the complexity of the K-1 partnership forms. The
paperwork burden alone threatens to make these sort of invest-
ments uncompetitive.

Fortunately, S. 1394 allows for simplified reporting requirements.
I commend the authors of the bill for this provision. But I am con-
cerned that certain parts of the bill may have unintended conse-
quences or affects on oil and gas investment.

For example, the bill may require investors to pay for simplifica-
tion by restricting their depletion deductions. The oil and gas in-
dustry faces a regressive punitive tax structure as it is. I believe
that further burdens on investment in our domestic oil and gas in-
dustry would be unnecessary and unwise.

I hope the committee will consider these matters carefully in
light of the testimony which we'll hear today.

One proposal that certainly meets my definition of simplification
but was not included in the bill is a ban on retroactive regulations.
The IRS practice of issuing retroactive regulations is confusing and
unfair and I've joined with Senators Pryor, Baucus and others in
introducing legislation that would prohibit this practice.

I hope the committee will agree that we can do much for the
simplification effort by also adopting that provision when the com-
mittee considers all of these proposals.

I look forward to the hearing, the testimony on these issues and
others from the administration witnesses and our guests who bring
so much expertise to our Subcommittee hearing today.

We'll try to move as expeditiously as we can. Other members are
expected to come in and out during our proceedings.

Let me just mention that we will first hear from Kenneth
Gideon, Assistant Secretary of the Treasury for Tax Policy, who is
already before us at the witness desk; then from Fred T. Goldberg,
Commissioner of the Internal Revenue Service, from Commissioner
Goldberg; and then we will hear a panel which is specifically di-
rected at the issue of the provision on partnerships which is includ-
ed in this bill.

So, Mr. Gideon, we welcome you to the hearing today and we
would welcome your opening comments.



STATEMENT OF HON. KENNETH W. GIDEON, ASSISTANT
SECRETARY OF THE TREASURY FOR TAX POLICY

Mr. GIDEON. Mr. Chairman, I am pleased to present the views of
the Administration on tax simplification proposals currently under
your consideration. My testimony today will address S. 1394, the
"Tax Simplification Act of 1991," and S. 1364, the "Employee Bene-
fits Simplification and Expansion Act of 1991."

In addition, in accordance with your invitation to testify, I urge
your favorable consideration of other proposals not included in
these two bills, specifically in the area of payroll tax deposits, the
earned income tax credit and pension coverage and portability.

The Administration strongly supports simplification of our tax
laws within the fiscal constraints of last year's budget agreement.
Properly conceived and executed simplification can reduce the
costs of tax compliance and administration, enhance both volun-
tary compliance and tax enforcement efforts and improve taxpayer
morale.

When simplification efforts are successful, we believe there
should be efficiency gains as well. Simplification is not viable, how-
ever, as a revenue losing proposition.

I particular want to commend Chairman Bentsen and Senator
Packwood for their sponsorship and support for the bipartisan sim-
plification bill, S. 1394. That bill and its House counterpart, H.R.
2777, were produced through the cooperative efforts of the commit-
tee staffs which deal with tax matters, the Treasury Department
and the Internal Revenue Service.

We recognize that a number of modifications to the introduced
legislation have been suggested by commentators. While I have not
addressed these suggestions in my written testimony today, we will
work with the committee and the staff to adopt meritorious sugges-
tions.

Before turning to S. 1394 and S. 1364 I would like to describe the
three additional proposals that we think will simplify and improve
the tax law while meeting with the constraint of revenue neutrali-
ty.

The Treasury Department shares your interest in simplifying
current employment tax deposits. We have previously indicated
that the payroll tax provisions of H.R. 2775 would achieve simplifi-
cation.

Senator Baucus has made a similar payroll tax simplification
proposal in S. 1610. That proposal, like H.R. 2775, would require
semi-weekly deposits. It would differ from H.R. 2775, however, in
that small employers would be required to make monthly rather
than quarterly deposits. The threshold treatment for treatment as
a small employer would be $18,000 of quarterly liability and the
minimum amount of permitted safe harbor underpayments would
be $250.

S. 1610, like H.R. 2775, would further the goal of simplification.
However, in its current form S. 1610 would result in significant
revenue loss over th, five-year budget period. These revenue losses
could, however, be offset under S. 1610 if the threshold for monthly
depositor status were lowered and the $250 safe harbor reduced for
monthly depositors.



The Administration believes that S. 1610, if modified to make it
revenue neutral, and H.R. 2775 merit serious consideration.

Senator BOREN. What is the recommended revenue estimate now
in terms of revenue loss under S. 1610 as now written?

Mr. GIDEON. It is in our written statement, Mr. Chairman. Let
me see if I can find it and give it to you.

It's at $2.2 billion as a loss if small employers are allowed to un-
derpay each monthly deposit by $250 or $.6 billion in revenue loss
if they're not allowed to use the $250 safe harbor.

But the point is, it is clear that by adjusting the threshold and
that amount you could get to a revenue neutral proposal.

Senator BOREN. Thank you.
Mr. GIDEON. Let me turn now to the earned income tax credit.

This credit is a refundable tax credit available to low income work-
ers with children. The EITC consists of a basic credit which is ad-
justed for family size, a health insurance credit, and a supplemen-
tal credit for workers with a child under the age of one, the so-
called "young child" or "wee tots" credit.

The 1990 Act increased the basic credit rate and added the
family size adjustment, the health credit and the young child
credit. Several interaction rules ' that are described in more detail
in my written statement prevent a taxpayer from receiving full
benefit of the health insurance credit or the young child credit or
other tax provisions.

We propose that the interaction rules that are described in the
testimony be repealed. To offset the revenue losses due to this
repeal the basic EITC percentage would be reduced by 5/100 of a
percentage point and the phase out rates would be reduced by 4/
100 of a percentage point.

To offset the revenue losses due to repeal we are proposing a
very small reduction in the basic credit rates. I think we have com-
puted that for any single individual the maximum loss of credit
would be about $3.71 or something thereabouts. So by this fairly
minor change we think we can reduce the complexity of the cur-
rent credit computation a great deal.

Finally, let me raise the issue of pension simplification coverage
and portability. We're pleased that the committee is seriously con-
sidering simplification of the tax laws relating to pensions. The Ad-
ministration has concluded that improvements in pension coverage
and pension portability can be achieved as part of the tax simplifi-
cation effort. We developed proposals to simply the law governing
retirement plans, to expand pension coverage and to increase pen-
sion portability within the constraint of revenue neutrality.

In total, our proposals do not lose revenue as the estimates at-
tached to my written statement demonstrate. The proposals in spe-
cific are described in some detail in the statement.

Let me move no; to a brief comment on S. 1394. There is a very
lengthy appendix attached to my testimony that goes through the
bill provision by provision and presents the views of the Adminis-
tration. We generally support the bill, although some adjustments
will be required to achieve revenue neutrality before enactment.

The Office of Tax Analysis estimates that in its current form the
bill is nearly revenue neutral. It loses $89 million in fiscal year-
1992 and $47 million over the 5-year budget period.



Certain of the proposals in S. 1394 will achieve significant simpli-
fication, but with significant revenue cost. In these instances we've
qualified our support as being subject to an acceptable revenue
offset.

Let me say just a word about the Senate bill in the pension area.
We are encouraged by the similarities in the Administration's pen-
sion proposal and the other proposals that are before the commit-
tee. These proposals all target the same basic areas where simplifi-
cation is needed and areas where increased coverage should be in-
dicated.

Our review indicates, however, that S. 1364 in its current form
would lose significant revenue over the 5-year budget period. The
Administration must oppose pension legislation that would lose
revenue.

In addition, as noted in detail in our written statement, we have
substantive policy concerns about certain provisions of the bill. We
believe, however, that simplification of the employee benefit provi-
sions of the Code can be achieved within the parameters of the
budget agreement.

Mr. Chairman, that in summary form concludes my written
statement and I would be pleased to answer any specific questions
that you may have at this time.

Senator BOREN. Let me ask a question the partnership provision.
Many oil and gas partnerships have said that qualified or simpli-
fied reporting will not be helpful to them if they have to give up
percentage depletion to get it. This is a comment that we are get-
ting. I am sure you have probably gotten similar feedback from
them.

What is Treasury's position on modifying the large partnership
reporting proposal to allow electing oil and gas partnerships to con-
tinue to use percentage depletion?

Mr. GIDEON. Well, the problem that we have is more basic be-
cause the structure of the Internal Revenue Code is that percent-
age depletion is an item computed outside the partnership. I think
that we are willing to study proposals that these groups might
submit. But I think that they should recognize as well the general
approach here, which was to come up with simplified internal com-
putations so that the partnership itself could make the computa-
tion as opposed to the partners.

If they think they have a way to do that that would be accepta-
ble to them on a kind of rough justice basis I think we would be
pleased to talk to them and see if we can work something out.

Senator BOREN. Well, I am glad to hear that because I think that
is a major problem here and a stumbling block, because the trade
off would be a very difficult one if there were a loss of some of the
depletion that people are now able to get.

Mr. GIDEON. Well, frankly, that is one of the reasons oil and gas
partnerships were excluded from the proposal-we did not want to
be in the position of proposing that they had to give up something.
On the other hand, if they think it is worth coming up with a sim-
plified computation method of their own and they would like to put
it in, I think it is clear that we would like to talk to them about
what that might be.

Senator BOREN. Right.



One of the other concerns I have heard about the proposed sim-
plified reporting system for widely-held partnerships arises from
the fact that net capital losses would not throw through the part-
ners, but would be suspended at the partnership level until they
could be applied in future years against the capital gains. In effect,
individual partners would lose the benefit of the rules allowing the
use of the $3,000 on net capital losses to reduce ordinary income
each year. I understand this was done to keep from having to add
two boxes to the new 1099-K Form.

Mr. GIDEON. Well, maybe six boxes.
Senator BOREN. I don't know.
But do you think it is a good idea to give up the $3,000 offset to

avoid another box or two on the form? Is there a way we can do
this without having to suspend the capital loss?

Mr. GIDEON. I think I would certainly be a lot more interested in
something that would let us get to an acceptable result without in-
creasing the number of reporting items, because reducing the
number of reporting items is frankly what a good part of this is
about and what makes simplified reporting possible for these kinds
of entities.

Having said that, again, if people have specific suggestions about
how those modifications might be achieved within the parameters
of the simplified proposal we would obviously be interested in hear-
ing from them.

Senator BOREN. What about the, I mentioned in my opening re-
marks, the proposal that Senator Baucus and Senator Pryor and
Senator Daschle and myself and others on the committee have
made that tax laws, the regulations would not have a retroactive
effect; but a perspective effect only? What is the administration's
view on a bill of this kind?

Mr. GIDEON. Well, I think that we would like to know a lot more
about the specifics of it. But reacting to the proposal generically I
think we would oppose a provision of that sort.

The reason has to do with what is the effective date of the law.
So often a regulation is simply stating the interpretative detail, if
you will, of a law that has been enacted by the Congress. Are we
really going to place ourselves in a position so that your action,
when you enact the law, is not effective until we take some further
implementing action down line?

I think in general that is not a good idea and I think you would
not want a stricture of that sort.

Having said that, I think, Mr. Chairman, those who are familiar
with my record in my job will recognize that I do not like retroac-
tivity very much and we struggle mightily to avoid it whenever
possible. But I think adopting an iron clad rule that under no cir-
cumstances ever would you have it, I think the committee would
discover would lead to some fairly serious problems of revenue ad-
ministration.

Senator POREN. What about revisions of regulations in terms of
retroactive affect?

Mr. GIDEON. Well, I think that, again, that is a case that really
ought to be judged case-by-case. I again would point to our record-
you know, we've been very chary with the use of that authority. I
think that, to be fair, we heard people here, we heard people on the



outside, and I think that you can expect to see us be circumspect
on that front in the future.

Senator BOREN. Well, I certainly think you have tried to be sensi-
tive in that area and I commend you for it.

I would hope maybe that you might take a look. This is not the
subject of today's hearing, but to look at the proposal we have
made because the complaint that I get so often is that people
cannot make-we are always saying we must have long-range in-
vestment planning in this country and that we are not long-range
enough in our thinking.

I think one of those elements of uncertainty that always causes
people sometimes to hang back from major investment decisions is
the fear that later retroactively there will be some change in the
tax law or in the way the tax laws are being interpreted by regula-
tion that will change something that is profitable into something
that is not profitable; and, therefore, people hold back because of
this uncertainty.

So I think if there's a way of doing it-I understand what you
are saying. There may be some circumstance when it becomes nec-
essary from the point of view of justice and fairness. But any retro-
activity in itself I think by definition has some harmful affect by
creating this uncertainty in our society.

So we would welcome any suggestions you might have as ways in
which we might address this, other than just on a case-by-case
basis. Maybe there are certain categories of regulations and certain
kinds of affects that simply should not be retroactive as opposed to
the whole category.

Mr. GIDEON. Well, as I say, we have attempted to exercise our
authority, hopefully wisely and certainly sparingly.

Senator BOREN. Thank you very much, Mr. Gideon. I believe that
is all the questions I have. There may be some additional.

Mr. GIDEON. Thank you, Mr. Chairman.
Senator BOREN. We will put your entire statement and the ap-

pendix in the record; and there may be some additional questions
that members may want to address to you in writing. We will hold
the hearing record open for that purpose.

We thank you very much for taking time to be with us today.
Mr. GIDEON. Thank you.
[The prepared statement of Mr. Gideon appears in the appendix.]
Senator BOREN. Our next witness is Commissioner Fred T. Gold-

berg, Commissioner of the Internal Revenue Service.
Commissioner, we welcome you to the hearings and we would

value any comments that you might make about the pending legis-
lation.

STATEMENT OF HON. FRED T. GOLDBERG, COMMISSIONER,
INTERNAL REVENUE SERVICE

Commissioner GOLDBERG. Thank you, Mr. Chairman. It is a
pleasure to be here today. I would like to begin by commending you
and your colleagues for taking on this difficult, but all important
issue.

I am convinced that the greatest challenge our tax system faces
during the 1990's is to reduce the burden of complying with our tax



laws. The administration and transaction costs our system imposes
on the American public are simply unacceptable. We are needlessly
consuming billions of hours and dollars of our citizens' time and
money maintaining records, preparing forms, structuring their
transactions and financial affairs, and dealing with government
agencies. Time and money that would be far better spent on
family, friends, and productive ventures.

I am equally convinced that the burden and complexity of our
tax system are eroding voluntary compliance. I fear that the combi-
nation of laws, rules and IRS procedures are pushing taxpayers to
the point where it may become too difficult, too expensive and too
time consuming for taxpayers to comply. When they stop comply-
ing they stop paying their fair share.

There are many causes for the burden and complexity faced by
taxpayers. I want to emphasize from the outset that many of these
factors have nothing to do with the tax laws as such. We cannot
hide behind the veil of blame it on Title 26. The IRS must step for-
ward and accept responsibility for making the system work better
for the American public.

We have endless opportunities to simplify tax administration and
reduce the burden on taxpayers, opportunities that do not require
substantive tax law changes. We can and should L1 , held accounta-
ble for our efforts.

At the same time, while we must shoulder a great deal of respon-
sibility, it is clear that existing tax laws are a major cause of need-
less complexity and burden. In my view, a long-term legislative
effort to simply compliance is essential to preserving the health of
our system.

I believe you and your colleagues are taking a meaningful first
step down this road. I applaud your foresight and your leadership.

Now before turning to pending legislation I would like to offer a
number of general observations. They are based on my experience
as a private practitioner and as Chief Counsel, as well as my cur-
rent role as Commissioner.

First, the common wisdom is that simplification requires hard
choices among competing policy agendas. While simplifying the law
is difficult, it requires great care and tough decisions. The alleged
hard choices are often illusory.

Some suggest that the price of simplification is a reduction in
revenue, others fear that simplification will be used as a cover for
tax increases. While it is clear that simplification can lose or raise
revenue, it is equally clear that meaningful simplification can be
achieved in ways that are revenue neutral.

Others suggest that the price of simplification is uncertainty. To
the contrary, simplification is the one true prerequisite for certain-
ty. The 1980s were devoted to a well meaning effort to provide cer-
tainty through detailed laws and regulations. With the benefit of
hindsight, I am convinced that the quest was doomed to failure.
Each new rule spawns its own measure of uncertainty, unintended
consequences, and the need for special exceptions. We have gener-
ated thousands of pages of laws, regulations and rulings over the
past 10 years and we have created a system that is rife with uncer-
tainty.



Finally, the suggestion is made that the price of simplification is
greater inequity. I submit, Mr. Chairman, that the complexity im-
posed by current laws is hardly fair or equitable. Providing equity
for this particular taxpayer or that particular taxpayer through a
special provision may appear fair from that taxpayer's perspective,
but the net result is to impose inequity on all other taxpayers who
must understand and deal with that provision.

No matter how careful, well intentioned and skillful we may be,
our efforts do fine tune rules to deal with special circumstances are
sure to visit unintended inequities, costs and burdens on other tax-
payers.

Now there is a suggestion that simplification is a nice rally and
cry, but that there is no true constituency. I think the common
wisdom is wrong. I am convinced that there is overwhelming sup-
port for genuine and broad-based simplification. All we have to do
is open our ears beyond the Beltway. It starts with 120,000 IRS em-
ployees who day in and day out see a system that is too difficult
and too complicated to meet the needs of the American taxpayer. It
moves on to tens of thousands of practitioners and millions of tax-
payers who are frustrated beyond measure by a system that has
lost touch with the real world. These interest groups are not repre-
sented by high-priced lobbyists, but we ignore them at our peril.
Their disenchantment threatens our tax system and threatens
public confidence in the institutions of our government.

Now in approaching legislative and regulatory simplification ef-
forts I think there are four points to keep in mind. First, it is a
long-term endeavor. There is no silver bullet, no magic solution to
achieve our end. We have to be patient. We have to accept small
progress. If we are diligent and we persevere the impact in the ag-
gregate can be dramatic.

Second, we must embrace rough justice and beware of the pur-
ists. By background and training so many of us tend to chase the
theoretically complete answer. We want to resolve every question,
address every loophole, deal fairly with every special circumstance.
We are sure to fail and leave the American public with an unwork-
able and unadministerable system.

Third, we must always remember that a primary cause for com-
plexity is constant change-124 public laws since 1977, thousands
of Sections have been amended, the Code has doubled in size. Now
the law will change over time and should. The point is not to resist
all change, the point is to recognize that the very fact of a law
change imposes a burden on taxpayers, an accumulative effect of
incessant "micro modifications" can make that burden unbearable.

Finally, simplification is always on the agenda. We cannot have
a simplification agenda today and then get on to high issues of
policy tomorrow. Whenever laws or regulations are adopted or re-
vised we should always pose questions, such as: What are the costs
of implementation and compliance? Are there less burdensome and
more administrable ways to achieve our overall ,bjectives? We
must pursue these matters with as much intensit , and ab much
real concern as the more traditional policy issues relating to
impact on economic incentives, competitiveness and horizontal and
vertical equity.



Now I would like to comment briefly on a number of specific leg-
islative proposals. But rather than focus on the abstract, technical
concepts, the aggregate revenue issues of the legislation itself that
have been covered by Assistw. ;Secretary Gideon and will be cov-
ered by other witnesses today, !, would like to approach the issue
from a somewhat different pers;,:;,ve.

What are we trying to acciish? What are the real world im-
plications of the issues we +-+Cc wrestling with? I believe that when
we look at the number: z l) ,u we look at the potential impact, we
will find that the road you have started down will have a truly pro-
found impact on the American taxpayer.

I am not going to comment on everything. I am going to limit
myself to a few proposals. I would like to take a minute to mention
the administration's proposal on the earned income tax credit. I
am absolutely convinced that by eliminating the interactions we
will dramatically improve the administration of the earned income
tax credit and make that system infinitely more workable for the
intended beneficiaries.

I would like to mention first some administrative provisions, two
in particular. One permits us to enter into joint cooperative agree-
ments on a reimbursable basis with the States. It does not sound
like very much, but it is terribly important, whether you are a low
income individual filing a State return and a Federal return or a
multi-national company dealing with the Federal Government and
all 50 States. The issue is the same-the burden that the govern-
ments of this country are placing on your shoulders. And by per-
mitting us to enter into joint agreements we are confident we can
reduce that burden.

To give you two examples: one, we could permit the joint elec-
tronic filing of individual tax returns. The taxpayer would file
once, and pay one fee; we would distribute the data to the States
and be done with it. Another is a national wage reporting system.
The requirement to report repeatedly to the Federal Government
and to State agencies on the most fundamental issue of wages is
driving businesses up the way. The notion that we can combine
that into a single national wage reporting system where the gov-
ernment provides a single form that is filed once with the informa-
tion then distributed among government agencies would dramati-
cally reduce the burden on taxpayers.

The second provision is to allow payment of taxes by credit cards.
Some of us were skeptical at the outset. But it is clear that the tax-
payers and practitioners of the country are convinced it is a good
idea. It is how we pay bills in this country and it is time the IRS
signed up. It is absolutely necessary to make electronic filing work
for balance due taxpayers. It is a very effective way to deal with
certain types of accounts on an installment basis.

Now I would like to turn to the payroll tax deposit rules and I
would like to commend you, and I would like to commend your col-
leagues in the House for taking on this issue.

I believe you have in front of you an outline of my testimony. On
page 4 it sets out some data. The payroll tax deposit system in this
country accounts for 80 percent of all revenues collected. Approxi-
mately 5.1 million employers which we hope is every employer in



the country, deposited close to $850 billion through this system
during 1990.

Now the current deposit rules you have are: daily-accumulate
$100,000 or more; eighth-monthly-accumulate $3,000 but less than
$100,000; monthly-accumulate $500, but less than $3,000; a quar-
terly accumulation of up to $500, 5 percent safe harbor for under
deposits; make up of shortfall required within 15-45 days; all with
no advance warning.

Now what are the net results of all those rules? [Laughter.]
Commissioner GOLDBERG. More than 1.5 million employers are

assessed penalties every year, so close to a third of the employers
in this country are penalized every year. Now, of course, 21 percent
of those penalties are abated and 61.6 percent of those dollars are
subsequently abated. But when you are penalizing a third-

Senator BOREN. What did you say? dould you say that last a
little more slowly? One-third are assessed a penalty?

Commissioner GOLDBERG. Pardon me, sir.
Senator BOREN. You said one-third are assessed the penalty. How

much was abated?
Commissioner GOLDBERG. One-third are assessed penalties and

about 20 percent of those penalties are subsequently abated based
on reasonable cause or mistakes in recordkeeping.

Senator BOREN. Right.
Commissioner GOLDBERG. That does not mean taxpayers are

doing wrong. That does not mean we are doing wrong. It means we
have a system that flat out does not work.

Payroll tax deposit cases account for more than $30 billion of our
$100 billion accounts receivable inventory. That means more than
$30 billion are owed on trust fund cases. $13 billion of that amount
is viewed as not collectible.

Now there are lots of reasons for the problems with this system,
but we are absolutely convinced that uncertainty and complexity
are primary causes. We have not found, despite our diligent efforts,
any business in this country that thinks in eighth-monthly incre-
ments. Monthly, weekly, but not eighth-monthly.

The accumulation rules require you to keep track effectively on a
daily basis your account in terms of your liability. You can move
among the four systems. You can move among quarterly, eighth
monthly, monthly, during any given quarter with no advance
notice.

Now the proposal in S. 1610 would retain the daily regime for
$100,000 depositors, would provide a Tuesday/Friday after payroll
date for taxpayers with over $18,000 per quarter; and a monthly
system for the rest, with effectively a safe harbor on a quarterly
basis for small businesses. It would also provide a three month lead
time before moving to more accelerated requirements and a 1-year
look back rule.

Senator BOREN. Let me ask you a question there.
Commissioner GOLDBERG. Yes, sir.
Senator BOREN. We have had comments from a number of small

business groups expressing their concern about H.R. 2775, concern
that as many as 40 percent of them, small businesses that now de-
posit monthly might have to make payroll deposits now every pay-
roll.



Commissioner GOLDBERG. Mr. Chairman, let me comment on
that; and hopefully this is a reasonable view of the new IRS. The
original proposal reflected in the House bill was a recommendation
that we had helped put together on the theory that it achieved
other benefits.

After looking at the proposal in S. 1610, which would have the
affect of moving taxpayers from an eighth-monthly or to a monthly
system, we believe the approach set forth in the Senate bill is pref-
erable, and would urge you to pursue that route. And it is a matter
of listening.

We have no IRS stake in this. Our role is to find that system
that works best for the American taxpayer. I am convinced that if
we go down this road we will reduce the number of penalties as-
serted; we will reduce the cost to the business community. If you
can imagine a world where the Internal Revenue Service is notify-
ing taxpayers of the need to change systems before the fact, rather
than penalizing them after the fact; if you can imagine a world
where the Internal Revenue Service is contacting a taxpayer who
may be behind within days or weeks with an offer to help, rather
than getting to that taxpayer years later when they are so far in
the ditch they'll never get out; it is a very different world; and it is
a world that, with this legislation and a commitment by us to
change the way we do business, we can achieve.

With respect to pension simplification, very briefly, along with
private s,% ,ngs and Social Security, the pension system is essential
to providing for the well-being of our senior citizens. You look at
demographics, you look at life expectancies, and it is clearly a ter-
ribly important issue.

Data on page 6 of my outline sets forth statistics provided from a
number of sources that paint a picture. Only 18 percent of small
employers maintain pension plans. Less than 25 percent of those
employed by small businesses are covered. While a higher percent-
age of large employers maintain pension plans only two-thirds of
employees employed by those large employers are covered.

Among the legislative proposals is a provision to provide a truly
simplified plan for companies that employ fewer than 100 employ-
ees. Under this provision, well over 95 percent of the employers in
this country can elect a truly simplified system if they choose to.
One that is on short forms; does not require the continued cost of
actuaries, accountants, lawyers and other experts; and permits
meaningful tax-deferred savings for all involved. It is not a pana-
cea, but it is a terribly important step in the right direction.

There is another side to the pension system and that is the pen-
sion recipient-the tens of millions of individuals in this country
who are or will be receiving pension benefits. Now the outline sum-
marizes some of the current rules. Only lump sums can be rolled
over and funds must be distributed to the beneficiary to achieve
that rollover. Lump sum distributions are eligible for 5 and 10-year
averaging. There is a $5,000 death benefit exclusion. The computa-
tion of the taxable portion of pension distributions requires ten
pages of text, 65 pages of actuarial tables and 2 worksheets. About
15 percent of the W-2Ps sent to pensioners provides no helpful in-
formation in computing taxable income.



The net results of these distribution rules in our opinion are
clear. There are terrible transaction costs, enumerable traps for
the unwary, savings disincentives, administrative difficulties and
widespread over- or underpayment of taxes by senior citizens.

Now a number of proposals pending before the Congress suggest
the repeal of the five and ten year averaging options; repeal of the
$5,000 death benefit exclusion; simplified basis recovery; permit the
rollover of periodic distributions and direct plan-to-plan rollcver
distributions.

Some are going to say that repealing those options is unfair. And
repealing that death benefit is a little bit unfair. But I submit, Mr.
Chairman, that a system that the people of this country cannot un-
derstand, and under which they cannot figure out what their tax
liability is to save their lives, is what unfairness is all about.

When they have to take that money out and then go find an-
other bank to put it in instead of simply saying "roll it over", when
they have to figure out if I get periodic distributions I just blew my
chances to keep on saving, that is what is unfair. And a proposal
that makes the hard choices of eliminating some options, of going
to a rough justice regime, will indeed eliminate the traps for the
unwary. It will indeed provide additional savings incentives. It will
repeal illusory options, replace uncertain and complex rules with
simple and administrative provisions, will enable employers to pro-
vide 4.5 million senior citizens with the information necessary to
determine their tax liability, and it will replace 65 pages of tables,
12 pages of worksheets, and taxing examples with one-third of one
page of instructions.

On page 8 of my outline, there is a brief outline of the household
employer reporting rules. Right now if you have a household em-
loyee and you pay them more than $50 a quarter, which may well
e that kid cutting your grass, you are required to file five Federal

forms, make five payments that do not coincide with any other
payment or tax obligation, and probably do a corresponding
amount of filing and paying with the States.

Well, the proposal is real simple: attach a schedule to your 1040
and adjust your withholding or estimated tax payments, and you
are done. That is meaningful simplification for hundreds of thou-
sands of taxpayers. And coupled with the legislation that would
permit us to enter into joint agreements with States, we can com-
bine that reporting and payment mechanism so it is simplified or
eliminated at the State level as well. Those of us who are accus-
tomed to receiving bills from our States in the average amount of
$2.78 a quarter will appreciate that this is meaningful simplifica-
tion and meaningful savings to State governments.

The large partnership rules, you mentioned those, they are cov-
ered on the outline at page 9. I think the numbers are what are
most revealing. There are 1.65 million partnerships in the country
and about 18 million partners or investment units; 3,000 of those
1.6 million have 250 or more partners. Those 3,000 partnerships
have more than 9 million investors. So you are talking about a uni-
verse of 3,000 partnerships that involve more than 50 percent of
the individual- partnership investments in the United States.

The problem is that current law subjects those large partner-
ships to all of the same reporting and audit rules as small partner-



ships. The result is staggering and unworkable complexity for part-
ners, for partnerships and a system that is essentially unadminis-
terable from our perspective.

The proposal would permit in effect the replacing of partnership
returns that can be 10, 20, 30 pages long with a nine-line form and
ermit the adjustment of any issues between the Internal Revenue
ervice and the partnership at the partnership level. This is truly

meaningful simplification for the taxpayers of this country.
Then there is the foreign tax credit. It doesn't sound like a big

deal. But the amount of investment in foreign funds by individuals
and the number of individuals investing in foreign funds has grown
dramatically over the past decade. Those individuals are subject to
the same foreign tax rules in effect as multi-national companies.
They have their Forms 1116. They have their 32-line forms. They
have their pages of instructions.

The proposal simply says, if you have less than $200 of foreign
tax credit, take it. Life is too short to worry about anything else.

Now that is a big deal. There is 640,000 folks claiming foreign
tax credits. This proposal would help out 175,000 of them, more
than a fourth of them. The proposal is limited to those who will
receive a report and who have only passive investments. If you ap-
plied that $200 floor to all individuals with foreign tax credits more
than 375,000 taxpayers would be freed of that obligation.

One other proposal I would like to mention involves the expand-
ed access to simplified income tax returns. We absolutely concur in
your judgment that we must expand access. We are committed to
pursuing that avenue as aggressively as we can. Starting in 1988,
strategic initiatives in terms of distributing proofs of tax forms to
the public before going final, to focus groups, and town meetings to
solicit public input, have resulted in change.

The Form J040A now permits senior citizens to use that form in-
stead of the more complex 1040. At the recommendation of our citi-
zens, separate booklets are now available for Form 1040-EZ filers.
In the last filing season, 15 million taxpayers used 1040As, 13 mil-
lion used 1040-EZs. We are experimenting with other initiatives.
The 1040-EZ-1 we tested in the State of Texas last year and are
testing more broadly this year allows those with the simplest forms
to provide a minimum amount of information and we compute the
rest.

We are working actively with a number of groups, including the
staff of the Senate Finance Committee, on a 1040 Form that would
be simplified for the large number of individuals whose itemized
deductions are limited to home mortgage interest deduction,
income taxes and charitable contributions.

We believe we are vigorously pursuing all of these efforts and do
not believe that we need the statutory prod to continue. We urge
you to pursue vigorous oversight to be sure we are living up to the
promise of form simplification and maintain the close working rela-
tionships with your staffs.

One quick comment on effective dates. All of these changes have
to operate in the real world. I would urge you to be sensitive as I
think you were last year, to the time that is required to implement
whatever happens in terms of the printing of forms and instruc-
tions, to States that need to come into conformity, and to software



houses that need to redesign their computer programs. And to the
extent you feel that some of these changes need to be implemented
for the 1992 filing season, particularly the earned income tax credit
change, those changes really need to occur by the end of the
month.

That concludes my testimony. Again, I want to congratulate you
on the road you are going down and the effort you are making.

Thank you very much.
Senator BOREN. Thank you very much, Commissioner. We appre-

ciate your testimony. We will put your full statement into the
record.

[The prepared statement of Commissioner Goldberg appears in
the appendix.]

Senator BOREN. I appreciate also your comments in regard to
payroll tax deposits that you made earlier. Because I think the last
thing we want to do is push more people into this eight times per
month reporting period.

Let me just ask one brief question, and then I want to turn to
Chairman Bentsen. The bill, as you know, provides that under Sub-
chapter S, which I do not believe we have touched upon yet, that
the Subchapter S corporation is deemed to have a single class of
stock if it confers identical voting distribution liquidation rights on
its shareholders.

In other words, nonconforming distributions would not create an-
other class of stock if shareholders had the right to eventually have
the distribution made pro rata.

One of the earlier regulations that were issued last fall which in-
terpreted the single class of stock requirement in a very strict way
would have found more than one class of stock if there had been a
nonconforming distribution in the 3-month period.

Now I know those regulations are being reworked and have been
reworked. On August 8 we issued new proposed regulations which
would abandon this approach to some degree, but would continue
to leave room for the IRS to find certain arrangements might
create different voting liquidation and distribution right*.

I wonder if you have had a chance to look at the language of the
proposed statute here as compared with your latest action on regu-
lations. Do you find it in any way in conflict or do you interpret
them as being consistent with each other?

Commissioner GOLDBERG. I believe they are consistent, Mr.
Chairman. I have learned that I must follow a certain script since I
am the Commissioner not the Assistant Secretary. But I note here
that Mr. Gideon supports your legislation and, therefore, I conclude
that they are compatible. [Laughter.]

Senator BOREN. Your logic is overwhelming. (Laughter.]
Senator BOREN. Well, Commissioner, I thank you for the com-

ments you have made, the enthusiasm that you are bringing to the
task and your obvious personal commitment to the cause of simpli-
fication.

I am going to turn now to the Chairman of the full Committee
who has joined us, and of course is the principal author of this leg-
islation and your comments of commendation to the Committee
and to the leadership of the Committee apply most directly to him
for his efforts. This has been a cause of his for a long time to try to



simplify the Tax Code and bring relief not only to average taxpay-
ers, but especially to average taxpayers, but to others in order to
encourage investment in this country and orderly transaction of
our business.

I would turn to Chairman Bentsen for any comments that he
might like to make or any questions that he might like to ask.

OPENING STATEMENT OF HON. LLOYD BENTSEN, A U.S. SENATOR
FROM TEXAS, CHAIRMAN, SENATE FINANCE COMMITTEE

The CHAIRMAN. Thank you very much, Mr. Chairman.
Let me say to you, Commissioner, I have been really impressed

and delighted with the way you have moved on simplification on
regulations. I am very appreciative of that.

I think the need for simpler tax laws is self-evident. If they get
overly complicated it leads to disrespect for the law and, frankly,
we do not collect as much reserve.

The tax simplification proposals that you have seen in our legis-
lation, were introduced by myself and Senator Packwood. It was bi-
partisan. On the House side the tax simplification proposals were
introduced by Chairman Rostenkowski and Mr. Archer. Then we,
along with other staffs, worked with Treasury and with the IRS.
We are appreciative of their cooperation and support.

During these negotiations, however, I put these ground rules on
the staffs. They could not be making policy and changing policy.
They had to be budget neutral. But in spite of those limitations I
think you have seen some significant things proposed and I am
very pleased to hear the comments that you have made concerning
them.

I would also like to hear about any more simplification proposals
you think we can consider to get rid of some of the confusion and
some of the conflicts. Anything you can do in that regard would be
most helpful to us.

I must say, Commissioner, I helped write these tax laws and I
would not dare try to make out my own income tax return. I would
like to be able to achieve that at some point in the future. But I am
also pleased with the expanded access provision on simplified
income tax returns. And trying to do that and hearing your agree-
ment with it, it is essential to us that we continue to have the coop-
eration of your staff in that regard or we cannot accomplish what
has to be done in the way of further changes of the law.

So we are very pleased to have your contributions and your com-
ments. Please tell us additional simplifications we can make, apart
from the constraints of policy and neutrality. If your suggestions
cost us money we will try to figure out how to pay for them.

Commissioner GOLDBERG. Mr. Chairman, I think we can do so
much more than we recognize without costing any revenue. I ap-
preciate your comments.

I think that you personally have led a lot of us down the road we
need to go. This may be inappropriate, but I would like to take a
minute to say some thanks tb Sam and Van, your staff, because I
think we can go as far as we want to go if we have the commit-
ment to do it.



If making life work better for the American people is something
we always think about, and we understand that most of them out
there do not have lawyers and accountants and professionals and
that it has to work in the real world or it isn't worth doing, if we
apply that notion and we think about that question every day,
there is no end to the progress we can make.

I think that, Ps I said before, there is so much we as an agency
can and should do without changing the law. It is real easy to
blame the Congress, just like it is real easy to blame the IRS. We
can fix it. And we have to be pushed by you and your colleagues
through the oversight process to make us pay attention to what
matters to the American people.

In terms of specific legislative suggestions, I think that if you
look at the combination of proposals, if you can meaningfully fix
the payroll tax deposit system, including that for household em-
ployers; if you can meaningfully fix problems for large partner-
ships; if you can meaningfully simplify the pension rules for small
employers and for 30 million pension recipients; and if you can do
the other more targeted fixes that you are talking about doing, I
believe you will have accomplished far more in one legislative
effort than any of us dreamed possible.

It does not mean it is over, but I think it is a remarkable start. I,
again, express my respect for what you are doing.

The CHAIRMAN. Thank you very much.
Thank you, Mr. Chairman.
Senator BOREN. Thank you very much, Senator Bentsen.
Senator Baucus?
Senator BAUCUS. Thank you, Mr. Chairman.
Commissioner, I apologize. I was not here when you earlier

spoke.
As I understand it, I think you made some reference to the pay-

roll tax deposit provisions in the bill I have introduced; and as I
further understand it you referred to them favorably. Is that cor-
rect?

Commissioner GOLDBERG. Yes. I referred to it before as S. 1610. I
believe it is also known as the Baucus bill. [Laughter.]

But, yes, that is correct, Senator.
Senator BAUCUS. You are a quick learner, Mr. Commissioner.

[Laughter.]
Commissioner GOLDBERG. Believe me.
As I said, the IRS should not have any stake in this. We want a

system that works best for the employers of the country. Our ini-
tial judgment was that the certainty we were providing and giving
more taxpayers the opportunity to go on a quarterly system was
going to be a better way to go. Having listened to taxpayers, having
looked at the legislation proposed, it is now clear to us that permit-
ting taxpayers to move to a monthly system, which is what S. 1610
does, is on balance a better way to proceed and that is the way we
would urge you to go.

Senator BAUCUS. Do you think there is a way to work with the
safe harbor provisions to not only protect the integrity of the
system, but also find a revenue neutral way of resolving?

Commissioner GOLDBERG. As Assistant Secretary Gideon testified,
it is clear that we can find appropriate thresholds that will move



some number of taxpayers to a monthly system, and can achieve
the other structural changes that are so important in terms of cer-
tainty, such as look back rules instead of "gottcha rules." I am con-
fident that we can get to a place that will be of great benefit to the
small business community.

Senator BAUCUS. I appreciate that. As you well know, small busi-
nessmen just hate the present provisions; and I know the Service is
not enamored with them either.

Commissioner GOLDBERG. I think we share the loathing. Yes.
Senator BAUCUS. I hope we can find a solution. Because we are

doing a lot of people in this country a great service if we can.
Commissioner GOLDBERG. I agree.
Senator BAUCUS. Thank you.
Senator BOREN. Thank you very much, Commissioner. And

again, thank you for the attitude that you are bringing to the job
and the task. It is something that is widely appreciated on this
committee.

Commissioner GOLDBERG. Thank you for your support.
Senator BOREN. Thank you very much.
Our next witnesses consist of a panel. We will now particularly

focus our attention on the issue of partnership taxation as covered
in this legislation.

John J. Flavio, Jr., executive vice president and chief financial
officer, TENERA, Berkeley, CA, on behalf of the Coalition of Pub.
licly Traded Partnerships; Mr. William Morris, Rogers & Wells, on
behalf of Investment Program Association, Washington, DC; Ms.
Denise Bode, president, Independent Petroleum Association of
America; Mr. Sean Brennan, director of taxes, Mesa Limited Part-
nership; and Mr. James Aughinbaugh, general tax manager of
Oryx Energy Company of Dallas.

We welcome all of you to this hearing and we will be interested
to hear your comments on the simplification provisions in regard
to the information that must be provided and then given by those
investing with limited partnerships, particularly also your assess-
ment of whether or not the provision as now written would require
the loss of the partnership of some of the present depletion allow-
ances and deductions.

I think what we will do is just go right down the line here and
begin with Mr. Flavio. Because of the size of the panel, I would ap-
preciate it if we could hold our comments. If you could summarize
your comments certainly to not more than 5 minutes, preferrably
to less than that, perhaps to 3 minutes, because I think we can
profit most from having an interchange and having you hit the
high points.

We will receive the full testimony of each of you and place your
full statements into the record.

Mr. Flavio?



STATEMENT OF JOHN J. FLAVIO, JR., EXECUTIVE VICE PRESI-
DENT AND CHIEF FINANCIAL OFFICER, TENERA, L.P., BERKE.
LEY, CA, ON BEHALF OF THE COALITION OF PUBLICLY
TRADED PARTNERSHIPS
Mr. FLAvio. Good afternoon, Mr. Chairman, and members of the

Subcommittee. My name is John Flavio and I am the executive
vice president and chief financial officer of TENERA, L.P., a pub-
licly traded partnership providing engineering and management
services to electric utilities and industrial clients.

I am testifying today as the Chairman of the Board of the Coali-
tion of Publicly Traded Partnerships, a trade association represent-
ing publicly traded partnerships or PTPs. The Coalition strongly
supports the efforts of this committee to simplify reporting for
large partnerships, eliminating what has been one of their greatest
problems in raising capital, the fear and loathing of the K-1 form
on the part of investors.

This has been a particular problem for PTPs as we attract small
investors who are less sophisticated than those investing in non-
traded partnerships and who are thus more deterred by complex-
ity.

The Coalition endorses S. 1394 overall. But there are some areas
that we believe need improvement or clarification. In addition, the
Coalition believes that the bill should address two areas of the Tax
Code that add unnecessary complexity by establishing different and
inconsistent rules for PTPs.

Let me begin with those two provisions. They are the separate
passive loss rule of Section 469(k), which states that passive income
from a PTP can only be offset against passive loss from the same
PTP and vice versa, and the special UBIT rule in Section 512(c)(2)
which states that tax exempt partner share of PTP income will be
treated as unrelated business income without the 512(b) exceptions
allowed other partnerships for income such as interest, dividends
and rents.

The Coalition was disappointed to find that the bill continues
these provisions without change. By treating PTPs differently from
other partnerships these provisions add unnecessary complexity to
the law. They discriminate not only against publicly traded part-
nerships, as opposed to non-traded partnerships, but also against
small investors, the very taxpayers this bill is trying to help, as op-
posed to wealthier investors.

PTPs attract small investors to a greater extent than non-traded
partnerships because the cost of the PTP units is lower than that
of interests in other partnerships and the liquidity of the units pro-
vides a ready means of retrieving their capital if necessary.

As explained further in my written statement, there is no policy
reason to justify this complexity and discrimination. The way a
partner's share of PTP income is treated under these two rules is
not only discriminatory but it is inconsistent.

Section 469(k) treats the PTP investor like a limited partner by
making him go through the passive loss regime; and if the calcula-
tions result in a net loss, suspending that loss. If the result is net
income, however, it then turns around and treats it as portfolio



income, as if it were a corporate dividend. Is it any wonder that
PTP investors are confused?

Then in Section 512(c)(2) the Code does another turnabout and
says to tax exempt investors that the income is not portfolio
income after all. It is trade or business income from a partnership
and must be taxed as unrelated business income. There will, how-
ever, be no look through to the source of the income at the partner-
ship level to see if qualifies for an exception, as is done with other
partnerships.

There is no consistent theory unifying these methods of taxing
PTP income. Legislation that retains this sort of irrationality
cannot truly be termed simplification.

There are two ways that Congress could resolve the problems
posed by these provisions and bring consistency to the treatment of
PTP income. The first would be to treat PTPs the same as other
large partnerships by repealing Sections 469(k) and 512(cX2).

A strong argument can be made that once a PTP earns partner-
ship classification by meeting the income requirements of Section
7704 it should then be treated as a partnership for all purposes of
the Code, rather than have corporate-like treatment in some areas
and partnership treatment in other areas.

Alternatively, Congress could separate PTPs out from other part-
nerships on a consistent basis by treating the partner's distributive
share of net ordinary income as dividend income for both purposes.
Under this alternative the PTP would net the income and loss
items included under paragraphs one and two of the new Section
772(a), passive income and loss, and portfolio income and loss, but
not capital gain, and report the result to its partners.

If the result were a net loss, it would be suspended as it is now.
If net income resulted, it would be treated by the partner as divi-
dend income for passive loss and UBIT purposes. Distributions
would continue to be treated as tax deferred return of capital. The
result would be major simplification for PTP investors who would
no longer have to wade through the Form 8582 and its attendant
instructions and worksheets.

Tax exempt investors, including individuals investing through
IRAs, which are the bulk of tax exempt investments in PTPs,
would no longer need to be concerned about exceeding the $1,000
income threshold and filing the Form 990.

I would like to move on to the due date of furnishing informa-
tion. The due date for providing K-is or whatever the new name
will be to partners is an item of great concern. Section 107 of the
bill requires large partnerships operating on a calendar year, as
most PTPs do, to provide information returns to the partners by
March 15 rather than the April 15 deadline.

No provision is made for late filing. This is a serious oversight
and we urge you to correct it.

The Coalition sympathizes with the drafter's desire to provide
partners with information well before they have to file their own
returns. We make every effort to do this. After all, our investors
can sell their units if they do not like the way we treat them.

I guess I am out of time. Thank you very much.
Senator BOREN. The bell seems louder than before the recess.

[Laughter.]



[The prepared statement of Mr. Flavio appears in the appendix.]
Senator BOREN. Mr. Morris?

STATEMENT OF WILLIAM MORRIS, ROGERS & WELLS, ON
BEHALF OF INVESTMENT PROGRAMS ASSOCIATION, WASHING-
TON, DC
Mr. MORRIS. Thank you, Mr. Chairman. My name is William

Morris. I am with the law firm of Rogers & Wells. I appear here
today in my capacity as general counsel to the Investment Pro-
gram Association.

On behalf of the IPA, I would like to publicly commend Chair-
man Bentsen and Ranking Minority Member, Senator Packwood,
for their effort in initiating tax simplification legislation, along
with the Treasury and the Internal Revenue Service who have la-
bored long and hard on this issue. I especially want to thank you
and the other members of your Subcommittee for taking the time
to hold these hearings today. They are an extremely important
step in the legislative process.

j would like to pick up on the compelling statement made by
Commissioner Goldberg on behalf of tax simplification. While we
endorse the proposals that are incorporated in the bill, we think
that there is one very important additional simplification item that
needs to be added.

I believe you have before you a series of forms that indicate the
modifications and additional simplification that we would hope to
achieve. For investors who receive $1,000 or less from a particular
partnership, we propose that they be able to list that income on
Schedule B just as they now list interest and dividends.

This would simplify their burden enormously. They would not
have to fill out a series of complicated schedules and attachments
they must now include with their tax return.

We also suggest that the capital gains and losses which each of
the investors may have from these partnerships be reported on
Schedule D. Credits of $300 or less could simply be shown, as we've
indicated, on the line for credits on the Form 1040, which on this
year's form was line 44 under "general credits."

We suggest that losses of less than $1,000 be permitted to be sus-
pended at the partnership level, so that individual investors would
not have to go through the horrendous calculations that have to be
made in completing Form 8582, which you will see is the last form
attached to the package.

We also propose that the definition of large partnership be set at
500 partners, as opposed to 250 partners; 500 partners is the level
generally used for securities purposes in establishing what is a
large publicly-offered partnership.

The Commissioner indicated that approximately 3,000 partner-
ships with over 9 million individual partners would be covered
under the proposal at the 250 partner level. We believe that at the
500 partner level, there would be about 2,500 partnerships and over
8 million individual partners covered, thereby still achieving signif-
icant simplification for many, many people; and hopefully eliminat-
ing some of the complexities and concerns that have been ex-
pressed by partnerships in that 250 to 500 partner range.



We would also like to point out, one of the changes proposed in
S. 1394 is that tax exempt interest would lose its character unless a
partnership had more than 50 percent of its assets invested in tax
exempt obligations.

We think there is really no sound policy reason for pursuing that
approach. We think tax exempt interest should retain its character
as tax exempt interest. An example of a problem arises in the case
of a low income housing partnership that is required to maintain
reserves to ensure the maintenance of the property. In that case an
effort is made to invest those funds in tax exempt bonds because
the investors in those transactions clearly are not expecting to re-
ceive taxable income. We think there really is no policy reason not
to permit the flow through of tax exempt interest.

The next point that was just mentioned by Mr. Flavio is the
issue of the due date for furnishing the 1099-K, or as we would
prefer to call it the K-99, so that it is not confused with 1099's. A
problem arises for us in connection with a partnership that holds
interests in a series of other partnerships. For example, we have
seen at least one partnership holding interests in 80 operating
partnerships.

In order to make it possible for that partnership to provide
timely distribution of information it has to have some grace period
after the initial due date for the furnishing of information from the
first partnership. We think that a 10 or 15 day grace period would
help ensure timely distribution of accurate information.

Senator BOREN. Let me ask this question. Others of you might
want to address this. It has already been raised by our first wit-
ness, this whole question of the reporting date. Because I under-
stand really you're usually giving investment information earlier,
around this time anyway.

If we were to go alead and change it to March 15, but allow
some grace period, and\also some reasonable provision in regard to
penalties for incorrect filing so that we stay at reasonable levels,
would that ease your feelings about changing that date somewhat
to March 15?

Mr. MORRIs. Yes. If we had some additional grace period within
which to furnish the information. It is in our interest to furnish
that information as early as possible.

Senator BOREN. Yes. Right.
Mr. MORRIS. Most of our investors would love to have it by Janu-

ary 31.
Senator BOREN. Sure.
Mr. MoRRIs. If we could get it to them by January 31 we would.

Our problem is that where we have large partnerships that have
interests in other partnerships, we just cannot get that information
out even though we press those partnerships for timely informa-
tion and try to get it out as early as possible.

Senator BOREN. Maybe there is room here for some compromise
between the April 15 and March 15 by allowing some reasonable
grace period and also making sure that any provision on penalties
for incorrect filing, inadvertent errors, are reasonable and not
penal.

Mr. MORRIS. That is extremely-



Senator BOREN. Excuse me. I took part of your time by getting
into the questioning. So why don't you go ahead and complete what
you wanted to say.

Mr. MORRIS. Thank you, Mr. Chairman.
I just have three other points I would like to mention very quick-

ly. One is we strongly support the concept of reporting both capital
gains and losses to partners on an annual basis.

Senator BOREN. Right.
Mr. MoRRIS. And not suspending capital losses at the partnership

level. We also think that there is a need for change with respect to
adjustments that are made for partners for deficiencies for prior
periods. We strongly support the notion of passing adjustments
through in the current year as a major simplification.

However, we would like to ensure that interest and penalties are
also flowed through to the limited partners because the limited
partners and not the partnership are the tax paying entities. To
create a regime under which the partnership is a tax paying entity
creates severe problems. A partnership is a conduit.

The other item that we are concerned about is the case of a sig-
nificant deficiency, of let's say $5,000 or more for individual limited
partners. We think that there needs to be a special provision cover-
ing a situation where partnership units have been transferred and
the owner of the partnership interest in the year to which the defi-
ciency relates may not be the owner of that interest in the year in
which the adjustment is made.

We think that where the adjustment is significant there has to
be some protection for that successor investor and that we should
be able to go back to the investor who held the interest during the
year to which the adjustment relates. Otherwise, it will require an
act of Congress to provide relief in some horror case; and we think
there is some flexibility needed.

And lastly, we think that partnerships for which a principal ac-
tivity is the buying and selling of commodities (not held as invento-
ry), options, futures or forwards with respect to commodities should
be treated in the same fashion as large partnerships holding oil
and gas assets which are permitted to be excluded from the large
partnership rules. We believe the treatment is appropriate for com-
modity pools, because of the unique way in which their assets are
marked to market.

Thank you very much, Mr. Chairman.
Senator BOREN. Thank you very much.
[The prepared statement of Mr. Morris appears in the appendix.]
Senator BOREN. Mr. Brennan?
STATEMENT OF SEAN BRENNAN, DIRECTOR OF TAXES, MESA

LIMITED PARTNERSHIP, IRVING, TX

Mr. BRENNAN. Chairman Boren, and members of the Subcommit-
tee on Taxation, my name is Sean Brennan. I am the director of
taxes for MESA Limited Partnership of Dallas, TX.

By way of background, MESA is an independent producer of do-
mestic oil and gas. We converted to a publicly-traded partnership
in 1985. Upon conversion we recognized $250 million in taxable
income.



Currently, MESA is one of the largest partnerships in the United
States, wit in excess of 125,000 partners.

My remarks this afternoon focus primarily on an amendment
that MESA would like to see incorporated into the simplification
bill. This amendment would provide an election for large partner-
ships to report unrelated business income "UBI" and pay unrelated
business income tax on behalf of their tax exempt partners. We be-
lieve that this amendment would simplify and enhance compliance
and is in accordance with the criteria that we understand was used
when this legislation was drafted.

Under the current law, UBI reporting is troublesome for all in-
volved. IRAs and other custodial tax exempt accounts often invest
in widely-held partnerships. For example, MESA has approximate-
ly 24,000 tax exempt investors. Of that 24,000 in excess of 20,000
are IRAs and other custodial accounts.

Although generally unknown by these small tax exempt inves-
tors, investments in widely-held partnerships create unrelated busi-
ness income. Any investment which generates $1,000 of gross UBI
income, irrespective of whether or not there is net taxable UBI
income, requires that these accounts file an annual tax return,
Form 990-T with the IRS. In addition, to make that filing, these ac-
counts are required to apply for and receive an employer identifica-
tion number from the JR, which otherwise is generally not needed
for these accounts.

On top of the complexities faced by IRA's, the current UBTI
rules provide a significant disincentive for investment in PTPs by
large institutional tax exempt entities.

MESA's proposed amendment would provide a widely-held part-
nership, as defined under the bill, an election to file a single com-
posite UBI return on behalf of its tax exempt partners. Although
we are working with the tax writing staff on the details, our gener-
al suggestions are as follows:

The election would be made on an annual basis at the time the
partnership's tax return is filed. The UBI attributable to the tax
exempt partners would be calculated and included at the partner-
ship level in a single return.

The taxes would then be paid using a single rate, which would be
set so as to approximate the general effective tax rate under cur-
rent law. Since the partnership would be calculating and filing this
return, any adjustments to UBI, including additional tax, interest
and penalties would be payable by the partnership.

MESA believes that this proposal, if included, would create a sig-
nificant number of benefits to all the parties involved. First, IRAs
and other retirement accounts would no longer be subject to cur-
rent complicated administrative compliance requirements and spe-
cifically would no longer need to file an annual form.

Second, we believe the IRS would achieve a significant reduction
in the number of filings, as well as recognize enhanced compliance
with the current rules on top of a centralized audit system in
which to administer the current rules. In addition to the revenue
enhancement brought about by enhanced compliance, we believe
there would also be reduced IRS administrative costs.

Thirdly, the partnerships would generally benefit because signifi-
cant current barriers to institutional tax exempt investment would



be removed. We believe this ultimately would result in making ad-
ditional capital available to such critical industries as domestic real
estate and domestic energy.

Mr. Chairman, MESA and I thank you and the entire Subcom-
mittee for holding these hearings on Senate Bill 1394.

Senator BOREN. Let me ask you this one question. Under the cur-
rent law the tax exempt organization is allowed an annual $1,000
deduction against its unrelated business taxable income from all
sources.

I wonder how would you or any partnership know whether all
the partners would be entitled to take all or part of the $1,000 de-
duction in that they might have multiple investments in other
partnerships, other non-related business income? How would you
go about that problem?

Mr. BRENNAN. Mr. Chairman, I don't believe the partnerships
really would be able to know. I would propose the use of some in-
termediate rate that reflects the current revenues being generated,
or some other rate, lower than the maximum rate, which approxi-
mates the affect that multiple exemptions are available to the part-
ners.

This is something that in a similar situation MESA has done
with respect to non-resident partner reporting for various States.
We have a similar concept where we go in and file a single return
on behalf of our non-resident partners and pay a flat tax at an
agreed upon rate with the States.

Senator BOREN. So what would be the revenue offset of any possi-
ble loss from a multiple claim? That's how you would do that?

Mr. BRENNAN. Well, right now we believe there is significant
non-compliance with the filing requirements altogether. To aggre-
gate and actually get the UBI being generated into a return and
taxed at virtually any rate we believe would enhance revenues.

Senator BOREN. Thank you very much.
[The prepared statement of Mr. Brennan appears in the appen-

dix.]
Senator BOREN. Mr. Aughinbaugh?

STATEMENT OF JAMES R. AUGHINBAUGH, GENERAL TAX
MANAGER, ORYX ENERGY COMPANY, DALLAS, TX

Mr. AUGHINBAUGH. Mr. Chairman, thank you for the opportuni-
tymto appear before you today. My name is Jim Aughinbaugh and
Im the general tax manager for Oryx Energy Co., which is the
managing general partner for Sun Energy Partners, limited part-
nership. Sun Energy is a large oil and gas partnership.

My testimony will address the large partnership audit proce-
dures and the matching provisions proposed in the Tax Simplifica-
tion Act of 1991.

Large partnership audit provisions: Oryx opposes these for three
reasons.

First, we believe that these provisions would be unfair to part-
ners. These provisions would transfer prior year's tax liabilities to
current partners of the partnership, including partners who have
just joined the partnership. The current partners will be required
to pay the old tax liabilities directly out of their own pockets.



Second, the proposed audit rules would decrease the marketabil-
ity of interest in large partnerships. A partnership interest could
carry with it a large but unknown tax liability. Potential investors
would not want to purchase these interests.

Third, the proposal would actually increase complexity. The pro-
posals create different audit procedures for different partnerships
and for different partners. More rules and procedures mean great-
er complexity. This is not simplification.

We believe the current audit rules should be retained for all
partnerships. If additional change is necessary to facilitate admin-
istration of the tax laws by the IRS we suggest that consideration
be given to the possibility of eliminating partner participation in
large partnership audits so that any resolution of an issue at the
partnership level could automatically bind the partners. This
would allow the IRS to directly bill the persons who were partners
during the year subject to the adjustment.

Matching provisions: The Act includes two provisions that at-
tempt to facilitate matching of items reported on the tax return of
large partnerships with the items reported on the tax returns of its
partners.

These two provisions are the mandatory consistency requirement
and the magnetic media reporting requirement. Oryx opposes both
of these provisions because matching is not feasible in the case of
oil and gas partnerships and the proposals will require costly
system changes and administration without achieving the desired
results.

Mandatory consistency in filing: The Act would require a partner
of a large oil and gas partnership to file consistently with the part-
nership s return. Oil and gas parterships are not subject to the
proposed simplified reporting rules'for large partnerships.

Therefore, they will continue to pass through as many as 30 or
40 items of income and expense to their separate parties. Many of \
these items will be treated differently at the partnership and the
partner level.

For example, a partnership's tax return allocates intangible drill-
ing and development costs among the partners in accordance with
their sharing ratios. A partner that is an integrated oil company,
however, is permitted to deduct only 70 percent of the IDC passed
to him. The partnership's tax return and the partner's tax return
would not match in this case.

Other items that would be treated differently on the tax returns
of the oil and gas partnership and its partners include deprecia-
tion, passive income or loss subject to the passive activity rules,
and tax items calculated with reference to the tax basis of partner-
ship property when the partnership has made a Section 754 elec-
tion.

These examples illustrate 'that a partner in many cases cannot
file consistently with the tax return of the partnership. Yet the
proposal requires a partner to do so or pay a penalty, even if to do
so would perpetuate a known error.

Currently law requires partners to file consistently with the
partnership's tax return or notify the IRS of any inconsistency in
filing. We believe the current law should be retained in the case of
large oil and gas partnerships that are not subject to the simplified



reporting rules. The notice of inconsistent treatment now required
is more than adequate to alert the IRS of any discrepancies.

Reporting on magnetic media: The Act authorizes the IRS to re-
quire all large partnerships to file by magnetic media to permit the
IRS to match the tax returns of large partnerships with the tax
return of their partners. This provision, if adopted, would require
us to develop additional systems to allow us to report on magnetic
media. Developing and administering these systems would be
costly.

The only justification advanced by the IRS for this requirement
is the desire to facilitate matching. Yet as just discussed, matching
often is not possible in the case of oil and gas partnerships.

Mr. Chairman, I would be pleased to answer any questions you
may have.

Senator BOREN. Thank you very much.
First let me say that we are appreciative to you and your staff

for working with the staff of the committee on many of the techni-
cal points that you have raised. I know we have been able to re-
solve some of them, and obviously not all of them from your testi-
mony. But your testimony will be very helpful to us as we go back
over some of these proposals in detail.

I would be curious to know your reaction to the proposal made
by Mr. Morris in his statement, that in terms of the liability,
you've talked about this problem in terms of the liability of part-
ners for previous years, those that have been partners only recent-
ly, let's say. We might modify the current year's partners maxi-
mum liability for some adjustment relating to prior tax years with
some sort of a cap on the amount of liability that would be
charged:

How do you respond to that suggestion?
Mr. AUGHINBAUGH. I think it is a step in the right direction.
Senator BOREN. But you would just like not to see any liability

whatever?
Mr. AUGHINBAUGH. I would like to see the original partner have

the liability.
Senator BOREN. Have the liability as opposed to those of the cur-

rent partners?
Mr. AUGHINBAUGH. Right.
Senator BOREN. Thank you very much. I appreciate your testimo-

ny.
Mr. AUGHINBAUGH. You are quite welcome.
Senator BOREN. We are pleased to welcome Denise Bode, Presi-

dent of the Independent Petroleum Association of America. I be-
lieve, is this your first appearance before the committee as the
President of the IPAA?

Ms. BODE. Yes, it is.
Senator BOREN. Is is a little hard for me to operate up here be-

cause she used to be back behind me here as a member of my staff
in the ancient past. But we welcome you and would value your
comments on behalf of IPAA.



STATEMENT OF DENISE A. BODE, PRESIDENT, INDEPENDENT
PETROLEUM ASSOCIATION OF AMERICA, WASHINGTON, DC

Ms. BODE. Thank you very much. As I said, my name is Denise
Bode. I am president of the Independenit Petroleum Association of
America. I welcome the opportunity to comment on behalf of our
National association which represents 5500 independent crude oil
and natural gas explorers and producers in 33 States with oil and
natural gas production.

The IPAA includes among its members a number of publicly-
traded master limited partnerships besides the significant number
of smaller partnerships in which our members maintain interests.

IPAA does support the concept of simplified reporting to the
extent that new requirements reduce the number of items required
to be separately reported to partners. Yet primarily because oil and
gas partnerships that elect the simplified reporting benefits under
the Act are subject to the loss of percentage depletion benefits, the
Act will significant reduce the attractiveness of oil and gas invest-
ments held in partnership form.

Minimum tax reform is also of paramount importance. Much of
the complexity that is prevalent in oil and gas partnerships has re-
sulted from the impact of the minimum tax laws. The oil and gas
industry is subject to numerous adjustments for purposes of the
minimum tax resulting from the treatment of drilling costs, per-
centage depletion and equipment depreciation.

The need to separately state these items would be eliminated for
the majority of investors if the different treatment of these items
was modified.

Domestic producers should be allowed to use their long estab-
lished, ordinary and necessary business deduction, such as drilling
costs, and the allowance for the depletion of the resource. We want
to be treated equally, just like any other small business.

At a time when investment in domestic petroleum resources in a
perilous decline due to problems with oil and natural gas price vol-
atility and a lack of capital, current tax law only serves to exacer-
bate the problem.

For instance, due to price volatility and the complexity of the
minimum tax, a potential investor may not know if he made a wise
decision to drill until almost a full year after the drilling date.
Given the risks an investor must undertake, he needs little addi-
tional aggravation in the form of punitive and regressive tax provi-
sions.

The IPAA feels that the Congress would best advance the goals
of tax simplification and wise energy policy by not penalizing these
legitimate business deductions under the minimum tax.

On simplified reporting and percentage depletion the simplifica-
tion bill provides that the simplified reporting requirements would
not apply to large oil and gas partnerships unless the partnership
makes an election to apply these requirements.

IPAA supports this elective treatment in view of the fact that
drilling costs and percentage depletion must often be separately
stated to comply with other provisions of the Internal Revenue
Code. However, a partnership electing the simplified reporting re-
quirements must forego the benefits of percentage depletion and



can only deduct cost depletion. The loss of percentage depletion
benefits would severely reduce the attractiveness of oil and gas in-
vestments held in partnership form.

The IPAA recommends that there should be no limitations on
the allowance of percentage depletion deductions by large partner-
ships electing simplified reporting. In order to advance the goals of
simplified reporting, depletion could be computed at the partner-
ship level, except for those partners otherwise excluded from the
simplified provisions.

With regard to proposals affecting assessment of deficiencies
with respect to widely-held partnerships, the bill provides for a
number of changes in the audit procedures of widely-held partner-
ships apparently arising out of the recommendation in the Depart-
ment of Treasury study that audit procedures should be changed.

However, we question the need for changes in this area based on
the Treasury Department's conclusion that a significant amount of
unreported partnership income exists from widely-held partner-
ships. The Treasury study is notable in that it offers no factual evi-
dence to back up this conclusion. However, the approach adopted
in the bill is a major policy change, would severely damage the
ability of partners to resell partnership interests and would impose
an unfair burden on partners by subjecting them to tax on income
they have never received.

The IPAA is opposed to the changes in the partnership audit pro-
cedures contained in the bill. If changes must be made, we recom-
mend that changes apply to publicly-traded partnerships only and
those partnerships that are not publicly-traded and were formed
for the purposes of conducting a single business venture must be
exempted from the new rules.

With regard to magnetic media filing and the advance of the due
date for furnishing information to partners, we have also furnished
written comments concerning the magnetic media filing require-
ment and the advance of the due date for furnishing information
returns to partners.

In brief, we recommend that only the oil and gas partnerships
that have elected the simplified reporting provisions should be sub-
ject to magnetic media reporting. In addition, we believe that more
flexibility should be provided to partnerships to extend the due
date for filing partnership returns and sending information returns
to partners if reasonable cause exists for a later filing.

We appreciate the opportunity to testify and I would be pleased
to answer any questions that you may have.

Senator BOREN. Thank you very much.
[The prepared statement of Ms. Bode appears in the appendix.]
Senator BOREN. Let me ask, would the rest of you concur with

what Ms. Bode has just said in terms of the audit provisions as now
written or not, in terms of this problem of reliability?

Mr. FLAvIo. I would like to respond. I would say that we feel a
little bit differently about that, that we do not think it would put
partners at a significant .disadvantage, just like a corporate securi-
ty owner who buys his security, who may have a tax problem down
the road. So we do not see that it would be at a disadvantage.

Senator BOREN. Do others of you want to comment?



Mr. BRENNAN. I would like to comment in that with respect to
MESA it is a valid point, although an argument could be made
that a tax liability is no different than any other liability that a
partner would buy into currently.

Our biggest concerns right now with the audit and the adminis-
trative proposals is the fact that in terms of retaining current
policy, most of the significant limitations on utilizing current de-
ductions and, operating losses are retained under the proposal,
such as passive losses, basis limitations, at risk, et cetera.

However, when it comes to imposing interest and penalties, the
assumption is made that the deductions were utilized immediately
at a maximum rate.

Senator BOREN. Right.
Mr. BRENNAN. So our major concern is not so much the new

partner buying in as much as it is the mismatch that you are
paying interest on items of deductions-

Senator BOREN. In terms of the assumption on the basis of penal-
ties.

Mr. BRENNAN [continuing]. That may not have been realized by
any one.

Senator BOREN. Would you all agree that is a problem?
Mr. Morris, did you want to add a comment on that?
Mr. MORRIS. I guess our concern is that there is sort of a balanc-

ing of interest here. One of the difficulties that is faced currently is
going after thousands of limited partners for very small amounts of
additional tax; and-under existing law you have to have a separate
procedure with respect to each individual.

Senator BOREN. Right.
Mr. MORRIS. So we felt that it really is a major step forward to

come up with some sort of a mechanism for making those adjust-
ments where there are small items.

Our concern is with a situation where an individual gets stuck
with a large deficiency that was never anticipated.

Senator BOREN. Right.
Mr. MORRIS. We think it is extremely rare that it would happen,

but we would hate to see a horror case occur where it would take
actually additional legislation to correct it.

Senator BOREN. That is the reason you want to see some sort of a
cap.

Mr. MORRIS. Right. We would like some sort of a protection in
there against a horror case.

Senator BOREN. Mr. Aughinbaugh, I gather you would agree with
what Ms. Bode said, go further than the cap from your previous
comments.

Mr. AUGHINBAUGH. Yes.
Senator BOREN. Ms. Bode, let me ask one last question on the po-

sition of the IPAA. If a way were found to allow for use of the sim-
plified procedures without the loss of percentage depletion, would
the IPAA then be in favor of the legislation?

Ms. BODE. Oh, definitely. In fact, that is what we have been
saying, is that we think that it can be fixed so that you can exclude
those partners who they are concerned about, who are, for exam-
ple, subject to the depletable quantity limitations.

Senator BOREN. Right.



Ms. BODE. That you can exclude those folks and still allow those
people who are now appropriately able to use percentage depletion
to continue to use percentage depletion.

Senator BOREN. To continue to do so.
Ms. BODE. To continue to do so.
Senator BOREN. Well, I am very hopeful we can do that. Because

it would be a shame to deny and make it really uneconomic for
those who now get some benefit from percentage depletion, given
the economics of the oil and gas industry, strictly the independent
sector, to have to give up percentage depletion in order to have the
advantages of simplification.

I would turn to Senator Baucus. Any questions of this panel?
Senator BAUCuS. No questions, Mr. Chairman. Thank you.
Senator BOREN. Senator Moynihan has joined us.
Senator MOYNIHAN. No questions, Mr. Chairman.
Senator BOREN. Thank you very much.
Well, I thank the panel for being with us. There may be some

additional questions that we want to address to you and I assure
you we will put your full statements into the record as if presented
to us today.

Mr. FtAvio. Thank you very much, Mr. Chairman.
Mr. BRENNAN. Thank you.
Senator BOREN. I apologize as I call up the next panel, Mr.

Robert Perlman, vice president, tax, customs and licensing, Intel
Corporation, Santa Clara, CA, on behalf of the Tax Executive Insti-
tute; Mr. Robert Mattson, Assistant Treasurer, IBM, on behalf of
National Association of Manufacturers; Mr. William Dakin, Senior
Tax Counsel, Mobil Corp., on behalf of the National Foreign Trade
Council; and Mr. Murray Scureman, Governmental Affairs of the
Amdahl Corp. on behalf of the Coalition on the PFIC Provisions.

Let me say that I apologize to the members of the panel. I have
to go now to chair another committee, another meeting, and let me
say also that I look forward to hearing the comments of our next
panel as well. Mr. Fred Corneel, Mr. Mike Roush, who I know has
worked with us on our proposal on retroactive regulations on
behalf of NFIB, Ellen Nissenbaum, and Lloyd Plaine on the estate
and gift tax provisions that are a long interest of mine.

But I want to assure you that I will read the testimony of each of
these two panels and I appreciate the fact that my colleague, Sena-
tor Baucus, has agreed to help me because of these pressures of
schedules to complete the hearings.

We will proceed under the rule as we were just operating. And,
obviously, with so many to make comments, we would appreciate it
if you could summarize your testimony in 3 to 5 minutes, hitting
the high points in an informal way. We will put your full state-
ments into the record. Then that will enable us to focus on the
principal points that you wish to make.

So we will begin with Mr. Perlman and I will turn the chair over
to my colleague, Senator Baucus.

Senator MOYNIHAN. Mr. Chairman, may I have a statement in
the record on the passive foreign investment company provisions
that Mr. Scureman will give testimony on?

Senator BOREN. Without objection, we will include your state-
ment in the record.



Senator MOYNIHAN. Thank you.
[The prepared statement of Senator Moynihan appears in the ap-

pendix.]
Senator BOREN. Mr. Perlman.

STATEMENT OF ROBERT H. PERLMAN, VICE PRESIDENT, TAX,
CUSTOMS AND LICENSING, INTEL CORP., SANTA CLARA, CA, ON
BEHALF OF TAX EXECUTIVES INSTITUTE, INC.
Mr. PERLMAN. Thank you, Mr. Chairman. I am Bob Perlman,

vice president of tax, licensing and customs for Intel Corp. in Santa
Clara, CA. I am here today in my capacity as Senior Vice President
of the Tax Executives Institute.
TEI is a professional association of corporate tax specialists that

place special emphasis on the administrability of the tax law. Our
4,700 members do not interact with the tax laws as consultants or
advisors, but rather work in the tax departments of the 2,000 larg-
est companies in North America.

Our members deal with the Code's complexity day-in -and day-out
and they are responsible for ensuring their company's compliance
with the laws. They know first hand the hidden cost that complex-
ity imposes on international competitiveness. While U.S. companies
are becoming more efficient and productive their tax departments
are requesting additional resources to do such things as multiple
depreciation and inventory calculations and hundreds of separate
foreign tax credit basket computations. Senior management often
has a difficult time reconciling this need with other hard decisions
they are forced to make. TEI commends the Committee for recog-
nizing the need for simplicity. W6 believe the introduction of S.
1394 and the scheduling of these hearings are positive signs of Con-
gress's commitment to simplification.

We recognize that the simplification process is an incremental
one, and that the bill cannot be all things to all people. Neverthe-
less, we would be less than candid if we did not express our disap-
pointment as to the overall scope and tenor of S. 1394.
TEI strongly urges the Committee to step back and view simplifi-

cation not only as an end unto itself, but as a necessary step to en-
suring the continued ability of U.S. companies to compete abroad.
It would be a mistake to consider issues strictly on revenue
grounds. It would also be a mistake to ignore problems caused by
the Tax Reform Act of 1986.

For example, S. 1394 does not address the overwhelming require-
ment of the 1986 Act that a separate foreign tax credit "basket" be
created for each so-called 10/50 company. There has, however, been
almost universal agreement, including that of the Treasury, that
something must be done to relieve taxpayers and the IRS of the
burden of dealing with potentially hundreds or thousands of sepa-
rate foreign tax credit calculations.

To side-step the problem, as the bill does, is to lose a golden op-
portunity for real simplification. Fortunately, S. 936-which was
introduced by Senator Baucus--would create a single basket for all
10/50 companies or at the taxpayer's election a look-through rule
for such companies. We strongly support this provision.



We also recommend that Congress deal forthrightly with the tre-
mendous unnecessary complexity spawned by the application of the
uniform capitalization rules to foreign corporations. Again, while S.
1394 ignores the problem, S. 936 would provide meaningful relief
from the administrative and compliance burdens placed on U.S.
companies operating abroad at minimal cost.

Mr. Chairman, there are two other foreign provisions I wish to
comment on. The first relates to the translation of foreign taxes.
The 1986 Act changes to this area were, quite frankly, unnecessary
and unworkable. As drafted, the bill would work no simplification
but would merely authorize the Treasury to issue regulations
which would provide at best modest relief.

TEI recommends that the Committee take up the issue directly
and provide a return to prior law or a statutory-year-of-accrual
rule. Such a rule is provided for in S. 936, and would make it possi-
ble for taxpayers to comply-with the law and for the IRS to audit
that compliance.

The other provision almost belies the title of the bill. The pro-
posed changes to the Code's anti-deferral rules are anything but
simple. The passive foreign corporation or PFC proposal was
prompted by concern about the overlapping of three or four differ-
ent sets of rules, most notably the Subpart F and PFIC provisions.

The PFIC rules were originally intended to patch a perceived
hole in the Subpart F wall. Rather than acting as a repair, howev-
er, the PFIC rules have eclipsed Subpart F and established a more
onerous regime. The easiest, simplest way to address the problem
would be a single sentence in the PFIC rules: "These rules will not
apply to controlled foreign corporations subject to Subpart F."

Regrettably, the bill does not take that approach--or the alterna-
tive approach of modifying or eliminating the assets or gross
income tests. Instead, this bill would create an entirely new struc-
ture layered on top of the existing provisions. The proposal is not
only complicated, but would further erode the Code's time-honored
principal of deferring current tax on foreign earnings where no
abuse is involved.

We urge the Committee to carefully consider whether the PFC
rules can truly be squared with the goals of the simplification initi-
ative.

Mr. Chairman, I encourage the committee to seize the initiative
and to work expeditiously to effect real tax simplification in the
same vein as the Commissioner is taking the initiative on his part.

Enactment of a bill such as S. 936 will not only underscore Con-
gress's commitment to the concept of simplification but will pay
dividends in terms of U.S. productivity and competitiveness far
beyond the five-year budget window.

I will- be happy to respond to your questions. Thank you.
Senator BAUCUS. Five minutes, bing. Wow! That timing is per-

fect.
[The prepared statement of Mr. Perlman appears in the appen-

dix.]
Senator BAUCUS. Mr. Mattson?



STATEMENT OF ROBERT N. MATTSON, ASSISTANT TREASURER,
IBM CORP., ARMONK, NY, ON BEHALF OF NATIONAL ASSOCIA-
TION OF MANUFACTURERS
Mr. MArrsON. My name is Bob Mattson. I am assistant treasurer

of the IBM Corp. responsible for the company's worldwide tax oper-
ations. I appreciate the opportunity to be here today to present
NAM's views on the pending legislation for simplifying the U.S.
Tax Code.

NAM commends Chairman Bentsen for his leadership in intro-
ducing a primary tax simplification bill, S. 1394. NAM also ap-
plauds S. 936 introduced by Senator Baucus which would substan-
tially simplify the rules governing international activity by U.S.
based companies without materially affecting their U.S. tax liabil-
ities. NAM urges the committee to include the provisions of S. 936
in the tax simplification bill.

The first goal of tax simplification should be to maintain the ex-
isting corporation tax rates. The U.S. corporate tax rate has result-
ed in substantial benefits to U.S. global companies. A major, reason
for this, and often overlooked, is that the benefit from a reduced
U.S. corporate tax rate is that it encouraged other countries to sig-
nificantly lower their tax rates.

The 1986 tax rate reduction, unquestionably the most positive
tax policy achievement of the last decade should under no circum-
stances be reversed.

A dramatic change in the 1986 Tax Reform Act was the layer
upon layer of complex rules that were directed at U.S. corpora-
tions' activities outside the United States. Many of these provisions
did not raise revenue, but were enacted because of the fear that in
some way the lower U.S. rate operating in conjunction with the for-
eign tax credit had to be back stopped by a set of complex protec-
tive rules.

After examination of these rules, most experts agree that the
level of complexity is unwarranted. It is important to note that
similar costs are not borne in other countries by their taxpayers
and our competitors.

What was imposed on America's global companies in the 1986
Tax Reform Act included nine multiple complex separate limita-
tion basket calculations of the foreign tax credit.

Furthermore, the "10/50" basket, which affects our joint ven-
tures that we have to deal with around the world, can result in
hundreds, if not thousands of separate limitation calculations, de-
pending on the form of joint venture operations abroad and it
interferes greatly with those operations.

It also requires complex allocations of numerous categories of do-
mestic expenses and burdensome translation of foreign taxes. The
member companies of NAM have experienced an increased burden
of the cost of data collection, an increase in the tax return prepara-
tion time, increased costs to deal with the dazzling maze of intri-
cate compliance steps in meeting the rules, and increased compli-
ance personnel requirements.

I would like to refer to the chart on my left and I would visually
try to give you a picture of what is happening to show how much
complexity and burden there is. At first our company, as most



multi-nationals and most global companies do, has to send a tax in-
struction package out to over 129 countries. Companies in those
countries and their personnel have to prepare all this information.
We have to try to explain to them the U.S. Tax Code so we can get
the information back.

This generates over-
Senator MOYNIHAN. That would mean companies overseas?
Mr. MATTSON. Overseas. Personnel of companies overseas. Ger-

mans, French, Japanese, Ghanians, throughout the world.
This generates over 3,000 separate tax reports prepared by the

countries and sent back to the U.S. parent. There are 31 different
reports under the current tax law that a country entity has to pre-
pare.

Dividend analysis information is obtained from country entities,
with amounts remitted, dates of payment, exchange rates for cur-
rency translation, and withholding tax information. Each individ-
ual income tax payment by the foreign entity has to be converted
into U.S. dollars as of the tax payment date.

Tax reports received from the foreign entities must be examined,
cross checked-3,000 or more of these-and verified for accuracy.
These require time-consuming and extensive analyses. Data inputs
and calculations of earnings and profits adjustments are verified
prior to input, in our case we input it into a massive software pro-
gram which we acquire from Price Waterhouse, their international
tax management system, with numerous modules.

We have to develop in our company numerous Lotus software
models to calculate deemed foreign tax credits related to dividends
from each entity. Overall basket information is controlled by the
U.S. model, Lotus models, and then backed up by this Price Water-
house system. And this is a small fraction of the work that has to
be done.

This information has to be imputed into Form 1118's, over 200
pages in our return. Hundreds of separate Form 5471's, over 1,500
more pages have to be prepared. The company employs 25 tax pro-
fessionals, plus about 5 part-time college students, working over 8
months, often requiring overtime to accomplish the above tasks.

The Internal Revenue Service then comes in and spends 2 to 3
person years just skimming the surface of all of this work.

In conclusion, one of the most disturbing myths burdening Amer-
ican tax policy today is that tax simplification will result in lost
revenue. In many cases simplification will actually increase reve-
nue by reducing unnecessary costs of compliance.

This concludes my prepared statement and I would be glad to ad-
dress any questions.

Senator BAUCUS. Thank you, Mr. Mattson.
[The prepared statement of Mr. Mattson appears in the appen-

dix.]
Senator BAUCUS. Mr. Dakin, you are next.
Mr. DAKIN. Thank you.



STATEMENT OF WILLIAM G. DAKIN, SENIOR TAX COUNSEL,
MOBIL CORPORATION, FAIRFAX, VA, ON BEHALF OF NATIONAL
FOREIGN TRADE COUNCIL, INC.
Mr. DAKIN. I am William Dakin. I am senior tax counsel to

Mobil Corp. and I am appearing on behalf of the National Foreign
Trade Council, which is a group of some 500 U.S. companies en-
gaged in international trade.

It is we who are the people who have to collect the data, keep
the records, and make the calculations required by the tax law.
Simplifying the foreign provisions of the Code is a high priority for
the NFTC and its member companies.

I would first like to give recognition to the professional staff for
the highly fine job that they have done in the technical prepara-
tion of this bill. It is clear that a lot of hours have been put in and
a lot of hard thought has been given.

Given the constraints of no revenue impact and no policy
changes, narrowly defined, it would be very difficult to come up
with substantial kinds of simplification.

I am going to first discuss why it is that we feel that the propos-
als in S. 1394, while technically very well drafted, do not appear as
a practical matter to accomplish much simplification for many U.S.
multi-national taxpayers. One of the proposals would be quite help-
ful, another would be harmful.

Then I would like to discuss briefly S. 936, the Foreign Tax Sim-
plification Act of 1991, which we believe would reduce compliance
costs without much revenue impact.

To simplify the written submission, the anti-deferral provisions
of the Code simply define when U.S. taxpayers are going to be
taxed on income that is earned by foreign corporations, either cur-
rently as it is earned or later when it is distributed to them as divi-
dends.

Now what the bill does in this area is to try to simplify the over-
lapping provisions that now apply by essentially taking the rules
that apply to individual investors and applying them across the
board to all taxpayers, including very large foreign subsidiaries of
U.S. multi-nationals.

As Commissioner Goldberg pointed out in his testimony regard-
ing the foreign tax credit, it is not always readily apparent that
rules that are appropriate for small individual taxpayers are ap-
propriate for very, very large foreign corporations engaged in trade
or business.

We think that the drafters of Subtitle A deserve credit for doing
a good technical job of the task that they set for themselves and we
think that their proposals could well be helpful to individual inves-
tors and to closely-held businesses.

The reason that we do not think that they would be terribly
helpful to large publicly-traded U.S. multi-nationals is that many
of the rules that would be repealed or consolidated do not apply to
publicly traded companies and therefore since they already do not
apply repealing those rules does not appear to us to accomplish
much simplification for them.

We would all like to solve the PFIC problem. In our opinion, a
simpler way to do it, without adding new complexities and without



adversely affecting competitiveness would be to exempt controlled
foreign corporations from the new PFIC rules because they are al-
ready adequately covered by the Subpart F rules.

An exemption for controlled foreign corporations would not solve
the problem for non-controlled foreign corporations, but it would be
a very constructive step. So we would recommend relying on Sub-
part F to tax the foreign subsidies of U.S. multi-nationals and use
the approach in the bill of combining the foreign personal holding
company rules and the PFIC rules to provide a simplified way of
taxing the non-business income of individuals.

We strongly support the proposal to extend Section 1248 of the
Code, which says that when you sell stock in a foreign corporation
the gain on that sale is treated as a dividend to the extent that it is
the equivalent of distributing that company's retained earnings.
That is a helpful step which we strongly support.

We do not support the proposal to repeal Section 960(a)(3) of the
Code. That is a provision that if income has already been taxed to
a U.S. taxpayer under Subpart F, then when that income is subse-
quently distributed it is not taxed a second time; it is treated as a
distribution of previously taxed income. But if additional foreign
taxes have been paid on that income, the U.S. taxpayer is entitled
to claim them. We think that that is a sound provision and should
be retained.

The National Foreign Trade Council, in common with many busi-
ness organizations, has submitted lots of recommendations on sim-
plification. Five of those generally supported ideas are incorporated
in S. 936 which-was introduced by Senator Baucus on April 25.

We commend S. 936 to the committee because it would provide
genuine simplification and workload reduction for U.S. companies
engaged in international trade. It addresses the compliance prob-
lems which U.S. companies actually face. The proposed solutions
seem to us to be practical. They enjoy very broad-based business
support and we would urge that they be incorporated in any sim-
plification bill which the Committee may report out.

Thank you very much for the opportunity to testify. I would be
happy to take questions later.

Senator BAUCUS. Thank you, Mr. Dakin.
[The prepared statement of Mr. Dakin appears in the appendix.]
Senator BAUCUS. Mr. Scureman?

STATEMENT OF MURRAY SCUREMAN, VICE PRESIDENT, GOVERN-
MENT AFFAIRS, AMDAHL CORP., SUNNYVALE, CA, ON BEHALF
OF THE COALITION ON THE PFIC PROVISIONS, ACCOMPANIED
BY THOMAS A. O'DONNELL, COUNSEL TO THE COALITION ON
THE PFIC PROVISIONS, BAKER & McKENZIE, WASHINGTON, DC
Mr. SCUREMAN. Thank you, Mr. Chairman. My name is Murray

Scureman and I am vice president of government affairs for the
Amdahl Corp. I am here today representing a Coalition of 17 com--
panies to discuss the negative impact that we are all experiencing
as a result of the overbreadth of both the current and proposed
PFIC provisions.

Joining me here at the table is Tom O'Donnell, the counsel for
the Coalition.



Amdahl is a $2.1 billion California-based high technology compa-
ny and was ah entrepreneurial success story in the early 1970s
when our founder raised nearly $50 million to develop the indus-
try's first large scale IBM compatible mainframe computer, ship-
ping that first machine to NASA in 1975.

In 1976 we had our first international sale and in 1978 we
opened a plant in Ireland to service the international business,
which by last year had grown to nearly 50 percent of our revenues.

Amdahl's situation is typical of the PFIC problem. Although we
have been profitable from the beginning it was clear that the U.S.
market alone would not be sufficient to support both the operation-
al drains on investments and the cost of R&D investment necessary
to fund the development of future systems.

Aggressive expansion outside the U.S. then led to the building of
a plant within the EC in order to be competitive in that market-
place. Ireland was chosen as the plant site for a number of reasons,
obviously including favorable Irish tax treatment.

As an American high technology start-up company that was only
in its third year of profitable operation, building a plant in a high
tax country such as Germany was simply out of the question. The
economics of remaining competitive depended upon our ability to
generate substantial profits to be reinvested in our expansion
abroad.

The current PFIC provisions threaten these financial assump-
tions at a time when American companies are having their great-
est difficulty remaining competitive. With the advent of EC-92 we
could be facing even more competition from the Europeans and the
Japanese who are investing in the EC at a furious rate and are not
burdened by anything comparable to PFIC.

The distortion in this case is created by the "ASSET" test, which
states that a corporation is a PFIC if 50 percent or more of its
assets measured by value are passive. Much has already been said
about the mechanics of the ASSET test. Let me say here that we
strongly recommend that CFCs not be subject to the asset test as
proposed in the legislation introduced by Senators Moynihan and
Packwood.

I would now like to share with you a few business examples
where the asset test forces companies in the Coalition to engage in
expensive and time-consuming activities to avoid accidental PFIC
status.

The first example is that compliance with PFIC demands that
each subsidiary in each foreign country conduct quarterly apprais-
als of the fair market value of all of their assets, including plant
equipment and all tangible assets supporting the operation.

If the results of that effort fall short of the 50 percent non-pas-
sive asset mark then expensive appraisals of the intangible assets
must be conducted evaluating such items as goodwill and technolo-
gy. In addition, this effort will undoubtedly result in lengthy and
costly disputes with the IRS because of the difficulty in agreeing on
the value of assets, particularly intangibles.

The second example is that companies must set up systems to
monitor asset status in advance of the quarter's end, to ensure that
normal business activities, such as the receipt of accounts receiv-



ables or the normal taking of deposits on orders, do not trigger
PFIC status.

The third example is a case where one of our Coalition members
decided against selling off an unprofitable division, for which he
had negotiated a fair price. The reason is that the sale would have
converted active assets into passive cash assets triggering PFIC
status, an ongoing situation he could not afford.

The last example is a case where another one of our members
lost business in Europe because the threat of PFIC prevented him
from establishing a financial subsidiary within the EC, whose
assets would have been primarily passive.

I think the Subcommittee would agree that tax laws should not
restrict the options available to American businessmen trying to
compete in the international marketplace, particularly at a time in
history when the U.S. is having serious difficulty with foreign com-
petitors who do not face similar burdens.

We urge the Subcommittee to adopt S. 1654, the Moynihan/Pack-
wood proposal. Thank you. I would be pleased to answer any ques-
tions.

Senator BAUCUS. Thank you, Mr. Scureman.
[The prepared statement of Mr. Scureman appears in the appen-

dix.]
Senator BAUCUS. I wonder if you could amplify a little bit on why

EC-92 might further complicate the American competitiveness, at
least from the point of view of the PFIC rules.

Mr. SCUREMAN. Yes. One of the things that we are all looking at
is what kind of investments are going to be necessary, what do we
have to do to our plant in Ireland in 1992 to prepare for the addi-
tional competition that we are anticipating. The problem is that we
have been accumulating profits to be used for that purpose, rein-
vesting in our passive and active assets getting close to each other,
which will then, trigger PFIC status. If we become a PFIC, of
course, then there is substantial taxation that would be directed
away from EC-92.

Senator BAucus. But under American tax law currently, can
U.S. parent corporation, U.S. multi-national transfer certain pas-
sive assets quickly? Some accumulate passive assets, cash for exam-
ple, which may trigger PFIC with its adverse consequences. Is
there a way to get around that?

Mr. SCUREMAN. Well, the problem you run into in our business,
we are speaking of in high technology now, is that it takes often
several years worth of profits from the Irish operation in order to
accumulate enough reserves to make possible a substantial invest-
ment in plant and equipment; or to open a leasing division, which
we are considering.

There are a number of different things you might want to do
with the cash.

Mr. O'DONNELL. Senator, if I may answer?
Senator BAUCUS. Sure.
Mr. O'DONNELL. It is possible to avoid PFIC status through doing

some rather complicated restructuring. In particular, by taking a
company like the Irish company Amdahl has, dropping its operat-
ing assets into a second-tier subsidiary, which is a tax-free transac-
tion, and then leaving the so-called passive assets in an upper-tier



company which is paying full tax under Subpart F, PFIC status
can be avoided for operational assets.

When the time comes to reinvest you can drop the cash back into
the operating company for reinvestment. The problem is that this
kind of restructuring includes complication and expense to comply
with foreign law. In the case of Ireland you have to set up a Ber-
muda company that operates as a branch in Ireland; you have to
issue all kinds of stock certificates. It is a very, very expensive
proposition to go through this little restructuring in order to avoid
the PFIC status.

This is the sort of compliance problem that we just do not think
makes any sense.

Senator BAucus. Mr. Perlman, do you want to add to that?
Mr. PERLMAN. Yes, Senator.
My company has a factory in Singapore that became a PFIC be-

cause it was saving its cash to increase capacity and do research in
future years.

Now if you look at the fact that we are competing with the Japa-
nese and other Far Eastern manufacturers, making the same prod-
uct right across the street from us; we are both in Singapore, we
are both in Malaysia, we are both in the Philippines. They get tax
sparing. We are not even asking for tax sparing; we are just asking
to leave us alone and do not take a factory and turn it into a pas-
sive company-which it is not-when it is accumulating its assets
for reinvestment.

So we are in effect at a double disadvantage with competitors
from other countries that have tax sparing arrangements.

Senator BAUCUS. I appreciate that. But help us who are champi-
oning these changes, if you could tell us now what some of the po-
tential abuses are that the earlier PFIC rules were designed to pre-
vent and why in your judgment we should not be concerned about
those potential abuses.

Mr. PERLMAN. I believe, Senator, that the original rationale ir
PFIC was to close down offshore mutual funds that were structured
in such a way as to walk through the ownership requirements of
Subpart F so that true passive income would not be subject to Sub-
part F, and would end up in the big basket when it came home.

I do not recall any company rearing up and saying, please do not
close that loophole. That was one of these things that lasts until it
is found out and then it is dead. But in closing that loophole, in all
the active companies, such as factories and sales offices that
happen to have $200,000 in the bank, but lease their office space.
They become PFICs as well.

It was absolutely beyond the scope of the original intention of
the PFIC proposals, which was to close down offshore mutual
funds.

Senator BAUCUS. Any other comments on that?
Mr. SCUREMAN. Yes. I would like to just add that from the very

beginning, all of our passive profits were fully taxed under Subpart
F because all of the members of our Coalition are controlled for-
eign corporations.

What has happened is that the PFIC provisions have now gone
way beyond passive income and now our active operations may be
endangered as well.



Senator BAUCUS. Senator Moynihan, I know has a bill to help
remedy this and I think it is a good idea, frankly. Before I turn to
him, though, I have just a few seconds left.

I would like to ask your views, I guess, Mr. Perlman, you spoke
to this, on the 10/50 provisions. What is the rationale for the differ-
ent treatment between non-controlled corporations and the require-
ment that 10/50 companies have to set up these baskets and so
forth on the one hand and controlled that do not have to on the
other? What is the potential rationale for that difference?

Mr. PERLMAN. Senator, I would like to yield to Mr. Dakin who
has far more experience in that area than I.

Senator BAUCUS. Okay.
Mr. Dakin?
Mr. DAKIN. When an American business operates overseas

through a controlled foreign corporation, the fact that it has con-
trol over the foreign subsidiary generally enables it to get data and
information required to comply with the Internal Revenue Code.

But when a U.S. corporation has a minority position in a foreign
corporation it does not have control-the rationale for the 10/50
basket was that it may not have sufficient clout to get the kind of
data that it would be able to get if it controlled the foreign subsidi-
ary; and, therefore, they set up a separate basket, a separate limi-
tation on the foreign tax credit for each separate company in
which you owned less than 50 percent or which was not a con-
trolled foreign corporation because there were not other U.S. inves-
tors who owned enough to tip over the 50 percent mark.

In our experience, the kind of businesses that foreign companies
in which you own a minority stake do, are in no way different from
the kinds of business in which the companies that are controlled
foreign corporations are operating. There is no basis that we can
see for distinguishing between a dividend from a controlled corpo-
ration and a dividend from a non-controlled foreign corporation so
far as the quality of the income or the character of the income is
concerned.

If there were reasonable look through rules so that you could put
that dividend in one of the appropriate remaining eight baskets we
would suggest that that ought to be close enough. If that kind of
position is not acceptable, if there has to be some sort of a separate
basket at all, then we would say, well, put them all just in one
basket, but not separate baskets--in the case of Mobil we have
some 275 of these. We have to calculate this for some 275 compa-
nies each year.

Senator BAucus. The essential point is that we expect the 10/50
companies, the quality and the character of the income is as good
as would be with a controlled foreign company.

Mr. DAKIN. We own a 25 percent stock interest in a Japanese
corporation that operates a refinery in Japan. If we got a dividend
from that company we would put it in the general limitation
basket. We own a 50 percent interest in a shipping company in
Saudi Arabia. If we got a dividend from that company, we would
put it in the shipping basket. It is no different from the refinery
income or the shipping income or any other kind of income that
U.S. companies earn.

Mr. MATTSON. Could I comment, Senator?



IBM until around 1985 only ran 100 percent owned foreign con-
trolled corporations. We did not want to get into joint ventures. We
find today that our survival is based on joint venture and alliances.
We are forming over 100 outside the United States every year. U.S.
tax laws, make these more punitive and more difficult to enter
into. The survival of American companies outside the United
States depends on getting technology that is being broadly based
outside from the Japanese, the Germans, and the Europeans. Even
as the Eastern Europe evolves we need joint venture and U.S. tax
law should not be more punitive. It should give us the flexibility to
operate.

These rules are more punitive and there are many areas in the
tax law that do not have the modernization of the way American
companies are operating in joint ventures. This whole area needs
to be looked at.

Senator BAucus. That is a very important point and I appreciate
that very much.

Senator Moynihan?
Senator MOYNIHAN. Yes.
Mr. Chairman, I would like to say that I need the help of my col-

leagues in this matter or I will spend even more time in purgatory
than I have already got coming because this comes under the head-
ing of unanticipated consequences.

Back in 1986 by general agreement Senator Packwood-I was as-
signed the passive foreign investment company rules. That was de-
signed to improve my standing on Wall Street and it did. [Laugh-
ter.]

Senator MOYNIHAN. But there were off-shore investment ar-
rangements which were allowing whole sectors of our citizenry to
hold mutual fund investments tax-free.

So we stopped that. And we ought to have done, and we did. But
we never intended to put factories into the mix with off-shore
mutual funds. And we certainly didn't want to have to go through
the process that Mr. O'Donnell described of getting a blind pig in
the Cayman Islands and moving it up to Bermuda and slipping it
over and dropping it down. [Laughter.]

It is probably good for every one of the people -at this table, but it
is not good for the economy. [Laughter.]

Senator MOYNIHAN. I think we have a very impressive set of
statements from Mr. Perlman, Mr. Dakin, Mr. & ureman about the
PFIC rules-Mr. Mattson you would not want to just join in with
solidarity from IBM?

Mr. MATTSON. Well, while we do not experience significant PFIC
issues you are absolutely right that an investment company and an
operating company-are two different animals. You put very restric-
tive rules on a manufacturing operation, a technology operation,
and a high service operation. We have a service 'operation where
we had to retain certain pension funds in one of our major operat-
ing companies. We were very close to falling into a PFIC trap be-
cause of that. We had to devise some very unique activities to get
out of that and keep away from it.

This was our normal manufacturing and marketing activity in a
single country. So that the PFIC rules, as you said, were never in-
tended to hit controlled foreign corporations that are operating.



And, in fact, all you have to do is have some operating capital wait-
ing to build a building or waiting to put it into research and devel-
opment and you are a PFIC and you are literally being injured in
competing outside the United States.

So operating companies, controlled foreign corporations, ought to
be clearly exempted from PFIC.

Senator MOYNIHAN. Or you give a big Christmas party and your
goodwill goes up and bang you go down and you are in PFICs.
[Laughter.]

I just think that is a sensible thing and we are dealing with
people who make things, which kind of helps, you know.

Sir, I have to be at a conference committee on the House side;
and so will excuse myself.

Thank you very much, gentlemen.
Mr. MATTSON. Thank you, Senator.
Senator BAUCUS. Thank you very much, gentlemen.
One question back on PFICs. There are various ways to skin this

cat. One is change the assets test as suggested by Senator Moyni-
han. And I introduced a bill, as you all know, to change the 75 per-
cent gross income to gross receipts. There are other suggestions. I
am just curious as to balancing everything out here which proposal
or combination do you think makes the most sense here.

Mr. PERLMAN. If I might start, Senator. First, I would like to
commend both you and Senator Moynihan for introducing bills not
only in the PFIC area, but in many areas, that address the real
problems that are getting under the skin of American industry
today. I think I speak for the whole panel when I commend you for
that.

The PFIC problem, at least in my experience, has become more
of an issue to operating companies through the asset test rather
than the income test. It is the question that Mr. Mattson and
myself both referred to when you have income and you store it in
cash getting ready to rebuild, when in fact it is nothing but your
depreciation flow coming back in cash waiting to replace the assets
and all of a sudden you wake up one morning and find out you are
a PFIC.

I think your bill makes some progress in the area. I do not be-
lieve it goes far enough. I think to really resolve the PFIC problem
as it affects American multi-national companies we either need to
eliminate the asset test or to take the simplest way and just say
that PFIC does not apply to controlled foreign corporations covered
by Subpart F.

Senator BAUCUS. Okay. I appreciate that.
Thank you gentlemen, all, very much for your testimony. I have

no further questions. I very much appreciate what you have said,
what you have come up with and I think your testimony will go a
long way to help this Committee make these changes.

I must say, I do not know when we are going to have a tax bill,
whether this year or next. It is very fluid. But I for one think that
we should pass these provisions quickly and there will have to be
others on down the road, because I just think American competi-
tiveness or lack of competitiveness or at least the efforts to be more
competitive requires a stronger look and a more indepth look at



our foreign tax provision so that we have-at least a level playing
field.

Thank you very much.
Mr. MATTSON. Thank you, Senator.
Mr. PERLMAN. Thank you, Senator.
Mr. DAKIN. Thank you, Senator.
Mr. SCUREMAN. Thank you, Senator.
Senator BAUCUS. Our next panel is Mr. Fred Corneel, senior

partner of Sullivan and Worcester of Boston, MA, on behalf of Fi-
delity Investments; Mike Roush, director for Federal Government
relations, for the NFIB; Lloyd Plaine from Washington, D.C.; and
Ellen Nissenbaum, legislative director for the Center on Budget
and Policy Priorities in Washington, DC.

Fred, why don't you begin.

STATEMENT OF FRED CORNEEL, SENIOR PARTNER, SULLIVAN &
WORCESTER, BOSTON, MA, ON BEHALF OF FIDELITY INVEST-
MENTS

Mr. CORNEEL. Thank you very much, Senator.
My name is Fred Corneel. I am an attorney in Boston. I make

my living advising family businesses and owners of family busi-
nesses and also organizations that function as trustees of family
businesses. I would like to submit two proposals that I think would
substantially simplify living with Subchapter S.

These companies are not Mobil Oil or IBM, but those that have
them love them. The first proposal is to permit discretionary
family trusts to own S Corporations. Right now that is just not per-
mitted. That prohibition against ownership of an S Corporation by
a discretionary trust makes it very difficult to do good estate plan-
ning for the owners of these businesses.

I would say the standard modern estate plan is that something
goes to the surviving spouse, if there is a surviving spouse, and the
balance goes to a family trust. The family trust is for the benefit of
the wife and the children, and the grandchildren, not only those
that are now born and maybe those that may come along later on,
and there is not a fixed percentage for each member of the family.
It is for the entire family group and it is left to the discretion of
the trustee to allocate income and allocate principal where it is
needed among the family members, having regard to their needs,
to their financial responsibility and to their other resources.

This kind of discretion in the trustee makes it possible to be
flexible and therefore to accommodate changing needs as they
come along. The way in which it works now when you work for
owners of an S corporation you do one estate plan for all of the
assets except the S stock and you provide that those assets go into
a discretionary family trust. For the S stock you have to do some-
thing different because that is not a permitted ownership and that
makes for complicated estate planning.

It also makes for bad estate planning because it may be that
when the plan is made the S Corporation stock is half the assets.
But by the time the owner dies it may be a quarter of the assets, it
may be 80 percent of the assets. And what made sense for 50/50



division does not make sense when it changes. So people make all
kinds of complicated arrangements.

Now in my written testimony I refer to a letter ruling where one
individual set up 24 trusts under 17 separate trust instruments,
one of which had 8 separate shares, all in trying to accommodate
what is pretty normal estate planning to the prohibition of Sub-
chapter S.

This idea of permitting discretionary trusts to own shares in an S
corporation is not a new idea. Other people have made the same
proposal but it ran against the constraints that Senator Bentsen
mentioned. Either those proposals involve policy changes in Sub-
chapter S or they were not revenue neutral.

I have discussed this proposal with a good many accountants,
lawyers, clients, people in government and so on, trying to devise
something which really does live within the Subchapter S limita-
tions which the earlier proposals for trust ownership did not. Each
potential current beneficiary counts as a separate shareholder,
each one has to be a qualified shareholder under Subchapter S and
we make the trust that is going to be paying taxes on the income
allocated to it, pay taxes at the highest individual rates so that the
discretion cannot be used to channel income to a lower bracket tax-
payer.

I honestly believe that Congress would make a substantial contri-
bution to simplifying the transfer of ownership of family businesses
from one generation to the next if it agreed to make these changes,
permitting ownership by a discretionary trust, but do it in such a
way that the principles of Subchapter S are safeguarded.

The second proposal is very simple. The Subchapter S simplifica-
tion bill that is now pending permits a Subchapter S corporation to
have a C corporation as a subsidiary. I think that is a useful pro-
posal. I would supplement it in one way. That is to say that if divi-
dends are paid by the C subsidiary to the S parent corporation that
they should not be subject to the penalty provisions which now
apply to excess passive investment income received by an S corpo-
ration.

So those are the two proposals. I would very much appreciate
your consideration.

Senator BAUCUS. Thank you, Mr. Corneel.
[The prepared statement of Mr. Corneel appears in the appen-

dix.]
Senator BAUCUS. Mr. Roush?

STATEMENT OF MICHAEL 0. ROUSH, DIRECTOR FOR FEDERAL
GOVERNMENT RELATIONS, SENATE, NATIONAL FEDERATION
OF INDEPENDENT BUSINESS, WASHINGTON, DC
Mr. RousH. Thank you, Mr. Chairman. It is a pleasure to be here

today to be able to talk about the subject of simplifying the Tax
Code on behalf of the 550,000 small business owner members of the
National Federal of Independent Business.

After tax reduction, tax simplification is probably the most often
heard rallying cry for small business owners in the public policy
arena. What for some people is merely an interesting administra-



tive, legal, or economic exercise in efficiency, it is for small busi-
ness owners a matter of vital and daily concern.

What do I owe the government? How do I figure it out? When do
I have to pay it? And what happens to me if I screw up? Are
among the practical and important questions that small business
owners ask themselves about their taxes.

But they also ask themselves more fundamental but related
questions about the tax laws. Are they understandable? Are they
consistently applied? Are they fair? And are they in at least some
sense simple?

When the answers to the practical questions are ambiguous and
the answers to the fundamental questions are negative or unclear,
is when we can most clearly see that the welfare of a country does
depend on its laws and on how well they are written. Because com-
pliance with and respect for the tax laws particularly, measureably
decline if they are not clear, fair and simple.

While there are a number of areas of the Tax Code, such as pen-
sion law, estate taxes and the definition of independent contrac-
tors, that I would urge the committee consider simplifying at some
point, today the one and perhaps most important area of the Tax
Code, because it affects every business owner in the country, that I
am urging the Senate to simplify is the Federal tax deposit system.

As you know, every employer is required to withhold their em-
ployee's share of FICA and income taxes and to deposit those
amounts together with the employer's -share of FICA in one of
15,000 financial institutions authorized to act as Federal deposi-
tories.

Mr. Chairman, the system for making these deposits is, so to
speak, where the rubber meets the road in our tax system. In 1988
5 million employers made of 73 million deposits, totaling $627 bil-
lion. It was at that time more than two-thirds of all Federal reve-
nues. This is where small business owners deal most often and
most directly with the Federal Government.

Unfortunately, these dealings have not been particularly happy
ones. About a third of all business owners in the country are penal-
ized each year for some error, usually a timing error, in dealing
with the Federal tax deposit system, amounting to $2.6 billion in
penalties in 1988.

We, and many others, including the GAO, the IRS, the Chairman
of the Ways and Means Committee, and yourself, I believe, are con-
vinced that the large number of penalties in this area are primari-
ly due to the complexity of the deposit rules themselves.

They are too complex to describe in any detail in my allotted
time this afternoon. Suffice it to say that there are four rules, four
deposit schedules and a number of exceptions to the rules. The
problem boils down simply to the fact that when and how often an
employer is supposed to deposit his withholdings changes with how
much money he has accumulated to deposit at any given point in
time, leading to situations where an employer does not know when
to deposit, consequently being penalized for missing a deposit date
that can occur as often as eight times in a month.

The solution to this is to simplify the deposit rules, reduce the
number of deposit schedules and allow the triggering mechanism,
in this case the accumulated withholdings, to be based on some



past period of time rather than ongoing accumulations, so as to
bring some certainty and continuity to the employer's deposit
schedule.

Your bill, S. 1610, accomplishes the necessary simplification in
an eloquent and direct manner. We urge its adoption by the Con-
gress and we hope all of your colleagues will support it. I will em-
phasize that the Federal tax deposit system affects every employer
in the country. Consequently, its simplification is what we are
urging at this time and I would be happy to answer any questions.

Senator BAucus. Thank you very much, Mike.
[The prepared statement of Michael Roush appears in the appen-

dix.]
Senator BAUCUS. Next, Lloyd Leva Plaine.

STATEMENT OF LLOYD LEVA PLAINE, WASHINGTON, DC
Ms. PLAINE. Mr. Chairman, I appreciate the opportunity to

appear before the Subcommittee today. I am Lloyd Leva Plaine an
attorney practicing estate and gift tax law at the law firm of Suth-
erland, Asbill & Brennan. I am a partner in charge of the estate
planning practice at that firm.

I will address two provisions of the Tax Simplification Act, S.
1394 and H.R. 2777, dealing with estate and gift tax or income tax-
ation of estates and trusts.

The first one I would like to discuss is the treatment of revocable
trusts under Section 441. Revocable trusts, as you know, are very
broadly used in estate planning for legitimate nontax reasons.
They are valuable in case of future disability of the grantor to
avoid a court appointed guardianship or conservatorship. They are
valuable in case of death-to the extent that they are funded with
property at the time of death, that property can avoid a probate
administration and its inherent delay and costs.

They are not used for tax reasons because all of the income with
respect to the property in the revocable trusts is still included on
the income tax return of the grantor of the trust and all of the
property in the trust at the death of the grantor of the trust is still
included in the estate of that grantor.

Unfortunately, there are certain differences in tax treatment
during life between the outright ownership of property and proper-
ty that is owned in revocable trusts. There are differences in the
income tax treatment during life.

Secondly, there are differences after death in the income tax
treatment between property that is in an estate and property that
is in a revocable trust, that is a trust that was revocable during
life.

The goal, I believe, of Section 441 should be to achieve total tax
parity in the inter vivos situation between the outright ownership
of assets by an individual and ownership by a revocable trust. In
the post mortem situation there should be tax parity between prop-
erty owned in an estate and owned in a trust that was irevocable
during life.

The Section 441 is helpful, but I believe too narrow. It would
achieve parity only for certain revocable trusts under certain cir-



cumstances. I do not really see any policy reason for not having
complete parity.

In the testimony are detailed suggested changes and two attach-
ments, one of which contains draft statutory language that was
submitted on June 5, 1991. These were prepared by individual
members of the Estate and Gift Tax Committee of the Tax Section
and Real Property, Probate and Trust Section of the ABA.

Several of those suggested changes are (1), I believe the Act
should cover revocable trusts where there is more than one creator
of the trust. That is common in community property States, such
as the State of Texas. It is also common in some non-community
property States. I believe it is important to be sure that these pro-
visions to give tax parity also apply even if the grantor is incapaci-
tated.

There are a number of other provisions I think are important.
The parity should apply, inter vivos as well as post mortem. I be- -
lieve if the approach taken in the bill is retained that it is impor-
tant to have cross references in other parts of the Code because the
provision as proposed as in Section 7701, the definitional provision.
If there are not cross references I am afraid people will be caught
unaware.

The second provision of the bill, Section 502, deals again with
lack of parity here in the estate tax between assets held in a trust
and assets held outright by an individual. Specifically, if an indi-
vidual owns assets outright and gives them away within three
years of death and does not retain any strings over those assets,
those assets will be out of that individual's estate for purposes of
Federal Estate Tax.

On the other hand, if that individual had assets in a revocable
trust, for example, and within three years of death gave those
assets away directly from the revocable trust, and retained no
strings over those assets, under present law those assets could be
brought back into the individual's estate.

It is important in that area to also have tax parity and Section
502 does do this. It does correct the provision and we appreciate
that. I believe it needs some clarification and expansion. When I
say expansion I really mean clarify cation because I think some of
the ways that we suggest that it s huld be expanded were items
that were intended to be covered.

Two other items that I would like to mention. One is in Title IV
of H.R. 2775, which is another simplification bill. There is a provi-
sion that overrules a decision in a case called Alexander dealing
with the marital deduction. I am in favor of that provision overrul-
ing Alexander. I would just like to raise the issue as to whether the
language in the provision goes farther than is necessary. I want to
be sure that normal pecuniary formula marital deduction bequests
are not caught by this provision.

There are other suggestions for tax simplification that start on
page 8 of the testimony. I will not go into those right now since the
time is limited, but I would appreciate it if those could be exam-
ined, because I think there are other areas that should be ad-
dressed at present in the estate and gift tax area and in the area of
income taxation of estates and trusts.

Thank you. I would be happy to answer any questions.



Senator BAUCUS. Thank you very much.
[The prepared statement of Ms. Plaine appears in the appendix.]
Senator BAUCUS. Ms. Nissenbaum?

STATEMENT OF ELLEN NISSENBAUM, LEGISLATIVE DIRECTOR,
CENTER ON BUDGET AND POLICY PRIORITIES, WASHINGTON, DC

Ms. NISSENBAUM. Thank you, Senator. I am Ellen Nissenbaum,
the legislative director of the Center on Budget and Policy Prior-
ities. The center is a nonprofit organization that conducts research
and a wide range of issues affecting low and moderate income
Americans, including tax policy and the earned income credit. In
fact, the center now coordinates a nationwide public education
campaign on the earned income credit.

My testimony concerns the need to simplify the earned income
credit and to do so in the very immediate future as Commissioner
Goldberg testified today. In fact, we are delighted that the adminis-
tration highlighted simplifying the credit as one of the top prior-
ities for simplification.

I do not need to take much time before this committee to stress
the importance of the credit. This committee has been very helpful
in recent years in expanding and improving on that credit. The
earned income credit is pro-family, pro-work and help offset the re-
gressive effects of Social Security and Medicare payroll taxes on
low wage working families with children.

The Congress last year took landmark action to expand the
earned income credit, including the creation of a new health insur-
ance credit and a young child supplement. Unfortunately, however,
the outstanding work of this committee and the Congress is now in
severe jeopardy. Several technical aspects of last year's EIC provi-
sions have complicated the credit much more than was realized at
-the time.

So just when the support provided by the credit is set to expand
the earned income credit threatens to turn into something of a
nightmare for the 12 million low income families that now receive
it.

The complexities loom so large that many eligible families could
fail to complete the proper paperwork and could lose the benefits
they have earned if action is not taken in the immediate future.
The good news is the matter can be addressed and without increas-
ing the deficit.

Until now an eligible family simply needed to file a 1040 or 1040-
A to receive the credit. And, in fact, the IRS would even calculate
the credit for the family if they so chose. Starting with tax returns
for 1991 however eligible families will have to file a new Schedule
EIC for the first time. Those that do not file it may in fact lose
their benefits.

Unfortunately, the form has really turned into a maze. If, Sena-
tor, you turn to the back of the testimony you'll see the new form
released in draft form by the IRS in June. The form as you will see
is quite complicated and I am not sure that many of us even here
today could complete it without the help of a commercial preparer.

Yet this is the schedule that 12 million low income families,
many with limited education, will have to file next year. I cannot



overstate our concern about the consequences of the new schedule.
In fact, both the American Bar Association and the American Insti-
tute of CPAs testified during hearings on simplification on the
Ways and Means Committee on the need to simplify the earned
income credit.

The complexities created by the new schedule could not come at
a worse time. Due to the recession the principal wage earner in
many families will be unemployed for part of 1991 and will have
an annual income that will qualify them for the earned income
credit. This is about $21,000. Yet, these families will now face diffi-
culties in obtaining their earned income credit.

I should note we have been working closely with the IRS on the
form and that the Service is doing its utmost to simplify the form
within the constraints of the law. But the real problem is with the
statute itself. It is hard to imagine there are many parts of the Tax
Code for which the need for simplification is really greater.

We believe that .the earned income credit deserves priority con-
sideration when simplification is taken up. One remedy, in fact,
recommended by Assistant Gideon today would be to remove two
complex and unnecessary new provisions from the EIC provision of
the Code.

The first stipulates that a family may either choose the young
child supplement for a child under the age of one, or the dependent
care credit, but not both. That means that families would have to
figure out whether the dependent care credit or the young child
supplement would have greater value. Yet few families would be
able to do this themselves and the IRS will not make that calcula-
tion for the family.

There is no compelling reason for this restrictive rule since the
young child supplement and the young child credit serve very dif-
ferent purposes and few families will be eligible for both credits
anyway.

The Joint Tax Committee recently estimated the cost of repeal-
ing this restriction at just $41 million over 5 years and the small
cost could easily be offset by changing the earned income credit
phase in-and-out rates by a small fraction as Mr. Gideon noted in
his testimony.

Similarly, the restrictive rule stating that a filer must choose be-
tween a health insurance credit a medical deduction should be
dropped. The number of families who itemize their deductions that
have medical expenses over 7.5 percent of AGI and who would also
qualify for the health insurance credit is really minuscule. So, too,
is the number who would qualify for both a self-employed medical
deduction and the health insurance credit.

Repealing these restrictions affect such a tiny number of filers
that the cost is just $38 million over five year. Yet all income
credit families filing the 1040 Form will be confronted with the ad-
ditional complexities as a result of the rule. Repealing these two
interactions would improve EIC administration and simplify the
filing process. There now appears to be a growing bipartisan accord
on the need to repeal these rules and to do so quickly. Over the
long run other reforms may be needed to simplify receipt of the
credit.



Finally, in conclusion, I would like to emphasize the urgency of
addressing-this matter in time for the 1991 tax filing season. If this
is not done 12 million low income working families will face an ex-
tremely complex form next winter, with a likely result that many
may fail to receive the payments they have earned, while many
may make errors on the new schedule.

We urge speedy consideration of this request and look forward to
working with you. Thank you.

Senator BAUCus. Thank you, Ms. Nissenbaum.
[The prepared statement of Ms. Nissenbaum appears in the ap-

pendix.]
Senator BAUCUS. Listening to you just struck me that over the

years as the budget deficit increased, you know, the Congress has
imposed upon itself often a condition of revenue neutrality, when-
ever we enact any changes in the Tax Code it seems to me-it's
true, we sit up here and mark up here and go to conference and as
we true to achieve equity and forge compromises we make the Code
more complex. Maybe we need some kind of a complexity neutral
standard.

Ms. NISSENBAUM. It would be a great litmus test for new tax re-
views.

Senator BAUCUS. Whatever it is we cannot make it more complex
than it presently is. It would at least have to be a start so then we
can start simplifying all of this.

Ms. NISSENBAUM. There is a real concern, Senator, that a
number of families this year may in fact have to rely on commer-
cial preparers to do their earned income credit and it seems to us
unsound tax policy that we have set this up, and yet families will
have to rely on preparers to receive their earned income credit.

Senator BAUCUS. Well, there is no doubt about it, I remember
about 12, 14 years ago I was sitting at my kitchen table trying to
figure out my tax return and I gave up. I felt un-American. Here is
this person, law school graduate, that gave up. I just could not
figure out my own income tax return.

Ms. NISSENBAUM. And of course many of these families have a
real limited degree of education.

Senator BAUCUS. Exactly. This is wrong. It is too complex and
the fault is with the Congress because we do make the laws and we
do cause most of the complexity. The Service is partly at fault but I
think the Congress is mostly at fault.

As I understand it your organization has distributed thousands of
pamphlets, I guess, explaining the EIC. Have you also done the
same with the health tax credit?

Ms. NISSENBAUM. Senator, the Center has for 3 years in a row
conducted a public education campaign that involves the national
Governors, the Catholic Bishops, and thousands of groups across
the country. That has primarily focused on families that are eligi-
ble for the credit but do not have to file. We want to let them know
they have to file to get the credit.

This year the campaign will distribute about 15,000 public educa-
tion kits around the country. We will have two focuses. One is to
makeisnre-al-~eigible earned income families know that it is a two-
step process this year, filling out the 1040 and then the new form.
The second part of the new aspect of the campaign will be to let



families know about the health credit as well as the young child
supplement.

To that end, we have begun to contact organizations ranging
from employer-based groups, the children's hospitals, the American
Academy of Pediatrics. We are reaching out to a broad based group
of organizations at the State and local level, doctors and others,
that can help inform families specifically about the health care
credit and how they can take advantage of it.

We are particularly interested, for example, in families where
the principal wage earner has a health policy, but it only covers
that employee. And yet the policy allows him to buy more coverage
for his children, his or her children. So the thought is that the
credit may help those families in particular broaden their health
insurance coverage to include their children.

Senator BAUCUS. I appreciate that and commend you for what
you are doing.

Mr. Corneel, as I understand it you propose a system whereby
the trust, I guess, the discretionary family trust basically-

Mr. CORNEEL. Yes, sir.
Senator BAUCUS [continuing]. would treat income and losses from

Subchapter S investment separately from the trusts other income
or losses.

Mr. CORNEEL. That is quite correct, yes.
Senator BAUCUS. Now what happens when a Subchapter S in-

vestment is a loss and there is no other income to offset that loss?
Mr. CORNEEL. It just sits there.
Senator BAUCUS. Does that create any concerns that we should

be concerned with?
Mr. CORNEEL. Our feeling is that the need to simplify estate plan-

ning for owners of Subchapter S corporations by permitting flexible
trusts to own the stock is so important that people who want that
benefit ought to be willing to forego some of the income tax bene-
fits that they might have with other arrangements.

We consciously say, for instance, this stays in the trust and you
cannot combine the Subchapter S loss with the income of the indi-
vidual or you cannot combine the Subchapter S laws with the
income of the other portion of the trust that you referred to. It
may very well be that there are some taxpayers who will say, look,
that is too much of a price to pay. I do not want to have a discre-
tionary family trust.

But I think if you tried to accommodate all of the income tax
considerations together with a discretionary trust you would have
a great deal of complexity. .We really feel that here we do have
simplicity by keeping it all in one basket.

When the time comes that the trust disposes of the Subchapter S
shares, then anything that is locked up in that portion of the trust
would pass over either to the other portion of the trust or to the
beneficiaries who would receive the distribution. But while it is
going on we intentionally mean to keep it separate, to keep it
simple.

Senator BAUCUS. Mr. Roush, I appreciate your support basically
for payroll tax and deposit reform. Could you tell me whether
NFIB supports reduction of the safe haven threshold for deposits
below the current 5 percent?



Mr. ROUSH. We do.
Senator BAUCUS. How far?
Mr. ROUSH. How far? Down to 2 percent or the greater of $250.
Part of the reason for that is revenue; and part of it is that we

think such a calculation is reasonable and a determination busi-
ness owners can make of their withholdings. Revenues are a big
concern and is the safe harbour level variable.

We think that for small businesses the dollar level is more im-
portant. That is, the $250. In fact, I would say in answer to the
Treasury's concern about revenues that that 2 percent could go
down to 1 percent and we could raise some revenues there to help
make S. 1610 a neutral proposal.

Senator BAUcUS. But that's a good offset for the other reforms
you think. I appreciate that.

Well, I want to thank all of the panelists very much for your tes-
timony. You have helped us very much. I hope we can get the sim-
plification bill passed very quickly.

The hearing is adjourned.
[Whereupon, the hearing was recessed to Thursday, September

12, 1991 at 2:00 p.m.]
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The hearing was convened, pursuant to notice, at 2:21 a.m., in
Room SD-215, Dirksen Senate Office Building, Hon. David L.
Boren (chairman of the subcommittee) presiding.

OPENING STATEMENT OF HON. DAVID L. BOREN, A U.S. SENATOR
FROM OKLAHOMA

Senator BOREN. We will commence. I apologize. We had another
meeting that lasted longer than it was supposed to, so it delayed
our beginning this afternoon.

This afternoon we will continue the Subcommittee on Taxation's
hearings on tax simplification efforts. Today we will hear testimo-
ny from the General Accounting Office, independent professional
groups, and several business and industry representatives.

Today's topics will include payroll taxes, look back contracts, and
alternative minimum tax calculation. I am especially interested in
the comments on simplification of the AMT calculation. The cur-
rent law requires two separate depreciation calculations for compa-
nies with AMT. This cumbersome procedure has placed a tremen-
dous burden on companies paying AMT, and the committee should
make every attempt to streamline the system.

I am also very interested in studying the negative effects of the
AMT on the ability of American companies to compete for invest-
ment capital in the global marketplace. There have been a number
of studies in this regard.

One of the areas that has concerned me most about the work of
our committee over the last decade or more has been our failure to
consider the impact of our own tax policy on our ability to compete
with others in the international marketplace. If it takes three
times as long to recover the cost of the capital investment in this
country as it does in another country, I do not know how in the
world we are going to compete. But that is a whole other subject,
and I will not make my speech on that subject today since it is not
really within the bounds of this hearing. However, it is something
that our subcommittee intends to look at in the future: the impact
of the AMT on costs of capital in this country-and on the recovery
through depreciation of capital investment costs.

It is estimated that 40 percent of large U.S. companies now fall
under the AMT, and there is strong evidence that this tax system
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is hampering U.S. corporations relative to their European and
Asian competitors. So we will revisit that question.

But in the meantime I think it is highly appropriate that we look
at ways in which we can at least try to simplify the procedure that
is now in place, the burden that is now inplace.

So I look forward to hearing all of our witnesses today. We will,
as always, try to proceed with dispatch. We will put the full text of
the statements of all the witnesses into the record. I would appreci-
ate it if the witnesses could summarize their testimony within five
minutes, hitting the major points that they would like to empha-
size. Then we can pursue additional points in questioning.

Our first witness is Mr. Paul Posner. I would ask fbr him to come
forward. He is the Associate Director of Tax Policy and Adminis-
tration Issues of the General Accounting Office and is presenting
testimony on behalf of the GAO. We appreciate your being with us
today, Mr. Posner. We welcome your comments. As I indicated, we
will receive your full statement for the record.

STATEMENT OF PAUL L. POSNER, ASSOCIATE DIRECTOR, TAX
POLICY AND ADMINISTRATION ISSUES, GENERAL ACCOUNTING
OFFICE, ACCOMPANIED BY RALPH BLOCK, PROJECT MANAG-
ER, AND MICHAEL BROSTEK, ASSISTANT DIRECTOR

Mr. POSNER. Thank you, Mr. Chairman. I want to introduce the
gentleman on my left, Mike Brostek, is our Assistant Director; and
Ralph Block, here on my right is our Project Manager and the
person who has really spearheaded our work on payroll deposit
reform.

Senator BOREN. We are happy to have all of you.
Mr. POSNER. We are pleased to be here today to discuss the bills,

both the House bill, H.R. 2775, and the Senate Bill, S. 1610, which
would simplify the payroll tax deposit system.

Currently five rules determine when employers must deposit
their payroll taxes and in a report we issued in 1990 we said that
the deposit rules are difficult to understand and comply with. And,
moreover, we said that up to one-third of the Nation's employers
are penalized each year for failure to follow these complex rules.

Now we believe that changes to these rules are urgently needed
and that both the House bill and the Senate bill will ease the em-
ployer's task of understanding and complying with their payroll
tax responsibilities. The proposal will also reduce the number of de-
posits that some employers will have to make.

But we believe that S. 1610, the proposal introduced here, would
be the least burdensome to smaller employers. By way of back-
ground, the routine deposit of Federal payroll taxes is the lynch
pin of the Federal tax system. But the current system, which is
based on the voluntary compliance of over 5 million employers is
distinctly unfriendly to the employers who must make these depos-
its.

As I said, about a third of the nation's employers are assessed a
penalty each year and total the penalty revenue amounted to $2.8
billion in 1989. And about 70 percent of these penalties are as-
sessed against small employers. We think that the complexity of
the rules is the major factor causing this problem.



The deposit rules vary according to how much tax has been with-
held and how often the pay days occur. Under the current rules,
employers pay their taxes either quarterly, monthly or within
three banking days following the end of one of the deposit periods.

Further, a statutory deposit rule requires employers with
$100,000 or more in employment tax liabilities each pay day to de-
posit the next banking day. Now in our review of the system we
found that many employers were assessed penalties because they
had difficulty understanding these requirements. The rules specify
different dates, depending on the amount of undeposited withhold-
ing taxes that an employer has. When employers' payrolls fluctu-
ate, many employers struggle, trying to predict when their deposits
are due.

They do not know ahead of time when their deposits are due. In
other words, there is nothing saying at the beginning of a quarter
or a year that this is the rule I am going to go by. The rules change
based on how much accumulated deposits they have.

So the employers must constantly monitor the taxes that they
have on hand from pay day to pay day and determine which of
these rules are triggered. And 31 percent of the cases that we
looked at, employers were faced with at least one change in their
requirement during a given quarter.

In over half the cases, employers got caught who made timely de-
posits under the initial requirement, but were penalized when their
employment taxes went up but they did not realize it; thus trigger-
ing a penalty.

Perhaps an even more telling indicator of how confusing these
rules are is that IRS made errors 44 percent of the time when they
had to manually assess and determine the penalty for employers.

Now to address these problems we recommended in our report
that Treasury abandon the complicated eighth-monthly deposit
rule system and adopt a simplified single deposit rule for all em-
ployers not affected by the statutory 1-banking-day requirement, in
other words employers over $100,000.

We also suggested that the complex multi-tiered set of exemp-
tions be replaced with a simplified rule for smaller employers ex-
empting them from the deposit rules for the larger employers.

In addition, we recommended-regardless of any other changes
made, and this is the most important thing in our view-that a
look back rule be established, where employers would know with
certainty their deposit rules at the beginning of the quarter. We
believe again that this certainty would be the single most impor-
tant thing we could do, even if we did not change the other rules.
Give employers certainty ahead of time when their payments are
due.

Finally we said that the changes to the rule should include re-
pealing the safe haven provision which permits employers on the
eighth-monthly rule to delay depositing 5 percent of the taxes that
are due until the next month.

Now for some employers they have legitimate problems calculat-
ing their tax, but we think there are other ways to deal with that
and that the 5 percent safe haven for some employers represents a
maximum target rather than a legitimate exception to the rules.



Now in assessing the reforms in both bills, we apply four criteria.
Would the burden experienced by employers, particularly smaller
employers, be reduced? Are the proposed requirements easy to un-
derstand? Would the IRS administrative burden be manageable?
And finally, would the cash flow to the government be maintained?

Based on our assessment, we believe both the House bill and the
Senate bill, S. 1610, represent commendable approaches to bring
fairness and predictability to the payroll tax system. We think that
both of them are easy to understand and that the bills would un-
doubtedly reduce the number of penalties plaguing the system.

Both bills would replace the current eighth-monthly system with
a system that just simply requires deposits to be made on Tuesday
or Friday, depending on when your pay day is. We think employers
should have little problem determining when to deposit their pay-
roll taxes under this system.

Now each bill also provides an exception to the Tuesday-Friday
rule for small employers so that they will not be burdened with
having to make deposits every pay day.

Under the House bill, the exception level applies to small em-
ployers with quarterly liabilities of $3,500 or less. An estimated 52
percent of the employers, about 2.3 million of them, would be al-
lowed to deposit quarterly under the House bill.

We think that the Senate bill provides a better exemption for
small employers. This bill would exempt employers with quarterly
liabilities of $18,000 or less, rather than $3,500 from filing Tues-
day/Thursday.

These employers-instead of the House bill which provides they
can file a deposit quarterly--these employers will be allowed to de-
posit on a monthly basis by the 15th of the following month. This
threshold would permit all employers currently paying monthly to
continue to do so. Plus, about 800,000 who now pay more frequent-
ly would be switched to a monthly system as well under this bill.

So the $18,000 level is a little higher than the current exemption
level for small employers and there will be more small employers
covered under this. In fact, $3.7 million employers, or about 83 per-
cent of all employers, would be exempted from making deposits
after the pay day on a Tuesday/Friday basis under the Senate bill.

Now, of course, the problem with increasing the exemptions is
you get a concern about what affect this would have on the Federal
cash flow if you slow down deposits for a large number of employ-
ers. We think that S. 1610 will nevertheless increase Federal reve-
nues, although not as much as the House bill.

On the basis of data we developed from the first quarter of 1989,
the H.R. 2775 would probably raise about $1 billion or over $1 bil-
lion in the initial year. This would result from accelerating pay-
ments of employers with over $3,500 in quarterly deposits who now
pay monthly to a Tuesday/Friday system.

S. 1610 nevertheless will also, we think, raise several hundred
million in the initial year. Although more employers would pay
less frequently than they do now, we think the revenue affect will
be positive because the Tuesday/Friday rule would accelerate pay-
ments for many employers above $18,000 in quarterly tax liabil-
ities.



Now we understand that the Treasury the other day estimated a
$2.2 billion revenue loss for the Senate bill, principally due to the
extension of the safe haven for small employers. As I will discuss
later, we do not feel that such haven provisions are advisable, par-
ticularly for small employers.

And as Treasury acknowledges, if the safe haven provision were
deleted from the Senate bill, the bill could achieve revenue neutral-
ity with slight changes in the small employer threshold. If the pro-
vision were retained, however, we still do not feel this would cause
the overall bill to lose revenue.

One other advantage of the Senate bill is you have a monthly
payment.

Senator BOREN. Let me stop you at that point. You say even if
the safe haven is retained in the Baucus bill, which is at a 2 per-
cent level, I believe-

Mr. POSNER. Right.
Senator BoREN.-reduced from the 5 percent level-
Mr. POSNER. Right.
Senator BoREN.-there would be a net gain of revenue, because

there would be a pick up in terms of the number of employees that
will be paying in the Tuesday/Friday period?

Mr. POSNER. That is right.
Senator BOREN. Do you have an estimate of what you think the

net would be?
Mr. POSNER. We think about $300 million now.
Basically, the safe haven under current law is used very, very

seldomly. About 19,000 employers out of 5.1 million use it right
now. We have no reason to think that employers who are deposit-
ing monthly would even need the safe haven. They have enough
time to get their accounting together and that kind of thing.

As I said earlier, one of the best features of both bills is that they
both include this look back provision, where employers will know
ahead of time what their obligations are. Under the House bill, em-
ployers would qualify for the exemption, the $3500 or less, if they
had this level of deposits in each of eight preceding quarters; and
employers would have to make this eight quarter determination
prior to every quarter.

An employer who exceeds this $3500 threshold per quarter in
any one quarter in the prior eight would have to go on a Tuesday/
Friday system and again built eight consecutive quarters of liabil-
ity under $3500 before again being qualified to be exempted.

S. 1610 we think has a much simpler and improved look back
provision. Under S. 1610 before each quarter employers would only
use the prior four quarters rather than the eight quarters of liabil-
ity to determine if they can be exempted from the Tuesday/Friday
speed up rule. We believe that seasonable variations in business
taxes can be captured just as well with a four quarter as with an
eight quarter period, with less burden to employers.

Now we think business paperwork requirements could be less-
ened even more if a look back rule were determined just once in a
year rather than at the beginning of every quarter.

Getting to the safe haven provision, as I said currently Treasury
does have an exemption to deposit rules for only employers on the
eighth-monthly system. These are the larger employers above



$9,000 per quarter. It allows the employers who make these depos-
its to deposit 95 percent of their accumulated taxes within three
banking days. The remaining 5 percent can be deposited in the fol-
lowing month.

The current provision exists to benefit large employers who could
not determine their actual employment liability in time. Maybe
they have dispersed locations or what have you. In our report we
recommended the 95 percent safe haven be eliminated.

IRS studies show that less, as I said, than one-half of 1 percent of
the nation's employers use it. Furthermore, studies by IRS and the
Railroad Retirement Board indicate that some employers use a safe
haven not because they have legitimate payment problems, but
rather to delay depositing their full tax liability.

For example, one IRS study showed that 25 percent of the busi-
nesses that use a safe haven consistently deposited exactly 95 per-
cent of their tax liability. For these employers, a safe haven repre-
sents a maximum payment target, rather than a means to ease le-
gitimate payment calculation problems.

Now both bills do provide a statutory safe haven. Under the
House bill it is 2 percent or $150; in the Senate bill it is 2 percent
or $250. We understand the bills can be interpreted to extend the
safe haven under the current law to all depositors, not just the
larger ones covered under the speed up, but those under the
eighth-monthly period or the Tuesday/Friday period too.

We do not think that this extension is warranted. Under the bill,
for example the Senate bill, small employers are given at least two
weeks at the end of the month to pay their taxes. This should be
more than enough time for them to get their records together.
They do not currently enjoy that safe haven now. We do not see
any reason why that should be extended to them.

In general, we think, of course, both bills provide 2 percent in-
stead of the 5 percent, so they are preferable to the way it is now.
But we think that other administrative procedures, less prone to
abuse, could be established in lieu of the safe haven, that would
provide the needed flexibility to accommodate genuine hardship
cases, but without the abuse.

We think IRS, for example, could grant waivers for depositing
the liability to employers who submit evidence that they are
having problems.

In conclusion, we think that both bills, the House and the Senate
bill, would achieve a major simplification of tax rules for our Na-
tion's employers. They would lessen the burden, particularly expe-
rienced by small employers, be simpler to understand, would not
reduce the Federal Government's cash flow compared to current
rules and should result in fewer penalties in the system.

Now we support the basic frame work in both, but we believe
that S. 1610 would improve the frame work by further reducing the
burden's experienced by the small business community.

That concludes my statement.
Senator BOREN. Thank you very much, Mr. Posner.
[The prepared statement of Mr. Posner appears in the appendix.]
Senator BOREN. On the question of the safe haven, I am sure you

know there will be other witnesses today. I have read over the tes-
timony of some of those who will be appearing-the U.S, Chamber



of Commerce and others-that indicates that they feel that any re-
duction in the safe haven, below the 5 percent, even down to the 2
percent level, would make it very difficult for the larger firms to
have the flexibility they need.

Now you have indicated that a very small percentage use the
safe haven. I forget. What was the percentage you indicated?

Mr. POSNER. It was 19,000 employers out of about 5.1 million.
Senator BOREN. All right.
Would nearly all of those be. larger employers?
Mr. POSNER. They would have to be those that qualify currently

to deposit on the eighth-monthly system. So it would be those with
liabilities exceeding $9,000 per quarter.

I don't know. Do we have any data about that?
Mr. BLOCK. Around 1500 of them have quarterly liabilities of $1

million or more.
Senator BOREN. So do you think there is any justification for

keeping the safe haven for those that have a very large problem in
terms of the magnitude of the payment, or would you still argue
that that would not be necessary?

I understand your argument about not extending it to those com-
panies that do not now have it, especially since you are going to be
moving a significant number from eight payments per month into
monthly payment.

Mr. POSNER. Right.
Senator BOREN. Do you think we should at least consider the pos-

sibility that some of the larger firms that have to prepare the eight
monthly reports should continue doing so?

Mr. POSNER. Well, we are not arguing that they may not have
some legitimate problems. But we think those problems can be
dealt with through basically a waiver process. When they submit
their quarterly tax return, their 941, where they have to check now
that they want to claim the safe have. We think that they would
have kind of a reasonable cause explanation they would give as to
why they are doing so, that could be reviewed by IRS, rather than
just an automatic kind of grant, where we think it is really subject
to abuse.

So I think we would still adhere to our position.
Senator BOREN. We know that there are some very small busi-

nesses that are now paying quarterly that I believe under S. 1610
will be brought under a monthly schedule.

Mr. POSNER. Right.
Senator BOREN. While certainly there is a positive shift in the

large number of those that are paying eight times a month that
would come into a monthly picture, there are some that would be
disadvantaged by having to move from a quarterly into a monthly
process.

Do you think there is any merit in our schedule keeping a
system that has both monthly and quarterly so that we do not
move those very small employers into a monthly payment period?

Mr. POSNER. This has been a tough one for us to wrestle with. I
think ideally we would like one exception for all small employers.
The problem is that these people with under $500 have less than
the equivalent of one-half employee.

Senator BOREN. Right.



Mr. POSNER. You know, we can just imagine the kinds of busi-
nesses that they are and I think realistically we could understand
keeping that quarterly exemption for them. They are not even in
the deposit system. They send their payments with their tax return
at the end of the quarter.

Senator BOREN. Yes.
Mr. POSNER. So they would now have to get started with dealing,

with banks and deposit slips and coupons.
Senator BOREN. I am not even sure that would not create in-

creasing complexity for the government.
Mr. POSNER. It would create about-
Mr. BLOCK. It would definitely increase the cost because those

businesses right now who are not making any deposits now would
be making around 7 million deposits a year. Okay? And the IRS
gets charged around 35 cents per deposits.

Senator BOREN. Right.
Would there be any revenue impact if we continued the quarter-

ly system? I am sure there is some because you would get a little
bit more cash flow on a monthly basis than you would by allowing
those that are quarterly now to stay quarterly. On the other hand,
as you have indicated, there will be some additional costs to the
government in speeding that up.

Is there any way of quantifying?
Mr. BLOCK. It is about $2 million a year.
Senator BOREN. How much?
Mr. BLOCK. $2 million.
Senator BOREN. $2 million a year?
Mr. BLOCK. Yes, it would be that much.
Senator BOREN. And you say that even if we kept the bill, even

with the safe haven at 2 percent, you still think it is a net of prob-
ably $300 million.

Mr. BLOCK. Yes.
Senator BOREN. Well, that is something that I would hope we

would really consider. You say these firms average one-half of an
employee?

Mr. BLOCK. Less.
Senator BOREN. Less than one-half of an employee?
Mr. BLOCK. Yes.
Senator BOREN. Well, I think that if we are talking about simpli-

fication and trying not to put additional burdens on a firm that
really has a part-time situation that is essentially a sole proprietor-
ship that solution is something that we really ought to try to ac-
complish.

I understand it loses a little of its symmetry. But in terms of the
practical effect it would seem to me we ought to give some serious
consideration to taking the other provisions of the bill, but leaving
for these very small people that quarterly possibility.

Mr. POSNER. One thing that we were thinking that you might
also want to consider is possibly requiring Treasury to look at this
population, keeping them on the quarterly system, but do a market
survey and figure out who these people are and whether they
really would experience problems going to a deposit system.

Senator BOREN. Right.



Well, thank you very much. The testimony has been very helpful
and certainly we appreciate the work which has been done by GAO
and giving us advice and the staff advice as we proceeded on this
matter.

Mr. POSNER. Thank you.
Senator BOREN. Thank you very much for taking the time to be

with us.
Mr. BROSTEK. Thank you.
Senator BOREN. Our next panel consists of Mr. Albert O'Neill,

chair-elect of the American Bar Association, Section on Taxation;
and Mr. Robert M. Brown, chairman of the Tax Simplification.
Committee of the American Institute of Certified Public Account-
ants in Washington.

We always have felt that we help keep the professions in busi-
ness by keeping things as complicated as possible. [Laughter.]

So it is refreshing to have two representatives of the learned pro-
fessions here to advocate simplification today.

As I indicated, we do have other panels that will follow, so if you
can summarize your testimony for us and hit the high points in ap-
proximately five minutes, I would appreciate it. Then we will open
up for some questions.

Do you have a preference as to which one? We will proceed with
Mr. O'Neill then.

STATEMENT OF ALBERT O'NEILL, CHAIR-ELECT, AMERICAN BAR
ASSOCIATION, SECTION ON TAXATION, WASHINGTON, DC

Mr. O'NEILL. Thank you.
I am Albert O'Neill, chair-elect of the Section on Taxation of the

American Bar Association. I speak here today on behalf of the
American Bar Association, which is strongly on record in favor of
tax law simplification. The Association applauds the committee for
taking up this topic in this careful and deliberate manner.

As you may know, the section of taxation has more than 24,000
members throughout the country. I would dare guess that the de-
sirability of tax law simplification may be one of the only items on
which you could get anywhere near unanimity among the mem-
bers. We certainly unqualifiedly support the concept of simplifica-
tion. Indeed, we go further and support most of the specific provi-
sions that are in the various bills before you.

We would like to particularly applaud the approach that is being
taken here and hope that it will be a model for future action.
Frankly, we look forward to the day when simplifications bills can
become routine, continue to be staffed in advance, considered in a
deliberative fashion by the committees and with a chance for
public comment.

We recognize that if the process is to work, the bills will need to
be kept free of extraneous provisions and the public will need to
understand, as I am sure you do, that sometimes complex provi-
sions in and of themselves can produce a lot of simplicity in oper-

.ation We will certainly do our best to advance these positions.
ring to some specifics, we are particularly pleased with the

provisi s dealing with Subchapter S corporations. The removal of
some of The traps for unwary, such as in the one class of stock



area, and the removal of some of the restrictions that frankly do
not seem to have any basis in policy, for example the current re-
quirement that S corporations cannot generally be members of an
affiliated group, are all great steps forward. We think that these
and other changes that are being proposed will certainly benefit
the many small businesses that rely so heavily on the S corpora-
tion format.

Section 441 of S. 1394, which attempts to conform the treatment
of revocable trusts more closely to that of descedents' estates, is
certainly a step in the right direction.

In the foreign area, the changes in the Section 1248 rules are a
very good improvement. The attempt to unify the anti-deferral
rules, which are now scattered throughout the Code, is in most re-
spects a very good first step. In general, in the foreign area as a
whole, the changes that are being proposed are well crafted, par-
ticularly when one accepts the premise of attempting to simply ex-
isting laws without changing policy.

I think I should note here, however, that based on some past
studies the Section of Taxation has done and the American Law In-
stitute has done, we believe that the foreign area is one where
there can be further simplification and rationalization, particularly
if a few minor policy changes could be accomplished. We also be-
lieve that in the S corporation area and the revocable trust area
there could be some further steps taken.

We are not intending to criticize here by these comments. But we
believe so strongly in the simplification principle that we would
hope that in its deliberations, the committee could come up with
some type of informal procedure whereby the members could at
least discuss some relatively minor policy changes and give some
guidance for further simplification.

We believe the individual area, involving individual taxpayers,
and particularly low-income taxpayers, provides fertile grounds for
further simplification. We recognize that some of the leading candi-
dates here for simplification, such as the deductibility of non-busi-
ness interests, the "kiddie tax", the earned income credit and other
provisions that affect low income taxpayers, to fully provide true
simplification, may need some policy changes.

The low income taxpayers frankly do not have the ability to go
out and hire a lot of experts to help them get through some of the
complexities that exist today. So if they are going to get help, it
needs to be here in this room.

In conclusion, I would note that the experts that compose the
various committees of the Tax Section have been and are now
working on detailed technical analyses and technical comments.
These comments will be soon forwarded to you for your review.
Our members are prepared to meet with you and members of the
staff to go over the comments. Indeed, we stand ready to do any-
thing that we can to keep this process moving forward and to help
achieve the success we all seek.

Thank you.
Senator BOREN. Thank you very much, Mr. O'Neill.
So there will be some other specific proposals that you will be

making to us in terms of other areas where we can achieve simpli-
fication?



Mr. O'NEILL. That is correct. As I say, we are looking to our com-
mittees, which really know these areas, to come up with detailed
comments and analyses; and you will be getting those in the very
near future.

Senator BOREN. I appreciate that very much. And as you know
Chairman Bentsen, the Chairman of the full committee, has really
been the captain of our effort in regard to tax simplification. He is
very strongly committed to it. I know that he would welcome these
additional suggestions from you as soon as you can get them to us
and to the staff...

Mr. O'NEILL. Certainly.
Senator BOREN. I assure you they will be very seriously consid-

ered.
[The information appears in the appendix.]
[The prepared statement of Mr. O'Neill appears in the appendix.]
Senator BOREN. Mr. Brown?

STATEMENT OF ROBERT M. BROWN, CHAIRMAN, TAX SIMPLIFI-
CATION COMMITTEE, AMERICAN INSTITUTE OF CERTIFIED
PUBLIC ACCOUNTANTS, WASHINGTON, DC

Mr. BROWN. Thank you, Mr. Chairman, for the opportunity to
testify today on this very important subject. I am Robert M. Brown,
chairman of the tax simplification committee of the American In-
stitute of Certified Public Accountants. I am also a partner in the
Washington national tax practice of the international accounting
firm of KPMG Peat Marwick.

We.'ommend Chairman Bentsen for introducing S. 1394 and you,
Mr. Chairman, for having this hearing here today. We strongly be-
lieve that this bill is an important step in an ongoing, orderly proc-
ess to simplify the tax law. The AICPA urges that tax simplifica-
tion be made a legislative priority. We have made the need to
simply the tax law a priority for the past three years.

Complexity in the tax law has reached a point at which many
tax practitioners and taxpayers believe that it is undermining our
system of voluntary compliance. Taxpayers and tax practitioners
are increasingly frustrated with the burden of trying to understand
and comply with the tax laws.

The Internal Revenue Service is finding it increasingly more dif-
ficult to administer the tax law. Frequent change, the current leg-
islative process, and the increasing complexity and magnitude of
the Internal Revenue Code are serious concerns to us.

The cornerstone of tax administration in the United States is our
voluntary compliance system. Voluntary compliance depends both
on the ability and the willingness of taxpayers to comply. Complex-
ity threatens to erode the system, because full compliance in many
cases requires an unreasonable outlay of effort and resources.

The complexity leads some taxpayers to believe that the IRS will
be incapable of discovering any noncompliance. Some have even de-
veloped the impression that understanding the tax laws serves only
to increase the amount of taxes that they must pay. Some taxpay-
ers even believe it is to their advantage to use less knowledgeable
tax preparers to reduce their tax liability.



To maintain a voluntary tax system it is imperative that simpli-
fication be given a very high priority in all stages of the tax proc-
ess, along with policy and revenue objectives. Defining what consti-
tutes simplification is not easy. We have defined simplification in
our work in terms of increasing the understandability and work-
ibility of the tax law. S. 1394 being considered here today accom-
plishes this.

The AICPA strongly endorses S. 1394. We encourage the Con-
gress to enact it. We support most of the provisions of the bill,
which we have detailed in our prepared statement.

In addition to the provisions in the bill in S. 1394, we recommend
that the Senate Finance Committee give very serious consideration
to simplifying the earned income credit. This credit, which.is aimed
at the group of taxpayers that are least equipped and least able to
comply with complexity or deal with complexity, has always been
far from simple.

The earned income credit now is composed of three separate
credits. With respect to two of them, taxpayers must elect one after
determining which is more beneficial. While we take no position on
whether it is good tax or social policy to have these three separate
credits, we believe something needs to be done to simplify this area
of the law.

At a minimum we believe that the interactions should be elimi-
nated. We welcome the opportunity to work with the committee
and provide assistance as this bill is refined. Further, we would
like to see additional areas which affect a large number of individ-
ual taxpayers considered for simplification.

We also will be submitting additional simplification provisions
and suggestions to the committee in the near future.

Mr. BROWN. Let me add, since you have asked for specific com-
ments in the alternative minimum tax, it happens to be an area
that I spend a lot of time in. There are two provisions in S. 1394
that would simplify the alternative minimum tax. We strongly en-
dorse both of those provisions. Currently corporations are subject
to three separate systems-the regular system, the AMT, and the
adjusted current earning system. We encourage the committee to
look at ways of contracting at least the adjusted current earnings
and the AMT systems together.

One of the two provisions addresses changes in ownership, which
is probably the most complex part of the adjusted current earnings
system of AMT. The bill would repeal the provision that requires,
in certain cases where there is a change in ownership, corporations
to revalue their whole balance sheet and have a whole separate
system of calculating depreciation, gain and loss, inventories, et
cetera. We recommend that this requirement be repealed retroac-
tively. It has only been in existence since the beginning of 1990 and
it is a particular burden to affected taxpayers.

The timing of this discussion is very appropriate, given that Sep-
tember 16, on Monday, is the extended due date for corporations to
file their tax returns for 1990. This is the first year the adjusted
current earnings provision is in effect and our phones have rung
off the hook over the last two weeks with last minute questions
and problems.

Thank you very much for this opportunity.



Senator BOREN. I appreciate those comments very much and cer-.
tainly will share them with my colleagues on the committee; I am
in agreement with you.

[The prepared statement of Mr. Brown appears in the appendix.]
Senator BOREN. I have just a couple of questions, first for Mr.

O'Neill. I know that previously you sent us a proposal that would
allow taxpayers to combine their personal investment interest and
would allow a deduction to the extent of a taxpayer's investment
income, plus a prescribed additional amount.

You have talked about the low and moderate income problem of
simplification. How would you respond to complaints from low and
moderate income taxpayers who do not have investment income
and therefore would not benefit from that proposal?

Mr. O'NEILL. Well, I think that in part of that proposal, there
was a first category that would permit continuing the policy we
have today of allowing deductions for interest that is incurred on
indebtedness securing principal or secondary residentces. So I be-
lieve that the taxpayers, to the extent they owned a residence,
would be able to take advantage of some of those provisions.

Also, you cannot do everything with any single provision. One of
our biggest concerns with the structure of the interest deductions
today, as we pointed out in that submission, is that you have so
many pots that a significant tracing problem is created. I would
think-fortunately I do not have to prepare the returns--but I
would think the current provisions drive return preparers "batty"
because of the complexity and the tracings.

What we were trying to do was to come up with some system
that would prevent having to do as much tracing that would other-
wise simplify the operation of the system.

Senator BOREN. Do you know if it would result in any revenue
loss, that proposal?

Mr. O'NEILL. No, sir. We did not-
Senator BOREN. You haven't sought revenue estimates on it?
Mr. O'NEILL. Right.
One of the things we did mention is that possibly some of the

limits on the residential interest deduction could be slightly low-
ered.

Senator BOREN. Adjusted a little bit, or make it revenue neutral.
Mr. O'NEILL. To make it revenue mutual. But we defer to the ex-

perts on those areas.
Senator BOREN. Thank you very much.
I notice, Mr. Brown, on the AICPA statement that there is some

misgiving about moving the date for furnishing the partnership in-
formation from April 15 to March 15. We heard something about
this in our opening day of hearings as- well. We get it from both
sides, obviously.

There are others on the receiving end of this information who
say we want it earlier because often we do not get it until the day
our own tax returns are due. And I can understand the concerns of
both.

Is there some fair compromise that we might reach between this
April 15 and March 15 proposal that might be workable and might
at least prevent some people from ending up not getting the infr-
mation until the day their own taxes are due?



Mr. BROWN. In most cases, Mr. Chairman, the partners do re-
ceive informal information from the partnership so they can make
their extension requests by April 15.

We think there is sufficient pressure now by partners on part-
nerships to provide information as early as possible. By mandating
a March 15 deadline it would actually increase the burden on pre-
parers far beyond what is necessary.

We suggest approaching it from a different side. In the case of
many taxpayers involved in multiple partnerships, they typically
extend their return anyway. They will not be filing on April 15.
They will be filing on August 15, or, more likely, on October 15.

So our suggestion is to mandate that the K-Is be provided at
least no later than September 15. That should give the partner-
ships plenty of time to get this out.Our concern is if you mandate a March 15 deadline there will be
too many occasions when the partnerships will have to amend
their K-is after they have been sent out.

Senator BOREN. Thank you very much.
Thank both of you very much for taking time to appear. We will,

as I say, receive your full statements into the record. Also, we will
look forward to receiving additional specific proposals that you
may have on behalf of the organizations. Thank you very much.

Mr. BROWN. Thank you, again, for your efforts as well.
Mr. O'NEILL. Thank you.
Senator BOREN. Thank you.
Our next panel consists of Mr. Glenn Graff, chief financial officer

and executive vice president of Linbeck Construction Company,
Houston, Texas, on behalf of the Associated General Contractors of
America; and Mr. Richard Shavell, C.P.A., construction tax manag-
er, with Zelenkofske, Axelrod and Company, Ltd., Pennsylvania, on
behalf of Associated Builders and Contractors.

We appreciate both of you being here with us today.
Mr. SHAVELL. Excuse me. Mr. Deviney is unable to attend. He is

caught in a travel problem.
Senator BOREN. Right.
We thank both of you for being here. As I have indicated to our

earlier panelists, we will receive your full statements for the record
and would appreciate your highlighting your major areas of con-
cern so that we can focus on those in an abbreviated period of time.

Mr. Graff, would you like to commence?

STATEMENT OF GLENN GRAFF, CHIEF FINANCIAL OFFICER AND
EXECUTIVE VICE PRESIDENT, LINBECK CONSTRUCTION CORP.,
HOUSTON, TX, ON BEHALF OF THE ASSOCIATED GENERAL
CONTRACTORS OF AMERICA
Mr. GRAFF. Thank you, Mr. Chairman. Mr: Chairman, the Asso-

ciated General Contractors of America is pleased-to participate in
this hearing on the Tax Simplification Act of 1991. AGC is a na-
tional trade association of more than 33,000 firms, including 8,000
of America's leading general contracting firms.

We want to express our appreciation to you, Mr. Chairman, to
Senator Bentsen and to the committee for their commitment to tax
simplification. The need to simplify the Tax Code is compelling.



Compliance today imposes prohibitive administrative costs and im-
poses an unmanageable paperwork burden.

Pervasive uncertainty about what rules mean and how to imple-
ment them undermines compliance. Lack of regulatory guidance is
compounded by the backlog of-new regulation projects. And lack of
stability in the tax statutes and regulations thwarts long-range
business planning.

It is no secret that tax compliance for small business is histori-
cally low, primarily because taxpayers simply cannot understand
how to apply the perplexing maze of Federal tax rules.

As IRS Commissioner Goldberg told Congress recently, most non-
compliance is unintentional. Much of it is due to the complexity of
the tax laws.

The 1986 Act added a new provision in accounting for long-term
contracts, the look back provision. The underlying premise for the
look back provision is a mistaken assumption that construction
contractors defer income from their long-term contracts. Contrary
to this assumption, construction firms must recognize, not defer
income, in order to satisfy banking and bonding relationships.

Construction is a highly competitive business with profit margins
often of 1 to 2 percent. A construction firm cannot successfully bid
on new work without adequate surety credit. Construction contrac-
tors must accelerate, not defer recognition of income in order to ac-
cumulate working capital and maintain access to maximum surety
credit.

The look back provision has also been justified as a deterrent
against the reporting of income. However, Internal Revenue Code
Section 6662 already has stiff penalties for underpayment of
income tax. There is no exception for underpayments attributable
to the under reporting of profit on long-term contracts.

Mr. Chairman, we believe that every contractor not currently
exempt from the look back provision will benefit from the proposed
10 percent look back tolerance factor and the creation of an annual
interest rate. Even though a contractor would still be required to
apply the first step of the look back calculation, the 10 percent de
minimis rule and the change from a quarterly to an annual inter-
est rate will reduce compliance costs.

Our own company recently completed an analysis of the post
completion costs for all of our contracts over the past ten years to
which look back would have applied had it been in effect. Of the
116 contracts which had post-completion costs, 70 of the contracts
had post-completion costs of less than 10 percent of the contract
profit.

During this same 10 year period there were only three contracts
with post-completion revenues. The experience of our company and
many others indicates that the look back rules result in more in-
terest refunds to taxpayers than in interest payments to the gov-
ernment. One AGC member recently filed for a look back interest
refund of $257,000.

The simplification bill also modifies current statutes and pro-
posed regulations of S corporations by clarifying that a corporation
is treated as having only one class of stock if all the outstanding
shares of the corporation confer identical rights to distribution and
liquidation proceeds.



The proposed clarification would essentially refute recent pro-
posed IRS regulations that would determine that an S corporation
has a second class of stock if distributions to shareholders differ in
timing or amount. The penalty for finding a second class of stock is
termination of the S election.

The simplification bill extends the authority of the Interna Rev-
enue Service to waive the effect of an inadvertent S corporation
termination and to also waive the effect of an invalid election
caused by an inadvertent failure to qualify as a small business cor-
poration or to obtain the required shareholder consents.

Under current law a small business must elect S corporation
status no later than the fifteenth day of the third month of the tax-
able year for which the election is effective. The IRS cannot vali-
date a late election. But the consequences of an inadvertent late
election can be enormous to the taxpayer.

Rules affecting S corporations are of great importance to the con-
struction industry. Surveys have indicated that two-thirds of AGC
members are S corporations.

AGC is pleased to support the Tax Simplification Act of 1991 and
we hope that our comments have been of value to the committee in
its review of tax simplification.

Thank you.
Senator BOREN. Thank you very much, Mr. Graff.
[The prepared statement of Mr. Graff appears in the appendix.]
Senator BOREN. Mr. Shavell?

STATEMENT OF RICHARD R. SHAVELL, C.P.A., CONSTRUCTION
TAX MANAGER, ZELENKOFSKE, AXELROD & COMPANY, LTD.,
JENKINTOWN, PA, ON BEHALF OF ASSOCIATED BUILDERS AND
CONTRACTORS, INC.
Mr. SHAVELL. Good afternoon Mr. Chairman, and members of the

committee. My name is Richard Shavell and I am pleased to be
here today on behalf of the Associated Builders and Contractors
and the Associated Specialty Contractors, Inc. I am a construction
tax manager with Zelenkofske, Axelrod and Company, Ltd. in Jen-
kintown, Pennsylvania.

Mr. Chairman, we commend the committee on its efforts to ad-
dress the complexities of the Internal Revenue Code and we sup-
port S. 1394 and other needed simplification legislation.

What I would like to discuss is a provision in the Tax Code that
imposes a complex and costly administrative burden on small con-
struction contractors without any benefit to the contractor or the
government because the provision is revenue neutral.

This same provision causes contractors to perform thousands of
computations which in some cases the result is a zero liability.
Typically, the contractor pays more in compliance costs than result
under this provision. 'Of course I am speaking of the same look
back method that Mr. Graff just spoke of, which is found under
Section 460(b) of the Internal Revenue Code.

And although Section 411 of this proposed bill will provide relief
for larger contractors by establishing a 10 percent de minimis rule,
this proposed 10 percent de minimis rule alone will not reduce look
backs complexity for small contractors.



We hope that our proposal to exempt small contractors from look
back can be considered by this committee, if not in this bill, then in
the context of tax policy at the earliest opportunity.

Let me briefly explain how the small contractor falls into look
back compliance and reasons why a small contractor exemption is
justified. Under the 1986 Tax Act, small contractors, those contrac-
tors with average annual gross receipts of under $10 million, were
exempt from look back because they could use the completed con-
tract method, the cash method, or any method they wanted for reg-
ular tax purposes.

Look back compliance was only for the larger contractors who re-
ported under the percentage of completion method. However,
under the alternative minimum tax all contractors must use the
percentage of completion method. Because they must use percent-
age of completion for AMT purposes contractors must also perform
the look back computations for alternative minimum tax. This is a
double hit.

Senator BOREN. Right.
Mr. SHAVELL. Supporting our recommendations to exempt the

small contractor from the look back method are the following facts:
First, the administrative burden is immense to the small contrac-
tor. For example, complex computations must be performed annu-
ally for AMT purposes even though there may be no result, no li-
ability, and no refund. The current de minimis rules and the pro-
posed 10 percent de minimis rules provide insufficient relief to the
small contractor.

Also, simplified methods that are currently available provide
limited, if any, relief to the small contractor. Included in our writ-
ten comments is a detailed memo that was prepared at the request
of the Treasury Department that amplifies this point.

Senator BOREN. So you are saying that virtually all of these
small firms are going ahead and making this computation even
though they do not fall under the minimum tax?

Mr. SHAVELL. That is correct. The rules read that they have to do
these computations.

Second, the look back method is not a "watch dog" on the con-
struction industry as intended. The look back method was original-
ly implemented to prevent manipulation of the estimates required
under the percentage of completion method. Most small contractors
do not fully understand the look back method, and if they do not
fully understand it, it is not going to affect how they develop their
estimates when they are computing percentage of completion
income.

The true "watch dog" on the construction industry are the
surety and banking requirements imposed on the small construc-
tion contractors that force them to- aggressively report higher
income, thus accelerating their tax liabilities not deferring it as
was originally believed by the tax writers.

Third, there is no abuse by small contractors in reporting under
the percentage of completion method as evidenced by the fact that
the look back method has not resulted in a windfall to the Treas-
ury. In fact, the IRS acknowledges that the look back method is
revenue neutral.



Fourth, the small contractor is now forced to face not one, but
two acceleration mechanisms in the Tax Code. Both the alternative
minimum tax and the look back method are accelerations of tax
and interest that will reverse in the following year or years.

And fifth, this exemption that we are asking for will not cause a
major change in the alternative minimum tax system. We are not
asking to exempt small contractors from the percentage of comple-
tion under AMT. All we are asking for is that they not be subjected
to look back in addition to alternative minimum tax.

In conclusion, we are pleased that the committee recognizes the
burdens of the look back method and has addressed this issue in
the tax simplification bill. It is the hope of small construction con-
tractors that relief can be provided that is relevant to their way of
doing business. A small contractor exemption from the look back
method is sound policy and fair because it has no positive impact
for either the taxpayer or the government. This exemption is not
just warranted, but desperately needed.

We thank you.
Senator BOREN. Thank you very much.
[The prepared statement of Mr. Shavell appears in the appendix.]
Senator BOREN. Mr. Graff, you have indicated that in your com-

pany you thought that the simplification changes in the look-back
provision would save 15 to 20 percent in administrative costs.

Mr. GRAFF. That is correct.
Senator BOREN. Do you think that the other companies would be

in a similar situation? Would your situation be fairly typical in
terms of administrative cost savings?

Mr. GRAFF. I believe we would be fairly typical for the companies
in excess of the $10 million limit.

Senator BOREN. Yes.
Mr. GRAFF. Yes.
Senator BOREN. You have heard Mr. Shavell's proposal on behalf

of Associated Builders and Contractors to exempt the small con-
tractors from the look back rule on the minimum tax. Do you have
any comment on that proposal?

Mr. GRAFF. Of course, I agree very much with what he has said.
It was our understanding that that was probably not an appropri-
ate topic for these hearings so we have not commented on it. But in
order to put it in perspective, when you are talking about a $10
million contractor, and we have subsidiaries that are in that range,
you are talking about a company that may have a manager, two
estimators and two people in the office.-

Senator BOREN. Yes.
Mr. GRAFF. And when they have to comply with these burden-

some rules it is a tremendous burden on them.
Senator BOREN. Thank you very much.
Mr. Shavell, I gather from your testimony that you believe that

providing this exemption on look back would be revenue neutral
and that there may be some IRS data that might support that con-
clusion.

Can you go into that a little more? Why do you think it would be
revenue neutral?

Mr. SHAVELL. The data I referred to was in August of last year at
the hearings for the regulations under the look back method. The



IRS at that time stated that the look-back method was revenue
neutral.

Additionally supporting neutrality are various surveys that indi-
cate that the amounts refunded to and paid by taxpayers are i-isig-
nificant. We have also computed and supplied charts to th( freas-
ury Department that shows different levels of revenue, diftei'nt
levels of misestimation because that is basically what we are talk-
ing about, and different profit levels and what the resultant impact
is. The impact is insignificant in relationship to the revenue and
the tax at the lower levels of revenue.

In the case of small contractors, of course, we are only talking
about AMT. AMT is a reversal mechanism which is basically an ac-
celeration of tax. If you pay tax this year under AMT you are going
to get it back in the future. The same thing with look back inter-
est. All that is being done under look back is-and I guess to get
into this, it would be better if I just stepped back and explained the
three steps under the look back method.

There are three steps. The first step requires the contractor go
through computations, contract by contract by contract, and rede-
termine the percentage of completion based on final facts as com-
pared to the estimates that were used in the prior year or years
when that contract was undergoing. As a result of the accumula-
tion of all this information under step one the contractor has deter-
mined how much income was under or over reported in a prior
year under the percentage of completion method.

Keeping it a simple situation, by definition the contractor has
infact paid all the tax under the percentage of completion method.
The only question is when. So if I under reported last year I had to
over report this year. When I go through the computation of the
tax, what happens is that if I over reported tax last year I under
reported tax this year. What happens with the interest? The exact
same thing.

So it is merely a reversal and that is why the results have to be
revenue neutral. Over a period of time the results will constantly
come up to zero. If you looked at a five-year period or a three- year
period at those contracts opened and closed in the period, there
must be a zero result.

Senator BOREN. Thank you very much.
I appreciate both of you being with us today; we will share your

full testimony with the entire committee, and we appreciate the
support that you are giving to our efforts for tax simplification.

Thank you both for being with us.
Mr. GRAFF. Thank you, Mr. Chairman.
Mr. SHAVELL. Thank you very much.
Senator BOREN. Our next panel consists of Matthew P. Fin,

senior vice president and general counsel for the Investment Com-
pany Institute of Washington; Mr. James Mack, vice president for
government affairs, the National Machine Tool Builders Associa-
tion, on behalf of the invest to Compete Alliance; and Mr. Benson
Goldstein, manager, Tax Policy Center, U.S. Chamber of Com-
merce. We welcome all of you here.

Again, I would ask if you could to summarize your testimony and
hit those major areas of concern, particularly in the areas of



change or addition that you think should be made to this pending
legislative proposal.

Mr. Fink, we will begin with you.

MATTHEW P. FINK, SENIOR VICE PRESIDENT AND GENERAL
COUNSEL, INVESTMENT COMPANY INSTITUTE, WASHINGTON, DC

Mr. FINK. Thank you, Mr. Chairman. I am Matthew Fink, senior
vice president and general counsel of the Investment Company In-
stitute, which is a national association of the mutual fund industry.
We greatly appreciate the opportunity to testify today in very
strong support of the portions of S. 530 which would simplify and
modernize the taxation of mutual funds by repealing the so-called
30 percent test.

That test requires that a mutual fund seeking to be taxed as a
regulated investment company under Subchapter M of the Internal
Revenue Code receive less than 30 percent of its gross income from
the sale or other disposition of securities held for less than 3
months.

While this restriction may have been consistent with a prudent
investment philosophy in 1936, 55 years ago when the provision
was put into law, the securities markets of today are very different
than the securities markets of 1936. What may have been prudent
55 years ago in 1936 may not be prudent today. And repeal of the
30 percent test would advance the goal of tax simplification in
three very important ways.

First, if the provision is repealed the people who run mutual
fund portfolios would not be forced to engage in tax motivated
transactions which are inconsistent with the best interests of fund
shareholders.

Just to give you two examples: today, with the 30 percent test in
effect, in -times of heavy market volatility, a surge in stock prices
might make the sale of certain securities advisable. But if the secu-
rities have not been held for 3 months, the 30 percent test could
prevent the fund from selling them.

Additionally, a fund manager might today receive a very attrac-
tive tender offer to buy some securities held by the fund but would
have to turn down the tender offer because following it would lead.
the fund to breach the 30 percent test.

In short, today the costs associated with tax motivated transac-
tions are borne by millions of mutual fund shareholders.

A second reason we support S. 530 is that, repeal of the test
would provide the typical mutual fund shareholder, who is of mod-
erate income, with the same tax treatment that our law provides to
wealthy direct investors who are not subject to the 30 percent test.
Repeal will also provide comparable tax treatment for mutual fund
investors with investors in other pooled investment funds like bank
common trust funds, bank collective investment funds, insurance
company separate accounts, et cetera, none of which are subject to
the 30 percent test.

And finally, the legal complexities and administrative burdens
that are imposed on funds today would be reduced if the 30 percent
test was repealed because they would no longer have to do record-
keeping and compliance monitoring.



In short, we think the test should be repealed and we applaud S.
530. I would be happy to respond to any questions.

Thank you.
Senator BOREN. Thank you, Mr. Fink.
[The prepared statement of Mr. Fink appears in the appendix.]
Senator BOREN. Mr. Mack?

STATEMENT OF JAMES H. MACK, VICE PRESIDENT FOR GOVERN-
MENT AFFAIRS, NATIONAL MACHINE TOOL BUILDERS ASSO-
CIATION-THE ASSOCIATION FOR MANUFACTURING TECHNOLO-
GY, ON BEHALF OF THE INVEST TO COMPETE ALLIANCE,
WASHINGTON, DC

Mr. MACK. Thank you, Mr. Chairman. We appreciate the oppor-
tunity to support the simplification of the corporate alternative
minimum tax or, as it is affectionately known around this table,
the AMT.

The complex depreciation calculations that the current AMT re-
quires of American business, both large and small, are a complicat-
ed and time consuming administrative burden not carried by our
foreign competitors. Our written testimony outlines this complex
process which must be conducted by all taxpayers, whether they
end up under the AMT or not.

In 1989 House legislation was introduced that would have simpli-
fied the corporate AMT and would have corrected several structur-
al defects related to the depreciation of capital equipment. That
legislation would have collapsed the two-tiered AMTI and adjusted
current earnings or ACE structure into one calculation and it
would have eliminated the costly retroactivity problem associated
with the 1990 switchover to ACE. Additionally, the bill eliminated
the arbitrary and burdensome book income depreciation limitation.

Because the bill's revenue loss could not be accommodated in the
context of budget reconciliation that year, the final legislation was
approved with just one element of simplification, the removal of
the book backstop. However, the complicated AMTI-ACE two-step
remained and went into effect last year.

The current proposal in S. 1394 focuses on the complexity of de-
preciation calculations. The framework of this proposal is excellent
and it would change an extremely complex calculation into a rela-
tively simple one. Because the bill is drafted to achieve simplifica-
tion, rather than economic relief, there are no so-called "winners"
nor "losers."

While we strongly support and endorse this initiative, this pro-
posal alone will not achieve true simplification. Because the effec-
tive date of the simplification proposed in S. 1394 is for tax years
beginning after 1990, property placed in service in 1990 will still be
subject to the complicated double calculation that the proposed
simplification amendment seeks to replace for years after 1990.

Our written testimony outlines several alternatives that could be
adopted to eliminate the need to deal with property placed in serv-
ice in 1990 under a separate formula. With this important change,
we would strongly, even more strongly than we already support,
the AMT simplification proposal in S. 1394.



In 1989 House testimony, I called for a "kinder, gentler AMT."
Revenue constraints prohibited gentleness in 1989, but if kindness
can be equated with simplicity, you have certainly provided kind-
ness in 1991. [Laughter.]

Mr. MACK. And if you can do something about the unkind sepa-
rate set of books that are required for 1990 property, we would be
even more grateful.

Finally, we urge you to study, not in the context of this bill, but
to study the impact of the AMT on America's productivity. The
AMT increases the cost of capital relative to our foreign competi-
tor's cost. It drives merger and acquisition activity and in these re-
cessionary times when we should be encouraging capital invest-
ment, to bring about renewed economic growth. The AMT in its
current form actually discourages important investments in our
Nation's future.

The need, Mr. Chairman, for simplification is urgent and we
hope that the committee can act soon in refining and approving
the proposal before you.

Thank you, Mr. Chairman.
Senator BOREN. Thank you very much, Mr. Mack. I certainly

agree with the comments you have made and read with interest
some of the recent studies, one from an economist at the Universi-
ty of Maryland indicating, for example, that a U.S. producer of
engine blocks within the first 5 years of purchasing those blocks,
will recover something like 35 percent of the cost of the invest-
ment; and in Japan and Germany, it is in the 70 to 80 percent
range; in Korea, it was as high as 88 percent. I do not know how in
the world we can continue to write our tax laws in this country in
a vacuum without considering the impact that they have on our
ability to compete.

Speaking as one of those who did not vote for the provisions that
are now in current law, I will certainly try to take your message of
kinder and gentler changes to those who are controlling the policy.
I think it is extremely important we make these changes.

[The prepared statement of Mr. Mack appears in the appendix.]
Senator BOREN. Let me ask one question 'on the retroactivity. As

you know, in general, I am not very much an advocate of retroac-
tive changes in the Tax Code. Do you think it would create any
complication in this case to make that provision apply back to
1990, rather than to 1991? Will there be any down-side problem to
it, or will the benefit achieved be so great that it will be worth it in
your opinion?

Mr. MACK. I think a lot of folks share your concern about retro-
activity. As I mentioned, the AMT itself imposes some retroactive
problems.

Senator BOREN. Exactly.
Mr. MACK. But, no. We suggested in our written testimony a

number of ways you could accommodate our proposal. One would
be more complicated, perhaps, for the taxpayer than the other two.
The revenue loss should be negligible. The proposal that appears in
S. 1394 was before the Congress in 1990. It was intended over in
the other body to go into effect in 1990. It is something that should
have been taken care of last year. For reasons beyond everyone's
control, it did not make it through the reconciliation conference.



I think that there is considerable justification for not requiring
folks to continue to handle 1990 property for as long as it is being
depreciated for AMT purposes differently than the reform that you
are putting in place in the bill.

Senator BOREN. Thank you very much.
Mr. Goldstein?

STATEMENT OF BENSON S. GOLDSTEIN, MANAGER, TAX POLICY
CENTER, U.S. CHAMBER OF COMMERCE, WASHINGTON, DC

Mr. GOLDSTEIN. Thank you, Mr. Chairman. We thank you very
much for holding these very important hearings. My name is
Benson Goldstein, Manager for Tax Policy for the U.S. Chamber of
Commerce.

The U.S. Chamber is pleased to provide testimony on S. 1394, the
Tax Simplification Act of 1991. The Chamber supports the Senate
Finance Committee's efforts to rationalize and simplify the current
tax law.

The business community views simplification in the foreign pro-
visions of the Internal Revenue Code as a high priority. In order to
achieve meaningful simplification in the foreign area a review of
complex sourcing and allocation rules is necessary. Basic simplifi-
cation also necessitates a review of the underlying complexities of
the foreign tax credit basket and limitation rules as well as an
analysis of the complicated rules governing deferral.

Although some of the foreign provisions of the bill may indicate
a modicum of simplification, the provisions generally do not appear
to provide much simplification in practice and appear to be almost
as complicated as current law. At a time when Congress and the
nation are concerned about the competitiveness of U.S. industry in
world markets there is a fear among the business community that
the foreign provisions of the Act may actually worsen to a degree
the competitive provision of American corporations and interna-
tional markets and increase the tax burden of U.S. multi-national
corporations.

The Chamber does support the provisions of S. 1394 which ex-
tends Code Section 1248 to the sale of stock and lower-tier con-
trolled foreign corporations. By extending Section 1248 to sales of
stock and lower-tier corporations as the bill proposes Congress
would accomplish true simplification. This would eliminate an
aspect of the Tax Code which serves no legitimate economic or tax
policy rationale.

The Chamber also recommends that the Committee give careful
consideration to S. 936, foreign simplification legislation introduced
by Senator Max Baucus. This bill includes meaningful simplifica-
tion provisions which are designed to improve the competitive
standing of U.S. corporations and world markets.

Simplification of the payroll tax deposit system is very important
to small business. The current system is unnecessarily complex and
warrants overhaul. A large percentage of IRS and taxpayer dis-
putes over payroll tax deposits are as a result of the unnecessary
complex system for determining the due dates of deposits.

In this regard the Chamber supports the small depositor rules of
S. 1610, a payroll tax simplification measure also introduced by



Senator Baucus. This bill would increase the currently monthly
small deposit threshold from $3,000 to $6,000.

Unlike the Senator's proposal, the small deposit rules of H.R.
2775 are clearly in acceleration of tax payments for certain small
businesses. The Chamber is opposed to this acceleration in tax pay-
ments for small businesses under the House bill.

The current regulations provide a 5 percent safe harbor regard-
ing the deposit shortfall of employers with monthly payroll tax ac-
cumulations of $3,000 or more. Any attempt to reduce the current
5 percent safe harbor should be opposed.

Businesses, particularly those with multiple payrolls in a chang-
ing work force, encounter significant problems in accurately deter-
mining their withholding liability on a next-day basis. Many find it
impossible. The 5 percent safe harbor provides employers with a
modicum of flexibility.

S. 1394 includes a provision regarding the interest rate on large
corporate underpayments. This provision represents true simplifi-
cation and thu's should be supported by the committee. Moreover,
the S corporation provisions of the bill represent a step forward for
an important segment of the business community.

Mr. Chairman, with respect to the alternative minimum tax I
would like to address that as well. The simplification act eliminates
the depreciation calculation under the adjusted current earnings or
ACE calculation of the corporate AMT, but maintains the deprecia-
tion calculation for AMT purposes.

While this proposal is a good first step forward, the Chamber
continues to be concerned that the large depreciation preference of
the AMT system overstates economic income and therefore results
in overpayment of tax by low profit, capital intensive firms.

As in the foreign area, the committee should review the underly-
ing policy rationale of the AMT in a broader context of simplifica-
tion.

Thank you, Mr. Chairman.
Senator BOREN. Thank you very much, Mr. Goldstein.
[The prepared statement of Mr. Goldstein appears in the appen-

dix.]
Senator BOREN. Let me bring you back to the question of the 5

percent safe haven on the payroll question. You obviously heard
the earlier testimony from the General Accounting Office. Were
you here when the General Accounting Office testified?

Mr. GOLDSTEIN. Yes.
Senator BOREN. They, of course, asserted that it was unneces-

sary, that there are very few firms that utilized it, and that a
waiver procedure would be sufficient to take care of it without
either a 5 percent or 2 percent safe haven provision in the legisla-
tion.

What is your response to that argument from the General Ac-
counting Office?

Mr. GOLDSTEIN. Well, I think two things. First of all, the discus-
sion was with large depositors, particularly with $100,000 or more
per pay period. They already deposit on a next day basis. I think
that that was in a sense a speed up that was done in the 1989 and
1990 Acts.



I think that that should in some ways take care of some of these
so-called concerns that have been addressed by GAO. But more par-
ticularly to a waiver process with respect to the IRS I am not sure
that too many taxpayers would agree with that kind of notion. Be-
cause what happens often within IRS waiver procedure, the IRS
has the authority to do it but grants it in very limited and prob-
ably in very few circumstances.

Senator BOREN. They are not known for over using their discre-
tionary authority in this area?

Mr. GOLDSTEIN. Exactly.
Senator BOREN. Thank you very much.
Just one last question to Mr. Fink. You were talking about the

differences in the market, the way securities are traded now as op-
posed to 1936 when the 30 percent rule was adopted. Could you
elaborate on that just a little bit?

Mr. FINK. Well, I think the markets were much less volatile
then.

Senator BOREN. Yes.
Mr. FINK. We did a study of volatility and volume on the New

York stock exchange. I do not recall the numbers now, but I think
a million or two million shares were traded a day then.

-- Senator BOREN. Right.
Mr. FINK. And today the exchange can trade 100 million shares

each day. That volume just makes market swings much greater
and requires professional money managers to move in the market
on behalf of their clients. Pension fund managers, banks, and in-
surance companies can move in and out of the market as they see
fit. The only managers (on behalf of their shareholders) that cannot
move freely in the market are mutual fund managers.

/gnator BOREN. Right.
r. FINK. I think that is the main reason, Senator.

Senator BOREN. Thank you very much.
Mr. FINK. Thank you.
Senator BOREN. Well, again, I appreciate the testimony that all

three of you have given and thank you for taking the time to come
and share your views with the committee. We appreciate it very
much and regard the suggestions you have made as very good and
constructive ones.

Thank you for being with us.
Mr. MACK. Thank you.
Senator BOREN. The hearings will stand in recess.
[Whereupon, the hearing recessed at 3:38 p.m.]
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PREPARED STATEMENT OF DENISE BODE

My name is Denise Bode. I am President of the Independent Petroleum Association of
America (IPAA). I welcome the opportunity to comment on the behalf of our national
association which represents some 5,500 independent crTude oil and natural gas explorers/
producers in all 33 states with oil and natural gas production. The IPAA includes among its
members a number of publicly traded master limited partnerships, besides the significant
number of smaller partnerships in which our members maintain interests.

Overview:

Partnerships have long been used by the oil and gas industry as a means of raising
investment capital. The use of partnerships as an investment vehicle is now less attractive,
due in part to the tax provisions enacted in the Tax Reform Act of 1986. However, a recent
survey indicated that 21 percent of independent producers have raised venture capital through
the use of limited partnerships, indicating the ongoing importance of partnerships to the
industry. The Independent Petro!eum Association of America (IPAA) also includes among
its members a number of publkly traded master limited partnerships, besides the significant
number of smaller partnerships in which our members maintain interests.

The Department of the Treasury and the Coalition of Publicly Traded Partnerships have each
submitted studies to Congress on compliance and administrative issues associated with widely
held partnerships. We are concerned that these studies paid little attention to the problems
and concerns that are raised by oil and gas investments held in partnership form.

IPAA does support the concept of simplified reporting to the extent that new requirements
reduce the number of items required to be separately reported to partners. Yet, primarily
because oil and gas partnerships that elect the simplified reporting benefits under the Act are
subject to the loss of percentage depletion benefits, the Act will significantly reduce the
attractiveness of oil and gas investments held in partnership form. Other changes in the Act,
primarily those that relate to changes in partnership audit procedures, are also of significant
concern to thk industry.

Minimum Tax Reform is of Paramount Importance:

Much of the complexity that is prevalent in oil and gas partnerships has resulted from the
impact of the minimum tax laws. The oil and gas industry is perhaps the most heavily
affected by the impact of the alternative minimum tax, with an estimated 75 percent of
producers subject to this tax, on an annual basis. The oil and gas industry is subject to
numerous adjustments for purposes of the minimum tax, resulting from the treatment of
intangible drilling costs, percentage depletion, and equipment depreciation. The need to
separately state these items would be eliminated for #-%t; majority of investors if the disparate
treatment of these items was modified.
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Domestic producers should be allowed to use their long established ordinary and business
deductions such as drilling costs and the allowance for depletion of the resource. At a time
when investment in domestic petroleum resources is in a perilous decline due to problems
with oil and natural gas price volatility and lack of capital, current tax law only serves to
exacerbate the problem.

For instance, due to price volatility and the complexities of the minimum tax, a potential
investor may not know if he made a wise decision to drill until almost a fill year after the
drilling date. Given the risks an investor must undertake, he needs little additional
aggravation in the form of punitive and regressive tax provisions. The IPAA feels that
Congress would best advance the goals of tax simplification and wise energy policy by not
penalizing these legitimate business deductions under the minimum tax.

SimplifleJ Reporting and Percentage Depletion:

Act Section 210 would add a new section 775 to the Internal Revenue Code, which provides
that the simplified reporting requirements would not apply to large oil and gas partnerships,
unless the partnership makes an election to apply these requirements. However, a
partnership electing the simplified reporting requirements must fomego the benefits of
percentage depletion and can only deduct cost depletion.

IPAA supports the elective treatment of oil and gas partnerships to be included within the
reporting provisions. This elective treatment should be preserved in the legislation in view
of the many items that are normally separately stated as a result of other oil and gas
provisions in the Internal Revenue Code (especially the treatment of intangible drilling costs
and percentage depletion).

However, we can see no valid reason why large partnerships should not be entitled to
compute percentage depletion on behalf of their partners, if they ele.t to have the simplified
reporting provisions apply. Although percentage depletion now mwit be separately reported
to partners, there is little reason why this computation could not occur at the partnership
level. Under the existing bill, partners with a greater than five percent capital interest in the
partnership and integrated oil companies are treated as excluded partners. If there is concern
that partnership level treatment would allow depletion to the compLnies affected by depletable
quantity limitations, these concerns can be easily alleviated by requiring these partners to be
treated as excluded partners. Because substantially all of the remaining partners would be
individuals that likely would not be subject to the 65 percent of overall net income limitation,
there would seem to be negligible revenue loss that would result from the allowance of
percentage depletion computed at the partnership level.

Denial of percentage depletion benefits as a condition of obtaining simplified reporting runs
counter to the tax policy decisions made in enacting the oil and gas provisions in the Revenue
Reconciliation Act of 1990, which expanded the availability of percentage depletion benefits
in order to improve the economic viability of production from marginal properties.
Percentage depletion remains an important deduction to investors in oil and gas partnerships,
as it acts to "level the playing field" with investments in nondepletable assets by recognizing
that oil and gas assets have no residual value, and that replacement costs for oil and gas
assets is significantly greater than assets in nondepleting industries.

The IPAA recommends that there should be no limitations on the allowance of percentage
depletion deductions by large partnerships, if the partnership elects to apply the simplified
reporting provisions. In order to advance the goals of simplified reporting, depletion could
be computed at the partnership level, except for those partners otherwise excluded from the
simplified provisions.

We also note that a clarification needs to be made to the exclusion forq and gas
partnerships from the definition of a "large partnership." 'Many oiWi gas'rerships do
not directly hold working interests in oil and gas properties, and often hold these interests
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through other operating partnerships. The Act should be clarified to provided that the
exclusion applies if 50 percent or more (by value) of the assets of the partnership (including
assets held indirectly thorough other pass- through entities) are oil and gas properties.

Magnet Media FlUng and 00 and Gas Partnershi:ps

Act section 203 amends section 601 l(e)(2) of the Internal Revenue Code to provide that the
I.R.S. may require large partnerships with more than 250 partners to file their tax returns
and copies of the schedules sent to each partner on magnetic media. However, oil and gas
partnerships that are not subject to simplified reporting may pass out as many as twenty
different items to partners. Often, these items do not fit into any kind of standardized
category and are simply listed separately and referred to in the line items described as "other
items of income or loss" on the I.R.S. form K-I, reporting the partner's distributive share of
the partnership's taxable items. It would be extremely difficult to fit these items into the
simplified reporting categories that would be necessary for magnetic media reporting.

It appears that the purpose of the magnetic media filing requirements is to facilitate matching
of the information reported by a large partnership to its partnership returns. Matching
requires consistent treatment of partnership items on both the partnership and partner's
returns. However, it is unlikely that items that do not fit into a standardized reporting
category (e.g. those items described as other deductions on form K-l) would be correctly
picked up correctly and accounted for through any kind of mechanized procedure. In
addition, correct matching could not occur relative to those items for which the partner may
make a separate election (e.g. the section 59(e) election, relating to an optional election to
capitalize and amortize intangible drilling costs), or that are subject to partner level
limitations (e.g. percentage depletion, pursuant to section 613A(d)(l)). Thus, comparison of
the magnetic media filing would be difficult, if not impossible, and would most likely require
partners to spend a large amount of time and money to reconcile differences if matching was
attempted. For these reasons, the IPAA feels that only those oil and gas partnerships that
have elected simplified reporting should be subject to magnetic media reporting.

Proposals Affecting Assessment of Deficlencks With Respect to Widely Held
Partnerships:

Act section 202 provides for a number of changes in the audit procedures of widely held
partnerships, apparently arising out of the Treasury study's recommendation that audit
procedures should be changed. However, we question the need for changes in this area
based upon the Treasury Department's conclusion that a significant amount of unreported
partnership income exists from widely held partnerships. The Treasury study is notable in
that it offers no factual evidence to back up this conclusion. However, the approach adopted
in Act section 202 would severely damage the ability of partners to resell partnership
interests and would impose an unfair burden on partners by subjecting them to tax on income
they may have never received.

Certainly the Treasury study is correct in noting that the current TEFRA audit system is not
ideal for large partnerships. For instance, giving each individual partner the right to
participate in negotiations with the Service and in court proceedings may result in a
cumbersome process. In addition, the requirement that the I.R.S. must give notice of the
beginning of partnership-level administrative proceedings and the resulting administrative
adjustments is also cumbersome. However, the proposed system represents a radical
departure form existing partnership tax principles, and would appear to violate the principles
and stated criteria on which the simplification bill is based.

We note that most large partnerships and all publicly traded partnerships are subject to
independent audits by certified public accountants. In addition, the Service has audited many
"tax-shelter" type nonpublicly traded partnerships. Yet, despite the fact that these
partnerships are routinely audited, the Treasury study suggests that the Service is unable to



audit these partnerships under current law. We are not aware of any circumstances where
the Service has even attempted to audit a large publicly traded partnership in the oil and gas
industry. However, if relatively minor changes in the notification requirements are made,
the Service should be able to audit most large partnerships using the system that is generally
applicable under current law.

We also believe that most partners report the taxable income that is passed through to them
by the partnership, and that most partnerships take reasonable positions based on existing tax
law in preparing partnership returns. Most partnerships have little reason to take aggressive
positions on their returns, as a public relations debacle would result with investor partners if
significant changes were made arising out of a partnership audit.

Act section 202 specifically adopts the approach recommended by the Treasury Department
study that would provide that an item of a partnership shortfall in a prior year would be
treated as a current item of income in the year in which a final determination of the
adjustment is made, and would provide for the collection of interest and penalties with
respect to the shortfall directly from the partnership. This approach represents a significant
departure from usual partnership principles. The Treasury department proposal
acknowledges that the approach would give a *windfall" to the partner in the year income
was understated and would impose an unfair burden on the partner buying into the tax
liability. The Treasury report minimizes this problem, stating that the "detriment to a
partner who buys into a tax liability of a widely held partnership under the current
assessment approach would be less than the detriment to a shareholder who buys into a
corporation with a similar tax liability."

This statement is erroneous as to its application to the approach adopted in the Act. For
example, a partner that becomes subject to a partnership adjustment may have reportable
income on which he must pay tax. But yet, th-. partnership may have otherwise have
incurred a loss for the year such that the partner receives no cash with which to pay the tax.
This is different from the corporate situation, where the corporation (and not the partner) is
liable to pay the tax. However, we are not advocating that the partnership pay (on a
nonelective basis) the tax liability on behalf of the partner. We feel, consistent with current
law, that the tax liability is best collected from the partner that was in the partnership at the
time the underpayment of tax arose.

The new audit provisions would have the effect of severely decreasing the marketability and
resale of partnership interests. Few partners would wish to purchase partnership interests
with respect to which they could be-purchasing contingent tax liabilities. The problem is
especially acute in those partnerships that were formed for a singular purpose (i.e. an
exploratory well drilling program), rather than those partnerships which operate ongoing
businesses. For example, those partnerships formed for a single business venture often incur
losses in the early years of partnership formation and realize income in later years. The
earlier loss years are most susceptible to change upon partnership audit. Few investors
would be willing to purchase partnership interests knowing that audit adjustments arising out
of the loss years would be passed through to them.

The Treasury study also indicates that this approach may present serious liquidity problems
for existing partnerships. This is a valid concern. In many audits, by the time the audit is
settled, the collection of interest and penalties associated with a tax deficiency may be as
large as the deficiency itself. Collection of interest and penalties from the partnership itself
could easily cause partnerships with insufficient cash reserves-To sell assets or liquidate in
order to satisfy the interest and penalties. Such a threat would further depress the value of
partnership interests.

Again, we believe that the proposed changes in the partnership audit provisions are
unwarranted. If significant changes must be made, we recommend that the changes apply to
publicly traded partnerships only and those partnerships that are not publicly traded and were
formed for purposes of conducting a single business venture be exempted from the new
rules.



Advance of Due Date for Furnihing Information to Partners:

Section 107 of the Act would amend section 6031(b) of the Internal Revenue Code to provide
that a partnership must supply information returns to partners by the 15th date of the third
month following a close of a partnership's taxable year, in order to better facilitate the
partner's return preparation. Most partnerships are sensitive to the needs of their investor
partners to file their returns, and most partnerships work extremely diligently in getting this
information out to partners on a timely basis. Indeed, many partnership agreements provide
that this information must be furnished to partners by March 15 after the end of the calendar
year.

It is important that legislators understand the amount of work that must be accomplished
within an extremely small window of time after the end of a partnership's taxable year. The
partnership must first close its books and records for the taxable year. After the books and
records are closed, the partnerships are often audited by independent certified public
accountants. Partnerships that have units held by brokers in street name must collect and
process the information necessary pertaining to the beneficial owners of these interests.
After the audit (if one occurs), the income tax workpapers are prepared and are often
reviewed by independent tax counsel. After the workpapers have been prepared, the return
is usually completed with the assistance of an outside computer services and processing
company. The completion of the finished return requires a tremendous amount of
coordination between staff of the partnership, independent auditors, tax counsel, and
computer services personnel. This work must be completed at a time of year when the
workloads of all parties involved are exceptionally heavy, placing them under significant
pressure.

A few of the largest partnerships, because of their size and complexity, are unable to get
information returns to partners by the 15th day of the third month following the close of their
taxable year. This partnerships may not be able to meet the new information reporting
requirement in any event. Given the choice of mandatory compliance with the new due date,
the partnerships may have to either close their books one month earlier in order to have
adequate time to prepare the return, or may take "shortcuts" that would minimize prope;
review of the return and would increase the chance for errors. In any event, the chances for
an incorrect filing would be dramatically increased.

In addition, many partnerships that are experiencing financial difficulties are not able to file
their returns on a timely basis. These partnerships may not be able to afford to hire in-house
personnel that are usually necessary to prepare such returns. In addition, the costs of hiring
outside personnel to prepare the returns (usually from C.P.A. firms) is often prohibitive
during the initial months of the year because of their significant workloads and higher fees
during the tax season. These partnerships will often file their returns during the summer
months in order to save money on preparation fees. Although inconvenient for partners, the
burden of waiting until the summer months for return preparation may be preferable to the
loss in their investment from the payment of increased fees.

We believe that partnerships should be allowed to extend the due date for filing their
partnership returns (and sending information returns to partners) if reasonable cause for the
extension exists. Accordingly, if a dtue date of two and a half months after year end is used
for partner information returns, we believe that this date should be allowed to be extended if
reasonable cause for a later filing exists. If it is important that the information returns be
provided to pamnrs by an earlier due date, we recommend that the partnerships be given the
opportunity to elect instead to have an earlier year end (such as a November 30 year end).
This year end would allow more time for return preparation, but would minimize any
opportunity for deferral of partnership income.
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INTRODUCTION
This document,1 prepared by the staff of the Joint Committee on

Taxation, provides a technical explanation of the "Tax Simplifica-
tion Act of 1991" (H.R. 2777 and S. 1394). H.R. 2777 (Representa-
tives Rostenkowski and Archer) and S. 1394 (Senators Bentsen and
Packwood) were introduced on June 26, 1991.

The Tax Simplification Act of 1991 includes seven titles:
Title I-Individual Tax Provisions;
Title II-Treatment of Large Partnerships;
Title III--Foreign Provisions;
Title IV-Other Income Tax Provisions;
Title V-Provisions Relating to Estate and Gift Taxation;
Title VT-Excise Tax Provisions; and
Title VIi-Administrative Provisions.

'This document may be cited as follows: Technical Explanation of the Tax Simplification Act
of 1991 (H.R. *777 and S. 1?94) (JOS-10-91), June 28, 1991.

(IX)



TECHNICAL EXPLANATION OF THE BILL

TITLE I.-INDIVIDUAL TAX PROVISIONS

1. Rollover of gain on sale of principal residence (sec. 101 of the
bill and sec. 1034 of the Code)

Present Law
No gain is recognized on the sale of a principal residence if a

new residence at least equal in cost to the sales price of the old res-
idence is purchased and used by the taxpayer as his or her princi-
pal residence within a specified period of time (sec. 1034). This re-
placement period generally begins two years before and ends two
years after the date of sale of the old residence. The basis of the
replacement residence is reduced by the amount of any gain not
recognized on the sale of the old residence by reason of section
1034.

In general, nonrecognition treatment is available only once
during any two-year period. In addition, if the taxpayer purchases
more than one residence during the replacement period and such
residences are each used as the taxpayer's principal residence
within two years after the date of sale of the old residence, only
the last residence so used is treated as the new replacement resi-
dence.

Special rules apply, however, if residences are sold in order to re-
locate for employment reasons. First, the number of times nonrec-
ognition treatment is available during a two-year period is not lim-
ited. Second, if a residence is sold with in two years after the sale of
the old residence, the residence sold is treated as the last residence
used by the taxpayer and thus as the only replacement residence.

Reasons for Simplification
The rollover provision governing the sale of a principal residence

is unnecessarily complex, in part due to the different set of rules
that applies depending on whether the sale is work related. The
bill simplifies the rollover provision by applying only one set of
rules to the sale of a principal residence regardless of whether the
sale is work related.

Explanation of Provision
Under the bill, gain is rolled over from one residence to another

residence in the order the residences are purchased and used, re-
gardless of the taxpayer's reasons for the sale of' the old residence.
In addition, gain may be rolled over more than once within a two-
year period. Thus, the rules that formerly applied only if a taxpay-
er sold his residence in order to relocate for employment purposes
will apply in all cases.
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As under present law, the basis of each succeeding residence is
reduced br the amount of gain not recognized on the sale of the
prior residence.

Effective Date
The provision applies to sales of old residences (within the mean-

ing of section 1034) after the date of enactment.
2. Due dates for estimated tax payments of individuals (sec. 102 of

the bill and sec. 6654 of the Code)

Present Law
In order to avoid an addition to tax, estimated tax payments of

individuals generally are due on April 15th, June 15th, and Sep-
tember 15th of the taxable year for which the payment relates, and
January 15th of the following taxable year. The amount of the esti-
mated tax payments generally must be based on 90 percent of the
tax shown on the return for the taxable year or 100 percent of the
tax shown on the return for the preceding taxable year.

The due date for the tax return of an individual generally is
April 15th of year following the taxable year to which the return
relates. The due date may be automatically extended to August
15th.

Reason for Simplification
Delaying the due date of the second estimated tax installment

would allow for a more accurate determination of the amount of
the required payment if the payment is based on the tax shown on
the return for the current year or if the payment is based on the
tax shown on the return for the preceding year and the due date of
the return for the preceding year has been extended.

Explanation of Provision
Under the bill, the due date for the second estimated tax pay-

ment of individuals is July 15th of the taxable year for which the
payment relates.

Effective Date
The provision is effective for taxable years beginning after De-

cember 31, 1991.
3. Permit payment of taxes by credit card (sec. 103 of the bill and

sec. 6311 of the Code)

Present Law
Payment of taxes may be made by checks or money orders, to

the extent and under the conditions provided by regulations.

Reasons for Simplification
Credit cards are a commonly used and reliable form of payment.

Some taxpayers may find paying taxes by credit card more conven-
ient than paying by check or money order.
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Explanation of Provision

The bill permits payment of taxe:3 by credit card, to the extent
and under the conditions provided by regulations.

Effective Date

The provision is effective on the date of enactment.

4. Election by parent to claim unearned income of certain chil.
dren on parent's return (sec. 104 of the bill and secs. 1(g)(7)
and 57(j)(1) of the Code)

Present Law

The net unearned income of a child under 14 years of age is
taxed to the child at the top rate of the parents. Net unearned
income means unearned income less the sum of $500 and the great-
er of: (1) $500 of the standard deduction or $500 of itemized deduc-
tions or (2) the amount of allowable deductions directly connected
with the production of the unearned income. The dollar amounts
are adjusted for inflation.

In certain circumstances, a parent may elect to include a child's
unearned income on the parent's income tax return if the child's
income is less than $5,000. A parent making this election must in-
clude the gross income of the child in excess of $1,000 in income for
the taxable year. In addition, the parent must report an additional
tax ability equal to the lesser of (1) $75 or. (2) 15 percent of the
excess of the child's income over $500. Th~dollar amounts for the
election are not adjusted for inflation.

A person claimed as a dependant cannot claim a standard deduc-
tion exceeding the greater of $500 or such person's earned income.
For alternative minimum tax purposes, the exemption of a child
under 14 years of age generally cannot exceed the sum of such
child's earned income plus $1,000. The $500 amount is adjusted foo
inflation but the $1,000 amount is not. .i

Reasons for Simplification

The election by a parent to include a child's unearned income on
a return is intended to eliminate the need to file a separate return
for a child without reducing the family's total tax liability. Index-
ation of the underlying dollar amounts simplifies return prepara-
tion by making the election avail ble to more taxpayers.

The restriction upon the exem ~tion allowed to a child for alter-
native minimum tax purposes is intended to treat the family the
same as If the child's income had been included on the parent's
return. Indexation of this exemption amount achieves this goal and
simplifies transfers by removing a tax consideration influencing
the ownership of property within the family.

Explanation of Provision

The bill adjusts for inflation the dollar amounts involved in the
election to claim unearned income on tho parent's return. It like-
wise indexes the $1,000 amount used in computing the child's alter-
native minimum tax.
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Effective Date
The provision applies to taxable years beginning after December

31, 1991.

5. Simplified foreign tax credit limitation for individuals (sec. 105
of the bill and sec. 904 of the Code)

Present Law

In order to compute the foreign tax credit, a taxpayer computes
foreign source taxable income, and foreign taxes paid, in each of
the applicable separate foreign tax credit limitation categories. In
the case of an individual, this requires the filing of IRS Form 1116,
designed to elicit sufficient information to perform the necessary
calculations.

In many cases, individual taxpayers who are eligible to credit
foreign taxes may have only a modest amount of foreign source
gross income, all of which is income from investments (e.g., divi-
dends from a foreign corporation subject to foreign withholding
taxes, or dividends from a domestic mutual fund that can pass
through its foreign taxes to the shareholder (see sec. 853)). Taxable
income of this type ordinarily is subject to the single foreign tax
credit limitation category known as passive income. However,
under certain circumstances, the Code treats investment-type
income e.g., dividends and interest) as income in several other sep-
arate limitation categories (e.g., high withholding tax interest
income, general limitation income) designed to accomplish certain
policy objectives or forestall certain abuses. For this reason, any
taxpayer with foreign source gross income is required to provide
sufficient detail on form 1116 to ensure that foreign source taxable
income from investments, as well as all other foreign source tax-
able income, is allocated to the correct limitation category.

Reasons for Simplification
It is believed that a significant number of individuals are enti-

tled to credit relatively small amounts of foreign tax, imposed at
modest effective tax rates on foreign source investment income. For
taxpayers in this class, it is believed that applicable foreign tax
credit limitations typically exceed the amounts of taxes paid.
Therefore, it is believed that relieving these taxpayers from appli-
cation of the full panoply of foreign tax credit rules may achieve
significant reduction in the complexity of the tax law without sig-
nificantly altering actual tax liabilities. At the same time, however,
it is believed that the benefits of simplified treatment should be
limited to cover those cases where the taxpayer is receiving a
payee statement showing the amount of the foreign source income
and the foreign tax.

Explanation of Provision

The bill allows individuals with no more than $200 of creditable
foreign taxes, and no foreign source income other than income
which is in the passive basket, to elect a simplified foreign tax
credit limitation equal to the lesser of 25 percent of the individual's
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foreign source gross income or the amount of the creditable foreign
taxes paid or accrued by the individual during the taxable year. (It
is intended that an individual electing this simplified limitation
calculation not be required to file Form 1116 in order to obtain the
benefit of the credit.) A person who elects the simplified foreign tax
credit limitation is not allowed a credit for any foreign tax not
shown on a payee statement (as that term is defined in sec.
6724(dX2)) furnished to him or her. Nor is the person entitled to
treat any excess credits for a taxable year to which the election ap-
plied as a carryover to another taxable year. Because the limita.
tion for a taxable year to which the election applies can be no more
than the creditable foreign taxes actually paid for the taxable year,
it is also the case under the bill that no excess credits from another
year can be carried over to the taxable year to which the election
applies.

For purposes of the simplified limitation, passive income general-
ly is defined to include all types of income that would be foreign
personal holding income under the subpart F rules, plus income in-
clusions from passive foreign corporations (as-defined above by the
bill), so long as the income is shown on a payee statement fur-
nished to the individual. Thus, for purposes of the simplified limita-
tion, passive income includes all dividends, interest (and income
equivalent to interest), royalties, rents, and annuities, and net
gains from dispositions of property giving rise to such income, from
certain commodities transactions, and from foreign currency trans-
actions that give rise to foreign currency gains and losses as de-
fined in section 988. The statutory exceptions to treating these
types of income as passive for foreign tax credit limitation pur-
poses, such as the exceptions for high-taxed income and high with-

olding tax interest, are not applicable in determining eligibility to
use the simplified limitation.

Although an estate or trust generally computes taxable income
and credits in the same manner a in the case of an individual
(Code sec. 641(b); Treas. Reg. sec. 1.641(b)-1), the simplified limita-
tion does not apply to an estate or trust.

Effective Date
The provision applies to taxable years beginning after December

31, 1991.
6. Personal transactions by individuals in foreign currency (sec.

106 of the bill and sec. 988 of the Code)

Present Law
When a U.S. taxpayer with a dollar functional currency makes a

payment in a foreign currency, gain or loss (referred to as "ex.
change gain or loss') arises from any change in the value of the
foreign currency relative to the U.S. dollar between the time the
currency was acquired (or the obligation to pay was incurred) and
the time that the payment is made. Gain or loss results because
foreign currency, unlike the U.S. dollar, is treated as property for
Federal income tax purposes.



6

Exchange gain or loss can arise in the course of a trade or busi-
ness or in connection with an investment transaction. Exchange
gain or loss can also arise where foreign currency was acquired for
personal use. For example, the IRS has ruled that a taxpayer who
converts U.S. dollars to a foreign currency for personal use-while
traveling abroad-realizes exchange gain or loss on reconversion of
appreciated or depreciated foreign currency (Rev. Rul. 74-7, 1974-1
C.B. 198).

Prior to the Tax Reform Act of 1986 (the "1986 Act"), most of the
rules for determining the Federal income tax consequences of for-
eign currency transactions were embodied in a series of court cases
and revenue rulings issued by the Internal Revenue Service
("IRS"). Additional rules of limited application were provided by
Treasury regulations and, in a few instances, statutory provisions.
Pre-1986 law was believed to be unclear regarding the character,
the timing of recognition, and the source of gain or loss due to fluc-
tuations in the exchange rate of foreign currency. The result of
prior law was uncertainty of tax treatment for many legitimate
transactions, as well as opportunities for tax-motivated transac-
tions. Therefore, in 1986 Congress determined that a comprehen-
sive set of rules should be provided fpr the U.S. tax treatment of
transactions involving "nonfunctional currencies;" that is, curren-
cies other than the taxpayer's "functional currency."

However, the 1986 Act provisions designed to clarify the treat-
ment of currency transactions, primarily found in section 988,
apply to transactions entered into by an individual only to the
extent that expenses attributable to such transactions would be de-
ductible under section 162 (as a trade or business expense) or sec-
tion 212 (as an expense of producing income, other than expenses
incurred in connection with the determination, collection, or
refund of taxes). Therefore, the principles of pre-1986 law continue
to apply to personal currency transactions.2

Reasons for Simplification
An individual who lives or travels abroad generally cannot use

U.S. dollars to make all of the purchases incident to ordinary daily
life. Instead, the local currency must often be used, yet the individ-
ual will not be treated for tax purposes as having changed his or
her functional currency to the local currency. If it were necessary
to treat foreign currency in this instance as property giving rise to
U.S. dollar income or loss every time it was, in effect, "bartered"
for goods or services, the U.S. individual living in or visiting a for-
eign country would have a significant administrative burden that
may bear little or no relation to whether U.S.-dollar measured
income has increased or decreased. An analogous issue arises for a
corporation that has a qualified business unit ("qBU") in a foreign
country but nevertheless uses the U.S. dollar as its functional cur-
rency pursuant to section 986(b)3). Complexity concerns aside, Con-
gress could have required in that case that gain or loss be comput-

2 See, e.g., Rev. Rul. 90-79, 1990.2 C.B. 26 (where the taxpayer purchased a house in a foreign
country, financed by a foreign currency loan, and the currency appreciates before the house is
sold and the loan is repaid, the taxpayer's exchange loss on repayment of the loan is not deduct.
ible under sec. 988 and does not offset taxable gain on the sale of the house).
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ed on each transaction carried out in the local currency. Instead,
however, Congress directed the Treasury to adopt a method of
translation of the QBU's results that merely approximates the re-
sults of determining exchange gain or loss on a transaction-by-
transaction basis.3 It is believed that individuals also should be
given relief from the requirement to keep track of gains on an
actual transaction-by-transaction basis in certain cases.

Explanation of Provision
In a case where an individual acquires nonfunctional currency

and then disposes of it in a personal transaction, and where ex-
change rates have changed in the intervening period, the bill pro-
vides for nonrecognition of an individual's resulting exchange gains
not exceeding $200. The bill does not change the treatment of re-
sulting exchange losses. It is understood that under other Code pro-
visions, such losses typically are not deductible by individuals (e.g.,
sec. 165(c)).

Effective Date
The provision applies to taxable years beginning after December

31, 1991.
7. Advance due date for furnishing information to partners (see.

107 of the bill and sec. 6031(b) of the Code)

Present Law

A partnership required to file an income tax return with the IRS
must also furnish an information return to each of its partners on
or before the day on which the income tax return for the year is
required to be filed, including extensions. Under regulations, a
partnership must file its income tax return on or before the fif-'
teenth day of the fourth month following the end of the partner-
ship's taxable year (on or before April 15, for calendar year part-
nerships). This is the same deadline by which most individual part-
ners must file their tax returns.

Reasons for Simplification
Information returns that are received on or shortly before April

15 (or later) are difficult for individuals to use in preparing their
tax returns (or in computing their payments) that are due on that
date.

Explanation of Provision

The bill provides that a large partnership must furnish informa-
tion returns to partners by the 15th day of the third month follow-
ing the close of the partnership's taxable year. A large partnership
is any partnership with 250 or more partners, as well as any part-
nership subject to the simplified reporting rules for large partner-
ships (contained in sec. 201 of this bill, described below).

'See Staff of the Joint Committee on Taxation, 100th Cong., let Sew., General Explanation of
the Tax Reform Act of lM at 1096 (1987); Treas. Re-, w. 1.98.
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Effective Date
The provision is effective for taxable years ending on or after De-

cember 31, 1992.
8. Make income tax withholding rules parallel to rules for exclu.

sion from income for combat pay (sec. 108 of the bill and sec.
3401(a)(1) of the Code)

Present Law
Exclusion for combat pay

Gross income does not include certain combat pay of members of
the Armed Forces (sec. 112). If enlisted personnel serve in a combat
zone during any part of any month, military pay for that month is
excluded from gross income (special rules apply if enlisted person-
nel are hospitalized as a result of injuries, wounds, or disease in-
curred in a combat zone). In the case of commissioned officers,
these exclusions from income are limited to $500 per month of mili-
tary pay.

Income tax withholding
There is no income tax withholding with respect to military pay

for a month in which a member of the Armed Forces of the United
States is entitled to the benefits of section 112 (sec. 3401(aX2)). With
respect to enlisted personnel, this income tax withholding rule par-
allels the exclusion from income under section 112: there is total
exemption from income tax withholding and total exclusion from
income. With respect to officers, however, the withholding rule is
not parallel: there is total exemption from income tax withholding,
although the exclusion from income is limited to $500 per month.

Reasons for Simplification
In most instances, the wage withholding rules closely parallel

the inclusion in income rules. Consequently, most individuals
whose income is subject to withholding may rely on withholding to
fulfill their tax obligations. The differences between the withhold-
ing rules and the exclusion rules with respect to combat pay could
cause affected taxpayers (primarily officers) to be surprised at the
size of their additional tax liability at the time of filing their tax
returns as a result of underwithholding. Paying the additional tax
liability with their tax returns could lead to greater financial hard-
ship than would withholding that is parallel to the exclusion rules.

Explanation of Provision
The bill makes the income tax withholding exemption rules par-

allel to the rules providing an exclusion from income for combat
pay.

Effective Date
The provision is effective as of January 1, 1992.
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9. Expanded access to simplified income tax returns (sec. 109 of
the bill)

Present Law

There are three principal tax forms that are utilized by individ.
ual taxpayers: Form 1040EZ, Form 1040A, and Form 1040.

Reasons for Simplification
Many individual taxpayers find the tax forms to be complex.

Explanation of Provision
The bill provides that the Secretary of the Treasury (or his dele-

gate) shall take such actions as may be appropriate to expand
access to simplified individual income tax forms and to otherwise
simplify the individual income tax returns.

The bill also requires that the Secretary submit a report to the
Congress on the actions undertaken pursuant to this provision, to-
gether with any recommendations he may deem advisable.

Effective Date
The report is due no later than one year after the date of enact-

ment.
10. Simplification of tax treatment of rural letter carriers' vehicle

expenses (sec. 110 of the bill and see. 162 of the Code)

Present Law
A taxpayer who uses his or her automobile for business purposes

may deduct the business portion of the actual operation and main-
tenance expenses of the vehicle, plus depreciation (subject to the
limitations of sec. 280F). If the taxpayer is an employee and these
expenses are not reimbursed, the deduction is subject to the 2-per-
cent floor on miscellaneous itemized deductions. Alternatively, the
taxpayer may elect to utilize. a standard mileage rate in computing
the deduction allowable for business use of an automobile that has
not been fully depreciate. Under this election, the taxpayer's de-
duction equals the applicable rate multiplied by the number of
miles driven for business purposes, and is taken in lieu of deduc-
tions for depreciation and actual operation and maintenance ex-
penses.

An employee of the U.S. Postal Service may compute his or .her
deduction for business use of an automobile in performing services
involving the collection and delivery of mail on a rural route by
using, for all business use mileage, 150-percent of the standard
mileage rate.

Reasons for Simplification
The filing of tax returns by rural letter carriers can be complex.

Under present law, those who are reimbursed at more than the 150-
percent rate must report their reimbursement as income, and
deduct their expenses as miscellaneous itemized deductions (subject
to the 2-percent floor). Permitting the income and expenses to
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wash, so that neither will have to be reported on the rural letter
carrier's tax return, will simplify these tax returns.

Explanation of Provision
The bill repeals the special reimbursement rate of 150 percent of

the standard mileage rate. In its place, the bill provides that the
rate of reimbursement provided by the Postal Service to rural
letter carriers is considered to be equivalent to their expenses, The
rate of reimbursement that is considered to be equivalent to their
expenses is the current rate of reimbursement contained in the
1991 collective bargaining agreement, which may in the future be
increased by no more than the rate of inflation.

Effective Date
The provision is effective for taxable years beginning after De-

cember 31, 1991.
11. Exemption from luxury excise tax for certain equipment in.

stalled on passenger vehicles for use by disabled individuals
(sec. 111 of the bill and sec. 4004(b)(3) of the Code)

Present Law
The Code imposes a 10-percent excise tax on the portion of the

retail price of a passenger vehicle that exceeds $30,000. The tax
also applies to separate purchases of component parts and accesso-
riej occurring within six months of the date the vehicle is placed in
service.

Reasons for Simplification
It is appropriate to reduce the compliance burdens on handi-

capped persons.

Explanation of Provision
The bill provides that the luxury excise tax does not apply to a

part or accessory installed on a passenger vehicle to enable or
assist an individual with a disability to operate the vehicle, or to
enter or exit the vehicle, by compensating for the effect of the dis-
ability.

Effective Date
The provision is effective for purchases after December 31, 1990.
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Title 1.-Treatment of Large Partnerships

A. General Provisions

1. Simplified flow-through for large partnerships (sec. 201 of the
bill and new secs. 771-777 of the Code)

Present Law

Treatment of partnerships in general
A partnership generally is treated as a conduit for Federal

income tax purposes. Each partner takes into account separately
his distributive share of the partnership items of income, gain,
loss, deduction or credit. The character of an item is the same as if
it had been directly realized or incurred by the partner. Limita-
tions affecting the computation of taxable income generally apply
at the partner level.

The taxable income of a partnership is computed in the same
manner as that of an individual except that no deduction is permit-
ted for personal exemptions, foreign taxes, charitable contributions,
net operating losses, certain itemized deductions, or depletion. Elec-
tions affecting the computation of taxable income derived from a
partnership are made by the partnership, except for certain elec-
tions such as those relating to discharge of indebtedness income
and the foreign tax credit.

Capital gains
The net capital gain of an individual is taxed generally at the

same rates applicable to ordinary income, subject to a maximum
marginal rate of 28 percent. Net capital gain is the excess of net
long-term capital gain over net short-term capital loss. Individuals
with a net capital loss generally may deduct up to $3,000 of the loss
each year against ordinary income. Net capital losses in excess of
the $3,000 limit may be carried forward indefinitely.

A special rule applies to gains and losses on the sale, exchange or
involuntary conversion of certain trade or business assets (sec.
1231). In general, net gains from such assets are treated as long-
term capital gains but net losses are treated as ordinary losses.

A partner's share of a partnership's net short-term capital gain
or loss and net long-term capital gain or loss from portfolio invest-
ments is separately reported to the partner. A partner's share of a
partnership's net gain or loss under section 1231 generally is also
separately reported to the partner.

Deductions
Miscellaneous itemized deductions (e.g., certain investment ex-

penses) are deductible as an itemized deduction, but only to the
(11)
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extent that, in the aggregate, they exceed two percent of the indi-
vidual's adjusted gross income.

In general, taxpayers are allowed a deduction for charitable con-
tributions, subject to certain limitations. In the case. of an individ-
ual, the deduction cannot exceed 50 percent of the individual's con-
tribution base (generally, the individual's adjusted gross income)
for the taxable year. In the case of a corporation, the deduction
cannot exceed 10 percent of the corporation's taxable income (com-
puted with certain modifications). Excess contributions are carried
forward for five years.

A partner's distributive share of a partnership's miscellaneous
itemized deductions and charitable contributions are separately re-
ported to the partner.

Credits in general
Each partner is allowed his distributive share of credits against

his taxable income. A refundable credit for gasoline used for
exempt purposes is allowed. Nonrefundable credits for clinical test-
ing expenses for certain drugs for rare diseases, for producing fuel
from nonconventional sources, and for the general business credit
are also allowed. The general business credit includes the invest-
ment credit (which in turn includes the rehabilitation credit), the
targeted jobs credit, the alcohol fuels credit, the research credit,
and the low-income housing credit.

The credits for clinical testing expenses ani for fuel from non-
conventional sources are limited to the exceswi of regular tax over
tentative minimum tax. Excess credits generally cannot be carried
forward. The amount of general business credit allowable in a tax-
able year is limited to the excess of a partner's net income over the
greater of (1) the tentative minimum tax for the year or (2) 25 per-
cent of the taxpayer's net regular tax liability in excess of $25,000.
The general business credit in excess of this amount is carried back
three years and forward 15 years.

The benefit of the investment credit and the low-income housing
credit is recaptured if, within a specified time period, the partner
transfers his partnership interest or the partnership converts or
transfers the property for which the credit was allowed.

Foreign tax credit
The foreign tax credit generally allows U.S. taxpayers to reduce

U.S. income tax on foreign income by the amount of foreign income
taxes paid with respect to that income. In lieu of electing the for-
eign tax credit, a taxpayer may deduct foreign taxes from adjusted
gross income.

The total amount of the credit may not exceed the same propor-
tion of the taxpayer's U.S. tax which the taxpayer's foreign source
taxable income bears to the taxpayer's worldwide taxable income
for the taxable year. In addition, the foreign tax credit limitation is
calculated separately for various categories of income, generally re-
ferred to as "separate limitation . tegories." That is, the total
amount of the credit for foreign takos on income in each category
may not exceed the same proportion of the taxpayer's U.S. tax
which the taxpayer's foreign source taxable income in that catego-
ry bears to the taxpayer's worldwide taxable income for the tax-
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able year. A partner generally reports his share of partnership
income from each category. A special rule, however, treats the dis-
tributive share of a limited partner owning less than ten percent of
a partnership as per se in the passive category.

The amount of creditable taxes paid or accrued in any taxable
ear which exceeds the foreign tax credit limitation may be carried
ack to the two immediately preceding taxable years and carried

forward to the first five succeeding taxable years and credited to
the extent that the taxpayer otherwise has excess foreign tax
credit limitations for the appropriate separate limitation category
for those years.
Unrelated business taxable income

Tax-exempt organizations are subject to tax on income from un-
related businesses. Certain types of income (such as dividends, in-
terest and certain rental income) are not treated as unrelated busi-
ness taxable income. Thus, for a partner that is an exempt organi-
zation, whether partnership income is unrelated business taxable
income depends on the character of the underlying income. Income
from a publicly traded partnership, however, is treated as unrelat-
ed business taxable income regardless of the character of the un-
derlying income.

Passive losses
The passive loss rules generally disallow deductions and credits

from passive activities to the extent they exceed income from pas-
sive activities. Losses not allowed in a taxable year are suspended
and treated as current deductions from passive activities in the
next taxable year. These losses are allowed in full when a taxpayer
disposes of the entire interest in the passive activity to an unrelat-
ed person in a taxable transaction. Passive activities include trade
or business activities in which the taxpayer does not materially
participate. (Limited partners generally do not materially partici-
pate in the activities of a partnership.) Passive activities also in-
clude rental activities (regardless of the taxpayer's material partici-
pation).4 Portfolio income (such as interest and dividends), and ex-
penses allocable to such income, are not treated as income or loss
from a passive activity.

A partnership's operations may be treated as multiple activities
for purposes of the passive loss rules. In such case, the partnership
must separately report items of income and deductions from each
of its activities.

Income from a publicly traded partnership is treated as portfolio
income under the passive loss rules. In addition, loss from such a
partnership is treated as separate from income and loss from any

4 An individual who actively participates in a rental real estate activity and holds at least a10-percent interest may deduct up to $25,000 of passive loose. The $25,000 amount phases out asthe individual's income increases from $100,000 to $150,000.
The $26,000 allowance also applies to low.income housing and rehabilitation credits (on a de-duction-equivalent basis), regardless of whether the taxpayer claiming the credit actively partici-pates in the rental real estate activity generating the credit. In addition, the income phaseoutrange for the $26,000 allowance for these credits is $200,000 to $260,000 (rather than $100,000 to$150,000). For Interests acquired after December 31, 1989 in partnerships holding propertyplayed in service after that date, the $26,000 deduction-equivalent allowance is permitted for the
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other publicly traded partnership, and also as separate from any
incorme or loss from passive activities.
REMICs

A tax is imposed on partnerships holding a residual interest in a
real estate mortgage investment conduit (REMIC). The amount of
the tax is the amount of excess inclusions alocable to partnership
interests owned by certain tax-exempt organizations ("disqualified
organizations") multiplied by the highest corporate tax rate.
Contribution of property to a partnership

In general, a partner recognizes no gain or loss upon the contri-
bution of property to a partnership. However, income, gain, loss
and deduction with respect to property contributed to a partner-
ship by a partner must be allocated among the partners so as to
take into account the difference between the basis of the property
to the partnership and its fair market value at the time of contri-
bution. In addition, the contributing partner must recognize gain
or loss equal to such difference if the property is distributed to an-
other partner within five years of its contribution (sec. 704(c)).
Under regulations, the amount of depreciation and gain or loss
that is allocated under these rules is limited to the depreciation al-
lowable to, or gain or loss recognized by, the partnership for tax
purposes with respect to the contributed property (the "ceiling
rule").
Election of optional basis adjustments

In general, the transfer of a partnership interest or a distribu-
tion of partnership property does not affect the basis of partnership
assets, A partnership, however, may elect to make certain adjust-
ments in the basis of partnership property (sec. 754). Under a sec-
tion 754 election, the transfer of a partnership interest generally
results in an adjustment in the partnership's basis in its property
for the benefit of the transferee partner only, to reflect the differ-
ence between that partner's basis for his interest and his propor-
tionate share of the adjusted basis of partnership property (sec.
743(b)). Also under the election, a distribution of property to a part-
ner in certain cases results in an adjustment in the basis of other
partnership property (sec. 734(b)).
Terminations

A partnership terminates if either (1) all partners cease carrying
on the business, financial operation or venture of the partnership,
or (2) within a 12-month period 50 percent or more of the total
partnership interests is sold or exchanged (sec. 708).

Reaons for Simplification
The requirement that each partner take into account separately

his distributive share of a partnership's items of income, gain, loss,
deduction and credit can result in the reporting of a large number
of items to each partner. The Schedule K-1, on which such items
are reported, contains space for more than 40 items. Reporting so

nY- , r .+ v &gat 4 i0 m- s h-ru bin %m, fr. inItivibi I iv
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tors with relatively small, passive interests in large partnerships.
In many respects such investments are indistinguishable from
those made in corporate stock or mutual funds, which do not re-
quire reporting of numerous separate items.

In addition, the number of items reported under the current
regime makes it difficult for the Internal Revenue Service to match
items reported on the K-1 against the partner's income tax return.
Matching is also difficult because items on the K-1 are often modi-
fied or limited at the partner level before appearing on the part-
ner's tax return.

By significantly reducing the number of items that must be sepa-
rately reported to partners, the provision eases the reporting
burden of partners and facilitates matching by the IRS. Moreover,
it is understood that the Internal Revenue ,service is considering
restricting the use of substitute reporting forms by large partner-
ships. Reduction of the number of items makes possible a short
standardized form.

In addition, the rules governing allocations with respect to prop-
erty contributed to a partnership and the rules regarding partner-
ship terminations are ill-suited to large partnerships, whose inter-
ests are commonly transferred. By adopting a deferred sale ap-
proach for property contributions and by reducing the possibility of
partnership terminations, Lhe provision improves the administra-
tion of the tax rules governing large partnerships.

Explanation of Provisions
In general

The bill modifies the tax treatment of a large partnership (gener-
ally, a partnership with at least 250 partners) and its partners. The
bill provides that each partner takes into account separately the
partner's distributive share of the following items, which are deter-
mined at the partnership level: (1) taxable income or loss from pas-
sive loss limitation activities; (2) taxable income or loss from other
activities (e.g., portfolio income or loss); (3) net capital gain to the
extent allocable to passive loss limitation activities and other ac-
tivities; (4) net alternative minimum tax adjustment separately
computed for passive loss limitation activities and other activities;
(5) general credits; (6) low-income housing credit; (7) rehabilitation
credit; (8) for certain partnerships, tax-exempt interest; and (9) for
certain partnerships, foreign taxes paid and foreign source partner-
ship items."

Under the bill, the taxable income of a large partnership is com-
puted in the same manner as that of an individual, except that the
items described above are separately stated and certain modifica-
tions are made. These modifications include disallowing the deduc-
tion for personal exemptions, the net operating loss deduction and
certain itemized deductions.6 All limitations and other provisions

8 In determining the amounts required to be separately taken into account by a partner, those
provisions of the large partnership rules governing computations of taxable income are applied
separately with respect to that partner by taking into account that partner's distributive share
of the partnership's items of income, gain, loss, deduction or credit. This rule permits partner-
ships to make otherwise valid special allocations of partnership items to partners.

'A large partnership is allowed a deduction under section 212 for expenses incurred for the
production of income, subject to percentt disllowance, as described below.
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affecting the computation of taxable income or any credit (except
for the at risk, passive loss and section 68 itemized deduction limi-
tations, and any other provision specified in regulations) are ap-
plied at the partnership (and not the partner) level. Thus, for ex-
ample, any investment interest of the partnership is limited at the
partnership level, and any carryover is made at that level.

All elections affecting the computation of taxable income or any
credit are made by the partnership.

Capital gains
Under the bill, netting of capital gains and losses occurs at the

partnership level. A partner in a large partnership takes into ac-
count separately his distributive share of the partnership's net cap-
ital gain.1 Any excess of capital losses over capital gains, however,
is not separately reported to partners; rather, such excess is carried
over at the partnership level. The partnership cannot offset arty
portion of capital iosses against ordinary income.

A partner s distributive share of the partnership's net capital
gain is allocated between passive loss limitation activities and
other activities. The net capital gain is allocated to passive loss liM-
itation activities to the extent of net capital gain from sales and
exchanges of property used in connection with such activities, and
any excess is allocated to other activities.

Any gains and losses of the partnership under section 1231 are
netted at the partnership level. Net gain is treated as long-term
capital gain and is subject to the rules described above. Net loss is
treated as ordinary loss and consolidated with the partnership's
other taxable income.
Deductions

The bill contains two special rules for deductions. First, miscella-
neous itemized deductions are not separately reported to partners.
Instead, 70 percent of the amount of such deductions is disallowed
at the partnership level; 8 the remaining 30 percent is allowed at
the partnership level in determining taxable income, and is not
subjec to the two-percent floor at the partner level.

Second, charitable contributions are not separately reported to
partners under the bill. Instead, the charitable contribution deduc-
tion is allowed at the partnership level in determining taxable
income, subject to the limitations that apply to corporate donors.
Credits in general

Under the bill, general credits are separately reported to part-
ners as a single item. General credits are any credits other than
the low-incone housing credit and the rehabilitation credit. A part-
ner's distributive share of general credits is taken into account as a
current year general business credit. Thus, for example, the credits
for clinical testing expenses and the production of fuel from non-
conventional sources are subject to the present law limitations on

tAny exce of net short-term capital gain over net longterm capital low Is consolidated with
the partnership other taxable income and is not Z eratelj eportd.

6%71-1070 wt" fgure is Intended to 11te L~m amount of such deductions that
woud b atthepartner levol so &r**u of the two~perOnt floo.
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the general business credit. The refundable credit for gasoline used
for exempt purposes is allowed to the partnership, and thus is not
separately reported to partners.

In recognition of their special treatment unde;, the passive loss
rules, the low-income housing and rehabilitation 'credits are sepa.
rately reported. 9

The bill imposes credit recapture at the partnership level and de-
termines the amount of recapture by assuming that the credit fully
reduced taxes. Such recapture is applied fipt to reduce the part-
nership's current year credit, if any; the partnership is liable for
any excess over that amount. Under the bill, the transfer of an in-
terest in a large partnership does not trigger recapture.

Foreign tax credit
Elections, computations and limitations regarding the foreign tax

credit generally are made at the partnership level,ithout regard
to a partner's other foreign source income or foreign taxes paid.
For purposes of determining foreign tax credit limitations, the
partnership is treated as an individual subject to tax at a 25-per-
cent rate. Excess credits can be carried forward at the partnership
level but cannot be carried back. The foreign tax credit is reported
to the partner as a general credit. The partner's distributive share
of all items of income, gain, loss or deduction are treated as derived
from sources within the United States.

A different rule applies if either the partnership elects, or 25 per-
cent or more of the gross income of the partnership is derived from
sources outside the. United States. In such case, elections, computa-
tions and limitations are made by the partner, as under present
law. The partnership reports to the partner creditable foreign taxes
and the source of any income, gain, loss or deduction taken into ac-
count by the partnership. As under present law, such income is
generally treated as passive for separate limitation purposes.

Tax.exempt Interest
Under the bill, interest on a State or local bond is treated as tax-

able (and thus not separately reported) unless at the end of each
quarter of the taxable year at least 50 percent of the value of part-
nership assets consists of State or local bonds the interest on which
is exempt from taxation.

Unrelated business taxable Income
The bill retains presen-law treatment of unrelated business tax-

able income. Thus, a t.ax-exempt partner's distributive share of
partnership items is taken into account separately to the extent
necessary to comply with the rules governing such income. Under
the bill, all income from a publicly traded partnership continues to
be treated as unrelated business taxable income.

'It is intended that the rehabilitation and low.income housing credits which are subject to
the same passive loss rules (i.e., in the case of the low.income housing credit, where the partner-
ship interest was acquired or the property was placed in service before 1990) could be reported
together on the same line.
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Passive losses
Under the bill, a partner in a large partnership takes into ac-

count separately his distributive share of the partnership's taxable
income or loss from passive loss limitation activities. The term
"passive loss limitation activity" means any activity which involves
the conduct of a trade or business (including any activity treated as
a trade or business under sec. 469(cX5) or (6)) and any rental activi-
ty. A partner's share of a large partnership's taxable income or loss
from passive loss limitation activities is treated as an item of
income or loss from the conduct of a trade or business which is a
single passive activity, as defined in the passive loss rules. Thus, a
large partnership is not required to separately report items from
multiple activities.

A partner in a large partnership also takes into account sepa-
rately his distributive share of the partnership's taxable income or
loss from activities other than passive loss limitation activities.
Such distributive share is treated as an item of income or expense
with respect to property held for investment. Thus, portfolio
income (e.g., interest and dividends) is reported separately and is
reduced by portfolio deductions and allocable investment interestexpense.Under the bill, income from a publicly traded partnership contin-

ues to be treated as portfolio income.
Alternative minimum tax

Under the bill, alternative minimum tax adjustments and prefer-
ences are combined at the partnership level. A large partnership
would report to partners a net AMT adjustment separately comput-
ed for passive loss limitation activities and other activities. In de-
termining a partner's alternative minimum taxable income, a part-
ner's distributive share of any net AMT adjustment is taken into
account instead of making separate AMT adjustments with respect
to partnership items. Except as provided in regulations, the net
AMT adjustment is determined by using the adjustments applica-
ble to individuals, and is treated as a deferral preference for pur-
poses of the section 53 minimum tax credit.
REMICs

For purposes of the tax on partnerships holding residual inter-
ests in REMICs, all interests in a large partnership are treated as
held by disqualified organizations. Thus, a large partnership hold-
ing a residual interest in a REMIC is subject to a tax equal to the
excess inclusions multiplied by the highest corporate rate.
Deferred sale treatment for contributed property

In general
For all partners contributing property to a large partnership (in-

cluding partners otherwise excluded from application of the large
partnership rules, as described below), the bill replaces section
704(c) with a "deferred sale" approach. Under the bill, a large part-
nership is treated as if it had purchased the property from the con-
tributing partner for its then fair market value, thus taking a fair
market value basis in the nro ,rtv. Tha ,vt,.hvitinr, r , ,n P-
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or loss on the contribution (the "precontribution gain or loss") 10 is
deferred until the occurrence of specified recognition events. In
general, the character of the precontribution gain or loss is the
same as if the property had been sold to the partnership by the
partner at the time of contribution. The contributing partner's
basis in his partnership interest is adjusted for precontribution
amounts recognized under the provision. These adjustments gener-
ally are made immediately before the recognition event.

The provision effectively repeals the ceiling rule for large part-
nerships, i.e., the amount of precontribution gain or loss recognized
by the contributing partner under the provision is not limited to
the overall gain or loss from the contributed property recognized
by the partnership. In addition, the amount of depreciation allow-
able to the partnership is not limited to the contributing partner's
basis in the property.

Recognition events
Certain events occurring at either the partnership or partner

level cause recognition of precontribution gain or loss. Loss is not
recognized, however, by reason of a disposition to a person related
(within the meaning of sec. 267(b)) to the contributing partner.

Transactions at partnership level.-The contributing partner rec-
ognizes precontribution gain or loss as the partnership claims an
amortization, depreciation, or depletion deduction with respect to
the property. The amount of gain (or loss) recognized equals the in-
crease (or decrease) in the deduction attributable to changes in
basis of the property occurring by reason of its contribution. Any
gain or loss so recognized is treated as ordinary.

The contributing partner also recognizes precontribution gain or
loss if the partnership disposes of the contributed property to a
person other than the contributing partner. If such property is dis-
tributed to the contributing partner, its basis in the hands of the
contributing partner equals its basis immediately before the contri-
bution, adjusted for any gain or loss previously recognized on ac-
count of the deferred sale. No adjustment is made to the basis of
undistributed partnership property on account of a distribution to
the contributing partner.1 1

Transactions at partner level.-A contributing partner recognizes
precontribution gain or loss to the extent that he disposes of his
partnership interest other than at death.' 2 Such partner also rec-
ognizes precontribution gain or loss to the extent that the cash and
fair market value of property (other than the contributed property)
distributed to him exceeds the adjusted basis of his partnershi in-
terest immediately before the distribution (determined without
regard to any basis adjustment under the deemed sale rules result-
ing from the distribution).

10 Precontribution gain is the excess of the fair market value of the contributed property at
the time of contribution over the adjusted basis of such property immediately before such contri-
bution. Precontribution loss is the excess of the adjusted basis of such property over its fair
market value.

IAmounts recognized by reason of these r ition events are taken into account in the
partner's taxable year in which or with which enT the partnership taxable year of the deduc-tion or disposition.

1It is intended that a deceased partner's successor in interest would not recognize any re-
m inino nrecontribution gain or loss.
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Election of optional basis adjustments
Under the bill, a large partnership may still elect to adjust the

basis of partnership assets with respect to transferee partners. The
computation of a large partnership ' taxable income is made with-
out regard to the section 743(b) adjustment. As under present law,
the section 743(b) adjustment is made only with respect to the
transferee partner. In addition, a large partnership is permitted to
adjust the basis of partnership property under section 734(b) if
property is distributed to a partner, as under present law.
Terminations

The bill provides that a large partnership does not terminate for
tax purposes solely because 50 percent of its interests is sold or ex-
changed within a 12-month period.
Partnerships and partners subject to large partnership rules

Definition of large partnership
A "large partnership" is any partnership if the number of per-

sons who were partners in such partnership in a taxable year was
at least 250.13 Any partnership treated as a large partnership for a
taxable year is so treated for all succeeding years, even if the
number of partners falls below 250. Regulations may provide, how-
ever, that if the number of persons who are partners in any tax-
able year falls below 100, the partnership is not treated as a large
partnership. Partnerships with at least 100 partners can elect to be
treated as if they had 250 partners. The election applies to the year
for which made and all subsequent years and cannot be revoked
without the Secretary's consent.

A large partnership does not include any partnership if substan-
tially all of its activities involve the performance of personal serv-
ices by individuals owning, directly or indirectly, interests in the
partnership, or if 50 percent or more of the value of the partner-
ship's assets consists of oil or gas properties.

Treatment of excluded partners
In general, the large partnership rules do not apply to an ex-

cluded partner's distributive share of partnership items. An ex-
cluded partner is any partner (1) owning more than a five percent
partnership Interest at any time during the taxable year, or (2) ma-
terially participating in the partnership's activities during the year
and holding any interest which is not a limited partnership inter-
est. Any partner treated as an excluded partner for a taxable year
is so treated for all succeeding years. In determining whether a
partner is an excluded partner, the treatment on the large partner-
ship's tax return binds the partnership and the partner, but not
the Secretary.

"I The number of partners is determined by counting only persons directly holding partner-
ahip interests in the taxable year; persons holding indirectly (e.g., through another partnership)
are not counted. It is not necessary for a partnership to have 260 or more partners at any one
ti in a taxable Year for the parn ,. hin *M, r,- 41a, I r r w4,,. ' I
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Treatment of partnerships holding oil or gas properties
As described above, the large partnership rules do not apply to a

partnership if at least 50 percent of the value of its assets consists
of oil or gas properties. 1 4 C addition, the rules do not apply to any
item attributable to any partnership oil or gas property. However,
oil or gas partnerships can elect to be treated as large partner-
ships. In addition, partnerships owning oil or gas properties but
which otherwise qualify as large partnerships (i.e., because less
than 50"percent of their assets consists of oil or gas properties) can
elect to apply the large partnership rules to items attributable to
their oil or gas properties. If either type of partnership makes the
election, (1) depletion is computed without regard to percentage de-
pletion, (2) any partner who is an integrated oil company is treated
as an excluded partner, and (3) any partner who holds a working
interest in an oil or gas property (either directly or through an
entity which does not limit the partner's liability) is treated as an
excluded partner with respect to such interest. The election applies
to the year for which made and all subsequent years, and cannot
be revoked without the Secretary's consent.

Regulatory authority
The Secretary of the Treasury is granted authority to prescribe

such regulations as may be appropriate to carry out the purposes
of the provisions.

Effective Date

The provisions generally apply to partnership taxable years
ending on or after December 31, 1992. The deferred sale provision
applies to any contribution of property (other than cash) made on
or after January 1, 1992, to a partnership which is, or is reasonably
expected to become, a large partnership.

2. Simplified audit procedures for large partnerships (sec. 202 of
the bill and sees. 6240, 6241, 6242, 6245, 6246, 6247, 6249, 6251,
6252, 6255, and 6256 of the Code)

Present Law

In general
Prior to 1982, a partnership (regardless of its size) was audited

only by auditing each partner individually. Because a large part-
nership sometimes had many partners located in different audit
districts, adjustments to items of income, gains, losses, deductions,
or credits of the partnership had to be made in numerous actions
in several jurisdictions, sometimes vith conflicting outcomes.

The Tax Equity and Fiscal Responsibility Act of 1982 ("TEFRA")
established unified audit rules applicable to all but certain small
(10 or fewer partners) partnerships, These rules require the deter-
mination of all "partnership items" at the partnership, rather than
the partner, level. Partnership items are those items that are more

14 For this purpose, oil or gas properties means the mineral interests in oil or gas which are
of a character with respect to which aceduction for depletion is allowable under section 611.
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appropriately determined at the partnership level than at the part-
ner level, as provided by regulations.

Administrative proceedings
Under the TEFRA rules, a partner must report all partnership

items consistently with the partnership return or must notify the
IRS of any inconsistency. If a partner fails to report any partner-
ship item consistently with the partnership return, the IRS may
make a computational adjustment and immediately assess any ad-
ditional tax that results.

The IRS may challenge the reporting position of a partnership by
conducting a single administrative proceeding to resolve the issue
with respect to all partners. But the IRS must still assess any re-
sulting deficiency against each of the taxpayers who were partners
in the year in which the understatement of tax liability arose.

Any partner of a partnership can request an administrative ad-
justment or a refund for his own separate tax liability. Any part-
ner also has the right to participate in partnership-level adminis-
trative proceedings. A settlement agreement with respect to part-
nership items binds all parties to the settlement.
Tax Matters Partner

The TEFRA rules establish the "Tax Matters Partner" as the
imary representative of a partnership in dealings with the IRS.

he Tax Matters Partner is a general partner designated by the
partnership or, in the absence of designation, the general partner
with the largest profits interest at the close of the taxable year. If
no Tax Matters Partner is designated, and it is impractical to
apply the largest profits interest rule, the IRS may select any part-
ner as the Tax Matters Partner.
Notice requirements

The IRS generally is required to give notice of the beginning bf
partnership-level administrative proceedings and any resulting ad-
ministrative adjustment to all partners whose names and addresses
are furnished to the IRS. For partnerships with more than 100
partners, however, the IRS generally is not required to give notice
to partners whose profits interest is less than one percent.
Adjudication of disputes concerning partnership items

After the IRS makes an administrative adjustment, the Tax Mat-
ters Partner (and, in limited circumstances, certain other partners)
may file a petition for readjustment of partnership items in the
Tax Court, the district court in which the partnership's principal
place of business is located, or the Claims Court.

Statute of limitations
The IRS generally cannot adjust a partnership item for a part-

nership taxable year if more than 3 years have elapsed since the
later of the filing of the partnership return or the last day for the
filing of the partnership return.
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Reasons for Simplification
Present audit procedures for large partnerships are inefficient

and more complex than those for other large entities. The IRS
must assess any deficiency arising from a partnership audit against
a large number of partners, many of whom cannot easily be located
(some may no longer be partners). In addition, audit procedures are
cumbersome and can be complicated further by the intervention of
partners acting individually.

Explanation of Provision
In general

The bill creates a new audit system for large partnerships. The
bill defines "large partnership" the same way for audit and report-
ing purposes (generally partnerships with at least 250 partners)
except that certain oil and gas partnerships are large partnerships
for the audit rules that are not subject to the large partnership re-
porting requirements. 15

As under present law, large partnerships and their partners are
subjected to unified audit rules. Partnership items are determined
at the partnership, rather than the partner, level. The term "part-
nership items" is defined as under present law.

Unlike present law, however, partnership adjustments generally
will flow through to the partners for the year in which the adjust-
ment takes effect. Thus, the current-year partners will adjust their
current-year share of partnership items of income, gains, losses, de-
ductions, or credits to reflect partnership adjustments that take
effect in that year. The adjustments generally will not affect prior
year returns of any partners (except in the case of changes to any
partner's distributive shares).

In lieu of flowing an adjustment through to its partners, the
partnership may elect to pay an imputed underpayment. The im-
puted underpayment generally is calculated by netting the adjust-
ments to the income and loss items of the partnership and multi-
plying that amount by the highest individual or corporate tax rate.
A partner may not file a claim for credit or refund of his allocable
share of the payment.

Regardless of whether a partnership adjustment flows through to
the partners, an adjustment must be offset if it requires another
adjustment in a year after the adjusted year and before the year
the offseAtted adjustment takes effect. For example, if a partnership
expensed a $1,000 item in year 1, and it was determined in year 4
that the item should have been capitalized and amortized ratably
over 10 years, the adjustment in year 4 would be $600, apart from
any interest or penalty. (The $1,000 adjustment for the improper
deduction is offset by $400 of adjustments for amortization deduc-
tions.) The year 4 partners would be required ratably to include an
additional $600 in income for that year.

" The bill also excludes from the audit provisions partners who are excluded from the report.
ing rules. Such a partner who is excluded from the audit rules, however, is excluded only to the
extent his or her interest in the partnership in the year in which an adjustment took effect does
not exceed his or her interest in the partnership taxable year to which the adjustment related.
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In addition, the partnership, rather than the partners individual-
ly, generally is liable for any interest and penalties that result
from a.partnership adjustment. Interest is computed for the period
beginning on the return due date for the adjusted year and ending
on the earlier of the return due date for the partnership taxable
year in which the adjustment takes effect or the date the partner-
ship pays the imputed underpayment. Thus, in the above example,
the partnership would be liable for 4 years worth of interest (on a
declining principal amount).

Penalties (such as the accuracy and fraud penalties) are deter-
mined on a year-by-year basis (without offsets) based on an imput-
ed underpayment. All accuracy penalty criteria and waiver criteria
(such as reasonable cause, substantial authority, etc.) are deter-
mined as if the partnership were a taxable individual. Accuracy
and fraud penalties are assessed and accrue interest in the same
manner as if asserted against a taxable individual.

If a partnership ceases to exist before a partnership adjustment
takes effect, the former partners are required to take the adjust-
ment into account, as provided by regulations. Regulations are also
authorized to the extent necessary to prevent abuse and to enforce
efficiently the audit rules in circumstances that present special en-
forcement considerations (such as partnership bankruptcy).

Administrative proceedings .
Under the large partnership audit rules, a partner is not permit-

ted to report any partnership items inconsistently with the part-
nership return, even if the partner notifies the IRS of the inconsist-
ency. The IRS could treat a partnership item that was reported in-
consistently by a partner as a mathematical or clerical error and
immediately assess any additional tax against that partner.

As under present law, the IRS could challenge the reporting posi-
tion of a partnership by conducting a single administrative pro-
ceeding to resolve the issue with respect to all partners. Unlike
present law, however, partners will have no right individually to
participate in settlement conferences or to request a refund.

Partnership representative
The bill requires each large partnership to designate a partner or

other person to act on its behalf. If a large partnership fails to des-
ignate such a person, the IRS is permitted to designate any one of
the partners as the person authorized to act on the partnership's
behalf. After the IRS' designation, a large partnership could still
designate a replacement for the IRS-designated partner.

Notice requirements
Unlike present law, the IRS is not required to give notice to indi-

vidual partners of the commencement of an administrative pro-
ceeding or of a final adjustment. Instead, the IRS is authorized to
send notice of a partnership adjustment to the partnership itself by
certified or registered mail. The IRS could give proper notice by
mailing the notice to the last known address of the partnership,
even if the partnership had terminated its existence.
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Adjudication of disputes concerning partnership items
As under present law, an administrative adjustment could be

challenged in the Tax Court, the district; court in which the part-
nership's principal place of business is located, or the Claims Court.
However, only the partnership, and not partners individually, can
petition for a readjustment of partnership items.
Statute of limitations

Absent an agreement to extend the statute of limitations, the
IRS generally could not adjust a partnership item of a large part-
nership more than 3 years after the later of the filing of the part-
nership return or the last day for the filing of the partnership
return. Special rules apply to false or fraudulent returns, a sub-
stantial omission of income, or the failure to file a return. The IRS
would assess and collect any deficiency of a partner that arises
from any adjustment to a partnership iterm subject to the limita-
tions period on assessments and collection applicable to the year
the adjustment takes effect (secs. 6248, 6501 and 6502).

Effective Date

The provision applies to partnership taxable years ending on or
after December 31, 1992.
3. Partnership returns on magnetic media (sec. 203 of the bill and

sec. 6011 of the Code)

Present Law

Partnerships are permitted, but not required, to provide the tax
return of the partnership (Form 1065), as well as copies of the
schedules sent to each partner (Form K-i), to the Internal Revenue
Service on magnetic media.

Reasons for Simplification
Most entities that file large numbers of documents with the In-

ternal Revenue Service must do so on magnetic media. Conforming
the reporting provisions for large partnerships to the generally ap-
plicable information reporting rules will facilitate integration of
partnership information into already existing data systems.

Explanation of Provision
The bill authorizes the Internal Revenue Service to require large

partnerships, and other partnerships with 250 or more partners, to
provide the tax return of the partnership (Form 1065), as well as
copies of the schedules sent to each partner (Form K-I), to the In-
ternal Revenue Service on magnetic media.

Effective Date

The provision applies to partnership taxable years ending on or
after December 31, 1992.
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B. Partnership Proceedings Under TEFRA 16

1. Clarify the treatment of partnership items in deficiency pro.
ceedings (sec. 211 of the bill and see. 6234 of the Code)

Present Law

TEFRA partnership proceedings must be kept separate from defi-
ciency proceedings involving the partners in their individual capac-
ities. Prior to the Tax Court's opinion in Munro v. Commissioner,
92 T.C. 71 (1989), the IRS computed deficiencies by assuming that
all items that were subject to the TEFRA partnership procedures
were correctly reported on the taxpayer's return. However, where
the losses claimed from TEFRA partnerships were so large that
they offset any proposed adjustments to nonpartnership items, no
deficiency could arise from a non-TEFRA proceeding and if the
partnership losses were subsequently disallowed in a partnership
proceeding, the non-TEFRA adjustments might be uncollectible be.
cause of the expiration of the statute of limitations with respect to
nonpartnership items.

Faced with this situation in Munro, the IRS issued a notice of de-
ficiency to the taxpayer that presumptively disallowed the taxpay.
er's TEFRA partnership losses for computational purposes only. Al-
though the Tax Court ruled that a deficiency existed and that the
court had jurisdiction to hear the case, the court disapproved of the
methodology used by the IRS to compute the deficiency. Specifical-
ly, the court held that partnership items (whether income, loss, de-
duction, or credit) included on a taxpayer's return must be com-
pletely ignored in determining whether a deficiency exists that is
attributable to nonpartnership items.

Reasons for Simplification
The opinion in Munro creates problems for both taxpayers and

the IRS. For example, a taxpayer would be harmed in the case
where he has invested in a TEFRA partnership and is also subject
to the deficiency procedures with respect to nonpartnership item
adjustments, since computing the tax liability without regard to
partnership items will have the same effect as if the partnership
items were disallowed. If the partnership items were losses, the
effect will be a greatly increased deficiency for the nonpartnership
items. If, when the partnership proceeding is completed, the tax-
payer is ultimately allowed any part of the losses, the taxpayer will
receive part of the increased deficiency back in the form of an over-
payment. However, in the interim, the taxpa er will have been
subject to assessment and collection of a deficiency inflated by
items still in dispute in the partnership proceeding. In essence, a
taxpayer in such a case would be deprived of a prepayment forum
with respect to the partnership item adjustments. The IRS would
be harmed if a taxpayer s income is primarily from a TEFRA part-
nership, since the IRS may be unable to adjust nonpartnership
items such as medical expense deductions, home mortgage interest
deductions or charitable contribution deductions because there

" Tax Equity and Fiscal Responsibility Act of 1982.
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would be no deficiency since, under Munro, the income must be ig-
nored.

Explanation of Provi8ion

The bill is intended to overrule Munro and allow the IRS to
return to its prior practice of computing deficiencies by assuming
that all TEFRA items whose treatment has not been finally deter-
mined had been correctly reported on the taxpayer's return. This
will eliminate the need to do special computations that involve the
removal of TEFRA items from a taxpayer's return, and will restore
to taxpayers a prepayment forum with respect to the TEFRA
items. In addition, the bill provides a special rule to address the
factual situation presented in Munro.

Specifically, the bill provides a declaratory judgment procedure
in the Tax Court for adjustments to an oversh eltered return. An
oversheltered return is a return that shows no taxable income and
a net loss from TEFRA partnerships. In such a case, the IRS is au-
thorized to issue a notice of adjustment with respect to non-TEFRA
items, notwithstanding that no deficiency would result from the ad-
justment. However, the IRS may only issue such a notice if a defi-
ciency would have arisen in the absence of the net loss fromTEFRA partnerships.

The Tax Court would be granted jurisdiction to determine the
correctness of such an adjustment. No tax would be due upon such
a determination, but a decision of the Tax Court would be treated
as a final decision, permitting an appeal of the decision by either
the taxpayer or the IRS. An adjustment determined to be correct
would thus have the effect of increasing the taxable income that
would be deemed to have been reported on the taxpayer's return. If
the taxpayer's partnership items were then adjusted in a subse-
quent proceeding, the IRS would have preserved its ability to col-
lect tax on any increased deficiency attributable to the nonpartner-
ship items.

Alternatively, if the taxpayer chooses not to contest the notice of
adjustment within the 90-day period, the bill provides that when
the taxpayer's partnership items are finally determined, the tax-
payer has the right to file a refund claim for tax attributable to the
items adjusted by the earlier notice of adjustment for the taxable
year. Although a refund claim is not generally permitted with re-
spect to a deficiency arising from a TEFRA proceeding, such a rule
is appropriate with respect to a defaulted notice of adjustment be-
cause taxpayers may not challenge such a notice when issued since
it does not require the payment of additional tax.

In addition, the bill incorporates a number of provisions intended
to clarify the coordination between TEFRA audit proceedings and
individual deficiency proceedings. Under these provisions, any ad-
justment with respect to a non-partnership item that caused an in-
crease in tax liability with respect to a partnership item would be
treated as a computational adjustment and assessed after the con-
clusion of the TEFRA proceeding. Accordingly, deficiency proce-
dures would not apply with respect to this increase in tax liability,
and the statute of limitations applicable to TEFRA proceedings
would be controlling.
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Effective Date
The provision is effective for partnership taxable years ending

after the date of the enactment of this Act.
2. Permit the IRS to rely on partnership returns to determine the

proper audit procedures (sec. 212 of the bill and sec. 6231 of
the Code)

Present Law

TEFRA established unified audit rules applicable to all partner.
ships, except for partnerships with 10 or fewer partners, each of
whom is a natural person (other than a nonresident alien) or an
estate, and for which each partner's share of each partnership
items is the same as that partner's share of every other partner-
ship item. Partners in the exempted partnerships are subject to
regular deficiency procedures.

Reasons for Simplification
The IRS often finds it difficult to determine whether to follow

the TEFRA partnership procedures or the regular deficiency proce-
dures. If the IRS determines that there were fewer than 10 part-
ners in the partnership but was unaware that one of the partners
was a nonresident alien or that there was a special allocation made
during the year, the IRS might inadvertently apply the wrong pro-
cedures andpossibly jeopardize any assessment. Permitting the IRS
to rely on a-partnership s return would simplify the IRS' task.

Explanation of Provision
The bill permits the IRS to apply the TEFRA audit procedures if,

based on the partnership's return for the year, the IRS reasonably
determines that those procedures should apply. Similarly, the bill
permits the IRS to apply the normal deficiency procedures if, based
on the partnership's return for the year, the IRS reasonably deter-
mines that those procedures should apply.

Effective Date
The provision is effective for partnership taxable years ending

after the date of the enactment of this Act.
3. Suspend statute of limitations during bankruptcy proceedings

(sec. 213 of the bill and sec. 6229 of the Code)

Present Law
The period for assessing tax with respect to partnership items

generally is the longer of the periods provided by section 6229 or
section 6501. For partnership items that convert to nonpartnership
items, section 6229(f) provides that the period for assessing tax
shall not expire before the date which is 1 year after the date that
the items become nonpartnership items. Section 6W3(h) provides
for the suspension of the limitations period during the pendency of
a bankruptcy proceeding. However, this provision only applies to
the limitations periods provided in sections 6501 and 6502.
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Under present law, because the suspension provision in section
6503(h) applies only to the limitations periods provided in section
6501 and 6502, some uncertainty exists as to whether section
6503(h) applies to suspend the limitations period pertaining to con-
verted items provided in section 6229(M when a petition naming a
partner as a debtor in a bankruptcy proceeding is filed. As a result,
the limitations period provided in section 6229(0 may continue to
run during the pendency of the bankruptcy proceeding, notwith-
standing that the IRS is prohibited from making an assessment
against the debtor because of the automatic stay provisions of the
Bankruptcy Code.

Rea8ons for Simplification
The ambiguity in present law makes it difficult for the IRS to

adjust partnership items that convert to nonpartnership items by
reason of a partner going into bankruptcy. In addition, any uncer-
tainty may result in increased requests for the bankruptcy court to
lift the automatic stay to permit the IRS to make an assessment
with respect to the converted items.

Explanation of Provi8ion
The bill clarifies that the statute of limitations is suspended for a

partner who is named in a bankruptcy petition. The suspension
eriod is for the entire period during which the IRS is prohibited

by reason of the bankruptcy proceeding from making an assess-
ment, and for 60 days thereafter. The provision is not intended to
create any inference as to the proper interpretation of present law.

Effective Date
The provision shall take effect as if included in the amendments

made by section 402 of the Tax Equity and Fiscal Responsibility
Act of 1982.
4. Expand small partnership exception from TEFRA (sec. 214 of

the bill and sec. 6231 of the Code)

Present Law
TEFRA established unified audit rules applicable to all partner-

ships, except for partnerships with 10 or fewer partners, each of
whom is a natural person (other than a nonresident alien) or an
estate, and for which each partner's share of each partnership item
is the same as that partner s share of every other partnership item.
Partners in the exempted partnerships are subject to regular defi-
ciency procedures.

Reasons for Simplification
The mere existence of a C corporation as a partner or of a special

allocation does not warrant subjecting the partnership and its part-
ners of an otherwise small partnership to the TEFRA procedures.
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Explanation of Provision

The bill permits a small partnership to have a C corporation as a
partner or to specially allocate items without jeopardizing its ex-
ception from the TEFRA rules. However, the bill retains the prohi-
bition of present law against having a flow-through entity (other
than an estate of a deceased partner) as a partner for purposes of
qualifying for the small partnership exception.

Effective Date
The provision is effective for partnership taxable years ending

after the date of the enactment of this Act.
5. Exclude partial settlements from 1-year assessment rule (sec.

215 of the bill and sec. 6229(f) of the Code)

Present Law

The period for assessing tax with respect to partnership items
generally is the longer of the periods provided by section 6229 or
section 6501. For partnership items that convert to nonpartnership
items, section 6229(f) provides that the period for assessing tax
shall not expire before the date which is 1 year after the date that
the items become nonpartnership items. Section 6231(bX1XC) pro-
vides that the partnership items of a partner for a partnership tax-
able year become nonpartnership items as of the date the partner
enters into a settlement agreement with the IRS with respect to
such items.

Reasons for Simplification
When a partial settlement agreement is entered into, the assess-

ment period for the items covered by the agreement may be differ-
ent than the assessment period for the remaining items. This frac-
tured statute of limitations poses a significant tracking problem for
the IRS and necessitates multiple computations of tax with respect
to each partner's investment in the partnership for the taxable
year.

Explanation of Provision
The bill provides that if a partner and the IRS enter into a set-

tlement agreement with respect to some but not all of the partner-
ship items in dispute for a partnership taxable year and other part-
nership items remain in dispute, the period for assessing any tax
attributable to the settled items would be determined as if such
agreement had not been entered into. Consequently, the limitations
period that is applicable to the last item to be resolved for the part-
nership taxable year shall be controlling with respect to all disput-
ed partnership items for the partnership taxable year. The provi-
sion is not intended to create any inference as to the proper inter-
pretation of present law.
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Effective Date
The" provision is effective for partnership taxable years ending

after the date of t.,: enactment of this Act.
6. Extend time for lificg a request for administrative adjustment

(see. 216 of the bill and sec. 6227 of the Code)

Present Law
The non-TEFRA statute of limitations provides that if a statute

extension agreement is entered into, that agreement also extends
the statute of limitations for iling refund claims (sec. 6511(c)).
'here is no comparable provision for extending the time for filing
refund claims with respect to partnership items subject to the
TEFRA partnership rules.

Reasons for Simplification
The absence of an extension for filing refund claims in TEFRA

proceedings hinders taxpayers that may want to agree to extend
the '1iFRA statute of limitations but want to preserve their option
to file a refund claim later.

Explanation of Provision
The bill provides that if a TEFRA statute extension agreement is

entered into, that agreement also extends the statute of limitations
for filing refund claims until 6 months after the expiration of the
limitations period for assessments.

Effective Date
The provision is effective as if included in the amendments made

by section 402 of the Tax Equity and Fiscal Responsibility Act of
19812.
7, Provide itnocent spouse relief for TEFRA proceedings (see. 217

of the bill and sec. 6230 of the Code)

Present Law
In general, an innocent spouse may be relieved of liability for

tax, penalties and interest if certain conditions are met (sec.
6013(e)). However, existing law does not provide the spouse of a
partner in a TEFRA partnership with a judicial forum to raise the
innocent spouse defense with respect to any tax or interest that re-
lates to an investment in a TEFRA partnership.

Reasons for Simplification
Providing a forum in which to raise the innocent spouse defense

with respect to liabilities atttributable to adjustments to partner-
ship items (including penalties, additions to tax and additional
amounts) would make the innocent spouse rules more uniform.
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Explanation of Provision
The bill provides both a prepayment forum and a refund forum

for raising the innocent spouse defense in TEFRA cases.

Effective Date
The provision is effective as if included in the amendments made

by section 402 of the Tax Equity and Fiscal Responsibility Act of
1982.
8. Determine penalties at the partnership level (sec. 218 of the bill

and sec. 6221 of the Code)

Present Law
Partnership items include only items that are required to be

taken into account under the income tax subtitle. Penalties are not
partnership items since they are contained in the procedure and
administration subtitle. As a result, penalties may only be asserted
against a partner through the application of the deficiency proce-
dures following the completion of the partnership-level proceeding,

Reasons for Simplification
Many penalties are based upon the conduct of the taxpayer.

With respect to partnerships, the relevant conduct often occurs at
the partnership level. In addition, applying penalties at the partner
level through the deficiency procedures following the conclusion of
the unified proceeding at the partnership level increases the ad-
ministrative burden on the IRS and can significantly increase the
Tax Court's inventory.

Explanation of Provision
The bill provides that the partnership level proceeding is to in-

clude a determination of the applicability of penalties at the part-
nership level. However, the bill allows partners to raise any part-
ner-level defenses in a refund forum.

Effective Date
The provision is effective for partnership taxable years ending

after December 31, 1991.
9. Clarify jurisdiction of the Tax Court (sec. 219 of the bill and

secs. 6225 and 6226 of the Code)

Present Law
Improper assessment and collection activities by the IRS during

the 150-day period for filing a petition or during th9 pendency of
any Tax Court proceeding, may be enjoined in the proper court."
Present law may be unclear as to whether this includes the Tax
Court.

For a partner other than the Tax Matters Partner to be eligible
to file a petition for redetermination of partnership items in any
court or to participate in an existing case, the period for assessing
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any tax attributable to the partnership items of that partner must
not have expired. Since such a partner would only be treated as a
party to the action if the statute of limitations with respect to
them was still open, the law is unclear whether the partner would
have standing to assert that the statute of limitations had expired
with respect to them.

Rea8ons for Simplification

Clarifying the Tax Court's jurisdiction simplifies the resolution of
tax cases.

Explanation of Provision
The bill clarifies that an action to enjoin premature assessments

of deficiencies attributable to partnership items may be brought in
the Tax Court. The bill also permits a party to appear before a
court for the sole purpose of asserting that the period of limitations
for assessing any tax attributable to partnership items has expired
for that person.

Effective Date
The provision is effective for partnership taxable years ending

after the date of the enactment of'this Act.
10. Treatment of premature petitions fled by certain partners

(sec, 220 of the bill and sec. 6226 of the Code)

Present Law

The Tax Matters Partner is given the exclusive right to file a pe-
tition for a readjustment of partnership items within the 90-day
period after the issuance of the notice of a final partnership admin-
istrative adjustment (FPAA). If the Tax Matters Partner does not
file a petition within the 90-day period, certain other partners are
permitted to file a petition within the 60-day period after the close
of the 90-day period. There are ordering rules for determining
which action goes forward and for dismissing other actions.

Reasons for Simplification
A petition that is filed within the 90-day period by a person who

is not the Tax Matters Partner is dismissed. Thus, if the Tax Mat-
ters Partner does not file a petition within the 90-day period and
no timely and valid petition is filed during the succeeding 60-day
period, judicial review of the adjustments set forth in the notice of
FPAA is foreclosed and the adjustments are deemed to be correct.

Explanation of Provision
The bill treats premature petitions filed by certain partners

within the 90-day period will be treated as being filed on the last
day of the following 60-day period under specified circumstances,
thus affording the partnership with an opportunity for judicial
review that is not available under present law.
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Effective Date

The bill is effective with respect to petitions filed after the date
of the enactment of this Act.

11. Clarify bond requirement for appeals from TEFRA proceed.
ings (sec. 221 of the bill and sec. 7485 of the Code)

Present Law
A bond must be filed to stay the collection of deficiencies pending

the appeal of the Tax Court's decision in a TEFRA proceeding. The
amount of the bond must be based on the court's estimate of the
aggregate deficiencies of the partners.

Reasons for Simplification
The Tax Court cannot easily determine the aggregate changes in

tax liability of all of the partners in a partnership who will be af-
fected by the Court's decision in the proceeding. Clarifying the cal-
culation of the bond amount would simplify the Tax Court's task.

Explanation of Provision
The bill clarifies that the amount of the bond should be based on

the Tax Court's estimate of the aggregate liability of the parties to
the action (and not all of the partners in the partnership).

Effective Date
The provision is effective as if included in the amendments made

by section 402 of the Tax Equity and Fiscal Responsibility Act of
1982.
12. Suspend interest where there is a delay in computational ad-

justment resulting from TEFRA settlements (sec. 222 of the
bill and sec. 6601 of the Code)

Present Law
Interest on a deficiency generally is suspended when a taxpayer

executes a settlement agreement with the IRS and waives the re-
strictions on assessments and collections and the IRS does not issue
a notice and demand for payment of such deficiency within 30
days. Interest on a deficiency that results from an adjustment of
partnership items in TEFRA proceedings, however, is not suspend-
ed.

Reasons for Simplification
Processing settlement agreements and assessing the tax due

takes a substantial amount of time in TEFRA cases. A taxpayer is
not afforded any relief from interest during this period.

Explanation of Provision
The bill suspends interest where there is a delay in a computa-

tional adjustment resulting from TEFRA settlements.
Effective Date

The provision is effective with respect to settlements entered into
after December 31, 1991.
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Title III.- Foreign Provisions
I, Deferral of tax on income earned through foreign corporations

and exceptions to deferral (sees. 301.304 of the bill and secs.
453, 532, 535, 542, 543, 551-558, 563, 954, 1246-1247, and 1291.
1297 of the Code)

Present Law
U.S. citizens and residents and U.S. corporations (collectively,"U.S. persons") are taxed currently by the United States on their

worldwide income, subject to a credit against U.S. tax on foreign
income based on foreign income taxes paid with respect to such
income. Income earned by a foreign corporation, the stock of which
is owned in whole or in part by U.S. persons, generally is not taxed
by the United States until the foreign corporation repatriates that
income by payment to its U.S. stockholders. The U.S. stockholders
are subject to U.S tax on the repatriated income at that time. For-
eign tax credits may reduce the U.S. tax.

Since 1937, the Code has set forth one or more regimes providing
exceptions to the general rule deferring U.S. tax on income earned
indirectly through a foreign corporation. These regimes currently
include the controlled foreign corporation (or subpart F) rules (secs.
951-964); the foreign personal holding company rules (secs. 551-558);
passive foreign investment company (PFIC) rules (secs. 1291-1297);
the personal holding company rules (secs. 541-547); the accumulat-
ed earnings tax (secs. 531-537); and rules for foreign investment
companies (sec. 1246) and electing foreign investment companies
(sec. 1247). These regimes have multiple and overlapping applica-
tion to foreign corporations owned in whole or in part by U.S. per-
sons.

Reasons for Simplification
Some of the different anti-deferral regimes were enacted or modi-

fied at different times and reflect historically different Congres-
sional policies. Different regimes provide different thresholds
(either by type of income or asset at the foreign corporation level,
or of U.S. stock ownership at the shareholder level) to their appli-
cation. They provide for different mechanisms by which U.S. stock-
holders are denied the benefits of deferral. Some of the regimes
have features directed at policy goals applicable to foreign corpora-
tions owned by U.S. corporations (e.g., the allowance of indirect for-
eign tax credits); others have features primarily directed at issues
applicable to foreign corporations owned by U.S. individuals (e.g.,
the basis of property acquired from a decedent). Some regimes pre-
serve the character of the income earned in the hands of a foreign
corporation while others do not. Some provide for movement of
losses between years of a single foreign corporation or between

(36)
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multiple corporations while others do not. While a consistent
theme of these regimes is to provide current taxation for certain
types of interest, dividend, rental, royalty, and other similar
income, the different regimes apply different criteria to these items
of income to determine their current inclusion or noninclusion. Dif-
ferent regimes have different ordering rules for determining which
dividends from foreign corporations subject to the regimes are sub-
ject to tax on repatriation and which are simply distributions of
previously taxed income.

Simply because of the differences among the various anti-defer-
ral regimes, U.S. taxpayers frequently are faced with the need to
consult multiple sets of anti-deferral rules when they hold stock in
a foreign corporation.

Moreover, the interactions of the rules cause additional complex-
ity. There is significant overlap among the several regimes. This
overlap requires the Code to provide specific rules of priority for
income inclusions among the regimes, as well as additional coordi-
nation provisions pertaining to other operational differences among
the several regimes. The overlapping or multiple application of
anti-deferral regimes to a single corporation can result in signifi-
cant additional complexity with little or no ultimate tax conse-
quences.

Consolidation of the several anti-deferral regimes can achieve
two major types of simplification. First, by reducing the number of
separate definitions of entities among the anti-deferral regimes,
taxpayers can be spared the burden of understanding and comply-
ing with a multiplicity of separate anti-deferral regimes with sepa-
rate definitions and requirements.

Second, from an operational perspective, the number of anti-de-
ferral regimes that can apply to any one shareholder in a foreign
corporation can be reduced to one. As discussed above, the oper-
ational differences, including the overlapping applicability of the
six present-law anti-deferral regimes, is a source of complexity.
Under a consolidated regime, however, deferral can be denied for
many, corporations (whether in full or in part) solely through the
provisions of subpart F. In the case of a controlled foreign corpora-
tion, for example, being subject to the rules for full denial of defer-
ral (such as the PFIC or foreign personal holding company provi-
sions under present law) can result in no additional compliance
burdens or administrative or operational complexity.

Another source of complexity under present law is the need for
shareholders of controlled foreign corporations to make "protec-
tive" current-inclusion elections in order to avoid adverse future
consequences under the interest-charge method should the con-
trolled foreign corporation also prove to be a PFIC.1 7 By replacing
elective current-inclusion treatment for PFICs that are also con-
trolled foreign corporations by mandatory current inclusion
through subpart F for passive foreign corporations that are also
controlled foreign corporations, a consolidated regime can elimi-
nate both the burdens of making protective elections and the risks
of failing to do so.

II For example, the "once a PFIC always a PFIC" rule of sec. 1297(bX1) does not apply to
shareholders that make current-inclusion elections.
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It is understood that the interest-charge method of the present-
law PFIC rules is a significant source of complexity both separately
and in its interaction with other provisions of the Code. Even with-
out eliminating the interest-charge method, significant simplifica-
tion can be achieved by minimizing the number of taxpayers that
may be subject to the method and by making certain modifications
that may reduce the complexity engendered by the interest-charge
method,

Explanation of Provision
In general

The bill replaces the separate anti-deferral regimes of present
law with a unified set of rules providing for either partial or full
elimination of deferral depending on the circumstances. The bill
preserves the present-law approach under which partial current
taxation is a function of the type of income earned by the foreign
corporation and a level of U.S. ownership in the corporation ex-
ceeding some threshold (as currently embodied in subpart F). The
bill also preserves the present-law approach under which full cur-
rent taxation is a function of a type of income or assets of the cor-
poration exceeding some threshold (as currently embodied in sub-
part F, the PFIC rules, and the foreign personal holding company
rules). The bill eliminates regimes that are redundant or marginal-
ly applicable, and ensures that no more than one set of rules will
ever apply to a shareholder's interest in any one corporation in
any one year.

Generally, the bill retains the subpart F rules as the foundation
of its unified anti-deferral regime (with certain modifications de-
scribed below and also in item 2., following, describing secs. 311-313
of the bill). It includes a modified version of the PFIC rules while
eliminating the other regimes as redundant to one or the other.
The bill's unified anti-deferral regime sets forth various thresholds
for subjecting U.S. persons to full or partial inclusions of corporate
income. In addition, where deferral is eliminated by U.S. share-
holder inclusions of foreign corporate-level income, the bill applies
a single set of rules (the subpart F rules) for basis adjustments,
characterization of actual distributions, foreign tax credits, and
similar issues. As under present law, the bill in some cases affords
U.S. persons owning stock in foreign corporations a choice of tech-
nique for recognizing income from the elimination of deferral.
However, in a greater number of cases than under present law, the
bill provides only one method of eliminating deferral.

Replacement of current law regimes for full elimination of deferral
The bill creates a single definition of a passive foreign corpora-

tion (PFC) that will unify and replace the foreign personal holding
company and PFIC definitions. The rules applicable to PFCs repre-
sent a hybrid of characteristics of the foreign personal holding com-
pany rules, the PFIC rules, and the controlled foreign corporation
rules (subpart F), plus a new mark-to-market regime, as well as a
variety of simplifying or technical changes to rules under the exist-
ing systems. The following discussion explains the differences be-
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tween the PFIC provisions of present law and the PFC provisions
that will be applicable under the bill.

A PFC is any foreign corporation if (1) 60 percent or more of its
gross income is passive income, (2) 50 percent or more of its assets
(on average during the year, measured by value) produce passive
income or are held for the production of passive income, or (3) it is
registered under the Investment Company Act of 1940 (as amend-
ed) either as a management company or as a unit investment
trust.' 8 As under the PFIC rules, the foreign corporation is permit.
ted to elect to measure its assets based on their adjusted basis
rather than their value.

As under present law, passive income for this purpose is defined
in the bill generally as any income of a kind which would be for.
eign personal holding company income as defined in section 954(c),
subject to the current law exceptions for banking and insurance
income and the current look-through rules for certain payments
from related persons (current sec. 1296O)2))."' In addition, the bill
provides two clarifications to present law. First, the bill clarifies
that, as indicated in the legislative history of the 1988 Act, the
same-country exceptions from the definition of foreign personal
holding company income in section 954(c) are disregarded.20

Second, the bill clarifies that any foreign trade income of a foreign
sales corporation does not constitute passive income for purposes of
the PFIC definition (cf sec. 951(e)).

The bill modifies the present law application of the asset test by
treating certain leased property as assets held by the foreign corpo-
ration for purposes of the PFC asset test. This rule applies to tangi-
ble personal property with respect to which the foreign corporation
is the lessee under a lease with a term of at least 12 months.

The bill also modifies the present law rules that provide an ex-
ception from the definition of a PFIC in the case of a company
changing businesses. Under the bill, if a foreign corporation holds
25 percent or more of the stock of a second corporation that quali-
fies for the change-of-business exception (current sec. 1297(bX3)),
then in applying the-look-though rules (current sec. 1296(c)), the
first corporation may treat otherwise passive assets or income of
the second corporation as active.21

The bill generally retains those provisions of current law the ap-
plication of which depends upon whether a foreign corporation was
a PFIC for years after 1986 (e.g., current sec. 1291(d)), -but modifies
these provisions to test whether the foreign corporation was a PFC

' It is understood that a mutual insurance company could be treated under the bill and
under present law as a passive foreign corporation, notwithstanding the fact that such a compa.
ny does not actually issue "stock."

"Thus, the bill retains the exception for income derived in the active conduct of an insur.
ance business by a corporation which is predominantly engaged in an insurance business and
which would be subject to tax under subchapter L if it were a domestic corporation. It is intend.
ed that in determining whether a corporation is "predominantly engaged" for this purpose, the
Secretary may require a higher standard or threshold than the definition of an insurance corn.
pany under Treasury Regulations section 1.801-3(a).
Ses. 5 Re No. 100-795, 100th Cong., 2d Sess. 272 (1988); S. Rep. No. 100.445, 100th Cong., 2dSes. 285 019L8.

21 The bill retains the present law rules that provide an exception from the definition of a
PFIC in the case of a startup company (current sec. 1297(bX2)). Under the bill, the start-up com-
pany exception is intended to be applied, where necessary to carry out the purposes of the PFC
rules, by treating as one corporation all related foreign corporations that transferred assets to
the startup company.



132

40

for years after 1986. As a transitional definition, the bill provides
that a foreign corporation that was treated as a PFIC for any tax-
able year beginning before the introduction of the bill is treated as
having been a PFC for each such year.

The bill provides a new election that will allow certain passive
foreign corporations to be treated as domestic corporations. A for-
eign corporation is eligible to make this election if (1) it would
qualify for treatment as a regulated investment company (RIC)
under the relevant provisions of the Code if it actually were a do-
mestic corporation, (2) it meets such requirements as the Secretary
may prescribe to ensure the collection of taxes imposed by the In-
ternal Revenue Code on the passive foreign corporation, and (3) the
electing passive foreign corporation waives all benefits which are
granted by the United States under any treaty (including treaties
other than tax treaties) and to which the corporation is otherwise
entitled by reason of being a resident of another country. The rules
governing such an election will be similar to those applicable to the
election by a foreign insurance company to bp treated as a domes-
tic corporation undet section 953(d).

The bill provides a special rule regarding the application of the
PFC rules to tax-exempt organizations that own stock in passive
foreign corporations. The passive foreign corporation rules, under
the bill, have no application at all to any organization exempt from
tax under section 501, unless the organization is subject to unrelat-
ed business income taxation on its investment income under sec-
tion 512(aX3) of the Code. In the case of a tax-exempt organization
that is subject to tax on its investment income, the PFC rules apply
with respect to amounts taken into account in computing unrelated
business taxable income in the same manner as if the organization
were fully taxable.

Tax treatment under full elimination of deferral
The benefits of deferral are eliminated with respect to the

income of a PFC under three alternative methods: current inclu-
sion, mark-to-market, or interest charge on excess distributions.

Current inclusion method
Mandatory current inclusion.-If a passive foreign corporation is

U.S. controlled, the bill will subject every U.S. person owning (di-
rectly or indirectly) stock in the PFC to income inclusions under a
modified version of the controlled foreign corporation rules. If a
PFC is not U.S. controlled, every U.S. person owning (directly or
indirectly) 25 percent or more of the vote or value of the stock of
the PFC will be subject to the same rules. Under the bill, the
entire gross income of the passive foreign corporation (subject to
applicable deductions) is treated as foreign personal holding compa-
ny income, and thus is included (net of appropriate deductions) on
a pro rata basis in the income of each U.S. person directly or indi-
rectly owning stock in the PFC, under a modified application of the
rules of sections 951 and 961. Actual distributions of earnings by
such a PFC are treated similarly to distributions of previously
taxed income under sections 959 and 961. These rules supersede all
application of the present-law rules applicable to foreign personal
holding companies, under which earnings are deemed distributed
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and then contributed to the capital of the foreign personal holding
company.

In applying the subpart F inclusion rules to PFC inclusions, the
bill departs from subpart F in that foreign personal holding compa-
ny income is included in the income of U.S. persons without regard
to otherwise applicable reductions pursuant to the high-tax excep-
tion (under sec. 954(bX4)) or the export trade corporation rules
(secs. 970 and 971). This modification to the application of the con-
trolled foreign corporation rules preserves present law in that no
hign-tax exception generally is available to PFICs or foreign per-
sonal holding companies, and that the PFIC provisions apply in full
force to export trade corporations.

A passive foreign corporation is treated under the bill as U.S.
controlled for this purpose either if it would be treated as a con-
trolled foreign corporation under the rules of subpart F, or if, at
any time during the taxable year, more than 50 percent of the vote
or value of the corporation's stock were owned directly or indirect-
ly by five or fewer U.S. persons (including but not limited to indi-
viduals, and including all U.S. citizens regardless of their resi-
dence). Indirect stock ownership under the bill generally refers to
stock ownership through foreign entities within the meaning of sec-
tion 958(aX2). In addition, for the purpose of determining whether a
foreign corporation is U.S. control led by virtue of the ownership of
more than 50 percent of its stock by five or fewer U.S. persons, the
constructive ownership principles of the present-law foreign per-
sonal holding company rules apply.

Elective current inclusion.-A U.S. person not subject to the
above mandatory current inclusion rules-that is, a U.S. person
owning less than 25 percent of the stock in a PFC that is not U.S.
controlled-may elect application of those rules. As under current
law, the PFC is characterized as a "qualified electing fund" with
respect to such a U.S. person. In the application of the elective cur-
rent-inclusion rules, the passive foreign corporation is treated as a
controlled foreign corporation with respect to the taxpayer, and the
taxpayer is treated as a U.S. shareholder of the corporation. For
foreign tax credit purposes, amounts included in the taxpayer's
gross income under this modified application of the controlled for-
eign corporation rules are treated as dividends received from a for-
eign corporation which is not a controlled foreign corporation.

The application and operation of the shareholder-level election
for treatment as a qualified electing fund generally are the same as
under the present-law PFIC rules. It is intended that, in the case of
PFC stock owned through a foreign partnership, a partner-level
election for treatment as a qualified electing fund will be permitted
(except in the case of a foreign partnership that is subject to the
simplified reporting rules available to certain large partnerships
under title II of the bill).

Mark-to-market method
Less-than-25-percent shareholders of passive foreign corporations

that are not U.S.-controlled, and who do not elect current inclusion
("nonelecting shareholders"), are subject under the bill to one of
two methods for taxing the economic equivalent of the PFC's cur-
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rent income: the mark-to-market method or the interest-charge
method.

Under the bill, nonelecting shareholders of a PFC with market-
able stock are required to mark their PFC shares to market annu-
ally. Under the mark-to-market method, the U.S. person is re-
quired to include in gross income each taxable year an amount
equal to the excess (if any) of the fair market value of the PFC
stock as of the close of the taxable year over the adjusted basis of
the stock. In the event the adjusted basis of the stock exceeds its
fair market value, the U.S. person is allowed a deduction for the
taxable year equal to the lesser of the amount of the excess or the
"unreversed inclusions" with respect to the stock. The bill defines
the term "unreversed inclusions" to mean, with respect to any
stock in a passive foreign corporation, the excess (if any) of the
total amount of mark-to-market gains with respect to the stock in-
cluded by the taxpayer for prior taxable years, over the amount of
mark-to-market losses with respect to such stock that were allowed
as deductions for prior taxable years.

The adjusted basis of stock in a passive foreign corporation is in-
creased by the amount of mark-to-market gain included in gross
income, and is decreased by the amount of mark-to-market losses
allowed as deductions with respect to such stock. In the case of
stock owned indirectly by the U.S. person, such as through a for-
eign partnership, foreign estate or foreign trust (as discussed
below), the basis adjustments for mark-to-market gains and losses
apply to the basis of the PFC stock in the hands of the interme-
diary owner, but only for purposes of the subsequent application of
the PFV rules to the tax treatment of the indirect U.S. owner. In
addition, similar basis adjustments are made to the adjusted basis
of the property actually held by the U.S. person by reason of which
the U.S. person is treated as owning PFC stock.

All amounts of mark-to-market gain on PFC stock, as well as
gain on the actual sale or distribution of PFC stock, are treated as
ordinary income. Similarly, ordinary loss treatment applies to the
deductible portion of any mark-to-market loss on PFC stock, as
well as to any loss realized on the actual sale or other disposition
of PFC stock to the extent that the amount of such loss does not
exceed the unreversed inclusions with respect to that stock. These
loss deductions are treated as deductions allowable in computing
adjusted gross income.

The source of any amount of mark-to-market gain on PFC stock
is determined in the same manner as if the amount of income were
actual gain from the sale of stock in the passive foreign corpora.
tion. Similarly, the source of any amount allowed as a deduction
for mark-to-market loss on PFIC stock is determined in the same
manner as if that amount were an actual loss incurred on the sale
of stock in the passive foreign corporation.

The mark-to-market method under the bill only applies to pas-
sive foreign corporations the stock of which i' "marketable." PFC
stock is treated as marketable if it is regularly traded on a quali-
fied exchange, whether inside or outside the United States. An ex-
change qualifies for this treatment if it is a national securities ex-
change which is registered with the Securities and Exchange Com-
mission or the national market system established pursuant to sec-



135

43

tion 11A of the Securities and Exchange Act of 1934, or if the Sec-
retary is satisfied that the requirements for trading on that ex-
change ensure that the market price on that exchange represents a
legitimate and sound fair market value for the stock. It is intended
that the Secretary may adopt a definition of the term "regularly
traded" that differs from definitions provided for other purposes
under the Code. Further, it is intended that the Secretary not be
bound by definitions applied for purposes of enforcing other laws,
including Federal securities laws. Similarly, in identifying qualified
foreign exchanges for these purposes, it is intended that the Secre-
tary not be required to include exchanges that satisfy standards es-
tablished under Federal securities laws and regulations. PFC stock
is also treated as marketable, to the extent provided in Treasur
regulations, if the PFC continuously offers for sale or has outstad
ing any stock (of which it is the issuer) that is redeemable at its net
asset value in a manner comparable to a U.S. regulated investment
company (RIC).

In addition, the bill treats as marketable any stock in a passive
foreign corporation that is owned by a RIC that continuously offers
for sale or has outstanding any stock (of which it is the issuer) that
is redeemable at its net asset value. It is believed that the RIC's
determination of PFC stock value for this non-tax purpose would
ensure a sufficiently accurate determination of the fair market
value of PFC stock owned by the RIC. The bill also treats as mar-
ketable any stock in a passive foreign corporation that is held by
any other RIC, except to the extent provided in regulations. It is
believed that even for RIGS that do not make a market in their
own stock, but that do regularly report their net asset values in
compliance with the securities laws, inaccurate valuations may
bring exposure to legal liabilities, and this exposure may ensure
the reliability of the values such RICs assign to the stock they hold
in PFs. However, it is intended that Treasury regulations will dis-
allow mark-to-market treatment for nonmarketable stock held by
any RIC that is not required to perform such a net asset valuation
at the close of each taxable year, that does not publish such a valu-
ation, or that otherwise does not provide what the Secretary re-
gards as sufficient indicia of the reliability of its valuations under
the relevant circumstances.

The bill coordinates the application of the mark-to-market
method with the tax rules generally applicable to RICS. The bill
treats mark-to-market gain on PFC stock as a dividend for pur-
poses of both the 90-percent investment income test of section
851(bX2) and the 30-percent short-short limitation of section
851(bX3).

The mark-to-market method does not apply to-te stock of a U.S.
person in any PFC that is U.S. controlled(as discussed abowv), to
the stock of a person choosing qualified electing fund treatment, or
to stock of a U.S. person who is a 25-percent shareholder (as de-
fined above).

In the case of a controlled foreign corporation (including a pas-
sive foreign corporation that is treated under the bill as a con-
trolled foreign corporation) that owns or is treated as owning stock
in a passive foreign corporation, the mark-to-market method gener-
ally is applied as if the controlled foreign corporation were a U.S.
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person. For purposes of the application of subpart F to the con-
trolled foreign corporation, mark-to-market gains are treated as if
they were foreign personal holding company income of the charac-
ter of dividends, interest, royalties, rents or annuities, and allow-
able deductions for mark-to-market losses are treated as deductions
allocable to that category of foreign personal holding company
income. The source of such income or loss, however, is determined
by reference to the actual (foreign) residence of the controlled for-
eign corporation.

For purpWes of the mark-to-market method, any stock in a pas-
sive foreign corporation that is owned, directly or indirectly, by or
for a foreign partnership or foreign trust or foreign estate is treat-
ed as if it were owned proportionately by its partners or benefici-
aries. 2 2 Stock in a passive foreign corporation that is thus treated
as owned by a person is treated as actually owned by that person
for the purpose of applying the constructive ownership rule at an-
other level. In the case of a U.S. person who is treated as owning
stock in a passive foreign corporation by application of this con-
structive ownership rule, any disposition by the U.S. person or by
any other person that results in the U.S. person being treated as
no longer owning the stock in the passive foreign corporation, as
well as any disposition by the person actually owning the stock of
the passive foreign corporation, is treated under the bill as a dispo-
sition by the U.S. person of stock in the passive foreign corpora-
tion.

Interest-charge method
Nonelecting shareholders 23 of a PFC with stock that is not mar-

ketable are subject to the interest-charge method, based on the
PFIC interest-charge method that is currently provided in Code
section 1291, with certain modifications.

First, although allowable foreign tax credits may reduce a U.S.
person's net U.S. tax liability on an excess distribution, the interest
charge computed on that excess distribution is computed, under the
bill, without regard to reductions in net U.S. tax liability on ac-
count of direct ore'.n tax credits.

The PFIC provisions of present law, to the extent provided in
regulations, impose recognition of gain in the case of a transfer of
PFIC stock in a transaction that would otherwise qualify for the
nonrecognition provisions of the Code. The bill imposes that result
as a general rule, except as otherwise provided in Treasury regula-
tions. In addition, the bill requires that proper adjustment be made
to the basis of property, held by the U.S. person, through which the
U.S. person is treated as owning stock in the passive foreign corpo-
ration.

The PFIC provisions of present law apply rules for the attribu-
tion of ownership of PFIC stock to U.S. persons, including a rule
that attributes PFIC stock owned by a corporation to any person
who owns, directly or indirectly, 50 percent or more of the value of

iFor this purpose, it is intended that proportionate ownership will take into account any
special or discretionary allocations of the distributlons or gains with respect to stock in the pas-
ve foreign corporation.
Is All citizens (and residents) of the United States are included, irrespective of residence in a

U.S. commonwealth or possession.
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the stoc of. the corporation. Under the bill, the 50-p,)rct1..t thresh-
old applies not cdily to stock owned directly or indirectly, but also
to 3'ock rated as owned by application of the family attribution
rules of the personal holding company provisions (sec. 544 (eX2)).

The PFIC provisions of present law provide special rule. for the
application of the interest-charge method in the case of PF:C stock
held by a U.S. person through an intermediary entity. Themc rules
describe the dispositions that are treated as dispositions cf PFIC
stock by the U.S. person, and include rules to eliminate the poswi.
bility of double taxation (sec. 1297(bX5)). The bill clarifies that these
rules apply to any transaction that results in the U.S. person being
treated as no longer owning the PFC stock, as well as any disposi-
tion of the PFC stock by the entity actually owning the PFC stoci.
These rules apply regardless of whether the transaction involves a
disposition of the PFC stock, and regardless of whether the parties
to the transaction include the U.S. person, the entity actually
owning the PFC stock, or some other entity. For example, these
rules apply to the issuance of additional stock by an intermediary
corporation to an unrelated party in a case where, by increasing
the total outstanding stock of the intermediary corporation, the
transaction causes the U.S. person to fall below the ownership
threshold for indirect ownership of the PFC stock. The bill also
clarifies that an income inclusion under the interest-charge method
takes precedence over an income inclusion under subpart F result-
ing from the same disposition. The second clarification ensures that
the interest charge is imposed without regard to the structure of
the transaction.

Under the bill, the interest-charge method applies to any stock in
a passive foreign corporation unless either the stock is marketable
(and therefore the mark-to-market method applies) as of the time
of the distribution or disposition involved, or the stock in the pas-
sive foreign corporation was subject to the current inclusion
method (under the bill or under prior law) for each taxable year
beginning after December 31, 1986 which includes any portion of
the taxpayer's holding period in the PFC stock. In the event that
PFC stock, not subject to the current inclusion method, becomes
marketable during the taxpayer's holding period, the interest-
charge method a pplies to any distributions and dispositions during
the year in which the stock becomes marketable, as well as to the
mark-to-market gain (if any) as of the close of that year. In the
event that PFC stock was initially marketable, and later becomes
unmarketable and subject to the interest-charge method, the tax-
payer's holding period in the PFC stock for purposes of the inter-
est-charge method is treated as beginning on the first day of the
first taxable year beginning after the last taxable year for which
the mark-to-market method applies to the taxpayer's stock in the
PFC.

Under the bill, as under the present-law PFIC rules, stock in a
foreign corporation generally is treated as PFC stock if, at any
time during the taxpayer's holding period of that stock, the foreign
corporation (or any predecessor) is a passive foreign corporation
subject to the interest-charge method (current sec. 1297(bX)). (This
rule is sometimes referred to as the "once-a-PFIC-always-a-PFIC"
rule.) Under present law this rule generally does not affect a tax-
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payer Loi!ing stock in a foreign corporation if at al times during
the holding period of the taxpayer with respect to the stc when
the foreign corporation (or any predecessor) is a PFIC. qualified
electing fund treatment applies with resl.ect to the taxpayer.
Under . he bill, the similar once-a-PFC-always-a-PFC rule does not
apply ;0'during the taxpayer's entire holding period with respect to
the stxck when the foreigr: corporation (or any predecessor) is a
PEC, eitherr (a) mark-to-market treatment applies, (b) mandatory
current inclusion of income applies (either because the corporation
i'. U.S. controlled or because the taxpayer is a 25-percent share-
holder), or (c) elective current inclusion of income applies. Thus, for
example, a shareholder of a controlled foreign corporation is sub-
jcct to current inclusion with respect to all the corporation's
itcc ,c in any year for which the corporation is a PFC, but is sub-
ject to current inclusion only to the extent provided under subpart
Fin any year for which the controlled foreign corporation is not a
PFC.

The bill also provides for full basis adjustment for partnerships
and S corporations that owrn stock in a passive foreign corporation
subject to the interest-charge method. Although tax is imposed on
a distribution or disposition under the interest-charge method with-
out including the distribution or disposition in gross income, thus
precluding the natural basis adjustments for amounts included in
gross income, the bill grants regulatory authority for appropriate
basis adjustments to partnerships and S corporations based on the
amount of income subject to tax under the interest-charge method
and thereby excluded from gross income.

The bill also includes a special rule to coordinate the application
of the interest-charge method to nonelecting shareholders of a pas-
sive foreign corporation who are or were residents of Puerto Rico.
Under the bill, no interest charge is applicable to amounts of an
oxcess distribution that, were the amounts actually earned in the
year to which they are treated as earned under the interest-charge
method, would have been eligible for the exclusion under section
933 (for income derived by residents of Puerto Rico from sources
within Puerto Rico).

The bill includes a broad grant of regulatory authority, as does
the present-law PFIC statute. However, the bill specifies that nec-
essary or appropriate regulations under the PFC rules may include
regulations providing that gross income should be determined with-
out regard to the operation of the interest-charge method for such
purposes as may be specified in the regulations. This permits the
Secretary to relieve pressure on many aspects of the Code that
result from the operation of the interest-charge method ot& - than
through gross income. In addition, the bill specifies that .3sary
or appropriate PFC regulations may include regulation. dealing

-with changes in residence status by shareholders in passive foreign
corporations (e.g., a resident alien becoming a nonresident, or a
U.S. citizen becoming a resident of Puerto Rico).
Modification or repeal of other antideferral regime#

While the bill includes in the passive foreign corporation rules
most of the provisions that it preserves from the present-law PFIC,
foreign personal holding company, and foreign investment compa-
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ny regimes, the bill modifies subpart F in one respect to reflect a
present-law provision of the foreign personal holding company
rules (sec. 553(a5)). The bill treats as foreign personal holding
company income for subpart F purposes an amount received under
a personal service contract if a person other than the corporation
has the right to designate (by name or by description) the individ-
ual who is to perform the services, or if the individual who is to
perform the services is designated (by name or by description) in
the contract. The bill similarly treats as foreign personal holding
company income for subpart F purposes any amount received from
the sale or distribution or disposition of such a contract. This rule
applies only if at some time during the taxable year 25 percent or
more of the value of the corporation's stock is owned (directly, indi-
rectly, or constructively) by or for the individual who may be desig-
nated to perform the services.2 4 Income from such personal service
contracts is not, however, treated as passive for foreign tax credit
purposes,The bill repeals the foreign personal holding company provisions,

the PFIC provisions (except as modified and preserved as the pas-
sive foreign corporation provisions), and the foreign investment
company provisions. The bill also excludes all foreign corporations
from the application of the accumulated earnings tax and the per-
sonal holding company tax. It is understood that the purposes of all
the anti-deferral regimes are adequately served by the passive for-
eign corporation provisions as set forth in the bill, in conjunction
with the controlled foreign corporation provisions as modified by
the bill.

In addition, the bill denies installment sales treatment for any
installment obligation arising out of a sale of stock in a passive for-
eign corporation. This will prevent shareholders in passive foreign
corporations from avoiding the interest charge by means of an in-
stallment sale of their PFC stock.

Effective Date

The bill generally is effective for taxable years of U.S. persons
beginning after December 31, 1991, and taxable years of foreign
corporations ending with or within such taxable years of U.S. per-
sons.

The denial of installment sales treatment is effective for sales or
dispositions after December 31, 1991.

The bill does not affect the determination of the basis of stock in
a PFIC that was acquired from a decedent in a taxable year begin-
ning before January 1, 1991.

T4 his rule was included in the definition of foreign personal holding company income for
purposes of subpart F prior to the amendments included in the 1986 Act.
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2. Modifications to provisions affecting controlled foreign corpo-
rations (secs. 311, 312, and 313 of the bill and secs. 951, 952,
959, 960, 961, 964, and 1248 of the Code)

Present Law

Treatment of controlled foreign corporation earnings

In general
A U.S. shareholder generally treats dividends from a controlled

foreign corporation as ordinary income from foreign sources that
carries both direct and indirect foreign tax credits. Under look-
through rules, the income and credits are subject to those foreign
tax credit limitations which are consistent with the character of
the income of the foreign corporation.

Several Code provisions result in similar tax treatment of a U.S.
shareholder if it either disposes of the controlled foreign corpora-
tion stock, or the controlled foreign corporation realizes certain
types of income (including income with respect to lower-tier con-
trolled foreign corporations). First, under section 1248, gain result-.
ing from the disposition by a U.S. person of stock in a foreign cor-
poration that was a controlled foreign corporation with respect to
which the U.S. person was a U.S. shareholder in the previous five
years is treated as a dividend to the extent of allocable earnings.

Second, a controlled foreign corporation has subpart F income
when it realizes gain on disposition of stock and, ordinarily, when
it receives a dividend. Under sections 951 and 960, such subpart F
income may result in taxation to the U.S. shareholder similar (but
not Identical) to that on a dividend from the controlled foreign cor-
poration. In addition to provisions for characterizing income and
credits in these situations, the Code also provides certain rules that
adjust basis, or otherwise result in modifying the tax consequences
of subsequent income, to account for these and other subpart F
income inclusions.

Third, when in exchange for property any corporation (including
a controlled foreign corporation) acquires stock in another corpora-
tion (including a controlled foreign corporation) controlled by the
same persons that control the acquiring corporation, earnings of
the acquiring corporation (and possibly the acquired corporation)
may be treated under section 804 as having been distributed as a
dividend to the seller.

Lower-tier controlled foreign corporations
For purposes of applying the separate foreign tax credit limita-

tions, receipt of a dividend from a lower-tier controlled foreign cor-
poration by an upper-tier controlled foreign corporation may result
in a subpart F income inclusion for the U.S. shareholder that is
treated as incolne in the same limitation category as the income of
the lower-tier controlled foreign corporation. The income inclusion
of the U.S. shareholder may carry deemed-paid credits for foreign
taxes paid by the lower-tier controlled foreign corporation, and the
basis of the U.S. shareholder in the stock of the first-tier controlled
foreign corporation is increased by the amount of the inclusion. If,
on the other hand, the upper-tier controlled foreign corporation
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sells stock of a lower-tier controlled foreign corporation, then the
gain is also included in the income of the U.S. shareholder as sub-
F art F income and the U.S. shareholder's basis in the stock of the
irt-tier controlled foreign corporation is increased to account for

the inclusion, but the inclusion is not treated for foreign tax credit
limitation purposes by reference to the nature of the income of the
lower-tier controlled foreign corporation. Instead it generally is
treated as passive income.

If subpart F income of a lower-tier controlled foreign corporation
is included in the gross income of a U.S. shareholder, there is no
provision that adjusts the basis of the upper-tier controlled foreign
corporation's stock of the lower-tier controlled foreign corporation.

Subpart F inclusions in year of disposition
The subpart F income earned by a foreign corporation during its

taxable year is taxed to the persons who are U.S. shareholders of
the corporation on the last day, in that year, on which the corpora-
tion is a controlled foreign corporation. In the case of a U.S. share-
holder who acquired stock in a controlled foreign corporation in
the middle of the year, such inclusions are reduced by all or a por-
tion of the amount of dividends paid in that year by the foreign
corporation to any person besides the acquirer with respect to that
stock. The reduction is determined by multiplying the subpart F
income for the year by the proportion of the year during which the
acquiring shareholder did not own the stock.

Distributions of previously taxed income
If in a year after the year of a subpart F income inclusion, a U.S.

shareholder in the controlled foreign corporation receives a distri-
bution from the corporation, the distribution may be deemed to
come first out of the corporation's previously taxed income and,
therefore, may be excluded from the U.S. shareholder's income.
However, a distribution by a foreign corporation to a domestic cor-
poration of earnings and profits previously taxed under subpart F
is treated as an actual dividend, solely for purposes of determining
the indirect foreign tax credit available to the domestic corporation
(se. 960(aX3)). Thus, a portion of the foreign taxes paid or accrued
by the foreign corporation and not previously deemed paid by the
domestic corporation are treated as paid by the domestic corpora-
tion under the principles of section 902 even though the domestic
corporation recognizes no income in the current taxable year with
respect to the distribution.

In addition, the domestic corporation is permitted to increase its
foreign tax credit limitation in the year of the distribution of provi-
ously taxed earnings and profits i an amount equal to the excess
of the amount by which its foreign tax credit limitation for the
year of the subpart F inclusion was mcreased a a result of that
inclusion, over the amount of foreign taxes which were allowable
as a credit in that year and which would not have been so allow-
able but for the subpart F inclusion (sec. 960(b)). The increase in
the foreign tax credit limitation may not, however, exceed the
amount of the foreign taxes taken into account under this provi-
sion with respect to the distribution of previously taxed earnimp
and profits. In order for this rule to apply, the domestic corporation
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either must have elected to credit foreign taxes in the year of the
subpart F inclusion or must not have paid or accrued any foreign
taxes in such year, and it must elect the foreign tax credit in the
year of the distribution of previously taxed earnings and profits.
Treatment of United States source Income earned by a controlled

foreign corporation
As a general rule, subpart F income does not include income

earned from sources within the United States if the income is effec-
tively connected with the conduct of a U.S. trade or business by the
controlled foreign corporation. This general rule does not apply,
however, if the income is exempt from, or subject to a reduced rate
of, U.S. tax pursuant to a provision of a U.S. treaty.

Reasons for Simplification
It is believed that complexities have been caused by uncertainties

and gap in the statutory schemes for taxing gains on dispositions
of stockin controlled foreign corporations as dividend income or
subpart F income. These uncertainties and gaps may prompt tax-
payers to refrain from behavior that would otherwise be the result
of rational business decisions, for fear of excessive tax-for exam-
ple, double corporate-level taxation of income. In many cases, con-
cerns about excessive taxation can be allayed, but only at the cost
of avoiding the simpler and more rational economic behavior in
favor of tax-motivated planning.

it is understood that, as a general matter, other aspects of the
tax system may have interfered with rational economic decision
making by prompting taxpayers to engage in tax-motivated plan-
nmg i order to eliminate taxation in cases where income is m fact
earned. Some such characteristics of the tax system have in the
past been altered by Congress in order to reduce excessive interfer-
ence by the tax system in labor, investment, and consumption deci-
sions of taxpayers. 25 It is believed that in the context of this sim-
plification bill, it generally is appropriate to reduce complexities
caused by aspects of the rules governmg controlled foreign corpora-
tions that provide for nonuniform tax results from dividends, on
the one hand, and stock disposition proceeds to the extent earnings
and profits underlie those proceeds, on the other.

It is understood that the present-law provisions which permit an
indirect foreign tax credit and an increased foreign tax credit limi-
tation to be claimed in the event of a distribution of previously
taxed earnings by a controlled foreign corporation are particularly
difficult to administer. This difficulty arises because taxpayers are
required to compute and keep track of excess foreign tax credit
limitation accounts with respect to subpart F income inclusions on
a foreign corporation by foreign corporation basis, as well as on a
year by year basis. Additional complexities arise as taxpayers are
required, as a result of distributions, to trace earnings and profits
up chains of foreign corporations. It is believed that retention of
these rules may not be worth the system-wide recordkeeping and

I' See, e.g., Staff of the Joint Committee on Taiation, 100th Cong., lot Sees. General Explana.
tion of the Thx Reform Act of 198S at 6 et seq. (1987) ("General Reasons For The Act").
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computations involved. It is believed that the combination of for-
eign income tax rates on the foreign income of U.S. persons and
their controlled foreign corporations, and the U.S. rules for taxing
such income, will result in few cases where the effort will be re-
warded by substantial tax savings. Moreover, it is believed that
taxpayers who might be adversely affected may be able to plan
around those adverse effects at less cost than the complexity cost
that is engendered by the present system.

Explanation of Provislons

In general
The bill makes a number of modifications in the treatment of

income derived from the disposition of stock in a controlled foreign
corporation. The bill provides deemed dividend treatment for gains
on dispositions of lower-tier controlled foreign corporations. Where
the lower-tier controlled foreign corporation previously earned sub-
part F income, the bill permits the amount of gain taxed to the
U.S. shareholder to be adjusted for previous income inclusions.
Where proceeds from the sale of stock to a controlled foreign corpo-
ration that previously has earned subpart F income would be treat-
ed as a dividend under the principles of section 304, the bill ex-
pressly permits exclusion of the deemed section 304 dividend from
taxation to the extent of the previously taxed earnings and profits
of the controlled foreign corporation from which the property was
deemed to be distributed. (Appropriate basis adjustments also are
permitted to be made.) Where a controlled foreign corporation
(whether or not it is a lower-tier controlled foreign corporation)
earns subpart F income in a year in which a U.S. shareholder sells
its stock, in a transaction that does not result in the foreign corpo-
ration ceasing to be a controlled foreign corporation, the bill con-
tains statutory language providing for a proportional reduction in
the taxation of the subpart F income in that year to the acquiring
U.S. shareholder.

The bill contains two additional provisions related to controlled
foreign corporations. First, the bill repeals the provision that cur-
rently permits an indirect foreign tax credit and an increased for-
eign tax credit limitation to be claimed upon certain distributions
by controlled foreign corporations of previously taxed earnings and
profits. Second, the bill clarifies the effect of a treaty exemption or
reduction of the branch profits tax on the determination of subpart
F income.

Lower-tier controlled foreign corporations

Characterization of gain on stock disposition
The bill provides that if a controlled foreign corporation is treat-

ed as having gain from the sale or exchange of stock in a foreign
corporation, the gain is treated as a dividend to the same extent
that it would have been so treated under section 1248 if the con-
trolled foreign corporation were a U.S. person. However, this rule
does not affect the determination of whether the second corpora-
tion was a controlled foreign corporation.
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Thus, for example, if a U.S. corporation owns 100 percent of the
stock a foreign corporation, which owns 100 percent of the stock of
a second foreign corporation, then under the bill, any gain of the
first corporation upon a sale of stock of the second corporation is
treated as a dividend for purposes of subpart F income inclusions
to the U.S. shareholder, to the extent of earnings and profits of the
second corporation attributable to periods in which the first foreign
corporation owned the stock of the second foreign corporation
while the latter was a controlled foreign corporation with respect
to the U.S. shareholder. As another example, assume that the US.
corporation has always owned 61 percent of the stock of a foreign
corporation, which has always owned 51 percent of the stock of a
second foreign corporation. All the other stock of the foreign corpo-
rations has always been owned by other foreign individuals unre-
lated to the U.S. corporation. In this case, the second foreign corpo-
ration has never been a controlled foreign corporation. Therefore,
none of the gain of the first corporation upon a sale of stock of the
second corporation is treated as a dividend.

Gain on disposition of stock in a related corporation created or
organized under the laws of, and having substantial part of its
assets in a trade or business in, the same foreign country as the
gain recipient, even if recharacterized as a dividend under the bill,
is not therefore excluded from foreign personal holding company
income under the same-country exception that applies to actual
dividends.

Adjustments to basis of stock
The bill also provides that when a lower-tier controlled foreign

corporation earns subpart F income, and stock in that corporation
is later sold by an upper-tier controlled foreign corporation, the re-
sulting income inclusion of the U.S. shareholders are, under regu-
lations, adjusted to account for previous inclusions, in a manner
similar to the adustments now provided to the basis of stock in a
first-tier controlled foreign corporation. Thus, just as the basis of a
U.S. shareholder in a first-tier controlled foreign corporation rises
when subpart F income is earned and falls when previously taxed
income is distributed, so as to avoid double taxation of the income
on a later sale, it is intended that by regulation the subpart F
income from gain on the sale of a lower-tier controlled foreign cor-
poration generally would be reduced by income inclusions of earn-
ings that were not subsequently distributed by the lower-tier con-
trolled foreign corporation. It is intended that the Secretary will
have sufficient flexibility in promulgating regulations under this
provision to permit adjustments only in those cases where, by
virtue of the historical ownership structure of the corporations in-
volved, the Secretary is satisfied that the inclusions for which ad-
justments can be made can be clearly identified.
Subpart F inclusions In year of disposition

Where a U.S. shareholder acquires the stock of a controlled for-
eign corporation from another U.S. shareholder during the middle
of a year in which the controlled foreign corporation earns subpart
F income, the bill reduces the acquirer's subpart F inclusion for
that year by a portion of the amount of the dividend deemed
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(under sec. 1248) to be received by the transferor. The portion by
which the inclusion is reduced would (as is currently the case
where a dividend was paid to the previous owner of the stock) not
exceed the subpart F inclusion for that year times the proportion
of the year for which the acquirer did not own the stock.
Avoiding double Inclusions in other cases

The bill clarifies the appropriate wope of regulatory authority
with respect to the treatment of cross-chain section 304 dividends
out of the earnings of controlled foreign corporations that were
previously included in the income of a U.S. shareholder under sub-
part F. The bill contemplates that in such a case, the Secretary in
his discretion mey by regulation treat such dividends as distribu-
tions of previously taxed income, with appropriate basis adjust-
ments. It is also anticipated that other occasions may arise where
the exercise of sinuiar regulatory authority may be appropriate to
avoid double income inclusions, or an inclusion or exclusion of
income withoitt a corresponding basis adjustment. Therefore, the
bill states that, in addition to cases involving section 304, the Secre-
tary may by regulation modify the application of subpart F in any
other case where there would otherwise be a multiple inclusion of
any item of income (or an inclusion or exclusion without an appro-
priate basis adjustment) by reason of the structure of a U.S. share-
holder's holdings in controlled foreign corporations or by reason of
other circumstances.
Foreign tax credit In year of receipt of previously taxed Income

The bill repeals the rules that permit an indirect foreign tax
credit to be claimed with respect to a distribution of previously
taxed earnings and profits. Under the bill, foreign taxes paid by a
foreign corporation with respect to previously taxed earnings and
profits remain in that corporation's pool (or pools) of foreign taxes
which are available for the indirect foreign tax credit upon subse-
quent distributions or deemed distributions of earnings and profits
that have not been previously taxed at the U.S. shareholder level.
Treatment of United States income earned by a controlled foreign

corporation
The bill provides that an exemption or reduction by treaty of the

branch profits tax that would be imposed under section 884 on a
controlled foreign corporation does not affect the general statutory
exemption from subpart F income that is granted for U.S. source
effectively connected income. For example, assume a controlled for-
eign corporation earns income of a type that generally would be
subpart F income, and that income is earned from sources within
the United States in connection with business operations therein.
Further assume that repatriation of that income is exempted from
the U.S. branch profits tax under a provision of an applicable U.S.
income tax treaty. The bill provides that notwithstanding the trea-
ty's effect on the branch tax, the income is not treated as subpart F
income as long as it is not exempt from U.S. taxation (or subject to
a reduced rate of tax) under any other treaty provision.
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Effective Dates

Lower-fer controlled foreign corporations
The provision of the bill treating gains on dispositions of stock in

lower-tier controlled foreign corporations as dividends under sec-
tion 1248 principles appl'e to gains recognized on transactions oc-
curring after date of enactment of the bill. The provision providing
for regulatory adjustments in U.S. shareholder inclusions, with re-
spect to gains of controlled foreign corporations from stock in
lower-tier controlled foreign corporaivns that previously had sub-
part F income, is effective for U.S. shareholder inclusions in tax-
able years of U.S. shareholders beginning after December i1, 1991.

Subpart F inclusions in year of disposition
The provision of the bil permitting dispositions of stock to be

taken into consideration in determining a U.S. shareholder's sub-
part F inclusion for a taxable year is effective with respect to dis-
positions occurring after the dote of enactment of th bill

Distributions of previously taxed income
The provision of the bill allowing the Secretary to make regula-

tory adjustments to avoid double inclusions in cases such as those
to which section 304 applies takes effect on the date the bill is en-
acted.

Foreign tax credit on distribution of previously taxed income
The provision of the bill which repeals the ability to claim for-

eig tax credits on distributions of previously taxed income gener-
ally is effective for taxable years- beginning after December 31,
1991. However, the provision is not effective with respect to distri-
butions of previously axed income which occur in taxable years be-
ginning prior to January 1, 1997, if the distributions relate to sub-
part F income inclusions for taxable years of the U.S. corporate
shareholders beginning before January 1, 1992.

Treatment of United States source income earned by a controlled
foreign corporation

The provision of the bill concerning the effect of treaty exemp-
tions from or reductions of the branch profits tax on the determi-
nation of subpart F income is effective for taxable years ending
after the date of enactment.

3. Translation of foreign taxes into U.S. dollar amounts (see. 321
of the bill and sec. 986(a) of the Code)

Present Law
Foreign income taxes paid in foreign currencies are required to

be translated into U.S. dollar amounts using the exchange rate as
of the time such taxes are paid to the foreign country or U.S. pos-
session (sec. 986(aX)). This rule applies equally to foreign taxes
paid directly by U.S. taxpayers, which are creditable only in the
year paid or accrued (or during a carryover period), and to foreign
taxes paid by foreign corporations that are deemed paid by a U.S.
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corporation, and hence creditable, in the year that the U.S. corpo-
ration receives a dividend or income inclusion.

Reasons for Simplifiation
If each foreign income tax payment is required to be translated

at a separate daily exchange rate for the day of the payment, the
number of currency exchange rates that are relevant to foreign tax
credit calculations varies directly with the frequency of foreign
income tax payments. Where U.S. corporations are deemed to pay
a portion of the "pool" of foreign taxes paid by foreign corpora-
tions, the correct amount of tax in the pool is the product of each
tax payment times the relevant translation rate. The longer the
period between the time the income is earned and its repatriation
(or other inclusion) to the U.S. corporation, the greater the period
over which the amounts of tax payments and translation rates are
relevant to the determination of net U.S. tax liability.

It is believed that the record-keeping, verification, and examina-
tion burdens-both on the IRS and on taxpayers-associated with
the advantages of deferral and the foreign tax credit (including the
indirect credit) are not insignificant. For example, if events that
happened in one year affected only the return filed for that year,
and each tax return was affected only by events that happened in
the year for which that return was fled, then presumably tax-re-
lated records would need to be maintained only between the time
the taxable year began and the year that the assessment period for
that year expired. On the other hand, if income earned in years 1
through 5 is taxed in year 6, then the amount of documentation
relevant to the year 6 return potentially is increased five-fold, and
the period over which that information must be maintained is at
least five years longer.

U.S. persons who pay foreign income taxes directly and choose
the benefits of the foreign tax credit have always been required to
maintain detailed foreign tax payment documentation, including
exchange rate data for the dates on which they paid foreign income
taxes, and U.S. corporations that operate through foreign corpora-
tions have been required to maintain documentation regarding the
earnings and foreign tax payments of the foreign corporations. 26

Some have argued, however, that relief is warranted for taxpayers
that would otherwise bear the combined currency translation re-
sponsibilities applicable to direct foreign taxpayers with the ex-
tended record-keeping responsibilities applicable to taxpayers that
receive the benefits of deferral.

It is believed that an appropriate response to this combination of
burdens is to permit regulatory modification of the "time of pay-
ment" concept, in such a way. that preserves the uniformity of
treatment of branches and foreign subsidiaries of U.S. taxpayers,
but permits recourse to reasonably accurate average translation
rates for the period in which the tax payments are made. Simplifi-
cation may be provided in this way by reducing, sometimes sub-
stantially, the number of translation calculations that are required

*I Also, note that in Comminioner v. American Metal Co., 221 F.2d 184, 141 (2d Cir.), cert
denied, 350 U.S. 879 (1966), where a foreign corporation kept its books in U.S. dollars, foreign
taxu woe related as of their payment date.
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to be made. There may be situations in which the use of an aver-
age exchange rate over a specified time period, to be applied to all
tax payments made in that currency during that period, would pro-
vide results not substantially different than those that would be de-
rived under present law. This could result, for example, where the
value of a foreign currency as it relates to the U.S. dollar does not
fluctuate Wcantly over the specified period.

One of the fundamental premises behind the amendments en-
acted in 1986 with res t to the translation of foreign taxes was
that foreign taxes paid by foreign corporations should be translated
in the same manner as foreign taxes paid by foreign branches of
U.S. persons. In keeping with that premise, it is believed that any
provion to allow the use of average exchange rates for this pur-
pose should be made equally applicable to foreign branches and
subsidiaries.

Explanation of Provision
The bill grants the Secretary of the Treasury authority to issue

regulations that would allow foreign tax payments made by a for-
eign corporation or by a foreign branch of a U.S. person to be
translated into U.S. dollar amounts using an average U.S. dollar
exchange rate fof a specified period. It is anticipated that the appli-
cable average exchange rate would be the rate as published by a
qualified source of exchange rates for the period during which the
tax payments were made.

Effective Date
This provision is effective with respect to taxable years beginning

after the date of enactment.
4. Foreign tax credit limitation under the alternative minimum

tax (see. 322 of the bill and see. 59(a) of the Code)

Present Law
Computing foreign tax credit limitations requires the allocation

and apportionment of deductions between items of foreign source
and U.S. source income. Foreign tax credit limitations must be
computed both for regular tax purposes and for purposes of the al-
ternative minimum tax (AMT). Consequently, after allocating and
apportioning deductions for regular tax foreign tax credit lmita-
tion purposes, additional allocations and apportionments generally
must be performed in order to compute the AMT foreign tax credit
limitation.

Reasons for Simplification
The process of allocating and apportioning deductions for pur-

poses of calculating the regular and AMT foreign tax credit limita-
tions can be complex. Taxpayers that have allocated and appor-
tioned deductions for regular tax foreign tax credit purposes gener-
ally must reallocate and reapportion the same deductions for AMT
foreign tax credit purposes, based on assets and income that reflect
AMT adjustments (including depreciation). However, the differ-
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ences between regular taxable income and alternative minimum
taxable income are often relevant primarily to U.S. source income.
As a result of the combined effects of these differences, it is be-
lieved that foreign source alternative minimum taxable income
generally will not differ significantly from foreign source regular
taxable income. By permitting taxpayers to use foreign source reg-
ular taxable income in computing their AMT foreign tax credit
limitation, the bill eliminates the need to reallocate and reappor-
tion every deduction.

Explanation of Provision

The bill permits taxpayers to elect to use as their AMT foreign
tax credit limitation fraction the ratio of foreign source regular tax-
able income to entire alternative minimum taxable income, rather
than the ratio of foreign source alternative minimum taxable
income to entire alternative minimum taxable income. Foreign
source regular taxable income may be used, however, only to the
extent it does not exceed entire alternative minimum taxable
income.

The election under the bill is available only in the first taxable
year beginning after December 31, 1991, for which the taxpayer
claims an alternative minimum tax. foreign tax credit. The election
applies to all subsequent taxable years, and may be revoked only
with the permission of the Secretary of the Treasury.

Effective Date

The provision applies to taxable years beginning after December
31, 1991.
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Title IV.-Other Income Tax Provisions

A. Provisions Relating to S Corporations

1. Determination of whether an S corporation has one class of
stock (sec. 401 of the bill and sec. 1361 of the Code)

Present Law
Under present law, a small business corporation eligible to be an

S corporation may not have more than one class of stock. Differ-
ences in voting rights are disregarded in determining whether a
corporation has more than one class of stock. In addition, certain
debt instruments may not be treated as a second class of stock for
purposes of this rule. - 0

The Treasury Department has issued proposed regulations 21

providing that a corporation will have more than one class of stock
if all of the outstanding shares of stock do not confer identical
rights to distribution and liquidation proceeds, regardless of wheth-
er any differences in rights occur pursuant to the corporate char-
ter, articles or bylaws, by operation of State law, by administrative
action, or by agreement. The proposed regulations also provide
that, notwithstanding that all outstanding shares of stock confer
identical rights to distribution and liquidation proceeds, a corpora-
tion has more than one class of stock if the corporation makes non-
conforming distributions (i.e., distributions that differ with respect
to timing or amount with respect to each share of stock), with liM-
ited exceptions for certain redemptions and certain differences in
the timing of distributions.

Reasons for S1mplifiation
The provision promotes simplification by eliminating traps for

the unwary that would be inherent in rules that use nonconform-
ing distributions regardless of the rights of the shareholders as evi-
dence of additional classes of stock.

Explanation of Provision
The bill provides that a corporation is treated as having only one

class of stock if all outstanding shares of stock of the corporation
confer identical rights to distribution and liquidation proceeds. Ap-
plicable State law, determined by taking into account legally en-
forceable rights under the corporate charter, articles or bylaws, ad-
ministrative action, and any agreements, determines whether the
outstanding shares confer different rights to distribution or liquida-
tion proceeds.

"1 Proposed Treasury Regulation sec. 1.1361.1X2).

(58)
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Where an S corporation in fact makes distributions which differ
as to timing or amount, the bill in no way limits the Internal Reve-
nue Service from properly characterizing the transaction for tax
purposes. For example, if a distribution is properly characterized as
compensation, the Service could require it to be so treated for tax
purposes. Similarly, if a payment should be properly characterized
as a distribution, the Service could require it to be so treated for
tax purposes.

Effective Date
The provision applies to taxable years beginning after December

31, 1982.
2. Authority to validate certain invalid elections (sec. 402 of the

bill and sec. 1362 of the Code)

Present Law

Under present law, if the Internal Revenue Service determines
that a corporation's Subchapter S election is inadvertently termi-
nated, the Service can waive the effect of the terminating event for
any period if the corporation timely corrects the event and if the
corporation and shareholders agree to be treated as if the election
had been in effect for that period. Present law does not grant the
Internal Revenue Service the ability to waive the effect of an inad-
vertent invalid Subchapter S election.

In addition, under present law, a small business corporation
must elect to be an S corporation no later than the 15th day of the
third month of the taxable year for which the election is effective.
The Internal Revenue Service may not validate a late election.

Reasons for Simplification
The bill promotes simplification by giving the Secretary the flexi-

bility to validate an invalid S election where the failure to properly
elect S status was inadvertent or untimely.

Explanation of Provision

Under the bill, the authority of the Internal Revenue Service to
waive the effect of an inadvertent termination is extended to allow
the Service to waive the effect of an invalid election caused by an
inadvertent failure to qualify as a small business corporation or to
obtain the required shareholder consents.

The bill also allows the Internal Revenue Service to treat a late
Subchapter S election as timely where the Service determines that
there was reasonable cause for the failure to make the election
timely.

Effective Date
The provision applies to taxable years beginning after December

31, 1982.28

1This is the effective date of the present-law provision regarding inadvertent terminations.
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3. Treatment of distributions by S corporations during loss year
(see. 403 of the bill and secs. 1366 and 1368 of the Code)

Present Law
Under present law, the amount of loss an S corporation share-

holder may take into account for a taxable year cannot exceed the
sum of shareholder's adjusted basis in his or her stock of the corpo-
ration and the adjusted basis in any indebtedness of the corpora-
tion to the shareholder. Any excess loss is carried forward.

Any distribution to a shareholder by an S corporation generally
is tax-free to the shareholder to the extent of the shareholder's ad-
justed basis of his or her stock. The shareholder's adjusted basis is
reduced by the tax-free amount of the distribution. Any distribu-
tion in excess of the shareholder's adjusted basis is treated as gain
from the sale or exchange of the stock.

Under present law, income (whether or not taxable) and ex-
penses (whether or not deductible) serve, respectively, to incre ase
and decrease an S corporation shareholder's basis in the stock of
the corporation. These rules appear to require that the adjustments
to basis for items of both income and loss for any taxable year
apply before the adjustment for distributions applies.29

These rules limiting losses and allowing tax-free distributions up
to the amount of the shareholder's adjusted basis are similar in
certain respects to the rules governing the treatment of losses and
cash distributions by partnerships. Under the partnership rules
(unlike the S corporation rules), for any taxable year, a partner's
basis is first increased by items of income, then decreased by distri-
butions, and finally is decreased by losses for that year.8 0

In addition, if the S corporation has accumulated earnings and
profits,8 1 any distribution in excess of the amount in an "accumu-
lated adjustments account" will be treated as a dividend (to the
extent of the accumulated earnings and profits). A dividend distri-
bution does not reduce the adjusted basis of the shareholder's
stock. The "accumulated adjustments account" generally is the
amount of the accumulated undistributed post-1982 gross income
less deductions.

Reasons for Simpllfiation
The provision promotes simplification by conforming the S corpo-

ration rules regarding distributions to the partnership rules and by
eliminating uncertainty regarding the treatment of distributions
made during the year.

Explanation of Provision

The bill provides that the adjustments for distributions made by
an S corporation during a taxable year are taken into account
before applying the loss limitation for the year. Thus, distribution
during a year reduce the adjusted basis for purposes of determining

"oo section 1366(dXI)Ak H. Rep. 97-826, p. 17 S. Rep. 97-640, p. 18.
30 Treas. Reg. ec. 1.704-1(dX2) Rev. Rul. 60.94, 1966-1 C.B. 166.
s An S corporation may have earnings and profits from years prior to its subchapter S elec-

tion or from pre-1983 subchapter S yeam
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the allowable loss for the year, but the loss for a year does not
reduce the adjusted basis for purposes of determining the tax
status of the distributions made during that year.

The bill also provides that in determining the amount in the ac-
cumulated adjustment account for purposes of determining the tax
treatment of distributions made during a taxable year by an S cor-
poration having accumulated earnings and profits, net negative ad-
justments (i.e., the excess of losses and deductions over income) for
that taxable year are disregarded.

The following examples illustrate the application of these provi-
sions:

Example 1..-X is the sole shareholder of A, a calendar year S
corporation with no accumulated earnings and profits. X's adjusted
basis in the stock of A on January 1, 1992, is $1,000 and X holds no
debt of A. During the taxable year, A makes a distribution to X of
$600, recognizes a capital gain of $200 and sustains an operating
loss of $900. Under the- bill, X's adjusted basis in the A stock is in-
creased to $1,200 ($1,000 plus $200 capital gain recognized) pursu-
ant to section 1368(d) to determine the eOl of the distribution.
X's adjusted basis is then reduced by the amount of the distribu-
tion to $600 ($1,200 less $600) to determine the application of the
loss limitation of section 1366(dXl). X is allowed to take into ac-
count $600 of A's operating loss, which reduces X's adjusted basis
to zero. The remaining $300 loss is carried forward pursuant to sec-
tion 1366(dX2).

Example 2.-The facts are the same as in Example 1, except that
on January 1, 1992, A has accumulated earnings and profits of
$500 and an accumulated adjustments account of $200. Under the
bill, because there is a net negative adjustment for the year, no ad-
justment is made to the accumulated adjustments account before
determining the effect of the distribution under section 1368(c).

As to A, $200 of the $600 distribution is a distribution of A's ac-
cumulated adjustments account, reducing the accumulated adjust-
ments account to zero. The remaining $400 of the distribution is a
distribution of accumulated earnings and profits ("E&P") and re-
duces A's E&P to $100. A's accumulated adjustments account is
then increased by $200 to reflect the recognized capital gain and
reduced by $900 to reflect the operating loss, leaving a negative
balance in the accumulated adjustment account on January 1,
1993, of $700 (zero plus $200 less $900).

As to X, $200 of the distribution is applied against A's adusted
basis of $1,200 ($1,000 plus $200 capital gain recognized), reducing
X's adjusted basis to $1,000. The remaining $400 of the distribution
is taxable as a dividend and does not reduce X's adjusted basis. Be-
cause X's adjusted basis is $1,000, the loss limitation does not apply
to X, who may deduct the entire $900 operating loss. X's adjusted
basis is then decreased to reflect the $900 operating loss. Accord-
ingly, X's adjusted basis on January 1, 1993, is $100 ($1,000 plus
$200 less $200 less $900).

Effective Date
These provisions apply to distributions made in taxable years be-

ginning after December 31, 1991.
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4. Treatment of S corporations as shareholders In C corporations
(sec. 404(a) of the bill and sec. 1371 of the Code)

Present Law
Present law contains several provisions relating to the treatment

of S corporations as corporations generally for purposes of the In-
ternal Revenue Code.

First, under present law, the taxable income of an S corporation
is computed in the same manner as in the case of an individual
(sec. 1368(b)). Under this rule, the provisions of the Code governing
the computation of taxable income which are applicable only to
corporations, such as the dividends received deduction, do not
apply to S corporations.

Second, except as otherwise provided by the Internal Revenue
Code and except to the extent inconsistent with subchapter S, sub-
chaptar C (i.e., the rules relating to corporate distributions and ad-
justments) applies to an S corporation and its shareholders (sec.
1371(a1)). Under this second rule, provisions such as the corporate
reorganization provisions apply to S corporations. Thus, a C corpo-
ration may merge into an S corporation tax-free.

Finally, an S corporation in its capacity as a shareholder of an-
other corporation is treated as an individual for purposes of sub-
chapter C (sec. 1371(aX2)). The Internal Revenue Service has taken
the position that this rule prevents the tax-free liquidation of a C
corporation into an S corporation because a C corporation cannot
liquidate tax-free when owned by an individual shareholder.8 2

Thus, a C corporation may elect S corporation status tax-free or
may mere into an S corporation tax-free, but may not liquidate
into an S corporation tax-free." Also, the Service's reasoning
would also prevent an S corporation from making an election
under section 338 where a C corporation was acquired by an S cor-
poration.

Reasons for Simplification
The provision promotes simplification by treating similar trans-

actions in a similar manner for tax purposes.

Explanation of Provision

The bill repeals the rule that treats an S corporation in its capac-
ity as a shareholder of another corporation as an individual. Thus,
the liquidation of a C corporation into an S corporation will be gov-
erned by the generally applicable subchapter C rules, including the
provisions of sections 332 and 337 allowing the tax-free liquidation
of a corporation into its parent corporation. Following a tax-free
liquidation, the built-in gains of the liquidating corporation may
later be subject to tax under section 1374 upon a subsequent dispo-
sition. An S corporation will also be eligible to make a section 338
election (assuming all the requirements are otherwise met), result-

3USee PLR 8818049, (Feb. 10, 1988).
" A tax is imposed with respect to LIFO inventory held by a C corporation becoming an S

corporation.
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ing in immediate recognition of all the acquired C corporation's
gains and lomes (and the resulting imposition of a tax).

The repeal of this rule does not change the general rule govern-
ing the computation of income of an S corporation, For example, it
does not allow an S corporation, or its shareholders, to claim a divi-
dends received deduction with respect to dividends received by the
S corporation, or to treat any item of income or deduction in a
manner inconsistent with the treatment accorded to individual tax-
payers.
Naoinference is intended regarding the present-law treatment of

these transactions.

Effective Date
The provision applies to taxable years beginning after December

31, 1991.
5. S corporations permitted to hold subsidiaries (see. 404(b) of the

bill and se. 1361 of the Code)

Present Law
Under present law, an S corporation may not be a member of an

affiliated group of corporations (other than by reason of ownership
in certain inactive corporations). The legislative history indicates
that this rule was adopted to prevent the filing of consolidated re-
turns by a group which includes an S corporation.34

Reasons for Simplification
The provision promotes simplification by eliminating a barrier to

using the S corporation form of entity and providing more appro-
priate treatment of corporations with subsidiaries, i.e., the prohibi-
tion of filing a consolidated return if S corporate status is elected
rather than disqualification of the S election.

Explanation of Provision
The bill repeals the rule that an S corporation may not be a

member of an affiliated group of corporations. Thus, an S corrra-
tion will be allowed to own up to 100 percent of the stock of a C
corporation. However, an S corporation cannot be included in a
group filing a consolidated return.

Under the bill, if an S corporation holds 100 percent of the stock
of a C corporation that, in turn, holds 100 percent of the stock of
another C corporation, the two C corporations may elect to file a
consolidated return (if otherwise eligible), but the S corporation
may not join in the election.

Effective Date
The provision applies to taxable years beginning after December

$1, 1991.

** S. S. Rp No. INS (8th Om., 2d Sm, 19M), jp 88.
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6. Elimination of pre-1983 earnings and profits of S corporations
(sec. 404(c) of the bill)

Present Law
Under present law, the accumulated earnings and profits of a

corporation are not increased for any year in which an election to
be treated as art S corporation is in effect. However, under the sub-
chapter S rules in effect before revision in 1982, a corporation
electing subchapter S for a taxable year icreased its accumulated
earnings and profits to the extent its undistributed earnings and
profits for the year exceeded its taxable income. As a result of this
rule, a shareholder may later be required to include in his income
the accumulated earnings and profits when it is distributed by the
corporation. The 1982 revision to subchapterS repealed this rule
for earnings attributable to taxable years beginning after 1982 but
did not do so for previously accumulated S corporation earnings
and profits.

Reason. for Simplification
The provision promotes simplification by eliminating the need to

keep records of certain general small amounts of earnings arising
before 1983.

Explanation of Provision

The bill provides that if a corporation is an S corporation for its
first taxable year beginning after December 81, 1991, the accumu-
lated earnings and profits of the corporation as of the beginning of
that year are reduced by the accumulated earnings and profits (if
any) accumulated in any taxable year beginning before January 1,
1983, for which the corporation was an electing small business cor-
poration under subchapter S. Thus, such a corporation's accumulat-
ed earnings and profits will be solely attributable to taxable years
for which an S election was not in effect. This rule is generally con-
sistent with the change adopted in 1982 limiting the S sharehold-
er's taxable income attributable to S corporation earnings to his
share of the taxable income of the S corporation.

Effective Date
The provision applies to taxable years beginning after December

31, 1991.
7. Determination of shareholder's pro rata share where disposi-

tion of entire interest (sec. 404(d) of the bill and sec.
1377(a)(2) of the Code)

Present Law
Under present law, a shareholder of an S corration takes into

account separately his pro rata share of items of income, deduction,
credit, etc. of the corporation. For this purpose, a shareholder's pro
rata share means an allocation based on a per-share, per-day basis.
However, in the case of a termination of a shareholder's interest,
the corporation, with the consent of all shareholders, may elect to
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allocate items as if the taxable year ended on the date of termina-
tion and another taxable year began the following day.

Reasons for Simplification
The provision provides simplification by allowing a selling share-

holder to be certain that his share of income will not be affected by
income earned after the sale.

Explanation of Provision
Under the bill, the present-law rule, allowing a corporation to

elect to close its books for purposes of determining shares of
income on the termination of a shareholder's interest, will be the
mandatory rule in the case of the disposition of a shareholder's
entire interest in the corporation.

Effective Date

The provision applies to taxable years beginning after December
31, 1991.
8. Treatment of, items of income in respect of a decedent held by

an S corporation (sec. 404(e) of the bill and sec. 1367 of the
Code)

Present Law

Income in respect of a decedent (IRD) generally consists of items
of gross income that accrued during the decedent's lifetime but
were not yet includible in the decedent's income before his death
under his method of accounting. IRD is includible in the income of
the person acquiring the right to receive such item. A deduction for
the estate tax attributable to an item of IRD is allowed to the
person who includes the item in gross income (sec. 691(c)).

The cost or basis of property acquired from a decedent is its fair
market value at the date of death (or alternate valuation date if
that date is elected for estate tax purposes). This basis often is re-
ferred to as a "stepped-up basis". Property that constitutes a right
to receive IRD does not receive a stepped-up basis.

The basis of a partnership interest or corporate stock acquired
from a decedent generally is stepped-up at death. Under Treasury
regulations, the basis of a partnership interest acquired from a de-
cedent is reduced to the extent that its value is attributable to
items constituting IRD.35 Although S corporation income is includ-
ed in the income of the shareholders in a manner similar to the
inclusion of partnership income in the income of the partners, no
comparable regulation provides for a reduction in the basis of stock
of an S corporation acquired from a decedent where the S corpora-
tion holds items of IRD on the date of death of a shareholder. Thus,
under present law, the treatment of an item of IRD held by an S
corporation is unclear.

as Tr". Reg. mc. 1.742-1.
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Reasons for Simplification
The provision promotes simplification by eliminating the uncer-

tainty of present law, and by treating items of IRD held by a tax-
payer directly, through a partnership, or through an S corporation
in a similar manner.

Explanation of Provision
The bill provides that a person acquiring stock in an S corpora-

tion from a decedent is to treat as IRD his pro rata share of any
item of income of the corporation which would have been IRD if
that item had been acquired directly from the decedent. Where a
item is treated as IRD, a deduction for the estate tax attributable
to the item generally will be allowed under the provisions of sec-
tion 691(c). The stepped-up basis in the stock will be reduced by the
extent to which the value of the stock is attributable to items con-
sisting of IRD. This basis rule is comparable to the present-law
partnership rule.

No inference is intended regarding the present-law treatment of
IRD in the case of S corporations.

Effective Date

The provision applies with respect to decedents dying after the
date of enactment of the bill.

B. Accounting Provisions
1. Modifications to the look-back method for long-term contracts

(sec. 411 of the bill and sec. 460 of the Code)

Present Law
Taxpayers engaged in the production of property under a long-

term contract generally must compute income from the contract
under the percentage of completion method. Under the percentage
of completion method, a taxpayer must include in gross income for
any taxable year an amount that is based on the product of (1) the
gross contract price and (2) the percentage of the contract complet-
ed as of the end of the year. The percentage of the contract com-
pleted as of the end of the year is determined by comparing costs
incurred with respect to the contract as of the end of the year with
the estimated total contract costs.

Because the percentage of completion method relies upon esti-
mated, rather than actual, contract price and costs to determine
gross income for any taxable year, a "look-back method" is applied
in the year a contract is completed in order to compensate the tax-
payer (or the Internal Revenue Service) for the acceleration (or de-
ferral) of taxes paid over the contract term. The first step of the
look-back method is to reapply the percentage of completion
method using actual contract price and costs rather than estimated
contract price and costs. The second step generally requires the
taxpayer to recompute its tax liability for each year of the contract
using gross income as reallocated under the look-back method. If
there is any difference between the recomputed tax liability and
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the tax liability as previously determined for a year, such differ-
ence is treated as a hypothetical underpayment or overpayment of
tax to which the taxpayer applies a rate of interest equal to the
overpayment rate, compounded daily. s6 The taxpayer receives (or
pays) interest if the net amount of interest applicable to hypotheti-
cal overpayments exceeds (or is less than) the amount of interest
applicable to hypothetical underpayments.

The look-ba ck method must be reapplied for any item of income
or cost that is properly taken into account after the completion of
the contract.

The look-back method does not apply to any contract that is com-
pleted within two taxable years of the contract commencement
date and if the gross contract price does not exceed the lesser of (1)
$1 million or (2) one percent of the average gross receipts of the
taxpayer for the preceding three taxable years. In addition, a sim-
plified look-back method is available to certain pass-through enti-
ties and, pursuant to Treasury regulations, to certain other taxpay-
ers. Under the simplified look-back method, the hypothetical un-
derpayment or overpayment of tax for a contract year generally is
determined by applying the highest rate of tax applicable to such
taxpayer to the change in gross income as recomputed under the
look-back method.

Reasons for Simplification
Present law may require multiple applications of the look-back

method with respect to a single contract or may otherwise subject
contracts to the look-back method even though the amounts neces-
sitating the look-back computations are de minimis relative to the
aggregate contract income. In addition, the use of multiple interest
rates complicates the mechanics of the look-back method.

Explanation of Provisions
Election not to apply the look-back method for de minimis amounts

The bill provides that a taxpayer may elect not to apply the look-
back method with respect to a long-term contract if or each prior
contract year, the cumulative taxable income (or loss) under the
contract as determined using estimated contract price and costs is
within 10 percent of the cumulative taxable income (or loss) as de-
termined using actual contract price and costs.

Thus, under the election, upon completion of a long-term con-
tract, a taxpayer would be required to apply. the first step of the
look-back method (the reallocation of gross income using actual,
rather than estimated, contract price and costs), but would not be
required to apply the additional steps of the look-back method if
the application of the first step resulted in de minimis changes to
the amount of income previously taken into account for each prior
contract year.

The election applies to all long-term contracts completed during
the taxable year for which the election is made and to all long-

's The overpayment rate equals the applicable Federal short-term rate plus two percentage
points. This rate is adjusted quarterly by the IRS. Thus, in applying the look-bck method or a
contract year, a taxpayer may be required to use five different intr rate.
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term contracts completed during subsequent taxable years, unless
the election is revoked with the consent of the Secretary of the
Treasury.

Example 1.-A taxpayer enters into a three-year contract and
upon completion of the contract, determines that annual net
income under the contract using actual contract price and costs is
$100,000, $150,000, and $250,000, respectively, for Years 1, 2, and 3
under the percentage of completion method. An electing taxpayer
need not apply the look-back method to the contract if it had re-
ported cumulative net taxable income under the contract using es-
timated contract price and costs of between $90,000 and $110,000 as
of the end of Year 1; and between $225,000 and $275,000 as of the
end of Year 2.

Election not to reapply the look-back method
The bill provides that a taxpayer may elect not to reapply the

look-back method with respect to a contract if, as of the close of
any taxable year after the year the contract is completed, the cu-
mulative taxable income (or loss) under the contract is within 10
percent of the cumulative look-back income (or loss) as of the close
of the most recent year in which the look-back method was applied
(or would have applied but for the other de minimis exception de-
scribed above). In applying this rule, amounts that are taken into
account after completion of the contract are not discounted.

Thus, an electing taxpayer need not apply or reapply the look-
back method if amounts that are taken into account after the com-
pletion of the contract are de minimis.

The election applies to all long-term contracts completed during
the taxable year for which the election is made and to all long-
term contracts completed during subsequent taxable years, unless
the election is revoked with the consent of the Secretary of the
Treasury.

Example 2.-A taxpayer enters into a three-year contract and re-
ports taxable income of $12,250, $15,000 and $12,750, respectively,
for Years 1 through 3 with respect to the contract. Upon comple-
tion of the contract, cumulative look-back income with respect to
the contract is $40,000, and 10 percent of such amount is $4,000.
After the completion of the contract, the taxpayer incurs additional
costs of $2,500 in each of the next three succeeding years (Years 4,
5, and 6) with respect to the contract. Under the bill, an electing
taxpayer does not reapply the look-back method for Year 4 because
the cumulative amount of contract taxable income ($37,500) is
within 10 percent of contract look-back income as of the completion
of the contract ($40,000). However, the look-back method must be
applied for Year 5 because the cumulative amount of contract tax-
able income ($35,000) is not within 10 percent of contract look-back
income as of the completion of the contract ($40,000). Finally, the
taxpayer does not reapply the lcok-back method for Year 6 because
the cumulative amount of contract taxable income ($32,500) is
within 10 percent of contract look-back income as of the last appli-
cation of the look-back method ($35,000).
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Interest rates used for purposes of the look-back method
The bill provides that for purposes of the look-back method, only

one rate of interest is to apply for each accrual period. An accrual
period with respect to a taxable year begins on the day after the
return due date (determined without regard to extensions) for the
taxable year and ends on such return due date for the following
taxable year. The applicable rate of interest is the overpayment
rate in effect for the calendar quarter in which the accrual period
begins.

Effective Date

The provisions apply to contracts completed in taxable years
ending after the date of enactment.

2. Simplified method for applying uniform cost capitalization
rules (sec. 412 of the bill and sec. 263A of the Code)

Present Law

In general, the uniform cost capitalization rules require taxpay-
ers that are engaged in the production of real or tangible personal
property or in the purchase and holding of property for resale to
capitalize or include in inventory the direct costs of the property
and the indirect costs that are allocable to the property. In deter-
mining whether indirect costs are allocable to production or resale
activities, taxpayers are allowed to use various methods so long as
the method employed reasonably allocates indirect costs to produc-
tion and resale activities.

Reasons for Simplification

The uniform cost capitalization rules require taxpayers to deter-
mine for each taxable year the costs of each administrative, serv-
ice, or support function or department that are allocable to produc-
tion or resale activities. If a taxpayer does not elect any of the sim-
plified methods provided in Treasury regulations, this allocation
may be unduly burdensome and costly.

Explanation of Provision

The bill authorizes (but does not require) the Treasury Depart-
ment to issue regulations that allow taxpayers in appropriate cir-
cumstances to determine the costs of any administrative, service,
or support function or department that are allocable to production
or resale activities by multiplying the total amount of costs of any
such function or department by a fraction, the numerator of which
is the amount of costs of the function or department that was allo-
cable to production or resale activities for a base period and the de-
nominator of which is the total amount of costs of the function or
department for the base period. It is anticipated that the regula-
tions will provide that the base period is to begin no earlier than 4
taxable years prior to the taxable year with respect to which this
simplified method applies.
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Effective Date'
The provision applies to taxable years beginning after the date of

enactment of the bill. Thus, the regulations may permit the use of
the simplified method for taxable years beginning after this date.
The simplified method, however, may not be used for any taxable
year that begins prior to the date that the Treasury Department
publishes regulations that authorize the use of the simplified
method and set forth the requirements that must be satisfied in
order for the method to be used.

C. Minimum Tax Provisions
1. Depreciation under the corporate alternative minimum tax (sec.

421 of theIJrain--d sec. 56 of the Code)

Present Law
Under present law, a corporation is subject to an alternativeminimum tax (AMT) which is payable, in addition to all other tax

liabilities, to the extent that it exceeds the corporation's regular
income tax liability. Alternative minimum taxable income (AMTI)
is the corporation's taxable income increased by the corporation's
tax preferences and adjusted by determining the tax treatment of
certain items in a manner which negates the deferral of income re-
sulting from the regular tax treatment of those items.

One of the adjustments which is made to taxable income to
arrive at AMTI relates to depreciation. Depreciation on personal
property to which the modified ACRS system adopted in 1986 ap-
plies is calculated using the 150-percent declining balance method
(switching to straight line in the year necessary to maximize the
deduction) over the life described in Code section 168(g) (generally
the ADR life of the property).

For taxable years beginning after 1989, AMTI is increased by an
amount equal to 75 percent of the amount by which adjusted cur-
rent earnings (ACE) exceed AMTI (as determined before this ad-
justment). In general, ACE means AMTI with additional adjust-
ments that generally follow the rules presently applicable to corpo-
rations in computing their earnings and profits. For purposes of
ACE, depreciation is computed using the straight-line method over
the class life of the property. Thus, a corporation generally must
make two depreciation calculations for purposes of the AMT-once
using the 150-percent declining balance method and again using
the straight-linenmthod Taxpayers may elect to use either depre-
ciation method for regular tax purposes. If a taxpayer uses the
straight-line method for regular tax purposes, it must also use the
straight-line method for AMTpurposes.

Rmsons for Simpllfkation-
The use of two separate depreciation systems complicates the cal-

culation of, and the recordkeeping for, the corporate alternative
minimum tax.
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Explanation of Provision
The bill applies a 120-percent declining balance method (switch-

ing to straight-line at a point maximizing depreciation deductions)
for personal property (other than transition property to which the
ACRS system in effect before the Tax Reform Act of 1986 applies)
for determining the AMTI of a corporation. No further deprecia-
tion adjustment for this property would be required for ACE. Thus,
corporations would be required to keep only one set of depreciation
records for purposes of the AMT.

Corporate taxpayers may elect to use the 120-percent declining
balance method of depreciation for regular tax purposes. As under
p resent law, if a corporation uses the straight-line method for regu-
lar tax purposes, it must also use the straight-line method for AMT
purposes.

Effective Date
The provision is effective for property placed in servip in tax-

able years beginning aer December 31, 1990.
2. Treatment of built-in losses for purposes of the corporate alter.

native minimum tax (sec. 422 of the bill and sec. 56(g) of the
Code)

Present Law
For purposes of the regular corporate tax, if at the time of an

ownership change, a corporation has a net operating loss or a net
unrealized built-in lose, the use of such losses in post-change p-
ods is limited. A corporation has a net unrealized built-in loss ifthe
aggregate adjusted bases of the assets of the corporation exceed the
fair market value of the assets immediately before the change of
ownership (sec. 382).

For purposes of the adjusted current earnings (ACE) component
of the corporate alternative m*imum tax (AMT), if a corporation
with a net unrealized built-in loss undergoes an ownership change
in a taxable year beginning after 1989, the adjusted basis of each
asset of such corporation generally is adjusted to each asset's fair
market value (sec. 56(gX4XG)). This rule essentially eliminates,
rather than limits, the use of built-in losses for ACE purposes. The
net operating loss of a corporation, on the other hand, is not elimi-
nated for AMT purposes after a change of ownership.

Reasons for SimplifWation
Present law omplicates the treatment of built-in losses of a cor-

pra tion after t change of ownership by providing different rules
forrea and alternative minimum tax and by provding rules

different than those applicable to net operating loses. The present-
law alternative minimum tax rxles applicable to built-in losses re-
quire a significant amount of additional recordkeeping.

Explnation of Provision
The bill repeals the ACE rule relating to the treatment of built-

in loses after a change of ownership. Thus, for ACE purposes, the
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treatment of built-in losses would be similar to the treatment oJ
net operating loss carryovers (in the same way that the treatment
of built-in losses is similar to the treatment of net operating losses
for regular tax purposes).

Effective Date
The provision is effective for changes of ownership occurring

after the date of enactment.

D. Tax-Exempt Bond Provisions

1. Overview
Interest on State and local government bonds generally is ex-

cluded from gross income for purposes of the regular individual
and corporate income taxes if the proceeds of the bonds are used to
finance direct activities of the issuing governmental units (sec. 103).

Unlike the interest on governmental bonds, described above, in-
terest on private activity bonds generally is taxable. A private ac-
tivity bond is a bond issued by a State or local governmental unit
acting as a conduit to provide financing for a private party (or pri-
vate parties) in a manner violating either (a) a private business use
and payment test or (b) a private loan restriction. However, inter-
est on private activity bonds generally is not taxable if (a) the fi-
nanced activity is specified in the Code, (b) at least 95 percent of
the net proceeds of the bond issue are used to finance the specified
activity, and (c) numerous other requirements, including annual
State volume limitations (for most private activity bonds) are satis-
fied.

Both private activity bonds and governmental bonds also must
satisfy arbitrage restriction requirements for interest to be ex-
cluded from gross income. Interest on private activity bonds (other
than qualified 501(cX3) bonds) issued after August 7, 1986, is a pref-
erence item under the individual and corporate alternative mini-
mum taxes. Additionally, interest on all State and local govern-
ment bonds is included in determining a corporation's adjusted cur-
rent earnings preference.
2. Issues under continuing review

It is expected that Congress will continue to review as the subject
of possible legislative projects additional simplification options in
two areas affecting State and local government bonds. These issues
are-

a. Possible statutory rules for use by governmental units main-
taining non-arbitrage motivated commingled accounting practices
in determining their arbitrage rebate liability; and

b. Possible penalt alternatives to loss of tax-exemption for se-
lected violations of the rules governing qualification for tax-exemp-
tion.
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3. Provisions of the bill
a Simplification of arbitrage rebate requirement for govern.

mental bonds (sec. 431 of the bill and sec. 148 of Code)

Present Law
Subject to limited exceptions, arbitrage profits from investing

cond proceeds in investments unrelated to the governmental pur-
pose of the borrowing must be rebated to the Federal Government.
N rebate is required if the gross proceeds of an issue are spent for
the governmental purpose of the borrowing within six months after
issuance.

This six-month exception is deemed to be satisfied by issuers of
governmental bonds (other than tax and revenue anticipation
notes) and qualified 501(cX3) bonds if (1) all proceeds other than an
amount not exceeding the lesser of five percent or $100,000 are so
spent within six months and (2) the remaining proceeds are spent
within one year after the bonds are issued.

Reasons for Simplification
The principal Federal policy concern underlying the arbitrage

rebate requirement is the earlier and larger than necessary issu-
ance of tax-exempt bonds to take advantage of the opportunity to
profit by investing funds borrowed at low-cost tax-exempt rates in
higher yielding taxable investments. If at least 95 percent of the
proceeds of an issue are spent within six months, and the remain-
der within one year, opportunities for arbitrage profit are signifi-
cantly limited. In the case of larger issues, the administrative com-
plexity of calculating rebate liability on relatively small amounts
of proceeds, e.g., $100,000 of proceeds, is greater than the potential
for arbitrage abuse from eliminating the rebate requirement.

Explanation of Provision
The bill deletes the $100,000 limit on proceeds that may remain

unspent after six months for certain governmental and qualified
501(cX3) bonds otherwise exempt from the rebate requirement.
Thus, if at least 95 percent of the proceeds of these bonds is spent
within six months after the issuance, and the remainder is spent
within one year, the six-month exception is deemed to be satisfied.

Effective Date
This provision applies to bonds issued after the date of enact-

ment.
b. Simplification of compliance with 24-month arbitrage

rebate exception for construction bonds (see. 432 of the
bill and see. 148 of the Code)

Present Law
In general, arbitrage profits from investing bond proceeds in in-

vestments unrelated to the governmental purpose of the borrowing
must be rebated to the Federal Government. An exception is pro-
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vided for certain construction bond issues if the bonds are govern-
mental bonds, qualified 501(cX3) bonds, or exempt-facility private
activity bonds for governmentally owned property.

The exception is satisfied only if the available construction pro-
ceeds of the issue are spent at least at specified rates during the 24-
month period after the bonds are issued. The exception does not
apply to bond proceeds invested after the 24-month expendituredperid as part of a reasonably required reserve or replacement
fund or a bona fide debt service fund or to certain other invest-
ments (e.g., sinking funds). Issuers of these construction bonds also
may elect to comply with a penalty regime in lieu of rebating if
they fail to satisfy the exception's spending requirements.

Reasons for Simplification
Bond proceeds investel in a bona fide debt service fund generally

must be spent at least annually for current debt service. The short-
term nature of investments in such funds results in only limited
potential for generating arbitrage profits. If the spending require-
ments of the 24-month rebate exception are satisfied, the adminis-
trative complexity of calculating rebate on these proceeds out-
weighs the other Federal policy concerns addressed by the rebate
requirement. Further, this provision will conform the rules on
these funds for issuers satisfying the six-month and 24-month ex-
penditure exceptions to the rebate requirement.

Explanation of Provision
The bill exempts earnings on bond proceeds invested in bona fide

debt service funds from the arbitrage rebate requirement and the
spending and penalty requirements of the 24-month exception if
the spending requirements of that exception are satisfied.

Effective Date
This provision applies to bonds issued after the date of enact-

ment.

c. Automatic extension of initial temporary period for cer-
tain construction bonds (sec. 433 of the bill and sec. 148
of the Code)

Present Law
Issuers of all tax-exempt bonds generally are subject to two sets

of arbitrage requirements with respect to investment of their bond
proceeds. First, tax-exempt bond proceeds may not be invested at a
yield materially higher (generally defined as 0.125 percentage
points) than the bond yield. Exceptions are provided to this restric-
tion for investments during any of several "temporary periods"
pending use of the proceeds and, throughout the term of the issue,
for proceeds invested as part of a reasonably required reserve or
replacement fund or a "minor portion of the issue proceeds.

Second, generally all arbitrage profits earned on investments un-
related to the governmental purpose of the borrowing must be re-
bated to the Federal Government. Arbitrage profits generally in-
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clude all earnings (in excess of bond yield) derived from the invest-
ment of bond proceeds (and subsequent earnings on any such earn-
ings).

Reuons for Simplification
Notwithstanding the arbitrage rebate requirement, requiring
eld restriction following initial temporary periods is an important

factor in curbing earlier issuance of bonds than otherwise would
occur. Provided that issuers substantially comply with a prompt ex-
penditure requirement so that the opportunities for tax motivated
arbitrage are limited, however, reliance on the rebate requirement
for limited additional periods will allow issuers to continue to
pursue more flexible and liquid investments while construction ac-
tivities are being completed. Automatically allowing an additional
12-month period, where substantially all of the proceeds have been
spent, will relieve issuers from the burden of seeking a ruling from
the IRS without increasing the opportunity for arbitrage motivated
investments.

Explanation of Provision
The bill provides that the initial temporary period for construc-

tion bonds is automatically extended for a period of 12 months if at
least 85 percent of the available construction proceeds are spent
within the original initial temporary period and the issuer reason-
ably expects to spend the remaining proceeds within the 12-month
extension period. Construction bonds eligible for this automatic ex-
tension include only those bonds currently eligible for the 24-
month rebate expenditure exception, described above.

The bill allows bond proceeds to be invested without yield restric-
tion during this additional period. The arbitrage rebate or 1.5-per-
cent penalty requirement will continue to apply to unspent pro-
ceeds during the extension period.

Effective Date
This provision applies to bonds issued after the date of enact-

ment.
d. Simultaneous issuance of certain discrete issues not ag-

gregated (sec. 434 of the bill)
Present Law

In certain cases, the Treasury Department treats multiple issues
of tax-exempt bonds paid from substantially the same source of
funds as a single issue in applying the Code s tax-exempt bond re-
strictions when the bonds are issued within a relatively short

od of time (31 days) and pursuant to a common plan of market-

Reasons for Simplification
Requiring issuers that simultaneously issue discrete issues of tax

and revenue anticipation notes ("TRANs") and other governmental
bonds to separate issuance of discrete non-arbitrage motivated
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issues by 31 days adds administrative complexity and increases
their costs of issuance.

Explanation of Provision
The bill provides that discrete issues of governmental bonds

issued simultaneously will not be treated as a single issue in cases
where one of the issues is a TRAN reasonably expected to satisfy
the arbitrage rebate safe harbor of section 148(4X)B)(iii).

Effective Date

This provision applies to bonds issued after the date of enact-
ment.

e. Authority for Treasury Department to exempt certain
taxpayers from tax-exempt interest reporting require-
ment (sec. 435 of the bill and sec. 6012 of the Code)

Present Law

Present law requires all individuals to report on their income tax
returns the amount of interest on State and local government bond
interest they receive.

Reasons for Simplification
The Internal Revenue Service should be authorized to exempt

taxpayers from requirements to compile and report information on
income tax returns if the Secretary determines that such informa-
tion is not useful to the administration of the tax laws.

Explanation of Provision
The bill authorizes the Internal Revenue Service to provide ex-

ceptions from the requirement that taxpayers report interest on
State and local government bonds on their Federal income tax re-
turns in cases w~iere the Secretary determines that such informa-
tion is not useful to the administration of the tax laws.

Effective Date
This provision is effective for taxable years beginning after the

date of enactment.
f. Repeal of deadwood provisions (se. 436 of the bill and

sec. 148 of the Code)

Present Law
Present law includes special exceptions to the arbitrage rebate

and pooled financing temporary period rules for certain qualified
student loan bonds. This exception applied only to bonds issued
before January 1, 1989.

Explanation of Provision
The bill deletes these special exceptions as "deadwood."
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Effective Date
This provision applies to bonds issued after the date of enact-

ment.

E. Treatment of Certain Revocable Trusts as Estates (sec. 441 of
the bill and sec. 7701 of the Code)

Present Law
A grantor trust is treated as owned by the grantor, who is taxed

on its income and is entitled to its deductions. A grantor trust in-
cludes a revocable trust, one in which the grantor retains the
power to revest the title of the trust property in himself (sec. 676).

Trusts and estates are subject to different income tax rules. An
estate receives a higher exemption (sec. 642(b)) and is allowed a de-
duction for amounts permanently set aside for charity (sec. 642(c)),
and, for two years after the decedents death, a $25,000 offset for
rental real estate activities (sec. 469(i)). A trust is required to adopt
a calendar year (see. 645(a)), and a distribution from a trust in the
first 65 days of the taxable year is treated as occurring on the last
day of the preceding taxable year (sec. 663(b)) (the "65ay rule").

Trusts and estates generally are required to pay estimated taxes
in the same manner as individuals. A special rule exempts estates
from estimated taxes for taxable years ending within two years of
the decedent's death. This exemption also applies to a grantor trust
that either receives the residue of the probate estate under the
grantor's will, or, (if there is no will) is primarily responsible for
paying taxes, debts and expenses of administration.

Reasons for Simplification
Estate planners commonly use revocable trusts to avoid probate.

Creating parity between such trusts and estates simplifies planning
by reducing the role of tax considerations in the decision to utilize
revocable trusts.

Explanation of Provision
The bill treats as an estate a revocable trust receiving the resi-

due of the probate estate under the grantor's will. If there is no
will, the revocable trust that is primarily responsible for paying
taxes, debts and expenses of administration is treated as an estate.
Such treatments apply only for years ending after the decedent's
death and beginning within three years, nine months of the dece-
dent's death. As a conforming amendment, the bill limits the rule
treating grantor trusts as estates for purpose of estimated taxes to
grantor trusts described in section 676.

The provision generally applies for all income tax purposes. It
thus allows a revocable trust a deduction for an amount set aside
for charity and the $25,000 offset for rental real estate activities to
the extent the offset is not utilized b the estate. It denies such
trust the benefit of the 65-day rule. Tne provision does not apply
for transfer tax purposes.

The provision does not apply for purposes of determining the
amount of personal exemption, the taxable year or any other pur-
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pose specified in regulations. Thus, as under present law, revocable
trusts will continue to receive a lower exemption amount and be
required to adopt a calendar year. It is anticipated that the Treas-
ury Department may exercise its regulatory authority in other sit,
uations to require consistency with prior tax treatment or to main-
tain parity with decedents having an estate but no revocable trust.

Effective Date
The provision applies to decedents dying after the date of enact-

ment.

F. Other Provisions Relating to Partnerships

1. Matching rules for payments to partners (sec. 442 of the bill
and secs. 267, 706 and 707 of the Code)

Present Law

If a partner engages in a transaction with a partnership other
than in a capacity as a member of the partnership, the transaction
is considered as occurring between the partnership and one who is
not a partner. Under the timing rule applicable to such transac-
tions (and to transactions among' related persons generally), pay-
ments made to one who is not treated as a partner are deductible
by the partnership in the year in which they are includible in the
recipient's income. A partner generally is treated as acting in a ca-
pacity other than as a partner to the extent that his income from
the transaction with the partnership does not depend upon part-
nership profit.

Payments to a partner for services or the use of capital that are
determined without regard to partnership income ("guaranteed
payments") are for specified purposes considered as made to one
who is not a member of the partnership. Under the timing rule ap-
plicable to guaranteed payments, such payments generally are in-
cludible in the partner's income in the year in which they are de-
ductible by the partnership.

Reasons for Simplification
Many payments to a partner can be described as either made to

a person in a capacity other than as a partner or as guaranteed
payments. The existence of two different timing rules creates un-
certainty as to the proper tax treatment. By conforming the timing
rule for guaranteed payments to the timing rule generally applica-
ble to transactions among related parties, the provision reduces un-
certainty and eliminates a potential issue of controversy.

Explanation of Provision
The bill defers the deduction of guaranteed payments by a part-

nership until the "ear in which they are includible in the partner's
income. Thus, the'bill conforms the timing rule for guaranteed pay-
ments to the timing rule for payments made to a patner acting in
a capacity other than as a member of the partnershp.
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Effective Date
The bill applies to amounts taken into account after the date of

enactment.
2. Close partnership taxable year with respect to deceased partner

(sec. 443 of the bill and sec. 706(c) of the Code)

Present Law
The partnership taxable year closes with respect to a partner

whose entire interest is sold, exchanged, or liquidated. Such year,
however, generally does not close upon the death of a partner.
Thus, a decedent's entire share of items of income, gain, loss, de-
duction and credit for the partnership year that includes his death
is taxed to his estate or successor in interest rather than being re-
ported on the decedent's final income tax return. (See Estate of
Hene v. Commissioner, 74 T.C. 1307, 1311 (1980).)

Reasons for Simplification

The rule leaving open the partnership taxable year with respect
to a deceased partner was adopted in 1954 to prevent the bunc hg
of income that could occur with respect to a partnership reporting
on a fiscal year other than the calendar year. Without this rule, as
many as 23 months of income might have been reported on the
partner's final return. Legislative changes occurring since 1954
have required most partnerships to adopt a calendar year, reducing
the possibility of bunching. Consequently, income and deductions
are better matched if the partnership taxable year closes upon a
partner's death and partnership items are reported on the dece-
dent's last return.

Present law closes the partnership taxable year with respect to a
deceased partner only if the partner's entire interest is sold or ex-
changed pursuant to an agreement existing at the time of death.
By closing the taxable year automatically upon death, the proposal
reduces the need for such agreements.

Explanation of Provision
The bill provides that the taxable year of a partnership closes

with respect to a partner whose entire interest in the partnership
terminates, whether by death, liquidation or otherwise.

Effective Date
The provision applies to partnership taxable years beginning

after December 31, 1991.
G. Corporate Provision: Clarification of Amount of Gain Recog.

nized by a Securityholder in a Reorganization, Etc. (sec. 444
of the bill and secs. 354-356 of the Code)

Present Law

Under present law, gain is M by a shareholder or securi-
tyholder in a organization (or ditributon under sec. 355) only to
th extent proper other than stock or securities of the corpora.
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tion or of a party to the reorganization are received. For purposes
of this rule, the fair market value of the excess of the principal
amount of any securities received over the principal amount of any
securities surrendered is treated as other property. If the principal
amount of the securities received and the principal amount of the
securities surrendered are the same, no amount of the securities re-
ceived is treated as other property.

Also, under present law, a certain portion of the stated redemp-
tion price at maturity of a security may be treated interest (re-
ferred to as "original issue discount" or "Oi)"), rather than princi-
pal. Also, in certain limited circumstances, a portion of a payment
designated as principal may be treated as interest (under sec. 483).

It is unclear under present law whether the OID rules apply for
purposes of determining the principal amount of a. security for pur-
poses of the nonrecognition rules described above.

Remon. for Simplfiation
The provision promotes simplification by conforming the rules

for determining gain where securities are exchanged in a corporate
reorganization with other rules in the Code allocating amounts in a
debt instrument between principal and interest.

Explanation of Provilion

The bill provides that for purposes of determining the amount ofgain recognized to a securityholder in a reorganization (or a sec.
855 distribution), the excess of the issue price (as defined in secs.
1273 and 1274) of the securities received over the adjusted issue
price of the securities surrendered would be treated as other prop-
erty. If securities are received and none surrendered, the entire
issue price is treated as other property. If the issue price of the se-
curities received does not exceed the aijuste isue price of the se-
curities surrendered, then no amount of the securities is treated as
other property. These rules apply both to securityholders using the
cash method and the accrual method of amounting.

The adjusted issue price of a security surrendered means the
issue price of the security, increased by the OI) previously includ-
ed in the gross income of any holder of the security (determined
without to the special rule for subsequent holders), or decreased by
the amount of bond premium which would have been allowed as a
deduction (or offset) if the bond had always been held by the origi-
nal holder. Where section 1273(bX4) applies to a security, the stated
redemption price is reduced by the amount of the redemption price
which Is treated as interest (for example, under sec. 483).

The provision is not intended to create any inference as to the
proper treatment of these transactions under p resent law.

following examples illustrate the application of this provi-
sion:

Example ().-Assume that a publicly traded security with a
stated principal amount of $1,000 and a fair market value of $800
is issued by a corporation in a reo gition to a security holder
in exchange for a security with a stated principal amount of $600
and an adjusted Issue price of $500. Under the bill, the amount of
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the excess issue price, or $300, is treated as "other property" for
purposes of section 356.

Example (M.-Assume that a publicly traded security with a
stated principal amount of $1,000 and a fair market value of $1,200
is issued by a corporation in a reorganization to a security holder
in exchange for a security with a stated principal amount and an
adjusted issue price of $1,000. Under the bill, the amount of the
excess issue price, or $200, is treated as "other property" for pur-
poses of section 356.

Effective Date

The provision applies to exchanges and distributions after the
date of enactment.
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Title V.-Provisions Relating to Estate and Gift Taxation
1. Waiver of right of recovery for certain marital deduction prop.

erty (sec. 501 of the bill and sec. 2207A of the Code)

Present Law
For estate and gift tax purposes, a marital deduction is allowed

for qualified terminable interest property (QTIP). Such property
generally is included in the surviving spouse's gross estate. The
surviving spouse's estate is entitled to recover the portion of the
estate tax attributable to such inclusion from the person receiving
the property, unless the spouse directs otherwise by will (sec.
2207A). A will requiring that all taxes be paid by the estate may,
under State law, waive the right of recovery.

The gross estate includes the value of previously transferred
property in which the decedent retains enjoyment or the right to
income (see. 2036). The estate is entitled to recover from the person
receiving the property a portion of the estate tax attributable to
the inclusion (sec. 2207B). This right may be waived only by a pro-
vision in the will (or revocable trust) specifically referring to sec-
tion 2207B.

Reasons for Simplification
It is understood that persons utilizing standard testamentary lan-

guage often inadvertently waive the right of recovery with respect
to QTIP. Allowing the right of recovery to be waived only by specif-
ic reference simplifies the drafting of wills to better conform with
the testator's likely intent.

Explanation of Provision
The bill conforms the rule governing waiver of the right to con-

tribution for QTIP to the rule governing waiver of the right of re-
covery for property includable under section 2036. Accordingly, the
surviving spouse's estate has a right of recovery with respect to
QTIP unless the spouse otherwise directs in a provision of the will
(or revocable trust) specifically referring to section 2207A.

Effective Date
The provision applies to decedents dying after the date of enact-

ment.

(82)
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2. Inclusion in gross estate of certain gifts made within three
years of death (sec. 502 of the bill and sees. 2035 and 2038 of
the Code)

Present Law

The first $10,000 of gifts of present interests to each donee
during any one calendar year are excluded from Federal gift tax.

The value of the gross estate includes the value of any previously
transferred property if the decedent retained the power to revoke
the transfer (sec. 2038). It also includes the value of any property
with respect to which such power is relinquished during the three
years before death (sec. 2035). This rule has been interpreted to in-
clude in the gross estate certain transfers made from a revocable
trust within three years of death.37 Such inclusion subjects gifts
that would otherwise qualify under the annual $10,000 exclusion to
estate tax.

Reasons for Simplification

The inclusion of certain property transferred during the three
years before death is intended to address situations in which such
transfer would otherwise reduce the value of property subject to
transfer tax. Inclusion is unnecessary if the entire value of the un-
derlying property is subject to gift tax and the transferor has re-
tained no powers over such property. Repeal of such inclusion
eliminates a principal tax disadvantage of funded revocable trusts,
which are generally used for nontax purposes.

Explanation of Provision
The bill provides that a transfer from a revocable trust within

three years of death does not result in the inclusion of the transfer
in the gross estate. It is intended that no inference be drawn from
the provision with respect to the treatment of transfers from revo-
cable trusts under present law.

The bill also revises section 2035 to improve its clarity.

Effective Date

The provision applies to decedents dying after the date of enact-
ment.
3. Definition of qualified terminable interest property (sec. 503 of

the bill and sees. 2044, 2056(b)(7), and 2523(f) of the Code)

Present Law
A marital deduction is allowed for qualified terminable interest

property (QTIP). Property is QTIP only if the surviving spouse has
a qualifying income interest for life (e.g., the spouse is entitled to
all of the income from the property, payable at least annually).
QTIP generally is includible in the surviving spouse's gross estate.

*? See, eg., Jalkut &etate v. Commisioner. 96 T.C. No. 27 (April 29, 1991) (transfers from revo-
cable trust to perminible beneficiaries of the trust includible in the grantor's gross estate); LTR
9117003 (same).
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Under proposed regulations, an income interest may constitute a
qualifying income interest for life even if income between the last

tribution date and the date of the surviving spouse's death (the
"accumulated income") is not required to be distributed to the sur-
viving spouse or the surviving spouse's estate. (See Prop. Reg. secs.
20.2056(b)-7(cX1), 25.2523(f)-i(b)). Contrary to the re tions, the
United States Tax Court has held that in order to satisfy the QTIP
requirements, the accumulated income must be Id to the spouse's
estate or be subject to a power of appointment held by the spouse.
(See Estate of Howard v. Commissioner, 91 T.C. 329, 338 (1988),
rev'd, 910 F.2d 633 (9th Cir. 1990)).

Reasons for Simplification
The Tax Court opinion in Estate of Howard has created uncer-

tainty as to when a trust qualifies for the marital deduction, This
uncertainty makes planning difficult and necessitates closing
agreements designed to prevent the whipsaw that would occur if a
deduction is allowed for property that is not subsequently included
in the spouse's estate. By codifying the Treasury Regulations, the
bill eliminates uncertainty and simplifies the administration of the
tax laws.

Explanation of Provision
Under the bill, an income interest does not fail to be a qualified

income interest for life solely because the accumulated income is
not required to be distributed to the surviving spouse. When the
marital deduction is allowed, however, such income is includible in
the surviving spouse's gross estate.

It is intended that no inference be drawn from the provision with
respect to the 'defnition of a qualified income interest for life
under present law.

Effective Date
The provision applies to decedents dying, and gifts made, after

the date of enactment. The proposal does not include in the surviv-
ing spouse's gross estate property for which no marital deduction
was claimed.

4. Requirements for qualified domestic trust (sec. 504 of the bill
and sec. 2056A of the Code)

Present Law
A deduction generally is allowed for Federal estate tax pur

for the vilue of property passing to a spouse. The Technical and
Miscellaneous Revenue Act of 1988 ("TAMRA") denied the marital
deduction for property passing to an alien spouse outside a quali-
fied domestic trust (QDT). An estate tax is imposed on corpus dis-
tributions from a QDT.

TAMRA defined a QDT as a trust, which, among other things,
required that all trustees be-US. citizens or domestic cororations.
This requirement was modified in the Omnibus Budget Reoncili-
tion Acts of 1989 and 1990 to provide that at least one trustee be a
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U.S. citizen or domestic corporation and that no corpus distribution
be made unless such trustee has the right to withhold any estate
tax imposed on the distribution (the "withholding requirement").

Reasons for Simplification
Wills drafted under the TAMRA rules must be revised to con-

form with the withholding requirement, even though both the
TAMRA rule and its successor ensure that a U.S. trustee is person-

Sall liable for the estate tax on a QDT. By reducing the number of
wi revisions necessary to comply with th statutory changes, the
provision simplifies estate planning.

Explanation of Provision
A trust created before the enactment of the Omnibus Budget

Reconciliation Act of 1990 is treated as satisfying the withholding
equirement if its governing instrument requires that all trustees

bU.S. citizens or domestic corporations.

Effective Date
The provision applies as if included in the Omnibus Budget Rec-

onciliation Act of 1990.
5. Election of special use valuation of farm property for estate tax

purposes (sec. 505 of the bill and sec. 2032A of the Code)

Present Law
An executor may elect to value certain real property used infa or other closely held business operations for estate tax

purposes based upon its current use value rather than its full fair
market value (sec. 2032A). A written agreement signed by each
person with an interest in the property must be filed with the elec-
tion.

Treasury Department regulations require that a notice of elec-
tion and certain information be filed with the Federal estate tax
return (Treas. Reg. sec. 20.2032A.-8). The administrative policy of
the Treasury Department is to disallow current use valuation elec-
tions unless the required information is supplied.

Under procedures prescribed by the Secretary of the Treasury,
an executor who makes the election and substantially complies
with the regulations but falls to rovide all required information or
the signatures of all persons with an interest in the property is al-
lowed to supply the missing information within a reasonable period
of time (not exceeding 90 days) after notification by the Secretary.

Resons for Simplification
In filing the estate tax return, executors commonly neglect to in-

clude a recapture agreement signed by all persons with an interest
in the property or all information required by Treasury regula.
tions. Allowing such signatures or information to be supplied later
simplifies return filing.
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Explanation of Provision

The bill extends the procedures allowing subsequent submission
of information to any executor who makes the election and submits
the recapture agreement, without regard to his compliance with
the regulations. Thus, the bill' allows the current use valuation
election to any such executor who supplies the required informa-
tion within a reasonable period of time (not exceeding 90 days)
after notification by the IRS. The bill also allows signatures to be
added to the previously fod agreement during tlt time period.

Effective Date

The provision applies to decedents dying after the date of enact-
ment.
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Title VI.-Excise Tax Provisions

A. Motor Fuel Excise Tax Provisions

1. Consolidate provisions Imposing diesel and aviation fuel excise
taxes (see. 601 of the bill and sees. 4041 and 4091 of the Code)

Present Law
Code section 4091 imp a tax on the sale of diesel and aviation

fuel by a "producer." The term producer generally includes refin-
ers, compounders, blenders, and wholesalers who are registered
with the Internal Revenue Service. The term also includes persons
to whom diesel or aviation fuel has been sold tax-free.

As a backup, Code section 4041 imposes a tax on certain sales or
uses of diesel and aviation fuel if a taxable sale of such fuel has not
occurred under section 4091.

Reasons for SimplIfication
Consolidating the diesel and aviation tax rules into one section of

the Code will make the rules easier to find and understand.

Explanation of Provision
The bill combines the diesel and aviation fuel tax provisions cur-

rently divided between Code sections 4041 and 4091 into a revised
section 4091. The use of diesel and aviation fuel in a taxable use by
producers will be taxed under section 4091, and the definition of
producer is clarified to include purchasers in tax-reduced sales.

The bill also simplifies the Code by eliminating two unnecessary
provisions, sections 4041(bX1XB) and (j) of the Code. These provi-
sions are redundant.

Effective Date
The provision is effective for sales or uses on or after January 1,

1992.
2. Permit refund of tax to taxpayer for diesel and aviation fuel

resold to certain exempt purchasers (see. 602(a) of the bill
and sec. 6416(b) of the Code)

Present Law

As a general matter, purchasers who use tax-paid fuels for an
exempt use are entitled to a refund or credit. Purchasers of tax-
paid fuels generally are not permitted a refund or credit if they
resell the fuels to another person who subsequently uses them in
an exempt use.

(87)
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However, pero who buy and then resell fuel subject to the spe-
cial motor fuel Or gasoline taxes and of certain other articles are
permitted a refttnd or credit (rather than the ultimate user) if they
resell the fuel or article for use in the following exempt uses: (if)
export, (2) use as supplies for aircraft or vessels. (8) use by a State
or local government, or (i) use by a nonprofit educational organiza-
tion for its exclusive use.

R..A.ne for Slmllatkin

Diesel and aviation fuel sales are not subject to the special
refund or credit procedures, which forces users of such fuels for
exempt purposes to bear the burden of filing for the refund or
credit themselves and, therefore, makes such purchases more diffi-
cult.

Explanation of Provision
The bill allows a refund or credit to taxpayers for diesel and

aviation fuel sold tax-paid to persons who resell for any of the
exempt uses described above.

Effective Date
The provision is effective for sales on or after January 1, 1992.

3. Consolidate refund provisions for fuel excise taxes (see. 602(b)
of the bill and ses. 6420, 6421, and 6427 of the Code)

Present Law
As a general matter, purchasers who use fuels for an exempt use

are entitled to a refundif the fuels have been purchased tax-paid.
The refund provisions for the fuels excise taxes are found in sever-
al sections of the Code.

In general, a puichaser entitled to a refund may file a quarterly
refund claim for any of the first three quarters of the purchaser s
tax year, if the claim exceeds a threshold dollar amount (with the
lowest being $750). The threshold amounts differ for different fuels
and different exempt uses and whether quantities are aggregated.
A purchaser cannot file a q quarterly claim for refund for its fourth
quarter, but must file the claim as a credit on that year's income
tax return.

There is an expedited procedure for gasohol blenders claiming a
refund of part of the excise tax included in the price of the gasoline
used for blending into gasohol.

Finally, only an income tax credit, and not a refund, may be
claimed for excise taxes on gasoline and special motor fuel used on
a farm for farming purposes.

Reasons for Simplification
Consolidating the credit and refund provisions for fuel excise

taxes into one section in the Code will make these provisions easier
to find and understand. Standardizing the refund procedures will
reduce confusion and allow taxpayers to obtain refunds more
quickly.
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Explanation of Provision
The bill consolidates the user credit and refund provisions for the

fuels excise taxes into one section of the Code. The bill also com-
bines the three refund procedures for fuels taxes into a uniform
refund procedure. The new uniform refund procedure permits an
exempt user to aggregate its refund claims for all fuels taxes and
file for a refund in any calendar quarter in which the amount of
the aggreate claim exceeds $750. The uniform refund procedure
also permits such a user to file for a refund for its fourth quarter
rather than apply for a credit.

The special expedited procedure for gasohol blenders is un-
changed.

Effective Date
The provision is effective for sales on or after January 1, 1992.

4. Repeal waiver requirement for fuel tax refunds for cropdusters
and other fertilizer applicators (see. 602(b) of the bill and sec.
6420 of the Code)

Present Law

In general, farmers who use gasoline and aviation fuel on a farm
are entitled to a refund of the tax that has been paid on that fuel.
Cropdusters and other fertilizer applicators that use gasoline and
aviation fuel on a farm are entitled to a refund of the tax paid on
that fuel in lieu of the farmer, but only if the owner or operator of
the farm waives its right to a refund for such fuel.

Reasons for Simplification
Eliminating the waiver will reduce the paperwork burden of a

taxpayer seeking a refund.

Explanation of Provision

The bill eliminates the waiver requirement for fuels tax refunds
for cropdusters and other fertilizer applicators.

Effective Date
The provision is effective for fuels purchased on or after January

1, 1992.
5. Authorize exceptions from information reporting for certain

sales of diesel and aviation fuel (see. 603 of the bill and see.
4093(cX4) of the Code)

Prvsent Law

Certain producers and importers and purchasers are required to
file information returns for reduced-tax sales of diesel and aviation
fuel*
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Reasons for SimpOfleation
Allowing the Internal Revenue Service to exempt certain classes

of taxpayers will simplify the IRS' administration of the registra-
tion requirements and eliminate unnecessary paperwork for tax-
payers.

Explanation of Provision
The bill permits the IRS by regulation to provide exceptions to

the mandatory information return requirement for certain sales of
diesel and aviation fuel.

Effective Date
The provision applies to sales on or after January 1, 1992.

B. Provisions Relating to Distilled Spirits, Wines, and Beer (sees.
611-621 of the bill, secs. 5008(c), 6044, 5053, 5055, 5115, 5175(c),
5207(c), 5222(b), 5384(b) of the Code, and new sec. 5418 of the
Code)

Present Law
Return of imported bottled distilled spirits

Present law provides that when tax-paid distilled spirits which
have been withdrawn from bonded premises of a distilled spirits
plant are returned for destruction or redistilling, the excise taxes
are refunded (sec. 5008(c)). This provision does not apply to import-
ed bottled distilled spirits, since they are withdrawn from customs
custody and not from bonded premises.

Bond for exported distilled spirits
Bond generally must be furnished to the Department of the

Treasury when disilled spirits are removed from bonded premises
for exportation without payment of tax. These bonds are cancelled
or credited when evidence is submitted to the Department of the
Treasury that the distilled spirits have been exported (sec. 5175(c)).
Distilled spirit plant records

Distilled spirits plant proprietors are required to maintain
records of their production, storage, denaturation, and other proc-
essing activities on the premises where the operations covered by
the records are carried on (sec. 5207(c)).
Transfers from breweries to distilled spirits plants

Under present law, beer may be transferred without payment of
tax from a brewery to a distlled spirits plant to be used in the pro-
duction of distilled spirits, but only if the brewery is contiguous to
the distilled spirits plant (sec. 5222(b)).
Posting of sign by wholesale iqMor dealers

Wholesale liquor dealers (i.e., dealers, other than wholesale deal-
ers in beer alone, who sell distilled spirits, wines, or beer to other
persons who re-sell such products) are required to post a sign con-
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spicuously on the outside of their place of business indicating that
they are wholesale liquor dealers (sec. 5115).
Refund of tax for wine returned to bond

Under present law, when unmerchantable wine is returned to
bonded production premises, tax that has been paid is returned or
credited to the proprietor of the bonded wine cellar to which the
wine is delivered (sec. 5044). In contrast, when beer is returned to a
brewery, tax that has been paid is returned or credited, regardless
of whether the beer is unmerchantable (sec. 5050(a)).
Use of ameliorating material In certain wines

The Code contains rules governing the extent to which amelio-
rating material (e.g., sugar) may be added to wines made from high
acid fruits and the product still be labelled as a standard, natural
wine. In general, ameliorating material may not exceed 35 percent
of the volume of juice and ameliorating material combined (sec.
5383(b)). However, wines made exclusively from loganberries,
currants, or gooseberries are permitted a volume of ameliorating
material of up to 60 percent (sec. 5384(bX2)(D)).
Domestically produced beer for use by foreign embassies, etc.

Under present law, domestically produced distilled spirits and
wine may be removed from bond, without payment of tax, for
transfer to any customs bonded warehouse for storage pending re-
moval for the official or family use of representatives of foreign
governments or public international organizations (sees. 5066 and
5362(e)). (A similar rule also applies to imported distilled spirits,
wine, and beer.) No such provision exists under present law for do-
mestically produced beer.
Withdrawal of beer for destruction

Present law does not specifically permit beer to be removed from
a brewery for destruction without payment of tax.
Records of exportation of beer

Present law provides that a brewer is allowed a refund of tax
paid on exported beer upon submission to Department of the Treas-
ury of certain records indicating that the beer has been exported
(sec. 5055).
Transfer to brewery of beer imported In bulk

Imported beer brought into the United States in bulk containers
may not be transferred from customs custody to brewery premises
without payment of tax. Under certain circumstances, distilled
spirits imported into the United States in bulk containers may be
transferred from customs custody to bonded premises of a distilled
spirits plant without payment of tax (sec. 5232).

Reasons for Simplification

In addition to imposing taxes, the Internal Revenue Code regu-
lates many aspects of the alcoholic beverage industry. These regu-
tations date in many cases from the prohibition era or earlier. In
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1980, the method of collecting excise taxes on alcoholic beverages
was changed from a system under which Treasury Department in.
spectors regularly were present at production facilities to a bonded
premises system, which more closely tracks the systems used in
connection with other Federal taxes. Many of the recordkeeping re-
quirements and other regulatory measures imposed in connection
with these taxes have not been modified to conform to these collec-
tion changes. In addition, modification of statutory provisions is
warranted in view of advances in technology used in the alcoholic
beverage industry and environmental protection concerns.

Explanation of Provisions

Return of Imported bottled distilled spirits
The procedures for refunds of tax collected on imported bottled

distilled spirits returned to bonded premises are conformed to the
rules for domestically produced and portedd bulk distilled spirits.
Thus, refunds are available for all distilled spirits on their return
to a bonded distilled spirits plant.
Bond for exported distilled spirits

For purposes of cancelling or crediting bonds, furnished when dis-
tilled spirits aue removed from bonded premises for exportation,
the Department of the Treasury is authorized to permit records of
exportation to be maintained by the exporter, rather than requir-
ing submission to it of proof of exportation in all cases.
Distilled spirits plant records

Distilled spirits plant proprietors are permitted to maintain
records of their activities at locations other than the premises
where the operations covered by the records are carried on (e.g.,
corporate headquarters), provided that the records are available for
inspection by the Treasury Department during business hours.
Transfers from breweries to distilled spirits plants

The bill allows beer to be transferred without payment of tax
from a brewery to a distilled spirits plant to be used in the produc-
tion of distilled spirits, regardless of whether the brewery is contig-
uous to the distilled spirits plant.
Posting of sign by wholesale liquor dealers

The requirement that wholesale liquor dealers post a sign out-
side their place of business indicating that they are wholesale
liquor dealers is repealed.
Refund of tax for wine returned to bond

The bill deletes the requirement that wine returned to bonded
premises be "unmerchantable" in order for tax to be refunded to
te proprietor of the bonded wine cellar to which the wine is deliv-

Use of ameliorating material in certain wines
The wine labelling restrictions are modified to allow any wine

made exclusively from a fruit or berry with a natural fixed acid of
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20 parts per thousand or more (before any correction of such fruit
or berry) to contain a volume of ameliorating material not in
excess of 60 percent.
Domestically produced beer for use by foreign embassls etc.

The bill extends to domestically produced beer the present-law
rule applicable to domestically produced distilled spirits and wine
(and imported distilled spirits, wine, and beer) which permits these
products to be withdrawn from the place of production without
payment of tax for the official or family use of representatives of
foreign governments or public international organizations.
Withdrawal of beer for destruction

The bill allows beer to be removed from a brewery without pay-
ment of tax for purposes of destruction, subject to Treasury Depart-
ment regulations.

Records of exportation of beer
The bill repeals the requirement that proof of exportation be sub-

mitted to the Treasury Department in all cases as a condition of
receiving a refund of tax. This proof will continue to be required to
be maintained at the exporter's place of business.
Transfer to brewery of beer Imported In bulk

The bill extends the present-law rule applicable to distilled spir-
its imported into the United States in bulk containers to beer im-
ported into the United States in bulk containers, so that imported
beer may, subject to Treasury regulations, be withdrawn from cus-
toms custody )or transfer to a brewery without payment of tax.

Effective Date
These provisions of the bill generally are effective be inning 180

days after date of the bill's enactment. The provision deleting the
requirement that wholesale liquor dealers post a sign outside their
place of business is effective on the date of the bill's enactment.

C. Other Excise Tax Provisions
1. Authority for IRS to grant exemptions from registration re-

quirements (see. 631 of the bill and sec. 4222 of the Code)

Present Law

Under section 4222, certain sales of articles subject to Federal
excise taxes may not be made without payment of tax under sec-
tion 4121 unless the manufacturer, the first purchaser, and the
second purchaser (if any) are all registered under regulations pre-
scribed by the Secretary.

Reasons for Simplifleation
Allowing the Internal Revenue Service to exempt certain classes

of taxpayers from the registration requirements will simplify the
Service's administration of the registration provisions. Also, tb
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provision will reduce unnecessary paperwork for affected taxpay-
ers.

Explanation of Provision

The bill revises section 4222(a) so that certain sales of articles
subject to Federal excise taxes may not be made without payment
of tax under section 4221 to eny person who is required by the Sec.
ret Ito be registered but who is not so registered. This will allow
t he cretary to provide exemption from registration requirements
for certain c asses of taxpayers.

Effective Date

The provision applies to sale after the 180th day after the date
of enactment.

2. Repeal temporary reduction in tax on piggyback trailers (sec.
632(a) of the bill and sec. 4061(d) of the Code)

Prutt Law

Piggyback trailers and semitrailers sold within the 1-year period
beginning on July 18, 1984 were permitted a temporary reduction
in the retail excise tax on trailers.

Explanation of Provision

The bill repeals the temporary reduction in tax on piggyback
trailers as "deadwood."

Effective Date

The provision is effective on the date of enactment.

3. Expiration of excise tax on deep seabed minerals (sec. 632(b) of
the bill and sees. 4495.4498 of the Code)

Present Law

Background
The Deep Seabed Mineral Resources Act (the "Resources Act,"

P.L. 96-283), one title of which was the Deep Seabed Hard Mineral
Removal Tax Act of 1979 (the "Tax Act"), was enacted into law on
June 28, 1980. The Resources Act was intended to encourage the
successful negotiation of mi international deep seabed treaty by the
United Nations Conference on the Law of the Sea (a U.N. interna-
tional deep seabed treaty), and pending the entry into fokce of such
a treaty, to establish a special fund to support international reve-
nue sharing from deep seabed mineral recover. To this end, the
Act established an interim trust fund in the Treasury, the Deep
Seabed Revenue Shazing Trust Fund (the Trust Fund), into which
any Tax Act receipts would be deposited. There hive been no tax
collections under the Tax Act. The Trust Fund proceeds were in-
tended to be used to help discharge any U.S. financial obligations
under a U.N. international deep seabed treaty should the United
States become a party thereto.
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Subsequent to the enact meant of the Resources Act, the U.N. Con.
ference on the Law of tho Sea completed negotiations for an inter-
national deep seabed treaty in 1982, and the United States an-
nounced that it would not sign the treaty.

If and when the Law of the Sea Convention (the Convention)
enters into force, it would establish a regime for the regulation of
mineral extraction from the deep seabed, and would impose reve-
nue obligations on its adherents. Such obligations were to be funda-
ble by the Deep Seabed Revenue Trust Fund, if the United States
were to become obligated by the Convention.

Excise tax on certain hard minerals
The Tax Act added sections 4495 through 4498 to the Internal

Revenue Code. These sections would impose an excise tax on the
removal from the deep seabed of certain hard mineral resources
pursuant to a deep seabed permit issued under the Resources Act.
in general, a deep seabed permit issued under the Resources Act
would authorize its holder to engage in commercial recovery activi-
ties with respect to hard mineral resources on or under deep sea-
beds. No such permits have been issued.

Deep seabeds are, in general, areas outside the continental shelf
of any nation. In general, hard mineral resources are mineral nod-
ules, lying on or just below the surface of deep seabeds, that con-
tain one or more minerals including manganese, nickel, cobalt, or
copper. Under the Tax Act, if a person removes a hard mineral re-
source from the deep seabed pursuant to a deep seabed permit, a
tax is imposed on the permit holder equal to 3.75 percent of 20 per-
cent (or 0.t5 percent) of the fair market value of the commercially
recoverable :minerals removed.

The Tax Act was scheduled to terminate on the earlier of the
date on which a U.N. international deep seabed treaty took effect
with respect to the United States, or June 28, 1990 (10 years after
the date of enactment of the Tax Act). Since the United States did
not sign the treaty, the excise tax provisions expired on June 28,
1990.

Explanation of Provision
The bill deletes the deep seabed hard minerals excise tax provi-

sions as "deadwood."

Effective Date
The provision is effective on the date of enactment.
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Title VII.-Administrative Provisions

A. Administrative Provisions

1. Simplify employment tax reporting for household employees
(sec. 701 of the bill and sees. 3102, 3121, 3306 and 6654 of the
Code)

Present Law

An employer who pays a household employee wages of $50 or
more in a calendar quarter for household work must withhold
social security taxes (including medicare taxes) from wages paid to
the employee during the quarter. The employer must also pay an
amount of tax that matches the tax withheld from the employee's
wages. The employer must file an Employer's Quarterly Tax
Return (Form 942) each quarter and a Wage and Tax Statement
(Form W-2) at the end of the year.

In addition, an employer must pay Federal unemployment taxes
if he or she paid cash wages to household employees totalling
$1,000 or more in a calendar quarter in the current or preceding
year. The employer must file an Employer's Annual Federal Un-
employment Tax Return (Form 940 or Form 940-EZ) at the end of
the year.

Reasons for Simplifkation
Employer return requirements are confusing and burdensome for

many individuals, who may be employers only because they employ
a domestic employee on an intermittent basis. Streamlining the
return requirements would reduce the filing burden.

Explanation of Provision

The bill changes the threshold for withholding and paying social
security taxes from $50 a quarter to $300 a year. The bill requires
an individual who employs only household employees to report any
social security or Federal unemployment tax obligation for wages
paid to such employees on his or her income tax return for the
year. The bill includes a household employer's social security and
unemployment taxes in the estimated tax provisions. The bill au-
thorizes the Secretary to enter into agreements with States to col-
lect State unemployment taxes in the same manner.

Effective Date
The provision is effective for remuneration paid in calendar

years beginning after December 31, 1991.

(96)
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2. Penalties for failure to provide reports relating to pension pay-
ments (sec. 702 of the bill and secs. 6652(e) and 6724 of the
Code)

Present Law

Any person who fails to file an information report with the In-
ternal Revenue Service on or before the prescribed filing date is
subject to penalties for each failure. The general penalty structure
provides that the amount of the penalty is to vary with the length
of time within which the taxpayer corrects the failure, and allows
taxpayers to correct a de minimis number of errors and avoid pen-
alties entirely (sec. 6721). A different, flat-amount penalty applies
for each failure to provide information reports to the IRS or state-
ments to payees relating to pension payments (sec. 6652(e)).

Reasons for Simplification

Conforming the information-reporting penalties that apply with
respect to pension payments to the general information-reporting
penalty structure would simplify the overall penalty structure
through uniformity and provide more appropriate information-re-
porting penalties with respectto pension payments.

Explanation of Provision

The bill incorporates into the general penalty structure the pen-
alties for failure to provide information reports relating to pension
payments to the IRS and to recipients. Thus, information reports
with respect to pension payments would be treated in a similar
fashion to other information reports.

Effective. Date
The provision applies to returns and statements the due date for

which is after December 31, 1991.
3. Clarify that reproductions from digital images are reproduc-

tions for recordkeeping purposes (sec. 703 of the bill and see.
6103(p) of the Code)

Present Law

Reproductions of a return, document, and certain other matters
have the same legal status as the original for purposes of judicial
and administrative proceedings. It is unclear whether reproduc-
tions made from digital images are also accorded the same legal
status as originals.

Reasons for Simplification

Reducing the IRS' need to maintain hard-copy originals of docu-
ments would simplify the administration of the tax laws. As part of
its systems modernization plan, the IRS intends to store returns,
documents, and other materials in digital image format. This plan
will permit the IRS to respond mi..ch more quickly to taxpayers' in.
quiries about the status of their accounts. It will facilitate imple-
mentation of this plan to clarity that reproductions made from
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such images would be accorded the same legal status as other re-
productions.

Explanation of Provision
The bill provides that the term reproduction includes a reproduc-

tion from a digital image. The bill also requires the Comptroller
General to conduct a study of available digital image technology
for the purpose of determining the extent to which reproductions of
documents stored using that technology accurately reflect the data
on the original document and the appropriate period for retaining
the original document.

Effective Date

The provision is effective on the date of enactment.
4. Repeal tax shelter registration requirements (sec. 704 of the bill

and sec. 6111 of the Code)

Present Law

Organizers of tax shelters must register their shelters with the
IRS before offering any interests for sale.

Reasons for Simplification
As a result of the passive loss provisions (and related provisions)

of the Tax Reform Act of 1986, tax shelters are no longer being
marketed as they were prior to that Act. Registration of tax shel-
ters is therefore no longer necessary for the proper administration
of the tax laws. Repeal of the registration requirements would
reduce paperwork burdens for taxpayers and the IRS.

Explanation of Provision
The bill repeals the tax shelter registration requirements.

Effective Date

The provision is effective on the date of enactment.
5. Repeal of authority to disclose whether a prospective juror has

been audited (sec. 705 of the bill and sec. 6103(h)(5) of the
Code)

Present Law
In connection with a civil or criminal tax proceeding to which

the United States is a party, the Secretary must disclose, upon the
written request of either party to the lawsuit, whether an individ-
ual who is a prospective juror has or has not been the subject of an
audit or other tax investigation by the Internal Revenue Service
(sec. 610(h)X5)).

Reasons for Simpliftication
This disclosure requirement, as it has been interpreted by sever-

al recent court decisions, has crated significant difficulties in the
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civil and criminal tax litigation process. First, the litigation process
can be substantially slowed. It can take the Secretary a consider-
able period of time to compile the information necessary for a re-
sponse (some courts have required searches going back as far as 25
years). Second, providing early release of the list of potential jurors
to defendants (which several recent court decisions have required
to permit defendants to obtain disclosure of the information from
the Secretary) can provide an opportunity for harassment and in-
timidation of potential jurors in organized crime, drug, and some
tax protester cases. Third, significant judicial resources have been
expended in interpreting this procedural requirement that might
better be spent resolving substantive disputes. Fourth, differing ju-
dicial interpretations of the nature of this provision have caused
confusion and, in some instances, defendants convicted of criminal
tax offenses have obtained reversals of those convictions because of
failures to comply fully with this provision.

Explanation of Provision
The bill repeals the requirement that the Secretary disclose,

upon the written request of either party to the lawsuit, whether an
individual who is a prospective juror has or has not been the sub-
ject of an audit or other tax investigation by the Internal Revenue
Service.

Effective Date
The provision is effective for judicial proceedings pending on, or

commenced after, the date of enactment.
6. Repeal TEFRA audit rules for S corporations (sec. 706 of the

bill and sees. 6037, 6241, 6242, 6243, 6244, and 6245 of the
Code)

Present Law
An S corporation generally is not subject to income tax on its

taxable income. Instead, it files an information return and the
shareholders report their pro rata share of the S corporation's
income and deductions on the shareholders' tax return.

The Subchapter S Revision Act of 1982 generally made the
TEFRA partnership audit and litigation rules applicable to S corpo-
rations. These rules require the determination of all "Subchapter S
items" at the corporate, rather than the shareholder, level. These
rules also require a shareholder to report all Subchapter S items
consistently with the corporation's information return or to notify
the IRS of any inconsistency. Temporary regulations contain an ex-
ception from these rules for "small S corporations," i.e., those with
five or fewer shareholders, each of whom is a natural person or an
estate.

Reasons for Simplification
An S corporation generally is limited to 35 investors. In addition,

the vast majority of both existing and newly formed S corporations
are expected to qualify for the small S corporation exception from
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the unified audit and litigation provisions. Consequently, a unified
audit procedure is unnecessary for S corporations.

Exppnation of Provision
The bill repeals the unified audit procedures for S corporations.

The bill retains, however, the requirement that shareholders report
items in a manner consistent with the corporation's return.

Effective Date
The provision is effective for taxable years beginning after the

date of enactment.

7. Clarify statute of limitations for items from passthrough enti.
ties (sec. 707 of the bill and sec. 6501(a) of the Code)

Present Law
Passthrough entities (such as S corporations, partnerships, and

certain trusts) generally are not subject to income tax on their tax-
able income. Instead, these entities file information returns and
the entities' shareholders (or beneficial owners) report their pro
rata share of the gross income and are liable for any taxes due.

Some believe that present law may be unclear as to whether the
statute of limitations for adjustments that arise from distributions
from passthrough entities should be applied at the entity or indi-
vidual level (i.e., whether the 3-year statute of limitations for as-
sessments runs from the time that the entity files its information
return or from the time that a shareholder timely files his or her
income tax return). (Compare Fehlhaber v. Comm, 94 TC 863 (1990)
with Kelly v. Comim, 877 F.2d 7567 (9th Cir. 1989)).

Reasons for Simplification
Uncertainty regarding the correct statute of limitations hinders

the resolution of factual and legal issues and creates needless liti-
gation over collateral matters.

Explanation of Provision
The bill clarifies that the return that starts the running of the

statute of limitations for a taxpayer is the return of the taxpayer
and not the return of another person from whom the taxpayer has
received an item of income, gain, loss, deduction, or credit. The pro-
vision is not intended to create any inference as to the proper in-
terpretation of present law.

Effective Date
The provision is effective for taxable years beginning after the

date of enactment.
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B. Tax Court Provisions

1. Clarify jurisdiction of Tax Court with respect to overpayment
determinations (sec. 711 of the bill and sec. 6512(b) of the
Code)

Present Law

The Tax Court may order the refund of an overpayment deter-
mined by the Court, plus interest, if the IRS fails to refund such
overpayment and interest within 120 days after the Court's deci.
sion becomes final. Whether such an order is appealable is uncer-
tain.

In addition, it is unclear whether the Tax Court has jurisdiction
over the validity or merits of certain credits or offsets (e.g., provid-
ing for collection of student loans, child support, etc.) made by the
IRS that reduce or eliminate the refund to which the taxpayer was
otherwise entitled.

Reasons for Simplification
Clarification of the jurisdiction of the Tax Court and the appeala-

bility of orders of the Tax Court would provide for greater certain-
t for taxpayers and the Government in conducting cases before
the Tax Court. Clarification will also reduce litigation.

Explanation of Provision
The bill clarifies that an order to refund an overpayment is ap-

pealable in the same manner as a decision of the Tax Court. The
bill also clarifies that the Tax Court does not have jurisdiction over
the validity or merits of the credits or offsets that reduce or elimi-
nate the refund to which the taxpayer was otherwise entitled.

Effective Date
The provision is effective on the date of enactment.

2. Clarify procedures for administrative cost awards (sec. 712 of
the bill and sec. 7430 of the Code)

Present Law

Any person who substantially prevails in any action brought by
or against the United States in connection with the determination,
collection, or refund of any tax, interest, or penalty may be award-
ed reasonable administrative costs incurred before the IRS and rea-
sonable litigation costs incurred in connection with any court pro-
ceeding.

No time limit is specified for the taxpayer to apply to the IRS for
an award of administrative costs. In addition, no time limit is speci-
fied for a taxpayer to appeal to the Tax Court an IRS decision de-
nying an award of administrative costs. Finally, the procedural
rules for adjudicating a denial of administrative costs are unclear.
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Reasons for Simplification
The proper procedures for applying for a cost award are uncer-

tain in some instances. Clarifying these procedures will decrease
litigation over these procedural issues.

Explanation of Provision

The bill provides that a taxpayer who seeks an award of adminis-
trative costs must apply for such costs within 90 days of the date
on which the taxpayer was determined to be a prevailing party.
The bill also provides that a taxpayer who seeks to appeal an IRS
denial of an administrative cost award must petition the Tax Court
within 90 days after the date that the IRS mails the denial notice.

The bill clarifies that dispositions by the Tax Court of petitions
relating only to administrative costs are to be reviewed in the same
manner as other decisions of the Tax Court.

Effective Date
The provision is effective on the date of enactment.

3. Clarify Tax Court jurisdiction over interest determinations (sec.
713 of the bill and sec. 7481(c) of the Code)

Present Law
A taxpayer may seek a redetermination of interest after certain

decisions of the Tax Court havq become final by filing a petition
with the Tax Court.

Reasons for Simplification
It would be beneficial to taxpayers if a proceeding for a redeter-

mination of interest supplemented the original deficiency action
brought by the taxpayer to redetermine the deficiency determina-
tion of the IRS. A motion, rather than a petition, is a more appro-
priate pleading for relief in these cases.

Explanation of Provision
The bill provides that a taxpayer must file a "motion" (rather

than ai "petition") to seek a redetermination of interest in the Tax
Court.

Effective Date

The provision is effective on the date of enactment.

4. Clarify net worth requirements for awards of administrative or
litigation costs (sec. 714 of the bill and sec. 7430 of the Code)

Present Law I

Any person who substantially prevails in any action brought by
or against the United Statim in connection with the determination,
collection, or refund of any tax, interest, or penalty may be award-
ed reasonable administrative costs incurred before the IRS and rea-
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sonable litigation costs incurred in connection with any court pro-
ceeding.

A person who substantially prevails must meet certain net worth
requirements to be eligible for an award of administrative or litiga-
tion costs. In general, only an individual whose net worth does not
exceed $2,000,000 is eligible for an award, and only a corporation or
partnership whose net worth does not exceed $7,000,000 is eligible
for an award. (The net worth determination with respect to a part-
nership or S corporation applies to all actions that are in substance
partnership actions or S corporation actions, including unified
entity-levelproceedings under sections 6226 or 6228, that are nomi-
nally brought in the name of a partner or a shareholder.)

Reasons for Simplifkation

Although the net worth requirements are explicit for individuals,
corporations, and partnerships, it is not clear which net worth re-
quirement is to apply to other potential litigants. It is also unclear
how the individual net worth rules are to apply to individuals
filing a joint tax return. Clarifying these rules will decrease need-
less litigation over procedural issues.

Explanation of Provision
The bill provides that the net worth limitations currently appli-

cable to individuals also apply to estates and trusts. The bill also
provides that individuals who file a joint tax return shall be treat-
ed as one individual for purposes of computing the net worth limi-
tations. Consequently, the net worths of both spouses are aggregat-
ed for purposes of this computation. An exception to this rule is
provided in the case of a spouse otherwise qualifying for innocent
spouse relief.

Effective Date
The provision applies to proceedings commenced after the date of

enactment.

C. Permit IRS to Enter Into Cooperative Agreements With State
Tax Authorities (see. 721 of the bill and new sec. 7524 of the
Code)

Present Law

The IRS is generally not authorized to provide services to non-
Federal agencies even if the cost is reimbursed (62 Comp. Gen.
323,335 (1983)).

Reasons for Simplification

Most taxpayers reside in States with an income tax and, there-
fore, must file both Feder4 and State income tax returns each
year. Each return is separately prepared, with the State return
often requiring information taken directly from the Federal return.
Permitting the IRS to enter into agreements with States that are
designed to promote efficiency through joint tax administration
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programs would reduce the burden on taxpayers because much of
the same information could be used by both Governments.

For example, the burden on taxpayers could be significantly re-
duced through joint electronic filing of tax returns, whereby a tax-
payer electronically transmits both Federal and State returns to
one location. Joint Federal and State electronic filing could simpli-
fy and shorten return preparation time for taxpayers. Also, State
governments could benefit from reduced processing costs, while the
IRS could benefit from the potential increase in taxpayers who
would elect to file electronically because they would be able to ful-
fill both their Federal and State obligations simultaneously.

Explanation of Provision
The bill provides that the Secretary is authorized to enter into

cooperative agreements with State tax authorities to enhance joint
tax administration. These agreements may include (1) joint filing of
Federal and State income tax returns, (2) single processing of these
returns, and (3) joint collection of taxes (other than Federal income
taxes).

The bill provides that these agreements may require reimburse-
ment for services provided by either party to the agreement. Any
funds appropriated for tax administration may be used to carry out
the responsibilities of the IRS under these agreements, and any re-
imbursement received under an agreement shall be credited to the
amount appropriated.

No agreement may be entered into that does not provide for the
protection of confidentiality of taxpayer information that is re-
quired by section 6103.

Effective Date
This provision is effective on the date of enactment.
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PREPARED STATEMENT OF R. SEAN BRENNAN

Chairman Boren and Members of the Subcommittee on Taxation,
my name is R. Sean Brennan, and I am Director of Taxes for Mesa
Limited Partnership ("Mesa") of Dallas, Texas. Mesa converted to
a publicly traded partnership from a corporation in 1985. At
that time, Mesa recognized $250 million in income. currently,
Mesa is one of the largest partnerships in the U.S. with
approximately 125,000 partners.

We appreciate the opportunity to testify about the large
partnership tax simplification proposals contained in S. 1394.
We hope that Mesa's extensive experiences operating as a large
publicly traded partnership will prove to be a helpful resource
for the Committee.

My remarks focus primarily on an amendment Mesa would like
to see incorporated into the simplification bill. This amendment
would provide an election for large partnerships to report income
and pay unrelated business income ("UBI") tax for tax-exempt
partners. We believe that this amendment would simplify and
enhance compliance, in accordance with the criteria we understand
was used when this legislation was drafted. Further, the UBI
composite reporting election should be allowed, even for those
widely held partnerships which do not or cannot utilize the
legislation's new reporting rules.

Under current law, UBI reporting is troublesome for all
involved. For Individual Retirement Accounts ("IRAs") and
smaller institutional investors, UBI reporting requires
considerable knowledge to work through and understand complex
rules not originally designed to apply to such entities. In many
cases, reporting can be expensive to the investor. For the
Treasury, complex reporting creates widespread deficiencies in
compliance, which results in lost revenues. For large
partnerships, current law creates a disincentive for investment
by tax-exempt entities, such as institutional investors and IRA
accounts.

The Solution: Composite UBI Reporting

Individuals, through their IRAs, and other tax-exempt
entities often invest in widely held partnerships. For example,
Mesa has approximately 23,000 tax-exempt investors. Although
unknown by the general tax-exempt investor, widely held
partnerships can generate UBI under current law. Any such
investment which generates $1,000 of gXjAr UBI requires the
filing of an annual return (Internal Revenue Service Form 990-
T). Furthermore, as an additional administrative burden, these
accounts, including IRAs, must apply for employer identification
numbers (EIN). EINs are generally not otherwise necessary in the
creation and administration of these retirement arrangements.
Although Mesa provides all the information to each account
sufficient to complete this return, we believe there is
widespread noncompliance deficiencies and erroneous reporting in
this area.

Mesa's proposed amendment would provide a widely held
partnership (as defined in the simplification bill) an election
to file one composite Internal Revenue Service Form 990-T on
behalf of all its tax-exempt partners. Although we are working
with tax writing staff members on the details of this proposal,
the following provides our initial suggestions on how this
election would operate.

The election would be made each year, at the time the
partnership's own return is due. To achieve maximum
simplification, the partnership would pay any associated taxes on
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behalf of its tax-exempt partners under a flat rate. This rate
would be set so as to approximate the current aggregate effective
tax rate under current law for such tax-exempt partners. In
determining the rate, consideration would be given to the current
$1,000 deduction allowed each partner and the tiered income tax
brackets. Presumably, a hypothetical rate might be in the 20-25
percent range. The composite return and taxes would be due at
the same time as current law generally requires for partners
filing these returns; i.e., the 15th day of the 5th month after
the end of the tax year, plus extensions.

The UBI attributable to the tax-exempt partner's investment
would be calculated at the partnership level. Consistent with
this treatment of income and deductions, credits would be
calculated and utilized in the partnership's composite return and
would not be passed through to the tax-exempt partners.
Limitations and carryovers would be determined at the partnership
level. Net unrelated business losses would not be passed through
to the exempt partners. Any net composite UBI loss would be
carried forward or backward at the partnership level as a net
operating loss deductible in prior or future partnership UBI
composite returns.

This proposal would eliminate the need for annual reporting
of income, deductions and credits to the exempt partners. As a
practical matter, the partnership would still need to report
certain information, including basis amounts, to the exempt
partners for their use in calculating gain or loss upon
disposition of their interests. This reporting is necessary
since the disposition gain or loss would have to be reported by
the tax-exempt partner (similar to the current rules for stock
transactions). Due to disparities in partnership size, number of
partners, amount of trading and costs involved, our proposal
would allow the partnership to elect the type of format and
timing (i.e. annual reports or reports only in the year of actual
disposition) for this information to its exempt partners.

The partnership (current partners) generally would be liable
for any additional tax, interest and penalties. To the extent
that deficiencies were attributable to inaccurate or untimely
reporting to the partnership of ownership data, however, the
partnership would not be assessed penalties. These errors would
be beyond the control of the partnership, and current law already
provides for penalties to be assessed upon those persons
responsible for reporting accurate ownership information to the
partnership.

Benefits of a CoaDosite Roturn Svste.

Even though a composite UBI return election could result in
a detrimental cash cost to the partnership, the proposal could
create a number of benefits to all parties involved.

First, IRA holders and other tax-exempt investors would no
longer be subject to complicvced administrative compliance
requirements. In particular, a tax-exempt partner would no
longer have to file a Form 990-T to report their UBI from the
partnership.

Second, the IRS would achieve a significant reduction in
volume of filings, greatly enhanced compliance, as well as a
centralized audit system for the tax-exempt partners. In
addition to the revenue enhancement associated with enhanced
compliance, the proposal would also reduce IRS administrative
costs and significant problems contained in the tax compliance
and administration proposals associated with tax-exempt
ownership.
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Third,'the partnership benefits because significant barriers
to tax-exempt institutional and retirement fund investment are
removed. This should ultimately result in making additional
capital available for such critical industries as real estate and
domestic energy.

Analysis of Mesas Comoosite Return Amendxent

I would like to briefly review Mesa's UBI composite return
proposal in light of the criteria we understand the Committee
used in developing the original simplification proposals
contained in S. 1394.

1) The composite return proposal would significantly
reduce mechanical coMplexity and recordkeeping
requirements of the partnership and the partners.
Composite UBI returns would eliminate a widely held
partnership's need to provide a vast amount of complex
information about the characterization of operating
income and deductions to its partners.

This specialized information is needed only by the tax-
exempt partners to determine their UBI. Unfortunately,
this information is generally distributed by widely
held partnerships to all partners, because it is easier
and less expensive for the partnership than producing
separate mailings for tax-exempt partners. This
additional information can be confusing to all
partners. A composite return system would thus reduce
complexity and record keeping requirements for both the
partners and the partnership.

2) The proposal would significantly reduce compliance and
administrative costs to the partnership and the exempt
partners. As mentioned briefly above, there are significant
costs related to a partnership which must report UBI to its
tax exempt partners. This cost would be eliminated under
the composite return proposal. Moreover, the IRA holders,
who are generally unfamiliar with the complexities of
partnership tax law, would be able reduce their tax
preparation costs.

3) The proposal would preserve underlying policy
objectives of the current large partnership rules. The
proposal would not create or reopen opportunities for
abusive tax planning. A clear benefit of the composite
return proposal is that it would increase tax
comliance. Currently, because of the complexity of
the reporting system, taxes are not being paid by many
IRA holders. Under this proposal, an individual
partner's tax liability would be satisfied.

4) The proposal would comport with generally accepted tax
principles relating to large partnerships. Current
partnership law is a blending of the aggregate and
entity approach to taxation. The composite return
proposal is not inconsistent with this blending of tax
policies. Moreover, the proposal reflects those
principles in the simplification bill which require
calculating income at the partnership level.

5) The proposal would limit any significant reallocation of tax
burdens among taxpayers. An exempt partner's basis would
reflect the income tax paid on their behalf. A taxable
partner's income and basis would not be affected.
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6) The simplification that would be achieved by
instituting a UID composite return system would
outweigh any instability created by statutory change.

In fact, because the proposal would be elective, it
should not create any instability.

7) The composite return proposal will comport with current
revenue and budgetary constraints. It should lead to
an increase in revenue, as noncompliance with the
unrelated business income rules is significantly
reduced.

Mr. Chairman, Mesa and I thank you and the entire
Subcommittee for holding this hearing on S. 1394. I would be
pleased to answer any questions you may have.
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PREPARED STATEMENT OF ROBERT M. BROWN

INTRODUCTIO

Thank you, Mr. Chairman, for the opportunity to testify
today on a subject that is of great importance to all American
taxpayers. I am Robert M. Brown, Chairman of the Tax
Simplification Committee of the American Institute of Certified.
Public Accountants. The AICPA is the national professional
organization of CPAs, with over 300,000 members.

We would like to take this opportunity to publicly
compliment the Committee on the steps you are taking to simplify
the tax law. This hearing on the various simplification
proposals is an important step in an ongoing, orderly process to
simplify the tax laws. We recognize and strongly support the
evolutionary process you have begun.

We appreciate the opportunity to comment on these proposed
tax law changes which simplify the Code, make it more
administrable, and improve the prospects for voluntary
compliance, without adversely affecting revenues. This process
is the antithesis of legislating without hearings or debate; it
is methodology which, if continued, will ensure a stable, more
acceptable, and simpler tax law.

The AICPA urges that tax simplification be made a
legislative priority. We have made the need to simplify the tax
law the focus of much of our work for the past three years.. The
Tax Simplification Committee was created in 1988 to spearhead
this effort. As a result, we have entered into a broad range of
simplification projects, such as: development of a comprehensive
package of simplification recommendations submitted to the
Congress starting in April 1990; co-sponsorship with the American
Bar Association of the Invitational Conference on Reduction of
Income Tax Complexity in January 1990; declaration of April 16th
as Tax Simplification Day; and, offering testimony and support to
Congressional efforts to simplify various areas of the tax law.
We have been very visible in our support of simplification
through such projects as our red SIMPLIFY buttons.

The AICPA would like to see additional areas which affect a
large number of individual taxpayers considered for
simplification. We hope you will give further consideration to
some of the recommendations made by us and others in response to
the Committee on Ways and Means' February 1990 request for
simplification proposals. In addition, we are currently refining
yet another package of simplification recommendations which will
be submitted to the Congress in the near future.

Complexity in the tax law has reached the point at which
many tax practitioners and taxpayers believe that it is
undermining our system of voluntary compliance. Taxpayers and
tax practitioners are increasingly frustrated with the burden of
trying to understand and comply with the law. Further, the
Internal Revenue Service is finding it increasingly more
difficult to administer the law. Frequent change, the current
legislative process, and the increasing complexity and magnitude
of the Code are serious concerns to us all.

The cornerstone of tax administration in the United States
io a voluntary tax compliance system. Voluntary compliance
depends both on the ability and the willingness of taxpayers to
comply. Complexity threatens to erode this system because full
compliance in many cases requires an unreasonable outlay of
effort and resources. Complexity leads some taxpayers to believe
that the IRS will be incapable of discovering their
noncompliance. Some may have developed the impression that
understanding the tax laws serves only to increase the amount of
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taxes that they must pay. Some taxpayers believe it is to their
advantage to use less knowledgeable tax preparers.

To maintain a voluntary tax system, it is imperative that
simplification be given a very high priority at all stages of the
tax process. Simplification concerns must coexist with policy
and revenue objectives. Simplification must be an integral part
of the tax legislative, regulatory, and administrative processes.

While it may be true that a "simple" tax system will never
be designed for all taxpayers, a "simple" tax system for some and
a "simpler" tax system for all is achievable.

mIAT Is nMUDID

Defining what constitutes simplification is not easy. We
define simplification in terms of increasing the
understandability and workability of the tax law.

In order to develop a simpler tax law, we must identify the
factors that contribute to complexity, recognize opportunities
for simplification, and provide a framework which considers and
balances tax poli(iy objectives.

L4AURss AND IRMPLUS O cOMPLEXITY

One measure of the current level of complexity is the out-
of-pocket costs incurred to comply with filing requirements. The
majority of individual taxpayers, especially those with simple
financial affairs, should not have to seek professional return
preparation. According to recent estimates, the cost of
collecting individual income taxes, including the value of time
spent by taxpayers, is between 5 and 10 percent of the tax
revenue raised.' This could be in the range of $20 to $40
billion2 for individuals alone. Further, the cost of compliance
with business income taxation rules is approximately twice as
large.

COMMENTS ON SPECIFIC LEGILATIVI PROPOBALS

The AICPA strongly supports S. 1394, The Tax Simplification
Act of 1991. We also strongly support H.R. 2775, an additional
simplification bill, and S. 1364, legislation designed to
simplify and increase access to pension plans. We encourage the
Congress to debate, revise and enact these measures. We support
most of the provisions in the bills, as detailed in the summary
of positions contained in this testimony and the attachments.
However, we have concerns about a few. Detailed below are
specific comments on some of the provisions in the bills. The
AICPA technical committees and staff would welcome the
opportunity to work with the Committee and provide assistance as
these bills are refined.

I Slemrod, Joel, "Did TRA86 Simplify Tax Matters?" a working
paper presented at American Economic Association meeting
December, 1990, pg. 2.

2 Internal Revenue Statistics of Income Bulletin, Volume 9,
Number 4, Spring 1990, p]. 5. Preliminary data for 1988
individual income tax returns shows total income tax collected of
$416 billion.
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Attached to this testimony is the AICPA's detailed"response
to the provisions of S. 1394 regarding the treatment of large
partnerships (see Attachment II) and the pension simplification
proposals being considered by the Congress (see Attachment III).

INDIVIDUAL TWIMTION PROVISIONS

Warned Inoopn Credit
The earned income credit is an area in critical need of

simplification. This credit, which is refundable, is aimed at
assisting a particular group of taxpayers -- low-income wage
earners with dependent children, the group of taxpayers least
able to deal with complex tax laws. Yet, the earned income
credit, always far from simple, was made much more complicated in
the Omnibus Budget Reconciliation Act of 1990 (1990 Act).

The 1990 Act expanded the credit by increasing the
percentage and eligible wage base and by adding (1) an increased
amount of "basic" credit for wage earners with more than one
eligible dependent child, (2) a second credit (at a different
percentage) for taxpayers with a qualifying child who is less
than one year old at the end of the calendar year (the
"supplemental young child credit"), and (3) a third credit (at a
still different percentage) based on the amount of health
insurance premiums paid by eligible taxpayers (the "health
insurance credit").

We agree that all of these additions to the credit were for
laudable purposes. However, how much good will they do if the
interactive rules are so complex that the group of taxpayers to
be benefitted find them incomprehensible and, therefore, do not
apply for the credit? For ample, (a) the addition to the basic
credit or increased credit ig there is more than one dependent
child results in a second column on the tables issued by the IRS
used to compute the credit, (b) the supplemental young child
credit is elective, but, if elected, the taxpayer is prohibited
from claiming a dependent care credit, and (c) any health
insurance premiums forming the basis of the health insurance
credit cannot be included as an itemired deduction.

H.R. 2775 contains a simplification proposal which would
eliminate the supplemental young child credit. We encourage the
Committee to consider this proposal. In addition, we believe the
other two 1990 changes should be re-examined in light of the
complexity they add. Even before the 1990 complications, the
earned income credit was consistently among the top five sources
of error on individual tax returns. It should be noted that the
maximum additional credit for more than one child is only $43.

While we take no position on whether it is good tax or
social policy to have a separate supplemental young child credit
or a separate health insurance credit, something needs to be done
to simplify this area of law. We strongly urge the Committee and
the Congress to take a very hard look at the earned income credit
and re-write it to be understandable and usable by the taxpayers
it is intended to benefit. It is an excellent candidate to be
turned into a model provision for simplicity in the Internal
Revenue Code (IRC).

Other Individual Tax Provisions
Although advancing the due date for providing Schedule K-1

(S. 1394, sec. 107) to partners from April 15 to March 15 might
facilitate the timely filing of individual returns by some
partners, it would greatly increase the compliance burdens on
partnerships and their tax advisors. Also, .it would increase the
number of amended Schedules K-1 and, therefore, amended Forms
1040. There already is pressure on partnerships to issue
Schedules K-i as soon as possible. We question whether this
proposal would have any real effect and given our concerns about
workload compression, we oppose it. However, we would support
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advancing the maximum extension period for issuing Schedules K-1

from October 15 to September 15.
We would also draw the Committee's attention to the do

minimis exception to the passive activity loss rules contained in
H.R. 2775 (sec. 103) which we believe is beneficial. However, to

make it work, items attributed to publicly traded partnerships
should not be excluded. The do minimis exception should be

applied on an activity-by-activity basis, not on net passive

activities, in order to significantly reduce the recordkeeping

burdens on taxpayers. If the do minimis rule must be at the net

activity level, the dollar amount should be $1,000, not $200.

PROVISIONS APFYCTINM PAR'MUUIPB

We agree that the current partnership tax rules are too
complex and that simplified reporting, assessment and collection
systems are needed, in particular, with respect to publicly
traded partnerships and other truly large partnerships. Thus, we
support the majority of the large partnership provisions
contained in title II of s. 1394. In particular, we strongly
support the concept of a simplified reporting system for large
partnerships since, as stated in the Explanation to the bill,
"Reporting so many separately stated items (i.e., over 40) is
burdensome for individual investors with relatively small.
Massive interests in large Dartnarships." (Emphasis added.)
However, we strongly urge the Committee to remember that the most
fundamental principles of' partnership taxation are that items of
income, gain, loss, deduction and credit retain their character
as they flow through to the partners and that the burden and
responsibility for any Federal income tax liability is borne at
the partner level. We would strongly object to overturning the
longstanding fundamental principles of partnership taxation under
the guise of simplification.

Also, we believe that the proposal replacing the current
rules of IRC section 704(c) with the so-called "deferred sales
approach" as well as the provision under which a large
partnership would "ot terminate for Federal income tax purposes
solely because 50 percent or more of its interests were sold or
exchanged within a 12-month period would reduce "mechanical
complexity" for large partnerships.

While the AICPA wholeheartedly agrees that simplification of
the partnership rules is needed, we believe (as stated in greater
detail in Attachment II) that certain of the proposals, if
enacted in their proposed form, would not accomplish the stated
objectives to "significantly reduce .... recordkooping
requirements" and to "significantly reduce compliance and
administritive costs," without creating "significant dislocations
of tax burdens among taxpayers." In making.changes in this area,
we strongly urge the Committee to consider the extent to which it
is retreating from the fundamental flow-through attributes of
partnership taxation and, thus, to carefully limit its changes to
truly large partnerships (i.e., partnerships, other than personal
service partnerships, with 500 or more partners).

FOREIGO PROVISIONS

The modification of the tax treatment of income derived from
the disposition of stock in a controlled foreign corporation (S.
1394, secs. 311-313) will simplify the current tax system.
However, we are concerned that the provision related to
previously taxed income, while simpler, could operate in an
inequitable manner. If a U.S. parent includes income of a
foreign subsidiary under Subpart F in a year prior to the year in
which the income is taxed in a foreign jurisdiction, this
provision could operate to preclude relief for the foreign taxes
subsequently levied on the income.
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PROVISIONS RELATING TO 8 CORPORATIONS

We support the proposed changes in the S corporation area.
We recommend the following improvements.

Section 401 of S. 1394 was intended to address the
significant problems created by the IRS' proposed regulations
regarding the one-class-of-stock requirement issued on October 5,
1990. Revised proposed regulations issued on August 8, 1991,
significantly alleviate the problems caused by the original
proposed regulations. Nonetheless, we believe that enactment of
this proposal would provide helpful clarification of the law.

Sections 402(a) and (b) of S. 1394 are excellent proposals.
They will significantly eliminate the problems that result under
current law when a corporation encounters difficulties in the
process of making an S corporation election. We support both
proposals.. Further, we compliment the IRS on its past practice
of waiving inadvertent terminations. These provisions will
extend this waiver authority to other areas where it is needed.

Section 404(c) of S. 1394 is an excellent proposal that
would correct an inequity for S corporations with pre-1983
earnings and profits. The provision would also eliminate
cumbersome recordkeeping requirements. This proposal was
included in our simplification recommendations submitted to the
Committee last year.

Section 404(d) of S. 1394 would change the current rule
regarding closing the corporation's books upon termination of a
shareholder's interest from an elective rule to a mandatory rule.
This change would not result in simplification, and would be
particularly troublesome because of the unsophisticated nature of
many of the businesses that operate in S corporation form. S
corporation business owners often consult their accountant or
other advisor only once a year, after the close of the business
year. Therefore, the advisor may not know that the disposition
of a shareholder's interest has occurred until after year-end.
If the rule regarding closing the corporation's books were
mandatory, the business would have to perform a retroactive
cutoff from the accounting records. The most difficult situation
would involve a business that keeps inventories, because an
inventory count was probably not performed on the date that a
shareholder's interest terminated.

When partners' interests change during the year, the
partnership may choose to determine the partners' allocations
under either of two methods. The partnership may perform a
closing of the books, or it can prorate income and losses to each
partner based on his percentage interest on each day of the year.
Instead of the proposal in section 404(d), we recommend that
allocations of income and loss be handled in a manner consistent
with the treatment of partners in partnerships. Consistency
between partnerships and S corporations would provide a more
administrable rule in this area than the current proposal. We
recommend that upon any change in a shareholder's ownership (not
Just a complete termination), the S corporation be allowed to
elect either a closing of the books or a pro rata, per share, per
day allocation.

ACCOUNTING PROVISIONS

We generally support the de minimis rule of ten percent for
the look back method for long term contracts (S. 1394, sec. 411).
We urge the Committee to carefully consider the effective date
and election mechanisms associated with this proposal to ensure
the broadest availability of the election.

The bill authorizes, but does not require, the issuance of
regulations for a simplified method of applying uniform cost
capitalization rules (S. 1394, sec. 412). Such regulations
should apply to as broad a range of costs as possible, and should
require less frequent recomputation of base period absorption
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percentages than is required in the present language. The AICPA
encourages the Committee to indicate its strongest support for
the timely issuance of such regulations.

XVINIUM TAX PROVISIONS

The AICPA supports the provisions of S. 1394 that simplify
the corporate alternative minimum tax. The provision of a
unified depreciation calculation (sec. 421) applicable to both
pre-adjustment alternative minimum tax and adjusted current
earnings (ACE) is an important step in the elimination of
duplicate complications in the two alternative minimum tax
systems.

The AICPA applauds the repeal of the special ACE change in
ownership rules (S. 1394, sec. 422). The application of these
rules, requiring certain taxpayers to restate the basis of their
assets exclusively for ACE purposes, is one of the most complex
and onerous requirements of the Code. In the Omnibus Budget
Reconciliation Act of 1989, Congress recognized that IRU sections
382 and 384 could be relied on to restrict the use of the built-
in losses. The repeal of the ACE change of ownership rules
eliminates a burdensome provision that served only to back-up
those provisions.

The AICPA urges that the ACE change of ownership rules be
repealed for AUJ changes of ownership as if the rules had never
been included in the Code. Limiting repeal to changes in
ownership occurring after the date of enactment recognizes these
rules are not necessary, while continuing to apply them for a
short period of time to a limited number of taxpayers. The
resources of the IRS, taxpayers, and their representatives are
better devoted to understanding and interpreting permanent
provisions of the law, rather than calculating the effect of a
repealed provision that would have been effective for less than
two years.

PROVISIONS ULATING TO INCONS TAX TRXATXRNT OF TRUSTS

We believe that the provision to treat certain revocable
trusts as estates (S. 1394, sec. 441) could be greatly improved
by allowing an estate and a revocable trust to be treated
identically for tax purposes. The bill would create a third type
of-entity, somewhere between an estate and a trust. This adds
tax planning and administrative complexity. Rather than add a
new type of entity, the provision should eliminate unnecessary
distinctions. Tax equity would be better served by allowing two
entities with similar purposes to be taxed similarly. There is
little possibility for abuse, and the revenue loss appears to be
negligible.

Simplification, ease of administration, and equity are all
served by allowing revocable trusts to have the same tax
treatment as an estate. If distinctions continue, a cross
reference will be needed in each provision of existing law to the
proposed IRC section 7701(a)(47) as to whether estate or trust
treatment applies. Furthermore, treatment of a revocable trust
prior to the death of the grantor, who has become incapacitated,
should be clarified.

PROVISIONS RELATING TO PECUNIARY MARITAL REQUEST&

We would oppose section 401 of H.R. 2775 if this would
eliminate the use of pecuniary marital bequests. This change
would be undesirable, a substantive change in the law, and not
provide any simplification. We support the provision if its sole
purpose is to overrule the Alexander Estate case.
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ADMXNIXTASTIVU PROVISIONS

With regard to the provision to simplify employment tax
reporting for household employees (S. 1394, sec. 701), we applaud
the innovative ideas included in this proposal to deal with a
difficult administrative area. Including the payments on the
individual's Form 1040 rather than on the Form 942 promotes
simplification for affected employers. However, if it is
possible, we believe that this provision should be elective
rather than mandatory. Those taxpayers who are already
accustomed to filing the separate Form 942 should not be required
to be subject to the complexity of changing the process.

With regard to the deposit requirements of section 301 of
H.R. 2775, we support changing the eighth-monthly rule to
payments on Tuesdays and Fridays as being easier to deal with for
affected employers. However, we suggest that even further
simplification is possible. We propose the following
alternative: For all taxpayers not subject to the next day
deposit rules, employment taxes attributable to payments made in
any week (defined as Sunday through Saturday) shall be deposited
on or before the following Tuesday.

We strongly support the provision of H.R. 2775 that would
simplify the estimated tax rules for smaller corporations (sec.
311) by restoring an estimated tax safe harbor even if no tax had
been paid in the prior year, In such a case, the proposal would
allow the taxpayer to use the second prior year tax as a basis
for making estimated tax payments, and if no tax was paid in
either prior year, no estimated tax payments would be due. This
proposal was included in our recommendations submitted to the
Committee last year. It would greatly simplify the estimated tax
requirements for many smaller corporations and we urge its
inclusion in S. 1394.

MUTUAL FUND PROVISIONS

In its deliberations regarding simplification proposals, we
recommend that the Committee consider the provisions of H.R.
2735, regarding the tax treatment of mutual funds. We support
these provisions, as we believe they would significantly simplify
management and recordkeeping for mutual funds and their
shareholders. We particularly support the repeal of the 30
percent gross income limitation of IRC section 851(b)(3), as
provided by section 1 of H.R. 2735. The current law limitation
imposes burdensome administrative requirements on mutual funds
and places unnecessary restrictions on their investment
activities, which ultimately are detrimental to individual
investors.

CURRENT PENSION ACCESS AND SIMPLIFICATION ISSUES

The complexity implicit in the rules governing the taxation
of private retirement plans is now at a point where it is: (1)
discouraging the establishment of new plans and encouraging
termination of existing plans; (2) diverting money to plan
administration and away from benefits; and, (3) resulting in
intentional and unintentional noncompliance with the law.

We believe that it is possible to substantially reduce the
complexity of current lAw while still achieving virtually all of
the policy objectives o current law. We propose that the
appropriate test in analyzing a pension proposal from a
simplification point of view is whether the incremental
contribution to equity made by a rule outweighs the incremental
countribution to -omplexity of the law? Accordingly, the AICPA
takes the following positions (see Attachment III for greater
detail):
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Distributions
We support allowing any distribution other than a required

minimum distribution to be rolled over; we support the repeal of
5-year averaging; we support termination of the 10-year averaging
grandfather rule in 1996; and, we strongly oppose mandatory
trustee-to-trustee transfer rules.

401(k) Plans
We believe the ADP test should be repealed and a

notification provision enacted. If that is not possible, we
support the alternative safe harbors in H.R. 2641 and the use of
the prior year's deferral percentage to limit deferrals for
highly compensated employees. We support extension of section
401(k) plans to tax exempt and state and local government
employers.

Dfi itions
We support efforts to simplify the definition of "leased

employees" and "highly compensated employees."

Simplified Plans for Small Employers
We support efforts to simplify the Simplified Employee

Pension (SEP) rules by increasing the number of allowable
employees to 100 and eliminating the 50 percent requirement for
salary reduction SEPs. We believe that requiring employers to
contribute 2 percent or more of compensation to a retirement plan
to be exempt from ADP testing will add an alternative to the law
which will have very limited acceptability in the marketplace.
We question whether enactment of this proposal would either
increase access to pension plans or simplify the law.

ATTACMONT I

SUMMARY OF AICPA POSITIONS ON S. 1394 AND H.R. 2775

The following is a summary of the AICPA's positions on the
proposals contained in S. 1394, the Tax Simplification Act of
1991, and H.R. 2775, relating to additional tax simplification.
We have used the following abbreviations:

S - Support
SC a Support with Concerns
0 - Oppose
NP - No Position

S.139A

TAX SIMPLIFICATION ACT OF 1991

TITLE I. INDIVIDUAL TAX PROVISIONS

S 1. Rollover of gain on sale of principal residence (sec.
101)

S 2. Due date for estimated tax payments of individuals
(sec. 102)

S 3. Permit payment of taxes by credit card (sec. 103)
S 4. Election by parent to claim unearned income of certain

children on parent's return (sec. 104)
S 5. Simplified foreign tax credit limitation for

individuals (sec. 105)
S 6. PersQnal transactions by individuals in foreign

currency (sec. 106)
0 7. Advance due date for furnishing information to partners

(sec. 107)
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S 8. Make income tax withholding rules parallel to rules for
exclusion from income for combat pay (sec. 108)

S 9. Expanded access to simplified income tax returns (sec.
109)

S 10. Simplification of tax treatment of rural letter
carriers' vehicle expenses (sec. 110)

S 11. Exemption from luxury excise tax for certain equipment
installed on passenger vehicles for use by disabled
individuals (sec. 111)

Title II. TREATMENT OF LARGE PARTNERSHIPS (secs. 201-222)

(NOTE: The AICPA provided detailed testimony on the large
partnership provisions of S. 1394 and H.R. 2777 on July 29,
1991 before the House Subcommittee on Select Revenue
Measures. See Attachment II for positions taken and
detailed discussion of these proposals.)

Title III. FOREIGN PROVISIONS

SC 1. Deferral of tax on income earned through foreign
corporations and exceptions to deferral secss. 301-304)

SC 2. Modification to provisions affecting controlled foreign
corporations (sacs. 311-313)

S 3. Translation of foreign taxes into U.S. dollar amounts
(sec. 321)

5 4. Foreign tax credit limitation under the alternative
minimum tax (sec. 322)

Title IV. OTHER INCOME TAX PROVISIONS

A. Provisions Relating to S Corporations
S 1. Determination of whether an S corporation has one class

of stock (sec. 401)
S 2. Authority to validate certain invalid elections (sec.

402)
S 3. Treatment of distributions by S corporations during

loss year (sec. 403)
S 4. Treatment of S Corporations as shareholders in C

corporations (sec. 404(a))
S 5. S corporations permitted to hold subsidiaries (sec.

404(b))
S 6. Elimination of pre-1983 earnings and profits of S

corporations (sec. 404(c))
0 7. Determination of shareholder's pro rata share of

disposition of entire interest (sec. 404(d))
S 8. Treatment of items of income in respect of a decedent

held by an S corporation (sec. 404(e))

B. Accounting Provisions
S 1. Modifications to the look-back method for long-term

contracts (see. 411)
S 2. Simplified method for applying uniform cost

capitalization rules (sec. 412)

C. Minimum Tax Provisions
S 1. Depreciation under the corporate alternative minimum

tax (sec. 421)
S 2. Treatment of built-in losses for purposes of the

corporate alternative minimum tax (sec. 422)

NP D. Tax-Exempt Bond Provisions secss. 431-436)

SC E. Treatment of Certain Revocable Trust as Estates (sec.
441)
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F. Other Provisions Relating to Partnerships
S 1. Matching rules for payment to partners (sec. 442)
SC 2. Close partnership taxable year with respect to deceased

partner (sec; 443)

NP G. Corporate Provisions: Clarification of Amount of Gain
Recognized by a Security Holder in a Reorganization,
Etc. (sec. 444)

Title V. PROVISIONS RELATING TO ESTATE AND GIFT TAXATION

S 1. Waiver of Recovery by a Surviving Spouse's Estate of
Tax on QTIP Property (sec. 501)

S 2. Eliminate Transfer by a Revocable Trust from Section
2035 Inclusion (sec. 502)

S 3. Confirm the Appeals Court Decision in the Howard Estate
Case (sec. 503)

S 4. Exempt a Qualified Domestic Trust Created Before the
1990 OBRA from its Withholding Tax Requirement (sec.
504)

5 5. Provide a Correction Period for a Defective Special Use
Valuation Election (sec. 505)

Title VII. ADMINISTRATIVE PROVISIONS

A. Administrative Provisions
S 1. Simplify employment tax reporting for household

employees (sec. 701)
S 2. Penalties for failure to provide reports relating to

pension payments (sec. 702)
S 3. Clarify that reproduction from digital images are

reproductions for recordkeeping purposes (sec. 703)
S 4. Repeal tax shelter registration (sec. 704)
S 5. Repeal of authority to disclose whether a prospective

juror has been audited (sec. 705)
S 6. Repeal TEFRA audit rules for S corporations (sec. 706)
S 7. Clarify statute of limitations for items from

passthrough entities (sec. 707)

B. Tax Court Provisions
S 1. Clarify jurisdiction of Tax Court.with respect to

overpayment determinations (sec. 711)
S 2. Clarify procedures for administrative *cost awards (sec.

712)
S 3. Clarify Tax Court jurisdiction over interest

determinations (sec. 713)
NP 4. Clarify net worth requirements for awards of

administrative or litigation costs (sec. 721)

S C. Permit IRS to Enter Into Cooperative Agreements with
State Tax Authorities (sec. 721)
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H.R. 2275

RELATING TO ADDITIONAL TAX SIMPLIFICATION

TITLE I. INDIVIDUAL TAX PROVISIONS

S 1. Repeal supplemental young child credit portion of
earned income tax credit and increase family size
adjustment for earned income tax credit (sec. 101)

S 2. Rollover of gain on sale of principal residence in case
of divorce or separation (sec. 102)

SC 3. De minimis exception to passive loss rules (sec. 103)

NP TITLE II. TAX-EXEMPT BOND PROVISIONS (secs. 201-204)

TITLE III. ADMINISTRATIVE PROVISIONS

S 1. Simplify payroll tax deposit requirements (sec. 301)
S 2. Simplify estimated tax payment rules for small

corporations (sec. 311)
5 3. Interest rate on large corporate underpayments (sec.

321)

TITLE IV. ESTATE AND GIFT TAX PROVISION
SC Include fractional share of property qualifying for the

marital deduction in the gross estate (sec. 401)
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INTRDUCTION

Thank you, Mr. Chairman, for the opportunity to testify today on
certain simplification provisions in H.R. 2777. We will confine
our coments to the provisions regarding partnership taxation.

My name is Philip Wiesner, Chairman of the Partnership Taxation
Committee of the American Institute of Certified Public
Accountants. The AICPA is the national professional organization
of CPAs, with over 300,000 members.

The AICPA is an enthusiastic supporter of tax simplification.
After years of constant change, the Internal Revenue Code is in
dire need of simplification. For its part, the Institute formed a
Tax Simplification Committee in October 1988 to focus the efforts
of our various technical committees. In the intervening years, we
have entered into a broad range of simplification projects,
including developing recommendations, co-sponsoring an Invitational
Conference on Reduction of Income Tax Complexity, and offering
testimony and support to Congressional efforts to simplify various
areas of the tax law.

We agree that the current partnership tax rules are too complex and
that simplified reporting, assessment and collection systems are
needed, in particular, with respect to publicly traded partnerships
and other truly large partnerships. Thus, we support the majority
of the large partnership provisions contained in title I of H.R.
2777. In particular, we strongly support the concept of a
simple! ed reporting system for large partnerships since, as stated
in the Explanation to the bill, "Reporting so many separately
stated items (i.e., over 40) is burdensome for individual investors
with relatively small. passive interests in lares nartnershiDs."
(Emphasis added.) However, we strongly urge the Committee to
remember that the most fundamental principles of partnership
taxation are that items of income, gain, loss, deduction and credit
retain their character as they flow through to the partners and
that the burden and responsibility for any Federal income tax
liability is borne at the partner level. We would strongly object
to overturning the longstanding fundamental principles of
partnership taxation under the guise of simplification.

Also, we believe that the proposal replacing the current rules of
Internal Revenue Code section 704(c) with the so-called "deferred
sales approach" as well as the provision under which a large
partnership would not terminate for Federal income tax purposes
solely because 50 percent or nore of its interests were sold or
exchanged within a 12-month period would reduce "mechanical
complexity" for large partnerships.
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While the AICPA wholeheartedly agrees that simplification of the
partnership rules is needed, we believe - as stated below - that
certain of the proposals, if enacted in their proposed form, would
not accomplish Chairman Rostenkowski's stated objectives to
"significantly reduce .... recordkeeping requirements" and to
"significantly reduce compliance and administrative costs," without
creating "significant dislocations of tax burdens among taxpayers."

Definition of Large Partnerships

Under the proposal, a large partnership is defined as any
partnership if the number of persons who were partners in such
partnership in a taxable year was at least 250. Also, a
partnership with at least 100 partners can elect to be under the
new reporting system. However, professional service partnerships
and certain oil and gas partnerships are exempted from the new
rules.

We believe that these rules should be mandatory only with respect
to partnerships (other than personal service partnerships) with 500
or more partners. For partnerships with 250 or more but less than
500 partners, the rules should be elective. Of course, once an
election is made, the election should apply to the year for which
the election was made and all subsequent years and should not be
revocable except with the Secretary's consent.

The AICPA believes that a threshold level defined as pattnerships
(other than personal service partnerships) with 500 or more
partners is fairer than the proposed *evel of 250 partners. In
particular, the apparent assumption behind the simplified reporting
and audit rules, for example, (1) netting capital gains and losses
at the partnership level with capital loss carryovers retained at
the partnership level, (2) treating othksrwise tax-exempt interest
as taxable income, (3) applying a single activity rule for passive
loss purposes (Code section 469), (4) automatically disallowing 70
percent of miscellaneous itemized deductions at the partnership
level, (5) applying the investment interest expense limitation at
the partnership level (which would be particularly burdensome in
the development stage of a real estate partnership), and (6)
collecting partnership adjustments from partners for the year in
which the adjustment takes effect, is that each partner's share of
any item of a large partnership's overall income or lose will be so
small that the simplifying assumpti6ns will not deprive a partner
of any significant tax benefits provided by the Internal Revenue
Code. Also, with respect to the proposal under which the burden of
partnership tax adjustments would be shifted to current partners
from those who were partners in the year or years that produced the
benefitthe cost of the tax deficiency can perhaps be more
equitably borne by the partners of partnerships with 500 or more
partners.

In summary, we strongly question whether 250 partners is the proper
dividing line at which such fundamental changes in the "flow-
through" theory of partnership taxation should be automatically
imposed.

&Xcluded PArtUra

Under the proposal, the large partnership rules would not apply to
any excluded partner. An excluded partner is defined as "any
partner (1) owning more than a five percent partnership interest at
any time during the taxable year, or (2) materially participating
in the partnership's activities during the year and holding any
interest which is not a limited partnership interest.' Presumably,
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for such excluded partners the present system of partnership
reporting of flow-through items as well as the partner level audit
and collection rules (as modified by the unified partnership audit
rules enacted in 1982) would continue to apply.

We believe that if a partnership meets the definition of a large
partnership, the new rules should apply without excSDtion to all
partners of the partnership. Otherwise, we believe that the
"simplified" rules for large partnerships could actually result in
a more complex recordkeeping and tax reporting system for these
partnerships. The net result in our view would not be
simplification. For example, application of the now "deferred
sale" approach to non-excluded partners, and the current section
704(c) rules to excluded partners, would add to the complexity of
large partnership reporting.

State Conformity

Unfortunately, unless and until the states conform their income tax
reporting provisions to those of the Federal system, the desired
simplification objective of H.R. 2777 will not be achieved because
the states would continue the existing reporting mechanisms. The
result would be a duplication of effort by the affected
partnerships, their partners and advisers. The result would be a
rcordkeeping and reporting nightmare which would undoubtedly delay
the dissemination of partnership information to the partners.
Thus, we strongly urge that the effective date of these changes be
sufficiently prospective to give the states time to change their-
rules with respect to large partnerships.

Deferred Sale Treatment for Contributed PrMrerty

The bill would replace present law section 704(c) for large
partnership* with a "deferred sale" approach under which
precontribution gain or loss on the contributed property would be
deferred until the occurrence of certain events. Perhaps the most
significant aspect of the "deferred sale" approach is that
depreciation would be computed at the property's fair market value
without lsitation under the so-called "ceiling rule" of the
present Treoisury regulation. We agree with the statement in the
explanation of the bill that the present law rules "governing
allocations with respect to property contributed to a
patrtnrship....are ill-suited to large partnerships, whose
interests are commonly transferred." We note that the changes to
section 704(c) in 1964 and the Committee Reports accompanying the
Deficit Reduction Act of 1964 already give the Treasury Department
the authority by regulation to adopt the deferred sale approach
and/or to repeal the "ceiling rule" in appropriate circumstances.
Unfortunately, no such regulations have yet been promulgated.
Since the proposal would only be effective with respect to
contributions made on or after January 1, 1992, we suggest that the
proposal be made effective to all property contributed after March
31, 1984 where the partnership has consistently applied the
deferred sale approach (or a substantially equivalent approach).
At a minimum, the bill should require the Treasury Department to
issue regulations that would provide for the use of the deferred
sale approach for those years after the effective date of the 1984
Act.

Also, under the proposal, the deferred sale approach would be
applied only when property is contributed to a large partnership.
In its current form, the amendment would not apply in other
situations to which section 704(c) currently applies, including
situations where there is a revaluation of partnership property
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undar section 704(b) (for example, a "book-up" following the
ad.,ission of a new partner). In order to better satisfy the
simplification objective of the proposal, we recommend that the
deferred sale approach be applied to ail situations in which a
ceiling rule limitation may otherwise apply under section 704(c),
not just to situations where property is contributed to a
partnership.

Further, we note that under the deferred sale approach contained in
the bill, deferred sale gain on depreciable property is required to
be treated as ordinary income rather than section 1231 gain to the
extent it relates to an increase in deproniat.ion expense resulting
from a *step-up" in the basis of the property to fair market value
at the time of contribution.. The apparent intent of this approach
is to minimize the impact on the Treasury that would otherwise
result from giving the partnership an immediate step-up in the
basis of such property to fair market value for depreciation
purposes, while allowing the contributing partner to recognize a
deferred section 1231 gain. Such concerns, however, do not prevent
taxpayers who sell property to related parties in tax-deferred
transactions in other situations from recognizing section 1231
ain. For example, a partner can sell depreciable property on an
nstallment sale basis to a partnership in which he owns an
interest and obtain section 1231 treatment on the deferred gain,
while the partnership enjoys a step-up in basis of the asset to
fair market value, as long as the partner does not own more than 50
percent of the capital or profits interest in the partnership.

We do not believe that recharacterizing the nature of the gain
recognized under the deferred sale approach as ordinary income is
justified in situations where the outright sale of the property to
the partnership would produce a different result. As a result, we
recommend that the bill be amended to reflect an approach to the
characterization of gain under the deferred sale approach that is
consistent with the rules of section 1231.

OTR=S]J P qZ MISIONS

Due Date for Furnishing Information to Partners
of Lares Partnershis

Section 107 of H.R. 2777 would require a large partnership
(including personal service partnerships) to furnish information
returns to partners by the 15th day bf the 3rd month following the
close of the partnership's taxable year. We do not believe that
this provision would accomplish its intended result of providing
complete and accurate partnership return information to partners in
sufficient time for them to file their own returns by April 15.

Because of other Internal Revenue Code requirements, most large
partnerships report on a calendar year basis. Therefore, under
current law, most partnership returns (Forms 1065) and the reports
to partners (Schedule& X-1) must be filed by April 15. The bill
would accelerate the deadline for reports to partners from April 15
to March 15. We understand that most partnership agreements
currently state that the partnership and its outside accountants
will use their best efforts to coplete the Schedules K-1 on or
before March 15. In fact, there is extreme pressure imposed on
partnerships to send the Schedules K-1 as early as possible to
avoid investor relations problems. Therefore, current practice
largely makes the proposed change redundant. However, there are
good reasons for not making the March 15 filing date mandatory. In
particular, virtually all delays beyond March 15 are unavoidable.
Enacting a March 15 deadline would not be ore successful than the
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provision that already exists in most partnership agreements. The
proposed amendment would either result in late returns (and
possible late filing penalties), or in timely filed but erroneous
Schedules K-1 that would later have to be amended (causing, in
turn, amended individual returns for all affected partners).
Therefore, the AICPA does not support the proposal.

It should be noted that many large partnerships have invested in
smaller partnerships that are not required to file until April 15.
It will clearly be impossible for "upper tier" partnerships to
comply with a March 15 filing requirement.

Publicly traded partnerships with a fiscal year-end would be doubly
impacted by the enactment of a provision imposing a 21 month
deadline for furnishing tax information. The nominee clearinghouse
has historically been unable to provide reliable street name
investor identification until February of the year following the
close of the partnership's tax year without regard to the
partnership's year-end. As a result, it would be virtually
impossible for fiscal year publicly traded partnerships with, for
example, a September 30 year-end to furnish tax information under
the existing nominee reporting system within 2k months of the close
of their tax year. If such partnerships were to attempt to bypass
this system (for example, by gathering street name investor
information directly from the nominees), they would most likely
only create longer delays in providing accurate tax reporting to
euch investors and incur undue administrative costs by having to
manually process data that is currently electronically linked into
their tax reporting systems.

Furthermore, personal service partnerships frequently allocate
profits based upon the performance of the individual partners.
This requires an evaluation of partner performance before
partnership profits can be allocated. This process frequently
takes longer than 2% months. In such instances it would be
impossible for large personal service partnerships to comply with
this provision. In addition, many large personal service
partnerships have multinational operations thereby making it
impossible to obtain all of the necessary information to complete
the partnership's tax return within 21 months after the close of
its taxable year. For these reasons, we are strongly opposed to
subjecting large personal service partnerships to this provision.

With respect to any fiscal year partnership (whether or not it is
publicly traded), the objectives of the proposed legislation could
be achieved without creating these administrative burdens by
changing the proposal to require tax information to be furnished to
the partners by March 15 of the year following the close of the
partnership's tax year (or, if earlier, the extended due date of
the partnership's tax return), rather than 2k months after the
partnership' s year-end.

Timina Rules for Inclusion and Deduction ofPartnershiJ
Guaranteed Payments

Section 442 of H.R. 2777 would conform the timing of the
partnership's deduction of guaranteed payments with the income
reported by the partner. The AICPA supports this proposal.

Closing of Partnershib Taxable Year with ResRect to
Deceased Partner

Section 443 of H.R. 2777 would require the closing of a partnership
taxable year with respect to a partner whose entire interest in the
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partnership terminates, whether by death, liquidation or otherwise.
Although we agree with the underlying concept of this provision, we
believe that in certain situations, inequitable results could
occur. Therefore, we recommend that the closing of the partnership
taxable year be elective rather than mandatory. In addition, we
believe this proposal should be expanded to allow for the elective
closing of a partnership taxable year with respect to a partner who
files for bankruptcy. Identical inequitable results occur in a
bankruptcy as occur upon the death of a partner. Therefore, we
urge you to apply the same remedy.

R2eAal of Reuiremsnt to Regaiter TaX Shelters

The AICPA agrees that because tax shelters were virtually
eliminated by the Tax Reform Act of 1986, the tax shelter
registration requirements are not needed. We support section 704
of H.R. 2777.

ADDITIONAL RECOMMENDATOS

In addition to our comments on the specific partnership provisions
in H.R. 2775 and H.R. 2777, we have fifteen recommendations for
legislative changes which we believe would result in the
simplification of the technical aspects of partnership tax law.
These proposals will be submitted to you in the near future. In
addition, stated below is a recommendation to simplify one
reporting requirement imposed upon partnerships.

Elimination of Form 8308

In its March 1990 study on large partnerships, the Treasury
recommended that consideration be given to eliminating the need for
large partnerships to file form 8308's for certain transactions
involving transfers of partnership interests. The reason for this
recommendation was the reduced importance of the distinction
between capital gains and ordinary income following the Tax Reform
Act of 1986. Also, it should be noted that the mandatory use of
straight-line depreciation for real property significantly has
reduced the number of situations in which ordinary income from
depreciation recapture constitutes a significant portion of the
total gain on sale of partnership interests. Publicly traded
partnerships, in particular, encounter difficulties in dealing with
Form 8308's since it is impossible to match a particular transferor
with a particular transferee (as required by the Form) since the
interests are traded on a public market.

As a result of its decreasing level of importance, we recommend
that section 6050K be repealed and the requirement to report
section 751(a) transfers on a Form 8308 be eliminated.

While we completely agree that a need exists in certain limited
situations for simplification of partnership reporting, audit and
collections procedures, we believe that the need for simplifying
rules is most urgent in the case of partnerships (other than
personal service partnerships) with 500 or more partners. In
making these changes, we strongly urge the Committee to consider
the extent to which it is retreating from the fundamental flow-
through attributes of partnership taxation and thus to carefully
limit its changes to truly large partnerships.
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Thank you, Mr. Chairman, for the opportunity to testify today on a subject of considerable
importance to the American Public and to our membership. I am David J. Kauher, Chainran of
the Employee Benefits Taxation Committee of the American Institute of Certified Public
Accountants Tax Division.

The AICPA is the national, professional organization of CPAs with over 300,000 members.
Out testimony is from the perspective of CPA--tax practitioners who constantly observe the
conduct of both plan participants and plan sponsors.

We would like to compliment Chairman Rostenkowski and others who have introduced or
cosponsored legislation designed to incTease access to pension plans by workers and to simplify
the tax rules governing the matmemn of private pension plans. We believe the issues of access and
simplification ar closely related.

The rules governing the taxation of private retrement plans have become increasingly intricate
and complex over the pan 15 years and we believe a they now rival any other area of the tax law
in their complexity. In our opinion, this complexity is at a point where it is adversely affecting
both the private pension system itself and the administ of the tax system, and we believe this
is an unhealthy state of affazr.

Specificay, the current runes are having three adverse effects on the private pension system
and the administration of the tax laws. Pim the e dIs the establishment of new plans
and encouraging the termination of existing plans. Employers without qualified plans. primarily
small employers, are discouraged from establithing new plans because of the cost of establishing
and maintaining arrangements which they cannot undrtand. Employers with existing qualified
plans have grown weary of continuously amending their plans with provisions that they cannot
understand and which do not, to them, seem to enhse their employees' retirement security.
Second, the current rules divert more money toward plan administration and less toward actual
benefits to plan participants than would a simpler system. Third, the curent rules ae resulting in
increased noncompliance-boh intentional and unintentional. We believe this last trend is a
particularly dangerous one since it not only means that our voluntary compliance system is
diminished, but it means that taxpayers who attempt to comply with the law are at a competitive
disadvantage with those who do nom.

There we a number of reasons why the curren niles are overly complex:
SOne mason can be t a"incremental ovelod," the rekntless layerinS of one set

of changes upon aodr without the inteadon of these sets of changes into a comprehensive
statutory scheme. Put of the rem for the incremental overlod has been the budget deficit and
the yearly pressure oo CooPre o rin revenues. There is no doubt that closing so-called
"loopholes" in the qualified plan rules to raise revenues as pan of this process has resulted in
increased compkexity. It is our hope that the budget agument reached last year will diminish this
Kumv Of Maqilezi*y

* A second reasn Is the aempt by policy makes to write rules tha are so comprehensive
and so specific that it is impossible for a taxpayer, even in the most remote circumstance, to
contravene statutory intent in the slightest. Not all af the complexity attributable to this second
cause emanates from Conress. The Executive Branch in its efforts to "fine tune" statutory
langupa and fully implement the intent of Congres has written exhaustive regulations which are
virtualy incapable o being fully understood either by pacdtioners or Internal Revenue Agents.
The current approach can be likened to that of a fisherman who weaves his nets so tightly, to
prevem even the smallest fish from slipping tough the net, that the fisherman is pulled overboard
when the aisa xed ino the wawr.

* A third reason is the process by which qualified plan rules have been changed in recent
yem Often ther have no t bn herinp beki on the specific qualfed plan proposals contained in
budgo econcilil bis nd connuing resolution e provisions became lost and buried in
the volume of ths bills as they were rushed to the floor with little time allowed for comment by
the public, floor debae of many provsons or any real oppommity to aler or amend their content.

* Thefinalr asoninvolvesthoseofusintheprivatesector. It is the desire on the pat of
taxpayers and ftir advisors to retain as much flexibility as possible in designing retirement
arrangements. It seems clear that some flexibility will have to be sacrificed if the rules are to be
made simpler.

In the qualified plan area, as in other areas of tax policy, a balance must be struck between
simplicity and equity. Equity usually comes in the form of discrimination rules in the pension
ar The san shape, and scope of"undue" complexity are elusive and relative concepts. but it is
clear that, in reducing the complexity implicit in some of the curt pension ries, some equity of
c-nrmt law will be loss. In simplifying other am of the pension rules, however, equity will be
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enhanced. We believe the goal is to ind the right balance between inhibiting as much
discrimination as possible while utilizing rules that can be broadly understood and implemented
and which encourage employers to establish and maintain qualified pension plans. We also believe
that it is possible to substantially reduce the complexity of current law while still achieving virtually
all of the policy objectives of current law.

We propose that, as Congress looks at this area in the upcoming months, it use the following
test to guide it in determining which rules should be retained and which should be changed:
Is the incremenwsl conoibuna to eqwty made by a rule ouwwciled by ia incremenwtal conbanbion
to complezjty of the law?

Although this test is easy to state, answering it in many cases will no be easy. In some cases,
reduction of complexity will not involve a re-examination of the tax policy underlying the current
rules. In others, tax policy re-examination will be required and may involve accepting, as a
society, some incremental discrimination or enhanced equity beyond that which is currently
provided. It may also involve accepting less flexibility on the pat of taxpayers in the design and
operation of tax-favored pension arrangements. These may not be easy for some to accept.

In applying this test, we would urge you to consider the complete elimination of rules which do
not meet the test instead of trying to patch them up in ways that will only add more complexity.
We also urge the use of design based rules whenever possible in order to avoid detailed testing
rules which add to uncertainty and plan administration costs. Unless the complexity of the
retirement rules is reduced, the trend is likely to be a weakened private pension system and
increasing noncompliance--not intentional but unintentional brought about by taxpayers' inability
to understand what is expected of them under the law.

Taxation of Distributions

A. Rollovers

We strongly support allowing any distribution from a qualified plan, other than a required
minimum distribution under Section 401(aX9), to be eligible for rollover tream'ent This
will substtially simply the taxation of disrbutions and distribution planning for a large
number of taxpayers. It will also encourage retention of funds originally co-tributed to
retiement plas for retirement purposes. We do not, however, believe that precluding the
rollover of certain perodc distributions as prwided in RR. 2730 will simplify the law in
this area. We believe tha this is the type of provision whose contribution tocomplexity is
ouweighed by its omtribution to equity.

Now that after-tax contributions can be made to Individual Retirement Accounts (IRAs),
we see no substantial s goal servl by continuing to preclude the rollover of
after-tax employee con aibutons. Allowing the rollover of after-tax amounts would further
encourage the retenion of hese amounts for redrement purposes. From a simplification
point of view, thde is a question whether after-tax IRA contributions substantially
complicate the administato of IRAs and the taxability of distributions from IRAs. As
long as they ae allowed, however, we see no additional complexity created by allowing the
rollover of employee aser-tax conmibutons from a qualified plan.

B. Averaging

We support the repeal of five year averaging treatment for distributions from qualified
remaent panm. This is an area of substatial complxity in current law and its elimination

would not only smpi the axmion of distributions but would also encourage the retention
of funds for retirmmt.

We ae concernd with the reunion of the definition of a "lump sum distribution" by some
of the bills befom the Subcommie for purposes of the net unrealized appreciation rules.
The r y ion achieved by eliminating amn uutant is the elimination of
the ddinitio of"lump m= distribution", not the elimination of the avmin computation.
Retlndon of the definition of"lump sum distribution" in the law undercuts the substantial
simplificaion that eliminaion of aveag g achieves. We believe the definition should be
eliminated for all purposes. if net unrealized appreciation continues to be excluded from
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taxation, we suggest that the simplest system would be one in which any distribution of
employer securities from a plan results in the exclusion of net unrealized appreciatio

We also believe that reasonable transition rules should be provided to allow taxpayers to
adjust their retirement plans to take into account the repeal of averaging treatment , id any
other changes in the distribution rules. In this regard, we believe that taxpayers who were
grandfathred under the 10 year averaging provision of the Tax Reform Act of 1986 should
continue to be grandfathered until 1996. This would provide a 10 year period during
which these individuals could adjust their retirement plans. We do not support a phaseout
of the rules governing the taxation of distributions. In our view, allowing current law
treatment for only a portion of distributions increases the complexity of decision making
during the transition period.

C. Minimum Distributions (40l(aX9))

We believe that J401(a)(9) can be simplified by: (1) limiting its scope to situations where
there are opportunities for substantial tax deferral and (2) making the calculation of the
minimum required distribution amount more straightforward. Of these two goals, we
believe that the second is the mor important and we are disappointed that none of the bills
before the Subcommittee deal with this problem.

With respect to the first of these goals, we support limiting the application of 0401(a)(9) to
require distributions from qualified plans to commence April I of the year following the
laser of the year an employee turns age 70 or retires. We believe this rule should apply to
5% owners the same as other employees. If it is believed that distributions should be
required to commence for certain owners before they retire, then we believe this exception
should be targeted t those situations where the owners can exert substantial influence over
a business, and the opportunity for tax deferral is sigificant. We would suggest that
distributions be required to commence before someone reties if they are a 20% shareholder
and the present value of their accrued benefit exceeds $750,000. With respect to IRAs, we
believe distributions should be required to begin by April I of the calendar year following
the year in which an IRA owner turns age 70.

With respect to the second of the above goals, the rules could be simplified by providing
th at death, distributions be required to be paid over the life expectancy of the beneficiary
beginning at the decedent's death. There would be no distinction between situations where
an individual dies before or after their required beginning date. There would also be no
distinction between types of beneficiaries as there is under current law. Second, the
calculation of life expectancy should either be required to be recalculated annually or not
allowed to be recalculated. The current election under which taxpayers can choose one
method or the other is one that could be eliminated in an effort to simplify both the law and
the retirement planning process. Third, design-based safe-harbors should be considered.
For example, taxpayers commencing distributions at age 70 1/2 (or age 70) could be
allowed to elect to receive a minimum annual distribution of 10% of their account balance
on the Decemba 31 preceding the year they turn 70 1/2 (or ae 70). Once determined, this
amount would remain fixed and would be required to be received annually until the account
was depleted. A design-based safe-harbor of this type would result in an annual
amortization of the ac-ount over approximately 16 years at 6.2% and would provide a
sip alternative V. the citrent regulations.

D. Tr.stee-to-Tme Tm-l;fer

We smongly oppose requiring certain distributions to be made in the form of mandatory
s-o-M s transfers In our view, this provision would add unneeded complexity

both to the tax law itself and the process of administering a rethement plan, For example,
under several of the bills beftwe the Subcommittee, the portion of a distribution which
represents an employee's after-tax contribution would not be required to be transferred
while employer contributions and earnings would. This would require plans with
employee contributions to make two disibution inmead of one. One to the pa ipant as
a return of contributions and one to the transferee plan. It will also require two
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distributions in most other cases, one to the transferee plan and a subsequent one to the
participant. This will not simplify plan administration.

The purpose of this provision appears to be to encourage participants to leave their money
in a qualified retirement plan until retirement. This is the same purpose of 072(t) of the
Code which imposes an additional 10% income tax if amounts are withdrawn from a
retirement plan prior to age 59 1/2. We believe tha the incremental encouragement to save
for rirement thua a required trustee--trustee transfer provision would yield is outweighed
by its lnrmemtal contribution to complexity. It is exactly this type of duplicative provision
that most of the bills before the Subcommittee are designed to eliminate. In short, we
believe that either a truseeto-trustee transfer provision should be pan of the Code or
§72(t), but not both. Our view is that #72(t) is a simpler and more effective way to achieve
this policy - than is a mandatory utee-to-mustee transfer provision, and would suggest
increasing the rae of tax under #72(t) before enacting a mandatory trustee-to-trustee
transfer provision.

With respect to mandating that all qualified plans provide participants with the ability to
make elective trustee-to-trustee transfers, we similarly believe that this will not only
complicate the law, but that it will increase confusion among participants. If enacted, it
would become necessary to explain to all eligible participants not only what a trustee-to-
trustee transfer is, but how it differs from a rollover. We doubt that many participants will
easily group the subtlety implicit in these two concepts and this will create confusion and
increase the cost of plan adminisation. In addition, trustee-to-trustee transfers would
require the recipient plan to provide the protections afforded by section 41 l(d)(6). This
could lead to even gream complexity in plan administration. For these reasons, we oppose
the enactment of legislation that would require plans to provide participants with the
opporlnty to make tnte-so-trstee transfers on an elective basis.

Finally, we believe that if the rollover rules are liberalized as suggested in the bills before
the Subcommittee, serious consideration should be given to resmcting trustee-to-trustee
transfers to plans maintained by the same employer. The rules governing trustee =-trustee
transfers have become a separate subset of the law. These rules ar ,ot in the Inernal
Revenue Code or the regulations but are found primarily in revenue rulings and private
lewte rulings a ar louly duplicative of the rollover rules. We believe the time has come
to re-ex i the role of trusiee-woustee tansfers in the tax law.

E. Simplified Basis Recovery Rules

We support the provisions of K.R. 2730 designed to provide a simplified basis recovery
method for purposes of annuity disvibutions.

F. In-Service Distributions for Rural Cooperative Plans

We support this pmision since it would conform the rules of 1401 (k) plans maintained by
rum op ives to those applicable so other 1401(k) plans.

401(k) Plans

A. Actual Deferrd Pmemg Test

One of the most misundasood and misapplied pesion provisio of current law involves
the actual defal percentage est for 401(k) plans. This tet was enacted at a time when
highly cazymsateI mpl could elect so defer up so $30,000 annually under a 1401(k)
plan. It is aimed ast preventing a 401(k) plan from discriminating against nonhighly
compensated employees, and operates to supplant 1401(a)(4). The potential fordisrminado in a 401(k) plan has been dramatically reduced by the lowering of the
elective deferral limitation in TRA 86 to $7,000 (indexed for cost of living). Performing
the actual deferral percentage test is time consuming and expensive for a plan of any
significant size. In addition, many plan sponsor have nx accuraely tuted their plans for
compiace with the ADP tes on a timely basis. In our expeience, the failure to timely and
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accurately perform the ADP test is no caused by taxpayers' lack of desire to comply, it is a
function of data gathering and processing.

We believe that the 401(k) rules should be amended: (1) to require that all employees with
a requisite age and years) of service and not otherwise excluded under #410(b) be
permitted to make deferrals under a 401(k) plan, (2) the actual deferral percentage test be
repealed, and (3) employers be required to give notice annually to all eligible employees of
their right oo participate in the plan.

If the above is not feasible, we would reluctantly support the enactment of design based
safe-harbors along the lines of H.R. 2641. We believe the three alternatives set forth in
that bill would provide substantial flexibility to employers who want to avoid annual ADP
testing.

In addition, we believe that if design based safe-harbors are adopted, the ADP test should
also be improved by adopting one of the central concepts in H.R. 2641 and H.R. 2730-
use of the prior year's average deferral percentage of nonhighly compensated employees in
setting the limit on current year defarals for highly paid employees.

We wish to strongly emphasize, however, that we believe the incremental contribution to
equity brought about by the ADP test is strongly outweighed by its contribution to
complexity. Tis test require extensive data to be pthend and processed. The use of the
prior year's dam in computing current year contributions would not eliminate the need to
collc and proce this dat. It would not eliminate computatonal errors or data gathering
difficulties experienced by employers with multiple payroll departments. We believe that
employers can be required to encourage participation in a 401(k) plan by requiring them
azmually or semna-mimly so notify employee of dir right o participate. The notice could
be requs"ed to contain cetain information designed to demonstrate the benefits of
p cIpation o nn y paid employees.

B. Tax Exempt Employer and State and Local Governments

We support extending 401(k) plans to both tax exempt employers and state and local
governments in 1992.

Simplified Employee Pension Plans for Small Employers

We stmogly support efforts to provide simplified retirement plans for small employers. Small
employers have been affected dispropo onately by the current complexity of the law and
simplified arrangements are essential to the adoption and retention of retirement arrangements by
smau empioyen.

We believe that requiring one year of service in order tb be eligible to participate in a SEP will
simply the design of these plans.

We support u sing the number of employees which may be eligible for a salary reduction SEP
from 25 to 100.

We support eliminatinS the 50% pFau1cipation requirement for salary reduction SEPs.

We believe that addition of the alternative test in ILR. 2641 will simplify the administration of
certain SEPs.

We are concerned that requiring em=loyes to contribute at leas 2% (POWER Proposal) or 3%
(MR. 2730) of compe tio in order to maintain a salary reduction SEP which is exempt from
the ADP test will consign the adoption of these plans to very few employers. From a business
perspective, many small employers do not adopt 1401(k) plans because of the cost of
administering the plan. These administration costs, which many small.employers find
unacceptable, do not usually even come close to approaching 2% of c. We do not
believe that employers who =r unwilling to adopt a *401(k) plan because the administration costs
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are unacceptably high it less than 2% of compensation will be interested in adopting a salary
reduction SEP which requires them to contribute 2% or more of compensation for all eligible
participants in order to be exempt from the ADP test. We believe enactment of such a proposal
would only add further complexity to the law with respect to a retirement alternative which will
have very limited acceptabiliWty in the marketplace. We question whether its enactment would
simplify the law for small employers or increase access to retirement plans by a significant number
of employees.

Definitons

A. Leased Employees

We support replacing the "historically performed" test with a "direction or control" test.
The cument "historically performed" te leads to confusion and inconsistent application of
the law by both taxpayers and the ERS. We ar concerned, however, about introducing
into the law a new concept which is apparently unrelated to a similar test used in the
definition of whether someone is a common law employee. To the extent existing
precedents can be used under this new test, we believe they would substantially simplify
the law.

We also are concerned about an overly broad grant of regulaory authority to the IRS under
the leased employee provisions. To the extent abuses arise, they should be dealt with
under #414(o).

B . Highly ComFpnsi Employees

In an effort to simplify plan administration, we believe that employers should know, to the
mratest extent possible, who is "highly compensated" before a plan year begins. We

belive that a "highly cnsa " employee su be an employee:

(1) who earned more than $50,000 (indexed) during the preceding year, or

(2) who was a 5% owner dtingi| the current or preceding year.

Family Aggregaton Rules

We strongly support ILR. 2641. We believe that neither current law nor the other proposals
before the SubomIde pass the test of having dheir iremental combustion to equity outweigted
by thei iorenm tal conation io compLexity in this area.

Section 457 Plans

We support KR. 2641. This would elimina an area of controversy between taxpayers and the
IRS and would simple administration o the law.

Death Ben Exclusion

We support repeaUng the $5,000 death benefit exclusion in the interest of simplification.
Employers could stil make payments o this naun upon death, but they would not be excluded- ncobxme mxati.

MMnP~ri*kdon

We support HL 2641 which would limit the aplicatio of 401(aX26) to define benefit plans
and reduce the 50 emplyee requirmmt o 25 employees. We also support codification of the
siM d teing method onmed In that kgktm
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VEBAs

We support H.R. 2641 and H.R. 2742. This proposal would provide clear guidelines as to
whether certain arrangements qualify as VEBAs and would eliminate an area of controversy
between taxpoyers and the IRS.

Phns for Self Employed Individuals

We support elimination of the special aggreption rules for plans maintained by self-employed
individuals. This would simplify the law and eliminate a trap for the unwary.

We also believe that the las two sentences of *4975(d) prohibiting loans from qualified plans to
owner-employees shoul be elminated.

Cost of Living Adjustment

We support the proposals to publish the various adjused limits for qualify retirement plans prior
to the beginning of the year. This would provide additional certainty in plan administraon. We
also support the rounding of these limits as st forth in HKR. 2730.

Half-year Requirements

We support IR. 2730 and IL 2742 in eiminan the various half-year requirements currently
in use in the tax law.

Contributions

We support the proposal in LR. 2641 and H.R. 2742 that permits certain contributions to be
made on behalf of disabled paricipsew without violadng seto 415.

We support the cocpt of estAlshing the normal retirement age as the social security retirement
age.
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PREPARED STATEMENT OF FREDERIC G. CORNEEL

Senator Boren and Subcommittee Members: I appreciate the opportunity to
submit two proposals that would simplify the operation and ownership of S corpora-
tions. The first proposal would simplify estate planning for families owning S corpo-
ration shares by permitting, within very strict limits, ownership of such shares by
discretionary trusts: The second proposal relates to the taxation of dividends paid by
80% owned subsidiaries of S corporations.

I am an attorney with a special interest in the taxation of family businesses and
their owners. I am former Chairman of the Tax Section of the Massachusetts Bar
Association and of the Small Business Committee and of the Committee on Stand-
ards of Tax Practice of the Tax Section of the American Bar Association. I recently
completed a two-year term as a member of the Commissioner's (Internal Revenue
Service) Advisory Group. However, I am not making these proposals on behalf of
any of these organizations. I am the senior partner in the tax department of Sulli-
van & Worcester in Boston, Massachusetts. Our firm has clients who are owners of
family corporations and other clients that function as trustees of trusts holding
family corporation stock and who may compensate my firm for our efforts in con-
nection with the proposals here submitted. However, quite aside from any benefit to
particular clients, I believe that both of these proposals would simplify the owner-
ship and operation of many S corporations and thus produce a substantial practical
benefit, a benefit which I believe is unlikely to involve revenue loss.

From the time the Internal Revenue Code first authorized S corporations, it has
restricted their ownership to U.S. individuals. Only gradually have these limitations
been enlarged to permit limited trust ownership. The reluctance to permit trust
ownership has been grounded in the concern that such ownership might be used to
circumvent basic subchapter S principles. Therefore, generally speaking, under
present law a trust can own S corporation stock only if all of the income allocable to
the trust is currently taxed to a designated U.S. individual.

This limitation has made it impossible, for commonly used discretionary family
trusts to hold shares in S corporations. Such family trusts have become a frequently
used device for that portion of the estate that does not pass to the surviving spouse.
Rather than giving specific shares in the family trust to the surviving spouse, chil-
dren and grandchildren, the modern family trust provides that it is established for
the benefit of the entire family and the trustee is given discretion to distribute
("spray" or "sprinkle") income or principal to one or more members of the family,
depending upon their needs and resources, or if there is no current need, to accumu-
late the income. Such arrangements provide needed flexibility to adjust distribu-
tions to situations that cannot be foreseen when the trust is established.

As indicated, current S rules preclude a spray trust from holding S stock and thus
largely prevent the stock in the family business that is conducted as an S corpora-
tion from being part of the assets that may be flexibly employed for the benefit of
the entire family. Also, qualified subchapter S trusts ("QSSTs') must currently dis-
tribute all of their income. In order to accommodate their estate planning goals to
these requirements, some owners of S stock have established multiple trusts, one or
more for each of a number of beneficiaries, and given the beneficiaries withdrawal
rights which result in the trusts technically becoming grantor trusts not subject to
the QSST requirements. In Private Letter Ruling 8342088, an unspecified number of
shareholders of an S corporation set up twenty-six such trusts, which might be con-
solidated into thirteen on the happening of certain events. In Private Letter Ruling
9009010, one individual set up twenty-four such trusts (under seventeen separate
trust instruments, one of which had eight separate shares). Surely a statute which
results in such a multiplicity of trusts is in need of simplification.

A number of groups have recommended legislation to remove the subchapter S
prohibition against trust ownership. While these proposals may well have merit,
they go beyond the scope of simplification legislation, since they would implicate the
basic structure of subchapter S. It is doubtless for these reasons that the authors of
the S Simplification Bill did not include the trust proposals in their Bill.

In the context of the subchapter S Simplification Bill it may not be appropriate to
consider changes in the basic principles of subchapter S. But what can and should
be done is to simplify estate planning for the owners of subchapter S corporations
by an amendment to the Code that permits discretionary family trust ownership
and at the same time preserves the basic principles of subchapter S. The attached
draft of legislation accomplishes this objective. Spray trust ownership would be per-
mitted but only under these conditions:
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1. The only permitted current beneficiaries, i.e. those who might in the discretion
of the trustees receive distributions, would have to be individuals who are U.S. citi-
zens or residents.

2. For purposes of the 35 shareholder limit, each permitted current beneficiary
would count as a separate shareholder. Thus a family trust for the benefit of the
widow, two children and three grandchildren would count as six shareholders.

3. To accomplish the purpose of the "only one class of stock" rule, namely to
assure that all of the S corporation's income is currently taxed to an ascertained
shareholder at a fixed rate, all of the S income received by the family trust would
be taxed to the trust at the highest individual tax rate. The trust will have to pay
this tax whether it accumulates or distributes the income and regardless of the tax
bracket of the individual beneficiaries.

These rules are likely to result in higher income taxes paid on the S income if the
stock is held by a discretionary family trust rather than outright by children or
grandchildren who are not in the top tax bracket. Therefore, some families owning
S stock may choose not to use spray trusts to hold S stock. But others will gladly
accept the limitations and income tax consequences of the proposal in order to have
the greater estate planning flexibility of a spray trust.

Based upon my own practice experience and that of others with whom I have dis-
cussed this proposal, I doubt that it will have a meaningful impact on revenue. The
choice between a C corporation and an S corporation has not been determined pri-
marily by clients' desire for discretionary trust ownership. The important factors
barring Selection related to the nature of the business (such as banking and insur-
ance), the number of shareholders (more than 35), the nature of the shareholders
(such as venture capital partnerships), the desire for more than one class of stock
and the presence of wholly owned subsidiaries.

Where broad family participation in an S corporation is desired for estate plan-
ning purposes, stock is now issued to children, grandchildren or the limited types of
trusts permitted by present law. A discretionary family trust is used for the family's
other assets, but the benefits of a discretionary trust are foregone for the S stock-
although, as indicated by the cited Private Rulings, complex substitutes for a simple
discretionary trust may be attempted.

I believe it follows that if the proposal were enacted, the result would not be to
increase significantly the number of S corporations. But those S owners who desired
to provide for continuity of family ownership through use of a discretionary family
trust would be able to place their S shares with such a trust, rather than using the
other less flexible and frequently more complex arrangements referred to.

In summary, unlike other trust proposals, this proposal does not change any of
the basic principles of subchapter S. Rather it permits the owners of subchapter S
corporation stock to dispose of the family business in the same way as the balance
of their assets without the need of separate and complex arrangements. Altogether,
I believe that the proposal would make a significant contribution to facilitating the
passage of ownership of a family business from one generation to the next and to
simplifying the legal arrangements necessary for such passage, all without opening
loopholes in subchapter S.

DIVIDENDS FROM SUBSIDIARIES

Under current law, S corporations may not own more than 80% of the shares of
another corporation. Since either the nature of their business or their ownership
prevents some corporations from being S corporations, a practice has developed
among S corporations having C subsidiaries to have 21% of a subsidiary's stock held
by parent company shareholders or employees. To eliminate the need or these com-
plex arrangements, the pending S Simplification Bill (S. 1394/H.R. 2777) would
permit S corporations to own up to 100% of the stock of a C corporation.

I believe that this provision in the Simplification Bill will be helpful to a number
of S corporations. However, if it should pass, then it should be accompanied by a
provision that would remove the dividends paid by these subsidiaries from the pen-
alty regime currently applicable under sections 1362 (d) (3) and 1375 to the "excess
net passive income" of Scorporations that were formerly C corporations.

Under current law, if an S corporation that was formerly a C corporation has
excess net passive income from dividends then that income is subject to what
amounts to a triple tax-first to the C corporation that earned it, then to the S cor-
poration which receives the dividend and simultaneously to the S corporation's indi-
vidual shareholders. Further, if such excess net passive income occurs for 3 succes-
sive years, the corporation loses its qualification as an S corporation.
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These limitations on excess net passive income are part of subchapter S in order

to prevent tax avoidance by owners of a C corporation that has sold its business. If
such a C corporation liquidated, the shareholders would have to pay a shareholder
level tax on their gain. If the corporation continued as a personal holding company,
it would be subject to the special rules and taxes applicable to such corporations.
The penalty tax on excess net passive income is imposed to prevent shareholders of
the C corporation from avoiding both the shareholder level tax on liquidation and
the personal holding company tax on continued operation by electing subchapter S
treatment for the on-going investment company.

Dividends from on-going operating C subsidiaries obviously do not involve the
kind of tax avoidance that the excess net passive income rules are intended to elimi-
nate. Indeed, for the law on the one hand to permit subsidiaries and on the other
hand to penalize their dividends would merely create a trap for the unwary. There
is attached hereto the draft of legislation that would appropriately supplement the
subsidiary proposal in the S Simplification Bill but do so without opening the door
to circumvention of the basic purpose of the excess net passive income rules.

Many thanks for your thoughtful consideration.
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Proposed Code Amendments
for Trust as S Shareholder

1. Section 1361(c)(2)(A) is amended by adding thereto the follow-

ing new clause (v)t

"(v) A small business trust."

2. Section 1361(c)(2)(B) is amended by adding thereto the follow-
ing new clause (v):

"(v) In the case of a trust described in clause (v) of
subparagraph (A), each potential current beneficiary (as defined
in section 1366(f)(3) (B)) shall be treated as a shareholder;
except that if for any year there is no such potential current
beneficiary, the trust shall be treated as the shareholder."

3. Section 1366 is amended by redesignating subsections (f) and
(g) as subsections (g) and (h) respectively, and by adding to such
section 1366 the following new subsection (f)s

"(f) Taxation of S items of small business trust.
(1) In general. A tax shall be imposed on the S items of a

small business trust, at the highest rate provided by section l(c)
as limited by section 1(h) or, if applicable, by section 55, as if
such trust were an individual whose only income, gains, losses,
deductions and credits were the S items of the trust, computed
with the modifications provided in paragraph (2).

(2) IjcatJonI. The modifications referred to in
paragraph (1) are the following:

(A) The personal exemption or allowance in lieu thereof
provided by sections 151 and 642(b) shall not be allowed.

(B) The standard deduction provided by section 63(c)
shall not be allowed.

(C) The exemption amounts provided by section 55(d)
shall not be allowed.

(3) Deinitiog. For purposes of this subsection--
(A) small business trust. The term "small business

trust" means any trust which
(i) is not a foreign trust;
(ii) does not have as a potential current

beneficiary any person who is not an individual or who is a
nonresident alien; and

(iii) elects to be subject to this subsection in
the manner provided in paragraph (5).

(B) Potential Current beneficiarY. The term "potential
current beneficiary" means each person who must, or might at the
discretion of a fiduciary of a trust, receive a distribution from
either principal or income of such trust for the current taxable
year of such trust.

(C) ajit. The term "S Item" means
(i) any item of income, gain, loss, deduction or

credit which must be taken into account by a shareholder of an S
corporation solely by reason-of subsection (a)i

(ii) any gain or loss from the sale or other
disposition of shares of an S corporation; and

(Iii) to the extent provided in regulations, state
and local taxes and trust administrative expenses properly
allocable to items described in clauses (i) and (ii).

(4) Distribution of shares of S corgoration. If shares of an
S corporation are distributed to a beneficiary, any unused S items
attributable to such shares shall be taken into account in comput-
ing the taxable income and tax liability of such beneficiary.
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(5) Election.

(A) Ingeneral. The fiduciary of a trust may elect to
have this subsection apply, provided that no election under sec-
tion 1361(d)(2) is in effect for such trust.

(B) Time. manner and form of election. An election
under this paragraph shall be made in such manner and form and at
such time as the Secretary may prescribe.

(C) Election irrevocable. An election under this
paragraph, once made, may be revoked only with the consent of the
Secretary, and shall be in force for each taxable year of the
trust in which the requirements of clauses (i) and (ii) of
subparagraph (3) (A) are met.

(6) Tax to be in addition to other taxes. The tax imposed by
this subsection for any taxable year of a trust shall be in addi-
tion to any other tax imposed by this chapter for such taxable
year."

4. Section 641 is amended by adding thereto the following new
subsection (d):

"(dy Exclusion of S items of small business trust.
(1) General rule. For purposes of this part, the taxable

income and tax liability of a trust shall be calculated without
taking into account the S items of a small business trust.

(2) Trust no longer oinIng shares of S coryoration.
Paragraph (1) shall not apply to any S items remaining after a
trust ceases to hold shares of any S corporation and after ap-
plication of section 1366(f)(4).

(3) Cross reference. For the taxation of S items of a small
business trust, see section 1366(f)."

Section 1362(d)(3) is amended by adding at the end thereof the
following new paragraph:

(F) SPECIAL RULE FOR DIVIDENDS FROM AFFILIATES. --

(i) IN GENERAL - Neither passive investment income nor gross
receipts shall include dividends received by a
corporation from any member of the same affiliated group
as the corporation receiving such dividend (determined
under section 1504 without regard to the exceptions
contained in subsection (b) thereof) which is not an
excluded member under clause (ii).

(ii) EXCLUDED MEMBERS - A corporation shall be treated as an
excluded member if, during any one of its 3 taxable
years ending with the year of such payment (or such
shorter period as such corporation may have been in
existence), such corporation had gross receipts more
than 25 percent of which were passive investment income.
The term "excluded member" does not include a bank (as
defined in section 581), a financial institution to
which section 591 applies, or an insurance company
subject to taxation under section 801.
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PREPARED STATEMENT OF WILLIAM G. DAKIN

This statement is submitted on behalf of the National Foreign Trade council
("NFTC") by William G. Dakin, Senior Tax counsel, Mobil corporation. The NFTC
consists of some 500 corporations actively engaged in international trade.

Simplifying the foreign provisions of the Internal Revenue code is a priority for
the NFTC and its member companies. I will first discuss why we think that most of
the proposals made in Title III of S. 1394, while technically well drafted, would not
accomplish much simplification for most U.S. multinational corporations. One pro-
posal would be helpful, while another would be harmful. I will then discuss why we
think that the proposals made in S. 936, the Foreign Tax Simplification Act of 1991,
introduced by Senator Baucus on April 25, would reduce compliance costs without
much revenue impact.

S. 1394, TITLE III

Subtitle A-Simplification of Treatment of Passive Foreign Corporations
The so-called "anti-deferral" provisions of the Code define whether income earned

by foreign companies owned by U.S. individuals or by U.S. corporations will not be
taxed until it is paid out as a dividend, or whether it will be taxed as it is earned by
the foreign corporation, even though it is not actually paid out to the U.S. share-
holder. The Explanation of S. 1394 correctly notes that the several antideferral re-
gimes of present law were enacted at different times to achieve different policy ob-
jectives. Subtitle A of the Bill attempts to harmonize these regimes essentially by
extending rules designed to tax individual investors on their stocks and bonds to
foreign operating subsidiaries of U.S. business corporations. There is no explanation
as to why the same rules are considered appropriate for such different classes of
taxpayers, or whether the proposed changes would make U.S. business corporations
more competitive or less competitive.

The drafters of Subtitle A deserve credit for doing a good technical job of the task
they set for themselves. We believe that their proposals could be helpful to individ-
ual investors and to closely held businesses. The NFTC believes that subtitle A of
the Bill would not produce meaningful simplification for many U.S. multinational
corporations, however, because many of the rules that would be repealed or consoli-
dated do not apply to publicly held companies. For example, the accumulated earn-
ings tax has rarely, if ever, been applied to U.S. multinationals, and the foreign per-
sonal holding company rules apply only to corporations owned by five or fewer indi-
viduals. Repealing these provisions, while helpful to some taxpayers, would do little
or nothing for U.S. multinational corporations.

On the other hand, the proposal to reduce the present PFIC gross income test
from 75% to 60% would subject U.S. multinationals to current taxation of the
income earned by their foreign subsidiaries in cases where deferral is now permit-
ted. Limiting the high-tax exception would eliminate still more deferral. Eliminat-
ing deferral would not only create more complexity, but also have competitive impli-
cations. No foreign country has antideferral rules as strict as those of the United
States. The anticompetitive impact of the Bill's proposals to erode deferral is not
discussed in the Explanation.

We would all like to solve the PFIC problem. A simpler way to do it without
adding new complexities and without adversely affecting competitiveness would be
to exempt controlled foreign corporations from the PFIC rules because they are al-
ready covered by the subpart F rules. While not solving the problem for noncon-
trolled foreign corporations, this would nevertheless be a constructive step. We rec-
ommend relying on subpart F to tax the foreign subsidiaries of U.S. multinationals
and combining the foreign personal holding company rules and the PFIC rules, etc.,
to tax the nonbusiness income of individuals.

Subtitle B-Treatment of Controlled Foreign Corporations
The NFTC supports the proposal to treat gain on sales of stock in lower-tier con-

trolled foreign corporations as dividends, to the extent of the foreign corporation's
retained earnings. The Explanation (p. 61) correctly observes that this would simpli-
fy the law by facilitating restructuring of foreign business operations. The law
would be further simplified if deemed dividends were treated the same as actual
dividends for all purposes of the Code, e. g., by permitting the "same country excep-
tion" from subpart F to the extent of any section 1248 gain. This would eliminate
the need to do calculations one way for some purposes and another way for other
purposes.

The NFTC opposes the proposal to deny taxpayers credit for the taxes they pay
when previously taxed income is distributed to shareholders. Section 960(a) (3) of the
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Code is elective. Taxpayers with substantial excess foreign tax credits do not need to
claim additional credits under section 960(a) (3) when previously taxed income is dis-
tributed. Accordingly, there is no workload for them and nothing for the IRS to
audit. Taxpayers who do not have excess credits are willing to do the work and are
not complaining about it. Such taxpayers are entitled to use their additional credits
at the time the income is taxed. Relegating such credits to a pool where they may
be used later if at all would be unsatisfactory.

Subtitle C--Other Provisions
While the proposal to use an average rate for translating foreign taxes into U.S.

dollars would be an improvement over post-1986 law, the NFTC would strongly
prefer a return to the Bon Ami rule in lieu of the approach suggested in the Bill.
The Bon Ami rule provided that foreign taxes were to be translated at the same
rate and at the same time as the foreign income was translated, thereby preserving
the correct foreign effective tax rate. The Bon Ami rule worked well for many
years, is easy to apply and would reduce workload without any revenue impact. A
"year of accrual" rule would be superior to the proposed "year of payment" rule if a
return to Bon Ami is rejected.

S. 936-FOREIGN TAX SIMPLIFICATION ACT OF 1991

In response to Chairman Rostenkowski's announcement of February 7, 1990, the
NFTC submitted numerous recommendations which may be found in Written Pro-
posals on Tax Simplification, WMCP:101-27 (May 25, 1990), at pages 851-860.
NFTC's further comments, submitted on April 16, 1991, are attached and incorpo-
rated by reference. Many business organization submitted similar ideas.

Five of these ideas are incorporated in S. 936, introduced by Senator Baucus on
April 25. NFTC commends S. 936 to this Committee because it would provide genu-
ine simplification and workload reduction for U.S. companies engaged-in interna-
tional trade. S. 936 addresses compliance problems which U.S. companies actually
face as they engage in international trade. The proposed solutions are practical and
enjoy broad-based business support. We urge that they be incorporated in any sim-
plification bill which this committee may report out.

CONCLUSION

With respect to S. 1394, the NFTC recommends that the expansion of section 1248
be pursued and that section 960(a) (3) not be repealed. The NFTC urgcs that this
Committee include the simplification ideas proposed by the business community, as
exemplified by S. 936. The NFTC and its member companies offer their experience
and expertise to this committee to accomplish meaningful simplification in the for-
eign area.,

Although simplification would be a significant step forward, it should be recog-
nized that there is still a great deal to be done to the U.S. tax laws to ensure the
competitiveness of U.S. multinationals in their overseas operations.

PREPARED STATEMENT OF MArFHEW FINK

I am Matthew Fink, Senior Vice President and General Counsel of the Invest-
ment Company Institute. The Institute is the national association of the American
investment company industry. Its membership includes 3,288 open-end investment
companies ("mutual funds"), 214 closed-end investment companies and 12 sponsors
of unit investment trusts. Its mutual fund members have assets of approximately
$1.185 trillion, accounting for approximately 95 percent of industry assets, and have
over 36 million shareholders.

The Institute appreciates this opportunity to testify in strong support of S. 530,
which would simplify and modernize the taxation of mutual funds by repealing the
so-called "30 percent test" of section 851(b) (3) of the Internal Revenue Code
("Code").

I. S. 530-REPEAL OF THE 30 PERCENT TEST

A. Background ~
To qualify for taxation as a regulated investment company ("RIC") under Sub-

chapter M of the Code, a mutual fund must satisfy several tests, including the 30
rcent test of section 851(b) (3). Under this provision, a fund generally must receive

e than 30 percent of its gross income from the sale or disposition of securities
held for less than 3 months.
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The 30 percent test was included in the Code by the Revenue Act of 1936, which
enacted the predecessor to Subchapter M. We have found no legislative history to
explain the reasons for inclusion of the 30 percent test in that Act. It is most likely
that the restriction imposed by the 30 percent test was consistent with a prudent
investment philosophy as viewed in 1936, 55 years ago. However, the securities mar-
kets of the 1990's are vastly different from the markets of the 1930's, and what may
have been prudent in 1936 may not be so today.

B. The Repeal of the S0 Percent Test Would Advance Tax Simplification
Repeal of the 30 percent test would advance the goal of tax simplification in sev-

eral ways. First, mutual funds would not be forced to engage in tax-motivated trans-
actions to ensure compliance with section 851(b) (3). Second, repeal would provide
the moderate- income mutual fund investor with tax treatment comparable to that
provided to the more wealthy, direct investor and to the investor in competing
pooled investment vehicles, none of whom are subject to the 30 percent test. Finally,
legal complexities and administrative burdens would be reduced if the 30 percent
test were repealed. Each of these matters is discussed below.

1. Reduction in Tax-Motivated Transactions
Repeal of the 30 percent test would relieve mutual funds of the need to engage in

tax-motivated transactions to ensure compliance with section 851(b) (3). Indeed, the
30 percent test can force a portfolio manager to act in a manner inconsistent with
the best interests of fund shareholders. For example, in periods of market volatility,
a surge in stock prices might make certain securities sales advisable, but if the secu-
rities have not been held for 3 months, section 851(b) (3) might preclude their sale.
Similarly, a fund manager might be obliged to turn down an attractive tender offer
for a security owned by the fund if it could result in a failure of the 30 percent test.
Compliance with the 30 percent test can force a fund manager to sell securities that
he might otherwise hold, so that sufficient gains on securities held for 3 months or
more will be realized. The associated costs of these tax-motivated transactions are
borne by fund shareholders.

The impediment to effective portfolio management created by the 30 percent test
is widely recognized. In fact, one of Wall Street's most successful money managers
cited the 30 percent test as the reason for abandoning plans to launch a RIC. Prefer-
ring to manage money in a non-RIC form, the manager said that the 30 percent test
"makes it impossible for the public to get the best management for its money."'

Not surprisingly, the 55-year old test increasingly operates in a capricious and un-
expected fashion. For example, the price volatility increasingly reflected in today's
securities markets can cause a fund manager, who is acting in the best interest of
shareholders, to violate the 30 percent test. One such incident involved a well-
known fund portfolio manager who accurately predicted the market decline of 1987.
Unfortunately, this manager's astute portfolio management produced sufficient less-
than-three-month gains to cause the fund to fail to qualify under Subchapter M. 2

Even one large gain, caused by an unexpected tender offer or a dramatic price
increase of stock held for less than 3 months, could cause an unforeseen violation of
the 30 percent test. Moreover, since the test applies to a fund's gross gains, losses
cannot be used to offset those gains that create the 30 percent test problem.

2. Comparable Tax Treatment for Moderate-Income Investors
The moderate-income investor, who obtains the benefits of professional invest-

ment management and portfolio diversification by investing in a mutual fund, is dis-
advantaged by section 851(bX3). The 30 percent test forces fund portfolio managers
to make investment decisions for tax-related rather than investment-related rea-
sons. By contrast, the wealthy investor who invests directly, often with the assist-
ance of a professional money manager, is not subject to the trading restrictions im-
posed by the 30 percent test.

Repeal of the 30 percent test would also provide more comparable tax treatment
for investors in mutual funds and investors in other pooled investment vehicles. For
example, neither bank common tryst funds, bank collective investment funds nor
insurance company pooled investment accounts, all of which compete with mutual
funds, are subject to the restriction imposed on mutual funds by the 30 percent test.

Wall Street Journal, March 16, 1989, sec. 3, p. 1, col. 3.
2 Wall Street Journal, February 24, 1988, p. 27, col. 1.
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8. Reduction in Legal Complexities and Administrative Burdens
Repeal of the 30 percent test would ease the administrative burdens imposed on

mutual funds by eliminating the recordkeeping requirements associated with sec-
tion 851(b) (3). Presently, funds must closely monitor their gross income, realized
and unrealized gains and holding periods for securities for purposes of complying
with section 851(b) (3). In addition, the increased use in recent years of new finan-
cial instruments has given rise to a number of complex questions regarding the cir-
cumstances under which the holding period of a security may be suspended or ter-
minated for purposes of the 30 percent test. The administrative burdens of ensuring
Subchapter M qualification would be substantially eased for funds investing in these
instruments if the 30 percent test were repealed.

1I. CONCLUSION

On behalf of the Investment Company Institute and its members, I would like to
thank the members of this Subcommittee for the opportunity to present this testi-
mony. I would be glad to respond to any questions you may have.
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PREPARED STAT.-MENT OF JoHN J. FLAVIO, JR.

Good morning, Mr. Chairman and Members of the Subcommittee. My name is John
Flavio, and I am Executive Vice President and Chief Financial Officer of TENERA, LP.,
a publicly traded partnership providing engineering, environmental, management, and
software services to electric utilities and industrial clients. I am testifying today as Chairman
of the Board of the Coalition of Publicly Traded Partnerships, a trade association
representing publicly traded partnerships, their general partners, and the law, accounting,
and banking firms who work with them.

The Coalition strongly supports the efforts of this Committee to simplify reporting
for large partnerships, eliminating what has been one of their greatest problems in raising
capital-fear and loathing of the K-i form on the part of investors. This has been a
particular problem for publicly traded partnerships, because our investors tend to be those
making small investment, who are less sophisticated than those investing in nontraded
partnerships and are thus more deterred oy complexity. In addition, we look forward to
improved relations with the IRS now that they will be better able to ensure compliance at
the partner level and to collect any additional taxes owed following a partnership audit.

The Coalition endorses S. 1394 overall, but we have found some areas that we believe
need improvement or clarification. In addition, the Coalition believes that the legislation
should address two areas of the tax code, sections 469(k) and 512(c), that add unnecessary
complexity by establishing different and inconsistent rules for different types of large
partnerships with respect to the application of the passive activity rules and the unrelated
business income tax. These provisions discriminate against small investors and add to the
burden of all investors, large and small. Changes must be made in these provisions in order
to resolve the inconsistency and achieve true simplification as well as equity for all
partnership investors.

Provisions Which Discriminate Against PTPs

One aspect of S. 1394 which the Coalition found disappointing was is continuation
of two provisions in the tax code which discriminate against PTPs and their investors by
applying rules which are different from and less favorable than those applied to nontraded
partnerships. These provisions are the separate passive activity rule of section 469(k), which
states that passive income from a PTP can only be offset against passive loss from the same
PTP, and vice versa; and the special UBIT rule in section 512)(c)(2), which states that tax-
exempt partners' share of PTP income will be treated as unrelated business income without
the various exceptions provided in section 512(b) for income such as interest, dividends, and
rents.

By treating different classes of large partnerships differently with little policy
justification, these provisions retain unnecessary complexity in the law. They discriminate
not only against publicly traded partnerships as opposed to nontraded partnerships, but also
against small investors-the very taxpayers this bill is trying to help-as opposed to wealthier
investors. Publicly traded partnerships attract small investors to a greater extent than other
partnerships because the cost of PTP units is lower than that of interests in other
partnerships and the liquidity of the units provides a ready means of retrieving their capital
if necessary. As explained in further detail below, there is no policy reason to justify this
complexity and discrimination.

The way that a partner's share of PTP income is treated under these two rules is not
only discriminatory but inconsistent. Section 469(k) treats the PT7 investor like a limited
partner by making him go through the passive loss regime and, if the calculations result in
net loss, suspending the loss. If the result is net income, however, it then turns around and
treats it as portfolio income, as if it were a corporate dividend. Is it any wonder that PTP
investors are confused?
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Then in section 512(c)(2) the Code does another turnabout and says to tax-exempt
investors that the income is not portfolio income after all; it is trade or business income from
a partnership and must be taxed as unrelated business income. But, there is no lookthrough
to the source of the income at the partnership level to see if it qualifies for one of the
exceptions, as is done with other partnerships. There is no consistent theory unifying these
methods of taxing PTP income. Legislation that retains this sort of irrationality is not doing all
it can to simplify the tax code.

There are two ways that Congress could resolve the problems posed by these
provisions and bring consistency to the treatment of PTP income. One would be to treat
T~s the same as other large partnerships by repealing sections 469(k) and 512(c)(2).

Alternatively, Congress could go the other way and treat a partner's allocable share of net
PT? income as dividend income for both passive activity and UBIT purposes.

Passive Activi1y Rules

Under section 469(k), partners in PTPs may only offset passive income from one PT?
against passive loss from the same PTP. Net income is treated as portfolio income, while
net loss is suspended and carried forward to future years. This places PT? investors at a
significant disadvantage to other partnership investors: an investor with PTPs in his portfolio
is far more likely to end up with suspended losses, either because his PTP is in a net loss
situation or because he cannot use his PTP income to offset passive losses from other
investments.

More to the point of this legislation, this distinction between PTPs and other
partnerships makes the tax code more complex. PTs require an entire separate section
and another worksheet in the IRS passive loss instructions accompanying form 8582; they
also are mentioned numerous times as exceptions to the general instructions--and after all
that, the partner must report his PTP items on forms other than the 8582 form that is used
for all other passive investments. As explained above, it is the small investor whom this
legislation is trying to help that is most hurt by this discrimination and complexity.

The only justification for retaining complexity such as this in the Code is to make the
Code more fair or to prevent abuse. Section 469(k), however, makes the Code less rather
than more fair to the small investor. Furthermore, it is not needed to prevent any sort of
abuse. The rationale for section 469(k) at the time it was enacted was that because PTPs
were structured to generate income, investors would rush out to invest in them in order to
use the income to soak up their tax shelter loses, defeating the purpose of the passive loss
rules. Even at the time, this was a mistaken notion, and there is even less justification for
it today, because:

1) PTPs were not the only partnerships generating net passive income in 1987;
nontraded partnerships generated it as well. Because the passive loss rules
have discouraged the structuring of partnerships to pass through net losses,
even more nontraded partnerships are structured as passive income generators
today.

2) The amount of net income allocated by a PT? to the average investor was and
still is usually not enough to soak up large amounts of loss from other
investments. Also, it should be remembered that in order to receive a given
amount of passive income, the investor would have to make a capital
investment of several times that amount.

It is in fact extremely ironic that Congress, which enacted the passive loss rules
because of its concern over tax shelters generating large amounts of net loss, placed a heavy
penalty in these rules on a class of partnerships which were established to generate net
income for their investors and not to serve as tax shelters-and penalized them precisely



237

because they generated that income. The rationale advanced for section 469(k) does not
justify the harm it causes the small investor. Investors should not be penalized for investing
in those PTPs which were sanctioned by the 1987 law.

Unrelated Business Income Tax

The bill similarly maintains different rules for PTPs and other large partnerships in
its handling of the unrelated business income tax. The legislation provides that a tax-exempt
partner's distributive share of items will be reported separately to the extent needed to
comply with section 512(c)(1), but leaves intact the separate rule for publicly traded
partnerships in section 512(c)(2).

Section 512(c)(1) provides that a tax-exempt partner's allocated share of partnership
income will be treated as unrelated business income; however, the various exceptions of
section 512(b) (interest, rents, royalties, etc.) will apply. 512(c)(2), however, requires that
al PTP income allocated to a tax-exempt partner be treated as unrelated business income,
without any exception other than the $1,000 deduction.

This rule hurts PTPs in the capital markets. Tax-exempt investors are deterred by
the prospect of having to ile a return and perhaps pay tax, and other investors are wary of
securities that cannot attract institutional investment. This indirectly affects the small
investor who typically owns PTP units by holding the value of his units below the price they
might achieve if they were not hindered in this manner. It also hurts small investors more
directly: although PTPs are an attractive, income yielding vehicle which would otherwise be
a good investment for IRAs, they cannot make such an investment without fear of subjecting
the UBIT tax reporting requirements.

Like the passive loss rule in section 469(k), this provision was added to the Code in
1987 as part of the legislation establishing the rules defining which partnerships could be
publicly traded without being taxed as corporations. They were enacted out of a fear, which
we felt at the time was exaggerated, that unless PTPs were severely restricted, the corporate
tax base would be eroded by corporations moving into partnership form.

The 1987 rules limiting the PTP form to a few industries which have traditionally
raised capital through partnerships has ended any threat of "disincorporation" that might
have existed, and there is no longer any reason (if there ever was) for distinguishing between
publicly traded partnerships and other partnerships for purposes of the UBIT rules. Again,
investors should not be penalized for investing in those PTPs which have been sanctioned
by the 1987 law.

Alternative Solutions

The first possible solution to the complexity, discrimination, and inconsistency
engendered by the current tax treatment of PTP income would be to simply repeal the two
special rules enacted in 1987, section 469(k) and section 512(c)(2). This would bring
simplicity and consistency by treating PTPs like other large partnerships for all purposes.
A strong argument can be made that once a PT? earns partnership classification by meeting
the income requirements of section 7704, it should then be treated as a partnership for all
purposes of the Code rather than have corporate-like treatment in some areas and
partnership treatment in others.

Consistency could also be achieved by separating PTPs out from other partnerships
on a consistent basis and treating the partners' distributive share of net ordinary income as
dividend income. The PT would net the income and loss items included under paragraphs
(1) and (2) of new section 772(a)--i.e., income and loss from passive activities and income
and loss from other activities, not including capital gain--and report the result to its partners.
If the result were a net loss, it would be suspended to be offset against future income as it
is now. If net income resulted, however, it would be treated by the partner as dividend
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would continue to be treated as tax deferred return of capital to the extent the partner's
basis is zero or greater).

The result would be major simplification for PTP investors. All such investors would
be freed of the necessity to wade through Form 8582 and its attendant instructions and
worksheets. Tax-exempt investors, including individuals investing through IRAs, which
constitute the bulk of tax-exempt investment in PTPs, would no longer have to be concerned
about exceeding the $1,000 income threshold and having to file a Form 990. This should
have little revenue effect. On the passive loss side there would be no real change in the
treatment of net income, and we believe that there would probably be some revenue gain
from increased compliance due to reduced investor confusion. On the UBIT side, little or
no revenue is currently being raised from tax-exempt investors in PTFPs, so no revenue loss
would occur.

Possible legislative language .'or the two alternative remedies is included as an
attachment at the end of this statement. The Coalition urges in the strongest possible terms
that the complexity, unfairness, and inconsistency engendered by sections 469(k) and
512(c)(2) be addressed in this bill.

Due Date for Furnishing Information to Partners

Section 107 of the bill requires that large partnerships file information returns with
their partners by the 15th day of the third month following the close of the partnership's
taxable year, i.e., March 15 for partnerships operating on the calendar year. No provision
is made for late filing due to circumstances beyond the control of the partnership. This is
a serious oversight and one that we urge you to correct.

The Coalition sympathizes with the drafters' desire to provide partners with
information well before they have to file their own returns. Our members make every effort
to do this--after all, our investors have the option of disposing of their units if they do not
like the way we treat them--and most of the time we succeed. In some cases, however, it
will not be possible, for reasons not within the partnership's control, to furfiish the
information by March 15.

The basic problem with which all PTPs must deal is that a large portion of their units
are held by brokers in street name, and the partnership is unable to perform the various
calculations required and send out information returns to all partners until the broker has
provided it with the necessary information on the beneficial owners of street name interests.
Under Code section 603 1(c) this information must be provided by brokers only once a year.
The due date is the last day of the first month following the close of the partnership's
taxable year, generally January 31.

The release of this information by the nominees is only the beginning of the process.
It is then collected by a clearinghouse and transferred to magnetic tape, and only then sent
to the partnership. Our experience has been that regardless of the fiscal year-end of the
partnership receiving the information, the clearinghouses have failed to provide it before
mid-February of the year following the close of the partnership's tax year. Once the
partnership receives the information, it will have to do a significant amount of processing
of its own.

Because of this lengthy process, and the fact that the information received from the
brokers is not always timely and complete, even the most conscientious partnerships find that
reporting by March 15 is not always possible, despite their best efforts. Another factor that
may hinder a partnership from reporting by March 15 is being at the top of a tiered
partnership structure: if partnership A owns an interest in partnership B, partnership A will
not have the information it needs to process K-Is for its partners until it receives its K-I
from B.
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For these reasons, the Coalition fears that if a strict March 15 date with no fleibility
is enacted into law, the result will be a number of inaccurate K-Is being sent out on March
15. Partnerships with incomplete information will feel compelled to send out returns in
order to avoid a penalty. Later the partnership, and consequently the partner, will have to
file one or more amended returns, and the IRS will have to process them. Surely it would
be more simple and efficient to allow the partnership enough time to get it right the first
time.

We would like to remind the Subcommittee as well that while the simplified reporting
system of S. 1394 will make reporting less complex for partner, it will not provide any
simplification to the partnerships. To the contrary, it will add a great deal of complexity at
the partnership level, as we will now have to perform a number of calculations that are left
to the partners under current law. We are quite willing to accept this added complexity as
the price of better investor relations-but to ask us to accept as well this additional burden
and a shorter reporting period with no provision for extension does not make sense.

Let me emphasize again that as publicly traded entities which are dependent upon
investor goodwill, we have every incentive to provide our investors with returns as quickly
as possible. The Coalition urges that the due date be changed to March 31 rather than
March 15--Coalition members have stated that having an extra two weeks to obtain and pro-
cess information would significantly increase the accuracy of the returns. We also urge that
partnerships which can show cause be allowed to file for a 90-day extension without penalty.

Payment of Post-Audit Tax, Interest, and Penalties by Partnership

The Coalition is pleased that S. 1394 provides partnerships with an option to either
pay tax on a post-audit adjustment themselves or flow the amended income or loss amounts
directly through to the partners. This was part of the Coalition's simplification recommenda-
tions. We recommended as well that unless the partnership has elected to pay the tax,
interest and penalties should also be collected at the partner level rather than the
partnership level. This is more consistent with general principles of partnership taxation,
and avoids potential problems that may arise for partnerships that do not have the cash
reserve to make these payments. While this is not a make-or-break issue for us, we urge
the Committee to consider making this change.

In any case, the bill and the accompanying explanation have some technical gaps.
First, the bill does not specify how the payment of tax by the partnership is to be accounted
for. We assume from the language of the bill and accompanying explanation that the
drafters are adopting for this purpose what the Treasury Department report on widely held
partnerships' termed the "non-flowthrough" method, in which the understatement is not
added to current year income and the tax paid is not credited to partners (since the partners
cannot obtain a credit for the tax paid, it would be highly unfair to flow the understatement
through to them). As suggested in the Treasury Report, provision should be made for use
of basis adjustments to prevent double taxation of deficiencies or double benefit for
overpayments-i.e., the partners would receive a basis adjustment for their share of the
deficiency income, less tax paid by the partnership.2 The legislation should also specify the
manner in which partner level collection is to be reflected in the partners' capital accounts
and bases.

While taxpayers may not deduct penalties on underpayments of federal income tax,
they may deduct interest. Will the partnership be allowed a deduction for interest it pays
on underpayments? Will this deduction be-flowed through to the partners? How will

'Widely Held Partnerships: Compliance and Administration Issues, U.S. Department of

the Treasury, March 1990 (hereinafter 'Treasury Report").

2Treasury Report at 71.
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penalty payments be reflected at the partner level? If the partnership sets up a reserve
fund for payment of possible interest and penalty on tax deficiencies, how will this be
accounted for at the partner level? These points too need to be clarified.

Detferred Sale Treatment of Contributed Property

The Coalition is very pleased to have a legislative solution to a problem with which
we have been grappling for some time, the difficulty of accounting for built in gain or loss
of property contributed by a partner under the restrictions of the ceiling rule of Treas. Reg.
§1.704-1(c)(2)(i). The substitution of the deferred sale approach for section 704(c) for large
partnerships will eliminate a good deal of uncertainty for partnership tax managers.

One problem, however, is that this solution will apply prospectively only. Partnerships
receiving contributed property between 1984 and 1992 are still left with a major problem.
Many of these partnerships have resorted to use of curative allocations or a deferred sale
approach, even though these have not been expressly authorized, in an effort to maintain
fungibility of their units while remaining in compliance with section 704(c). The Coalition
last year urged the Treasury Department to provide partnerships with the necessary
authority for such solutions in regulations under section 704(c). We expressed the belief
then that the legislative history of the Deficit Reduction Act of 1984, which states that "[ilt
is anticipated that the regulations will permit partnership to agree to a more rapid
elimination of disparity among partners than required by the new rules by substituting items
not described in section 704(c) and vice versa, ' ' provided ample authority for Treasury to
do so.

In our discussions with Treasury and IRS staff, however, we have been told that they
doubt whether they have this authority and that, moreover, the 704(c) regulations are not
currently a priority item on their agenda. The staff have indicated that they would be glad
to have Congress solve this problem for them. We fear that the passage of this legislation
may lessen further any urgency on the part of the Treasury Department to resolve the
problem for pre-1992 contributions.

The Coalition therefore urges that S. 1394 provide a legislative solution for prior
years as well as prospectively. We understand that the Committee may be reluctant to
retroactively mandate specific approaches. One possibility would be legislative language
stating that partnerships which have consistently used any reasonable method during the
interim period will be deemed to be in compliance. Another possibility would to provide the
Treasury Department with clear authority to apply a similar solution in its 704(c) regulations,
and to instruct Treasury to issue those regulations in the near future.

Section 754 Election

Because so many publicly traded partnerships rely on the section 754 election to
maintain the fungibility of their units, the retention of this election is an important element
in the Coalition's support for the simplified system. We therefore welcome the provision
that the amounts separately stated under new section 772(a) are to be adjusted to account
for the 743(b) adjustment for each partner.

The legislation indicates that the adjustment is to occur at the partnership level, with
the partner receiving a report of already adjusted income and loss items. Most PTPs
currently follow this procedure, so that the 743(b) adjustment is done entirely at the
partnership level and is a hidden calculation as far as the partners are concerned. Some of

0

3H.R. Rpt. No. 432, Pt. 2, 98th Cong., 2nd Sess., 1209; S. Prt. No. 169. Vol. I, 98th Cong.,
2nd Sess., 214-215.
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our members, however, have indicated to us that they have always separately stated the
adjustment to their partners and left it to them to adjust the income and loss items reported
on the K-1. For some of these partnerships, their decision to make the 754 election was
based on the ability to use this method. They feel that it would be a significant hardship if
they were required to switch to performing the calculation at the partnership level and that
it would be unfair to change the rules upon which their decision was based.

In order to accommodate these partnerships, the Coalition suggests allowing
partnerships in existence as of the date"' enactment of the bill to file an election with the
IRS to continue reporting the 754 election separately. This would require the development
of a method-perhaps a supplemental form-on which partners in such partnerships could
account to the IRS for the difference between the amount reported on their returns and the
amount reported on the partnership return. Currently partners in this situation report it on
Form 8082 as an item for which the partnership treatment is inconsistent with the partner's
treatment; however, the new audit system would no longer allow partners to report items
inconsistently with the partnership return for any reason.

Burden of Maintaining Two Tax Systems

A Coalition member which is a small publicly traded partnership (about 300 partners;
traded over the counter and not on any of the major exchanges) has expressed concern
about the burden of maintaining separate tax reporting systems for general and large
partners on the one hand and partners subject to the simplified system on the other. This
partnership has stated that while this may not be a problem for large partnerships, it will
impose a heavy financial burden on a partnership of their size. This Coalition member feels
strongly that the new system should be elective for partnerships of its size.

Because most publicly traded partnerships are indisputably large partnerships, the
issue of the burden that these provisions would impose on smaller partnerships is not one
we have examined at great length. There may be a large number of nontraded partnerships
with the same problem as this Coalition member, however, and we urge that this issue be
looked at more closely before the bill is enacted. Specifying the number of partners
appropriate to define a "large partnership" was one of the more difficult issues in drafting
this legislation, and some of those involved in the process felt that the line should be drawn
at 500 partners rather than 250. The concerns of this partnership suggest that making the
simplified system elective for partnerships with 250 to 500 partners may indeed be the
appropriate solution.

Conclusion

The Coalition commends the Subcommittee under the leadership of Senator Boren
as well as full Committee Chairman Senator Bentsen and Ranking Minority Member Senator
Packwood for their efforts to achieve greater simplicity for partnership investors. We would
also like to express our appreciation for the process through which this bill was developed.
The staffs of the Finance, Ways and Means, and Joint Tax Committees, as well as staff at
the Treasury Department and the IRS, have been extremely open and responsive in the
course of the development of this legislation, keeping us apprised as to how the bill was
evolving and making a real effort to hear and respond to the concerns of those of us who
spend our days dealing with the arcane reporting problems associated with partnership
taxation. This is the way that legislation ought to be written, and all too often is not.

There are provisions in the bill which need clarification or which should be amended
so as not to impose unfavorable changes on PTPs. Moreover, the bill needs to be amended
to eliminate or modify provisions of the tax code that add unnecessary complexity while
discriminating against investors in publicly traded partnerships. In general, however, the
Coalition believes that this is a very worthwhile piece of legislation; one that can only be
made better by the changes we suggest. We support the Tax Simplification Act and look
forward to working with this Committee for its enactment.
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ATrA0MAN A

SUGGESTED AMENDMENTS TO TAX SIMPLIFICATION ACT OF 1991
WITH REGARD TO A PARTNER'S DISTRIBUTIVE SHARE OF

INCOME FROM A PUBLICLY TRADED PARTNERSHIPS

ALTERNATIVE I: Repeal of Special Rules for Pubicly Traded Partnerships

Section 201 of the Tax Simplification Act of 1991 is amended by adding at the end

thereof the following new subsections:

"(c) SEPARATE APPLICATION OF PASSIVE ACTIVITY RULES REPEALED.

"(1) IN GENERAL. -- Section 469 of the Internal Revenue Code of 1986

is amended--

"(A) by striking out subsection (k).

"(B) by redesignating subsections (I) and (m) as subsections (k) and

(I) respectively.

"(2) CONFORMING AMENDMENT. -- Subparagraph (E) of section

163(d)(4) is amended by striking out '469(m)' and inserting in lieu thereof

'469(l)'.

"(3) EFFECTIVE DATE.--

"(A) IN GENERAL. -- The amendments made by this bill shall be

effective for taxable years beginning after December 31, 1991.

"(B) LOSS DISALLOWED IN PREVIOUS YEARS. -- Any

deduction or credit from an activity of a publicly traded partnership

which was disallowed in a previous taxable year under section 469(k)

and which has been carried forward to the first taxable year beginning

after December 31. 1991 shall be treated as a deduction or credit

allocable to such activity in such taxable year, and may be carried .to

subsequent taxable years as provided in section 469(b).

"(d) SPECIAL UNRELATED BUSINESS INCOME RULE REPEALED.--

'(1) IN GENERAL - Subsection (c) of section 512 of the Internal Revenue

Code of 1986 is amended--
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"(A) by striking out paragraph (2);

"(B) by striking out the words 'or (2)' in paragraph (3);

"(C) by redesignating paragraph (3) as paragraph (2).

"(2) EFFECTIVE DATE. - The amendments made by this bill shall be

effective for income and deductions of a partnership for taxable years

beginning after December 31, 1991."

ALTERNATIVE 2: Treatment of PTP Income as Dividend

a) Proposed Code section 772(e) is amended by adding an "s" after the word "Rule"

in the caption, by inserting following the comma in the third line "(i)", by striking the period

at the end of the section, and by adding the following:

", and (ii) the net AMT adjustment shall be deemed to be zero."

b) Proposed Code section 772(0 is amended by adding at the end a new Section

772(f) to read as follows:

"(f) RULES FOR PUBLICLY TRADED PARTNERSHIPS

"(1) Treatment of Income as a Dividend. In the case of a partner of a publicly

traded partnership as defined in paragraph (2) of this subsection:

"(i) the partner's distributive share of income under subsections (a)(1) and

(a)(2) of this section shall be included in the gross income of the partner as

a dividend, and

"(ii) the partner's distributive share of loss from the publicly traded

partnership otherwise allocable to such partner under subsections (a)(1) or

(a)(2) shall first be applied to reduce any income allocable to such partner

under subsections (a)(1) or (a)(2), and any excess loss shall be suspended.

"A loss suspended pursuant to subparagraph (ii) of this paragraph (f) shall be allowed

as a deduction with respect to such partner's distributive income from the partnership

for the next succeeding taxable year. The amount of the reduction pursuant to the

preceding sentence shall be limited to the amount of income allocated to the partner

from the partnership for such year and any deduction not used as a result of such
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limitation shall be treated as a loss suspended with respect to such partner pursuant

to subparagraph (ii). Any loss of a partner suspended pursuant to'subparagraph (ii)

shall be decreased by any amounts described in section 734(b)(2) and 743(b)(2) that

are taken into account by such partner, or by the transferee from such partner of an

interest in the partnership. Any amount treated as a dividend pursuant to this

paragraph shall not be treated as a dividend from a corporation for purposes of Part

VIII of subchapter B of this Chapter (sections 241 et seq.).

"(2) Definition of publicly traded partnership.--For purposes of this section, the term

'publicly traded partnership' means a large partnership that:

"(i) is described in section 7704(b), and

"(ii) has an election under section 754 in effect for the taxable year.

"'he term publicly traded partnership does not include any partnership which is

described in section 773(b)(5)(B)."

(c) Sections 203 and 204 of the bill are redesignated as sections 204 and 205

respectively, and a new section 203 is added to read as follows:

"SECTION 203-AMENDMENT TO SPECIAL RULES RELATING TO

PUBLICLY TRADED PARTNERSHIPS

"Section 469(k) is amended by changing the period at the end of clause

(B) to '...' and adding a new clause (C) to read as follows:

'(C) such partnership is not described in section 772(0(2)."'
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PREPARED STATEMENT OF KENNETH W. GIDEON

Mr. Chairman and Members of the Subcommittee:

I am pleased to present the views of the Administration on
the tax simplification proposals currently under your
consideration. My testimony today will address S. 1394, the Tax
Simplification Act of 1991, and S. 1364, the Employee Benefits
Simplification and Expansion Act of 1991. In addition, in
accordance with your invitation to testify, I urge your favorable
consideration of other proposals not included in these two bills,
specifically in the areas of payroll tax deposits, the earned
income tax credit, and pension coverage and portability.

As I stated earlier this year before the House Committee on
Ways and Means, the Administration strongly supports
simplification of our tax laws within the fiscal constraints of
last year's budget agreement. Properly conceived and executed
simplification can reduce the costs of tax administration and
compliance, enhance both voluntary compliance and tax enforcement
efforts, and improve taxpayer morale. When simplification
efforts are successful, we believe that there should be
efficiency gains as well. Simplification is not viable as a
revenue-losing proposition, however, and the Administration will
insist that the pay-as-you-go provision of the budget agreement
be satisfied by-any-combination of simplification proposals
ultimately adopted.

I particularly want to commend Chairman Bentsen and Senator
Packwood for their sponsorship and support of the bi-partisan
simplification bill, S. 1394. That bill and its House
counterpart, H.R. 2777, were produced through the cooperative
efforts of the committee staffs which deal with tax matters, the
Treasury Department and the Internal Revenue Service. We believe
the process used to develop these bills was constructive and has
produced good draft legislation. We recognize that a number of
modifications to the introduced legislation have been suggested
by commentator@. While I have not addressed these suggestions in
my written testimony today given the need to set forth our basic
position for the record and the significant volume of the
statement required to accomplish that objective, we will review
the record developed here and in the House and will work with the
Committees and the staff to adopt meritorious suggestions. We
look forward to working with this Committee to perfect these
draft proposals and to enact them.

(Before turning to S. 1394 and S. 1364, I will describe three
additional proposals which we believe will simplify and improve
the tax law while meeting the constraint of revenue neutrality.

A. PAYROLL TAX DEPOSITS

The Treasury Department shares with members of this
Committee an interest in simplifying the current employment tax
deposit system. We have previously indicated that the payroll
tax provisions of H.R. 2775 would achieve simplification. Under
that proposal, semi-weekly deposits would be required instead of
eighth-monthly deposits as under the current system. Next-day
deposits would continue to be required for liabilities of
$100,000 or more. Employers with under $3,500 of quarterly
liability would only be required to make one payment per quarter,
and an employer would be able to determine whether it was
eligible for this small employer exception at the beginning of
each quarter. Also, the underpayment safe harbors for each
deposit would be reduced from 5 percent under the current system
to the greater of $150 or 2 percent.
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Senator Baucus has made a similar payroll tax simplification
proposal in S. 1610. This proposal would also require semi-
weekly deposits. It would differ from H.R. 2775, however, in
that: (1) small employers would be required to make monthly
rather than quarterly deposits; (2) the threshold for treatment
as a small employer would be $18,000 of quarterly liability; and
(3) the minimum amount of permitted safe harbor underpayments
would be $250.

S. 1610, like H.R. 2775, would further the goal of
simplification. However, in its current form, we preliminarily
estimate S. 1610 would result in a significant revenue loss over
the 5-year budget period. Our current estimate is that the
revenue loss would be about $2.2 billion if small employers were
allowed to underpay each monthly deposit by up to $250. The loss
would be about $0.6 billion if small employers were not allowed
to use this safe harbor to underpay their monthly deposits.

These revenue losses could, however, be offset under S. 1610
if the threshold for small employer treatment (J,._L, monthly
deposit) were lowered. We currently estimate that revenue-
neutrality could be achieved with a threshold of about $14,000,
if safe harbors were not permitted for monthly deposits or,
alternatively, with a threshold of about $8,000 if safe harbors
were allowed. We question whether a safe harbor as large as $250
is needed by monthly depositors, and a significantly lower level
would allow the monthly deposit threshold to be closer to the
$14,000 level, thereby maximizing the number of eligible
employers.

The Administration believes that S. 1610, if modified to be
revenue-neutral, and the payroll tax provisions of H.R. 2775
merit serious consideration.

B. EARNED INCOME TAX CREDIT

The earned income tax credit (EITC) is a refundable tax
credit available to low-income workers with children. The EITC
consists of (i) a basic credit, which is adjusted for family
size, (ii) a health insurance credit, and (iii) a supplemental
credit for workers with a child under the age of one (the "young
child" or "wee tots" credit). The Omnibus Budget Reconciliation
Act of 1990 increased the basic credit rate and added the family
size adjustment, the health credit, and the young child credit.

In 1991, the basic EITC rate is 16.7 percent of the first
$7,140 of earned income for a worker with one qualifying child
and 17.3 percent of that amount for a worker with two or more
qualifying children. A worker with one child may receive a
basic EITC of up to $1,192. For a worker with two or more
children, the maximum basic credit is $1,235.

The young child credit increases the basic EITC rate by 5
percentage points. The maximum young child credit for 1991 is
$357. A credit is also available to taxpayers who purchase
health insurance-that includes coverage for a qualifying child.
In 1991, the health insurance credit is equal to 6 percent of the
first $7,140 of earned income. However, the credit cannot exceed
the actual amount of health insurance expenses. In 1991, the
maximum health insurance credit is $428.

For 1991, the basic EITC is reduced by an amount equal to
11.93 percent of the excess of adjusted gross income (or, if
greater, earned income) of more than $11,250. The phase-out
rate for a family with two or more children is 12.36 percent.
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Using the same income threshold, the young child credit and
health insurance credit increase the phase-out rates respectively
by 3.57 percentage points and 4.285 percentage points. The basic
EITC and the supplemental credits are not available to taxpayers
with adjusted gross incomes (or, if greater, earned income) of
approximately $21,250. In 1992 and thereafter, the maximum
amount of earnings on which the credit may be taken and the
income level at which the phase-out range begins will be adjusted
for inflation.

In 1992, the basic EITC rate will increase to 17.6 percent
for a worker with one child and 18.4 percent for a worker with
two or more children. The corresponding percentages for 1993 are
18.5 percent and 19.5 percent. For 1994 and subsequent years,
the credit rates are 23 percent and 25 percent. The phase-out
rates for families with one child are 12.57 percent in 1992,
13.21 percent in 1993, and 16.43 percent in 1994 and thereafter.
For families with two or more children, these rates are 13.14
percent in 1992, 13.93 percent in 1993, 0and 17.86 percent in 1994
and thereafter.

Several "interaction rules" prevent a taxpayer from
receiving the full benefit of the health insurance credit or the
young child credit and other tax provisions.

1. Itemized deduction for medical expenses. The health
insurance credit reduces the amount of expenses for
which a medical expense deduction is allowed.

2. Deduction for health insurance expenses of the self-
employed. Qualifying expenses for the self-employed
health insurance deduction are similarly reduced by the
amount of the health insurance credit.

3. Child and dependent care tax credit. A taxpayer may
not claim both the young child credit and the child and
dependent care tax credit with respect to the same
child.

4. Exclusion for employer-provided dependent care
assistance. Similarly, the same child cannot qualify
the taxpayer for both the young child credit and the
exclusion for employer-provided dependent care
assistance.

We propose that the interaction rules described above be
repealed. To offset the revenue losses due to this repeal, the
basic EITC percentage rates would be reduced 6y .05 percent, and
the phase-out rates would be reduced by .04 percent. The
resulting rates are as follows:

Credit Phase-out
percentage percentage

For 1992:
1 qualifying child 17.55 12.53
2 or more qualifying children 18.35 13.10

For 1993:
1 qualifying child 18.45 13.17
2 or more qualifying children 19.45 13.89

For 1994 and thereafter:
1 qualifying child 22.95 16.39
2 or more qualifying children 24.95 17.82

The interaction rules create complexity in the EITC and will
hinder compliance. Some taxpayers must complete numerous steps
in order to calculate their credit amounts and tax liabilities.
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For example, a taxpayer who is eligible for both the young child
credit and the child and dependent care tax credit must calculate
both credits to determine which provides the greater benefit. In
making this comparison, the taxpayer must also account for the
fact that the child and dependent care credit, unlike the young
child supplement, is non-refundable and thus potentially less
valuable than its face value. Workers receiving child care
assistance through their employers will have to make similar
comparisons. Because they will have to choose between the young
child credit and the exclusion for employer-provided assistance
during the tax year, these workers will have to base the
computations on estimates of their annual income, child care
expenditures and tax liabilities. In other cases, some taxpayers
will have to depart from normal practice and complete the credit
portion of their tax form (located at the end of the Form 1040)
before calculating itemized deductions or the self-employed
health insurance deduction.

Self-employed workers with health insurance expenses must
perform particularly complicated calculations. The health
insurance EITC is subtracted from the amount of expenses
allowable for the self-employed health insurance deduction which
in turn is used in deriving adjusted gross income (AGI). These
computations are circular because the EITC, including the health
insurance supplement, is based partly on AGI. The proposed
Technical Corrections Act of 1991 (H.R. 1555 and S. 750) includes
a provision that would resolve this circularity. Nonetheless,
this provision would not eliminate the interaction between the
two provisions. A taxpayer will still be required to calculate
the self-employed health insurance deduction and AGI twice. As a
first step, a taxpayer must calculate AGI as if the taxpayer were
entitled to the full health insurance deduction. Using this
"hypothetical" measure of AGI, the taxpayer would then compute
the EITC, including the health insurance component. Next, the
taxpayer must subtract the health insurance EITC from the amount
of expenses allowable for the self-employed health insurance
deduction in order to calculate "true" AGI. These calculations
will require a separate 19-line worksheet to supplement the
2-page EITC schedule.

The interaction rules also limit the Internal Revenue
Service's ability to compute the EITC for some taxpayers. In
many cases, the Internal Revenue Service (IRS) can automatically
determine the EITC if the taxpayer provides basic information on
the first page of the EITC schedule. However, the IRS cannot
determine the full EITC amounts for self-employed workers who
claim both the health insurance credit and the self-employed
health insurance deduction because it will not have sufficient
information to compute the "hypothetical" AGI amount described
above without reference to other data which may not be easy to
obtain.

The Office of Tax Analysis estimates that about 500,000
taxpayers are subject to these interaction rules. Repealing
these rules will cost about $24 million a year ($25 million a
year if the self-employed health insurance deduction is extended
beyond 1991). Although relatively few taxpayers are subject to
these rules, all EITC recipients may be adversely affected by
their complexity. The new EITC schedule will be accompanied by 2
or 3 pages of instructions, and many taxpayers may find it
necessary to consult an IRS publication explaining the new
credit. Although every effort is being made to keep this
guidance as simple as possible, the complexity of the interaction
rules may make it difficult for taxpayers to determine whether
the rules apply. In the past, complex rules have contributed to
high error rates in EITC payments. These high error rates
prompted the adoption last year of simplified eligibility rules.
Our proposal continues this effort.
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To offset the revenue losses due to repeal of the
interaction rules, we are proposing a very small reduction in the
basic credit rates. Under the proposal, no taxpayer's credit
would be reduced by more than $3.71 per taxpayer in 1992 while
other credit recipients will benefit by elimination of the
interactions.

C. PENSION SIMPLIFICATION, COVERAGE AND PORTABILITY

We are pleased that this Committee is seriously considering
simplification of the tax laws relating to pensions. The
Administration has concluded that improvements in pension
coverage and pension portability can be achieved as part of the
tax simplification effort. We believe that we can expand pension
coverage, particularly in the small business sector, and enhance
pension portability thereby strengthening the role of private
pension plans in retirement income planning.

Over the course of the last year, the Administration has
focused on these policy issues. Through the joint efforts of the
Treasury Department and the Department of Labor, proposals to
simplify the tax law governing retirement plans, to expand
pension coverage, and to increase pension portability have been
developed. These proposals were announced on April 30, 1991, by
Secretary of Labor Martin,

The Administration's proposals have been crafted to
accomplish these objectives within the constraint of revenue
neutrality and, in total, do not lose revenue as the Office of
Tax Analysis estimates of the Administration proposals
demonstrate (Table I).

The Administration's proposals include the following:

1. Simplify and encourage tax-free rollovers. We propose
to simplify and encourage tax-free "rollovers" of
pension distributions into IRAs or qualified plans by
allowing all plan distributions to be rolled over,
except distributions which are made in the form of a
life annuity or in installment payments over 10 years
or more. The current law restrictions on rollovers of
after-tax employee contributions and minimum required
distributions would be retained. Plans would be
required to offer employees an election to have
distributions eligible for rollover treatment
transferred directly to an IRA or other qualified plan
that accepts such contributions. The favorable income
tax treatment for pension distributions which are not
rolled over -- the special averaging rules and the
deferral of tax on the appreciation on employer
securities -- would be repealed and the method for
determining the taxable amount of pension annuities
would be simplified. 'The six rules potentially
applicable to a pension distribution would be
simplified to a single rule providing that such
distributions are currently taxed unless they are
rolled over. However, our proposals do not contemplate
that the thresholds for imposition of the excise tax on
excess pension distributions will be changed.

2. Establish a new simplified employee pension program.
Employers with 100 or fewer employees and no other
retirement plan would be eligible for the new plan.
Under the proposal, these employers would be relieved
from testing for nondiscrimination if they make a base
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contribution for each eligible employee of 2 percent of
pay (up to a maximum base contribution of $2,000).
Employees could elect to contribute $4,238 (one-half
the limit on elective deferrals under 401(k) plans).
In addition, the employer could make matching
contributions of up to 50 percent of the employees'
contributions.

3. Simplify the administration of 401(k) and othir plans.
The proposal would simplify the rules for testing
whether 401(k) plans provide proportionate benefits to
lower paid employees by using the prior year's
experience. As a related matter, the proposal would
also simplify the definition of "highly compensated
employee" for purposes of the employee benefit
provisions of the Code and repeal the complex family
aggregation rules. In addition, the proposal would
enhance the IRS master and prototype program under
which affordable standardized plans can be offered.

4. Make 401M.p-Plans.. generally available. Section 401(k)
plans would be extended to employees of tax-exempt
organizations and State and local governments.

5. Adoot a uniform vesting standard. The vesting
requirements for multiemployer plans would be conformed
to the existing requirements for single employer plans.

We are pleased to see that most of the areas targeted by the
Administration's proposals are included in S. 1364, as well as in
other pension simplification proposals pending before the
Congress.

D. S. 1394, THE TAX SIMPLIFICATION ACT OF 1991

The Appendix to this testimony presents the views of the
Administration on the specific provisions of S. 1394. We
generally support the bill although some adjustments will be
required to achieve revenue-neutrality before enactment. The
Office of Tax Analysis estimates that, in its current form,
S. 1394 is nearly revenue-neutral, with a loss of $89 million in
fiscal 1992 and $47 million over the 5-year budget period
(Table II). Certain of the proposals in S. 1394 will achieve
significant simplification, but with significant revenue cost.
In these instances, we have qualified our support as being
subject to an acceptable revenue offset.

E. S. 1364, THE EMPLOYEE BENEFITS SIMPLIFICATION AND EXPANSION
ACT OF 1991

We are encouraged by the similarities among the
Administfttion's pension proposals, S. 1364, and the other
pension simplification proposals that have been introduced in the
Congress. These proposals all target the same basic areas where
simplification is needed and areas where increased coverage
should be encouraged. As the Administration's proposals
demonstrate, it should be possible to fashion a revenue-neutral
package to simplify the pension tax laws and expand coverage. We
are ready to work with the Congress to move from this general
consensus to enacted legislation.

Our review indicates, however, that S. 1364 in its current
form would lose approximately $16 billion in revenue over the 5-
year budget period. The Administration must oppose pension
legislation that loses revenue. In addition, as noted in more
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detail in our comments on specific provisions, we have
substantive policy concerns about certain provisions of the bill.

We believe, however, that simplification of the employee
benefit provisions of the Code can be achieved within the
parameters of the budget agreement. Simplification of these
provisions, as well as expanded access to qualified retirement
plans, is a desirable goal. Simplification legislation should
not be a vehicle for altering fundamental retirement and tax
policies. We also believe that such proposals should build on
existing structures and thus minimize the complications inherent
in any change to existing laws.

Our substantive comments on the provisions of S. 1364 are
set forth in the remainder of my written statement.

TITLE I. NONDISCRIMINATION PROVISIONS

Definition of Iiihlv Compensated Emploveej (Section 101)

Current law. The Code defines the term "highly compensated
employee" to include any employee who during the current or
preceding year (1) was a 5-percent owner, (2) earned over $90,803
(indexed) in compensation, (3) earned over $60,535 (indexed) in
compensation and was in the top 20 percent of the employer's
workforce by compensation, or (4) was an officer earning
compensation over $54,482 (indexed) or was the highest paid
officer, if no officer earned more than the stated amount. For
the current year determination, only the 100 highest paid
employees under this definition are taken into account. Current
law permits certain employers to treat, on an elective basis, all
employees earning over $60,535 (indexed) as highly compensated
employees regardless of whether they are in the top 20 percent of
the employer's workforce by compensation. In addition, for
purposes of identifying highly compensated employees, certain
family aggregation rules apply in the case of 5-percent owners
and other highly compensated employees who are among the top 10
employees by compensation. Different family aggregation rules
may apply for purposes of the'limitation on compensation that may
be taken into account under a qualified plan (section
401(a)(17)). These latter rules limit the family members
required to be aggregated to the employee's spouse and lineal
descendants under age 19.

Proposal. The proposal would redefine the term highly
compensated employee to include only 5-percent owners and
employees who earn over $60,535 (as indexed). If an employer had
no highly compensated employees under this definition, then the
one officer with the highest compensation would be treated as
highly compensated, except for purposes of sections 401(k) and
(m) (relating to elective deferrals, matching contributions and
employee contributions). In addition, tax-exempt employers and
state and local governmental employers would be exempt from the
one-officer rule. The family aggregation rules would be limited
to 5-percent owners.

Administration position. We support the proposal to
simplify the definition of highly compensated employees. The
elimination of the rules regarding officers and the top 20
percent of employees by compensation simplifies current law
without sacrificing important policy objectives.

We oppose the exception to the one-officer rule that, under
certain circumstances, would eliminate the requirement that at
least one employee be treated as highly compensated. Such a
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proposal effectively eliminates the nondiscrimination rules, for
certain employers without providing any other mechanism to assure
broad-based coverage.

Finally, we believe that the family aggregation rules are a
source of great complexity and create inequities for two-wage-
earner families where both spouses work for the same employer.
Accordingly, we support simplification of those rules. However,
we believe the rules could be further simplified by repealing
them altogether as set forth in the Administration proposal
released in April.

Modifications of Cost-of-Living Adjustments (Section 102)

Current law. Cost-of-living adjustments to various dollar
limitations are currently made under adjustment procedures
similar to those used for adjusting benefits under the Social
Security Act. These cost-of-living increases under the Code are
adjusted generally by using the last calendar quarter of a year
and a base period of the last calendar quarter of 1986. Under
this procedure, cost-of-living adjustments to the limitations in
the Code are announced after the beginning of the year in which
they are effective.

Proposal. The proposal would require the cost-of-living
adjustment to be based on increases in the applicable index as of
the close of the calendar quarter ending September 30 of the
preceding calendar year. The proposal would also require that
dollar amounts, as adjusted, be rounded to the nearest $1,000 (or
to the nearest $100 in the case of the limitations on elective
deferrals and in the case of the minimum compensation amounts
applicable to SEPs).

Administration Dosition. We support the proposal. It would
permit the publication of applicable limits before the beginning
of a calendar year for which they will be in effect and hence
should assist plan administrators and plan participants.
Similarly, the use of rounding would ease administration and
employee communications.

Election to Treat Base Pay As Compensation (Section 103)

Qurrent law. Current law contains a definition of
compensation for purposes, among others, of applying the
nondiscrimination rules to qualified plans (section 414(s)). In
addition to the basic statutory definition, the Secretary is
authorized to provide alternative methods for determining
compensation for these purposes. The temporary regulations
implement this authority in two ways, most significantly by
permitting employers to elect to use any reasonable definition of
compensation subject to satisfaction of a nondiscrimination test.
Basic or regular rate of pay is not specifically authorized under
existing regulations.

Pro~osal. The proposal would provide employers with an
election to determine an employee's compensation solely by
reference to base pay. If the employer made the election, it
would apply with respect to all employees and for all relevant
purposes. The election would be revocable only with the consent
of the Secretary.

Administration position. During the comment period for the
existing temporary and proposed regulations under section 414(s),
employers discussed the possible addition of rate of pay as gn
alternative method for determining compensation. Alternative
methods for determining compensation must be nondiscriminatory.
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We are carefully considering these comments for possible
inclusion in the final regulations which we intend to publish in
the very near future. We believe this can be accomplished under
the existing regulatory authority and that legislation in this
area will not be necessary. Moreover, we believe Congress should
defer action until it has evaluated the final regulations. We
are also concerned that the proposal would not require that the
base pay definition meet any nondiscrimination standard.

Modification of Additional Participation Requirements

(Section 104)

Current la Qualified plans, including both defined
benefit and defined contribution plans, are generally required to
benefit the lesser of 50 employees or 40 percent of the
employer's workforce.

Proosal. The proposal would exempt defined contribution
plans from the minimum participation rules. The proposal would
also modify the minimum participation rule by lowering the 50-
employee threshold to 25 employees and by requiring an employer
with 2 or more employees to cover at least 2 employees under the
same plan. The bill would also permit employers to elect to have
the new rules apply as if they had been included in the Tax
Reform Act of 1986.

Administration Dosition. We do not support the proposal.
We doubt that it will be simplifying because it would generally
permit employers to maintain a greater number of qualified plans
with a smaller number of participants in each plan and will
impose additional administrative burdens on the IRS. We
particularly oppose the portion of the proposal that permits
employers to elect a retroactive effective date.

Nondiscrimination Rules For Qualified Cash or Deferred
Arrangements and Matching Contributions (Section 105)

Current law. Elective salary deferral contributions to a
401(k) plan are generally required to meet an actual deferral
percentage (ADP) test. To satisfy the ADP test, the average of
the deferral rates expressedd as a percentage of compensation)
for each highly compensated employee eligible to participate in
the plan generally may not exceed the greater of (1) 125 percent
of the average of the deferral rates of all nonhighly compensated
employees eligible to participate in the plan or (2) the lesser
of (a) 200 percent of the average of the deferral rates of all
nonhighly compensated employees eligible to participate in the
plan, or (b) such average plus 2 percentage points. If a plan
does not satisfy the ADP test for a year, excess deferrals by
highly compensated employees must be either redistributed to them
or recharacterized as after-tax contributions in order to retain
the qualified status of the 401(k) plan. The distributions or
recharacterizations are made on the basis of the respective
portions of excess contributions attributable to each highly
compensated employee.

If a plan permits after-tax employee contributions, or
provides for employer contributions that are contingent on a
participant's elective deferrals or after-tax employee
contributions ("matching contributions"), the amount of such
contributions generally must satisfy an actual contributions
percentage (ACP) test. The ACP test is generally the same as the
ADP test described above, except that it applies to matching and
after-tax employee contributions rather than to elective
deferrals. Rules analogous to the distribution rules under the
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ADP test must also be followed if the ACP test is not satisfied.
Restrictions are placed on the multiple use of the alternative
limit (j., the 200 percent/2 percentage points test) in
satisfying both the ADP test and the ACP test.

Proposal. The proposal would create certain safe harbors
that would, in effect, deem either the ADP test or the ACP test,
or both, to have been satisfied with respect to elective
deferrals and matching contributions if the plan meets certain
design and notice criteria. Under the bill, the ADP test would
be deemed to have been satisfied if the plan either (1) provided
matching contributions with respect to all nonhighly compensated
employees equal to 100 percent of elective deferrals up to 3
percent of compensation and equal to 50 percent of elective
deferrals between 3 and 5 percent of compensation or (2) provided
nonelective contributions equal to at least 3 percent of
compensation to all nonhighly compensated employees eligible to
participate in the plan. In addition, certain alternative
matching formulas would be allowed, subject to nondiscrimination
requirements. Any contributions used to satisfy the safe harbor
would be required to be fully vested and subject to the 401(k)
restrictions on withdrawals. Furthermore, such contributions
could not make use of the permitted disparity rules (section
401(l)). The safe harbor would also require the employer to
provide notice, within a reasonable period before the beginning
of a year, to all employees eligible to participate of their
rights and obligations under the plan.

The ACP test would be deemed to have been satisfied with
respect to matching contributions if the design and notice
criteria relating to the ADP test were met and, in addition, (1)
matching contributions were not made with respect to employee
contributions or elective deferrals in excess of 6 percent of an
employee's compensation, (2) the level of matching contributions
did not increase with the level of employee or matching
contributions, and (3) the rate of matching contributions at each
level of compensation was no higher for highly compensated than
nonhighly compensated employees.

Administration 2ositig!l. We oppose the provisions contained
in the proposal providing alternatives to the ADP and ACP tests
by allowing plans to satisfy nondiscrimination testing merely by
making matching contributions available. This proposal
represents a significant change in policy, not a simplification.
We believe it would seriously erode current policies against
discrimination in retirement plans because such a test would
provide no assurance that benefits will be provided in fact to
nonhighly compensated employees.

The current law ADP and ACP tests provide a clear incentive
for employers to design a plan that is attractive to rank-and-
file employees and to make every effort to communicate the plan
to those employees, since the actual level of participation by
those employees directly affects the permitted level of deferrals
by highly compensated employees. By contrast, while the proposal
that is under consideration at today's hearing would require
notice of the plan to be given to eligible employees buttressed
by penalties for failure to do so, it provides no affirmative
incentive to provide benefits in excess of the statutory minimum.
In fact, such a test is a disincentive to do so since, once the
design-based criteria have been met, any additional participation
by the nonhighly compensated employees will increase the cost of
the plan to the employer.

As we have stated in the past, we believe that the principal
sources of complexity in this area are not the basic ADP and ACP
tests but rather the rules applicable to the distribution and
recharacterization of excess deferrals and contributions. Thus,
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we believe that simplification of these rules -- not abandonment
of the fundamental policy underlying these nondiscrimination
rules -- should be the simplification objective in this area.

Accordingly, the Administration's pension proposal contained
modifications to the ADP and ACP tests, Under our proposal, the
ADP test would be modified such that each eligible highly
compensated employee individually would not be permitted to defer
more than a specified percentage of the deferral rates for the
eligible nonhighly compensated employees for the preceding plan
year. Corresponding changes were proposed with respect to the
ACP test. In addition, the multiple use test was proposed to be
repealed and recharacterization of excess deferrals as after-tax
employee contributions would no longer be permitted. We believe
the approach taken in the Administration's proposal would make
the results of the ADP and ACP tests more predictable and would
significantly reduce, if not eliminate, the likelihood of excess
contributions. An employer would no longer need to monitor the
average deferrals for the nonhighly compensated employees and the
highly compensated employees during the current plan year in
order to avoid the complicated correction mechanisms. Instead,
the maximum contribution percentage for each highly compensated
employee would be known at the beginning of the plan year. By
minimizing the potential for excess contributions, the most
significant source of complexity in 401(k) plans-will be
eliminated.

The Administration proposals will provide a deign-based
basic plan for small employers while continuing to make 401(k)
plans generally available. Given the large growth :in the
popularity of such plans in recent years and the very real
benefits provided to a broad base of employees, we believe that
the better approach is to simplify the current 401(k) incentive
structure -- not abandon it.

TITLI I. DISTRIBUTIONS

Taxability of Beneficiary of Employees' Trust (Section 201)

Current law. Distributions from qualified plans and other
tax-preferred retirement programs are generally subji ct to income
tax upon receipt. Premature distributions, generally those made
before age 59h, may also be subject to a 10-percent additional
tax. A number of special rules may alter the generaX rule if
applicable.

Rollovers. Current income tax and, if applicable, the
additional tax on a distribution can be avoided if the taxable
portion of an eligible distribution is "rolled over" to another
qualified plan or Individual Retirement Account (IRA). Only
certain distributions (generally distributions that are either
"qualified total distributions" or "partial distributions") are
eligible for rollover treatment. As only the taxable portion of
a distribution is eligible for rollover treatment, after-tax
employee contributions may not be rolled over.

Lump sum distribution. Certain lump sum distributions
are eligible to be taxed under special rules. These rules
generally result in a lower rate of tax than would otherwise
apply to a distribution. In general, a lump sum distribution is
a distribution within one taxable year of the balance to the
credit of the participant which becomes payable on account of
death, separation from service, or disability, or after
attainment of age 59h.
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A participant or beneficiary generally may be able to elect
to use the 5-year forward averaging rules with respect to a lump
sum distribution it the distribution is received after age 59h.
Five-year forward averaging is calculated under the ta\z rates in
effect for the year of the distribution, and the election is
available with respect to one distribution in -an employees
lifetime. If a lump sum distribution is received before 1992,
the recipient may also be able to elect to have the portion of
the distribution attributable to pre-1974 plan participation
taxed at capital gains rates.

Participants who attained age 50 before January 1, 1986,
have three additional options which may reduce the rate of tax on
a distribution. First, instead of using the 5-year forward
averaging rules, they may continue to use the 10-year forward
averaging rules available before the Tax Reform Act of 1986.
Second, they may use the 5-year or 10-year forward averaging
rules even if they are under the currently prescribed age
requirement (age 59h) when they receive a distribution, if all of
the other requirements for using those rules are met. Finally,
they may elect to have the entire portion of a lump sum
distribution attributable to pre-1974 participation taxed at a 20
percent rate.

If a lump sum distribution includes securities" of the
employer corporation, the net unrealized appreciation (NUA) in
the employer securities is generally not subject to tax until the
securities are sold, unless the recipient elects to have the
normal distribution rules apply. When the securities are sold,
the NUA is treated as long-term capital gain. If a distribution
Is not a lump sum distribution, only the RUA attributable to the
employee's own contributions may be excluded from income under
these special rules.

Proposal. Under the proposal, the 5-year forward averaging
rules would be repealed with respect to distributions received in
taxable years beginning after 1992. The current law treatment of
NUA and the special averaging rules available to participants who
attained age 50 before January 1, 1986, however, would be
retained.

The bill would also simplify the rollover rules arid permit
any distributions to be rolled over. The current law
restrictions on rollovers of after-tax employee contributions and
minimum required distributions would be retained.

Administration Rosition. We believe that the qualified plan
distribution rules are an excellent candidate for simplification.
However, we do not believe that significant simplification in
this area will be achieved if the RUA exclusion and the
preferential treatment available to taxpayers who attained age 50
before January 1, 1986 are retained. The Administration proposal
to simplify the distribution rules would provide a single simple
rule for distributions -- that such distributions either can be
rolled over and deferred or are currently taxable. While
preserving and enhancing an easily accessible deferral mechanism
(L9_,, rollover IRAs), such a rule would eliminate the need to
evaluate multiple, complex alternatives on receipt of a
distribution. Given the 1986 changes in the basic structure of
the individual tax rates and brackets, the highly complex rules
for forward averaging, NUA and capital gains treatment are no
longer needed. The liberalized rollover proposal that is also
contained in the Administration proposal should encourage
employees to preserve their retirement savings.

While the proposal in S. 1364 adopts certain of the
provisions contained in the Administration proposal, it adopts
far fewer than will be required to fund the other changes set
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forth in the bill. The bill also loses significant revenue by
permitting rollover of annuity payments. For these reasons, we
oppose the proposal in its current form.

Qualified Plans Must Provide For Transfers of Certain
Distributions To Other Plans (Section 202)

Current la Current law places various restrictions on
pre-retirement distributions from qualified plans. When a
permissible distribution is made from a plan, it generally is
made directly to the participant or beneficiary and is subject to
income tax and, in the case of a premature distribution, a 10-
percent additional tax. Under certain circumstances, the
recipient of a qualified plan distribution can avoid current
income taxation and any 10-percent additional tax by rolling the
distribution over into another qualified plan or IRA. When
making a distribution that is eligible for rollover treatment,
plan administrators are required to provide a written explanation
of the rollover rules to the recipient. The circumstances under
which such rollovers are permitted under current law-are limited,
however, and the rules applicable to them are very complex. In
addition, rollovers must be made within 60 days of the
distribution. The burden of this complexity falls primarily on
the individual participants.

Proposal. The bill would require qualified plans to make
"applicable distributions" in the form of direct trustee-to-
trustee transfers to an IRA or a qualified defined contribution
plan that accepts such transfers as designated by the
distributed. Applicable distributions would generally include
any distributions permitted to be made by a plan over $500 that
would have been subject to the 10-percent additional tax on early
distributions if they have been distributed directly to the
participant or beneficiary. Thus, exceptions to the required
transfer provisions would be provided for certain distributions,
including any distribution after the employee attains age 55 and
distributions of employee contributions. The plan would be
required to provide a method for designating the transferee plan
where the distributee does not make a designation or where the
tratisfer to the designated plan is not practical. The plan
trustee would be required to provide a written notice to the
participant of the transfer requirements and of the amount of the
transfer. Similar rules would apply in the case of annuity plans
and tax-sheltered annuities.

Administration Dosition. We support the Administration
proposal under which qualified plans would be required to give
participants the option of having distributions that are eligible
for rollover treatment transferred directly to an eligible
transferee plan specified by the participant. We believe that it
would accomplish the objectives of the similar provision in the
bill without imposing a mandatory transfer not always desired by
the plan participant. The Administration proposal would
facilitate the rollover of pension-benefits and the preservation
of such benefits for retirement purposes without imposing any
significant additional burdens on employers. Given the
availability of a better approach as described, we do not support
the proposal in the bill in its current form.

The Pension Benefit Guaranty Corporation (PBGC) has advised
us that the mandatory rollover requirement is not feasible for
plans for which it is trustee.
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Rauired istributions (Section 203)

CUrrnt law. Under current law* distributions under most
tax-preferred retirement arrangements must begin by no later than
April lot of the calendar year following the calendar year in
which the participant attains age 70h, regardless of when the
participant retires.

kroDosal. The proposal would amend current law to return to
the rule in effect prior to the changes made by the Tax Reform
Act of 1986 and permit minimum required distributions to be
delayed until retirement in the case of participants working
after age 70h provided an actuarial adjustment is made if no
other benefits are accruing. Current law would continue to apply
to 5-percent owners. Governmental plans and church plans would
be exempt from the provisions retaining current law in specified
instances and from the provision requiring actuarial adjustment.

Administration position. We would not oppose allowing a
delay in required distributions until actual retirement except
with respect to 5-percent owners, provided there is an acceptable
revenue offset and that the actuarial adjustment required in the
case of delayed distributions is fair and realistic. However, we
oppose exempting governmental and church plans from the actuarial
adjustment requirement. Employees covered under those plans
should be entitled to the same protections as employees covered
under other plans.

TITLB III. NISCELLANIOUS PROVISIONS

Treatament.of Leased Employees (Section 301)

current law. Section 414(n) of the Code provides that, for
purposes of certain retirement and welfare benefit provisions of
the Code, a leased employee is treated as an employee of the
recipient of the leased employee's services. In order to be
treated as a leased employee, a person must not be a common-law
employee of the recipient and, in addition, must meet three
requirements. First, the person must provide services to the
recipient pursuant to an agreement between the recipient and a
third-party leasing organization. Second, the person must
provide the services to the recipient on a substantially full-
time basis for at least one year. And, third, the services must
be of a type historically performed by common-law employees in
the business field of the recipient. Proposed regulations under
section 414(n) were issued in 1987.

Proposal. The bill would eliminate the third requirement
that the services be of a type historically performed by common-
law employees in the business field of the recipient. In place
of the "historically performed" standard, the proposal would
substitute a requirement that the services be performed under the
"control" of the recipient. The proposals generally would be
retroactive to 1983.

Administration position. We would not oppose the objective
of the proposal if effective prospectively and if an acceptable
revenue offset is provided. We understand the intent is to limit
section 414(n) to the abuses Congress originally sought to target
when it enacted the section in 1983. As we have previously
stated, we intend to withdraw those portions of the proposed
regulations relating to the "historically performed" standard
under section 414(n). We have deferred such action, however,
pending Congressional revision of the standard to be applied in
new regulations.
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We believe that any new standard adopted by Congress should
be clear in its application to specific cases. In this regard,
we suggest that detailed examples in the legislative history be
provided to demonstrate the intended application of the standard.
"Control" in this context should not be determined by reference
to employment tax concepts and should reflect the realities of
the relationship, not merely its form.

Elimination of Half-Year Requiremeats (Section 302)

Current law. A number of employee benefit provisions, such
as those relating to permissible and required distributions from
qualified retirement plans, are based on the attainment of age
59 or age 70 .

Proposal. Under the proposal, the half-year requirements
would be eliminated so that each reference to age 59 would
become one to age 59 and each reference to age 70 would become
one to age 70.

Administration pojti=g. We do not oppose this proposal,
although we question whether requiring such a change in plans
would in fact be simplifying.

Plans Covering Self-Employed Individuals (Section 303)

Current law. Special employer aggregation rules apply to
certain self-employed owner-employees participating in a tax-
qualified retirement plan and controlling more than one business.
The control group rules applicable to all employers under section
414(b) and (c) also apply to businesses controlled by self-
employed owner-employees.

ProposAl. The proposal would eliminate the special employer
aggregation rules for self-employed owner-employees and would
leave the generally applicable control group rules in place.

Administration position. We do not oppose the proposal
provided an acceptable revenue offset is provided. The generally
applicable control group rules should be sufficient to ensure
against possible abuses with respect to plans maintained by self-
employed owner-employees.

Full Funding Limitation of Multiemplover Plans (Section 304)

Current I. Under current law, an employer may generally
make deductible contributions to a qualified defined benefit plan
(including a multiemployer plan) subject to certain limitations,
including the full funding limitation. The full funding
limitation is generally the excess, if any, of the lesser of (1)
150-percent-of-current-liability or (2) the accrued liability
(including normal cost) under the plan over the lesser of (i) the
fair market value of the plan's assets or (ii) the value of the
plan's assets determined under section 412(c)(2). Valuations of
plan assets and liabilities are required at least annually.

The Secretary of the Treasury is granted regulatory
authority to adjust the 150-percent figure to take into account
the respective ages or lengths of service of the participants.
In addition, the Secretary is granted regulatory authority to
provide alternative methods based on factors other than current
liability for the determination of the full funding limitation.
The Secretary is to exercise this regulatory authority only in a
revenue neutral manner. Because any such change would, by



260

necessity, adversely affect some taxpayers and benefit othertaxpayers, the Treasury Department has concluded that it will notexercise this authority unless directed by the Congress to do so.

Proposal. In the case of multiemployer plans, the proposalwould amend current law to return to the rules in effect prior tothe changes made by the Pension Protection Act of 1987. Thus,the 150-percent-of-current-liability prong of the calculation ofthe numerator of the full funding definition would be eliminatedand valuations of multiemployer plans would be required only
every 3 years.

Administration position. we oppose the proposal. Acomplete waiver for multiemployer plans of the 150-percent-of-current-liability prong of the full funding limitation involves
substantial revenue loss. We do not believe that an exception tothe generally applicable funding rules should be provided simplybecause the plan is a multiemployer plan.

Affiliation Reauirements for Employers Jointly Maintaining aVoluntary Employees' Beneficiary Association (Section 305)

CurrentjAw. Under Treasury regulations, a voluntaryemployees' beneficiary association (VEBA) is not tax exempt undersection 501(c)(9) of the Code if it benefits employees who do notshare an employment-related common bond. An employment-related
common bond generally exists only among employees of the sameemployer (or affiliated employers), employees covered by acollective bargaining agreement, members of a labor union, oremployees of unaffiliated employers doing business in the sameline of business in the same geographic locale. The IRS hasinterpreted the same geographic locale requirement as prohibitinga VEBA from covering nonunion employees of unaffiliated employerslocated in more than one state or metropolitan area. The samegeographic locale requirement was held to be invalid by the 7thCircuit in Water Quality Ass'n Employees' Benefit Corp. v. United
States. 795 F.2d 1303 (1986).

Proposal. The proposal would exempt VEBAs maintained byunaffiliated employers from the same geographic localerequirement if they (1) are in the same line of business, (2) actjointly to perform tasks which are integral to the activities ofeach of the employers, and (3) act jointly to such an extent thatthe joint maintenance of a voluntary employees' beneficiary
association is not a major part of the employers' joint
activities.

Administration position. We oppose the proposal in thebill; however, as discussed below, we would consider a morelimited change to the VEBA rules. The same geographic localerequirement helps target the tax benefits available under section501(c)(9) to organizations with the greatest need for support.The VEBA tax exemption was initially intended to benefitassociations formed and managed by employees of a single employeror of small local groups of employers, to provide certain welfarebenefits to their members in situations where such benefits wouldnot otherwise have been available. Congress was concerned thatsuch associations might not be viable without a tax exemption.By contrast, larger associations covering employees of unrelatedemployers in different geographic areas are more likely to be
viable even without a tax exemption, and the benefits theyprovide are more likely to be able to be provided through
commercial insurance.
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The fact that unaffiliated employers would be required under
the proposal to conduct certain joint activities does not address
these concerns. Moreover, we are concerned that the nature and
required level of joint activities under the proposal are so
unclear that the exemption will apply to a large group of
employers. This would have serious revenue consequences and, in
addition, would undermine those provisions of the Code that
prescribe the treatment of insurance companies.

Although we oppose the proposed exemption from the
geographic locale requirement for the reasons stated above, we
understand that the one-state or metropolitan area rule may be
too restrictive in states or metropolitan areas with too few
employees in the same industry to form an economical multiple-
employer VEBA. An alternative to the proposal in the bill would
be to limit VEBAs to a three-contiguous-state area, or a larger
area if the Secretary determined that the employer group in the
three-state area was too small to make self-insurance economical.
If an acceptable revenue offset were provided, we would not
oppose such a modification.

Tx&atment of Governmental Plans (Section 306)

Current law. Benefits payable under qualified defined
benefit plans generally are limited to the lesser of $90,000
(indexed) or 100 percent of compensation (section 415). A number
of circumstances may give rise to required adjustments to these
limitations, including situations where benefits commence before
age 62, in the case of a governmental plan, or where there is
less than 10 years of service or participation in the plan.
Under a special transition rule, government plans are permitted
to elect to have pre-1988 limits apply with respect to qualified
participants.

The basic definition of compensation under current law used
to determine the limits on contributions and benefits is defined
to conform as closely as possible to total taxable income
received from the employer. Thus, salary reduction amounts
excluded from an employee's gross income are not taken into
account in determining compensation for this purpose.

Excess benefit plans of governmental employers providing
benefits for certain employees in excess of the section 415
limitations on benefits and contributions under qualified plans
are subject to the provisions of section 457, which include an
annual cap on benefits of $7,500 (or, if less, 33-1/3 percent of
compensation).

Proposal. The proposal would exempt benefits under
governmental plans from the 100 percent of compensation
limitation. The proposal would also exempt certain survivor and
disability benefits under governmental plans from the adjustment
for pre-age 62 commencement, and from the participation and
service adjustments generally required to be made to the section
415 limitations on benefits.

For purposes of determining the limits on contributions and
benefits under a governmental plan, the proposal would include
certain salary reduction amounts in compensation. The proposal
would exempt governmental excess benefit plans from the
provisions of section 457. Finally, the proposal would permit a
revocation of an election to have the pre-1988 limitations apply
to qualified participants.

While the general effective date of the proposal is taxable
years beginning after the date of enactment, the bill provides
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that plans are treated as satisfying the requirements of section
415 for all taxable years beginning before the date of enactment.

Administration Dosition. We oppose the proposal creating an
exception to the 100 percent of compensation limitation. The
proposal would violate the long-standing policy against
permitting benefits payable under qualified defined benefit plans
to exceed 100 percent of compensation and does riot present an
appropriate case for making an exception to that policy.

We oppose the proposal creating a broad exception for
survivor and disability benefits under governmental plans. We
note, however, that certain pre-retirement survivor and
disability benefits under governmental plans are not generally
subject to the limitations on contributions and benefits under
the current IRS interpretation.

We oppose the proposal to include salary reduction amounts
in compensation for purposes of determining the limits on
contributions and benefits under governmental plans. The
proposal is inconsistent with the general policy that amounts
excluded from gross income should not be taken into account for
this purpose.

We oppose the excess benefit plan proposal. The scope of
the proposal is narrowly drafted to cover only excess benefit
plans maintained by one limited group of those employers subject
to section 457.

We oppose the provision deeming all governmental plans to
have satisfied the limits on contributions and benefits for all
prior years. The proposal is in effect a retroactive repeal of
those limits.

Modifications of Simplified Employee Pensions (Section 307)

crent law. Under current law, an employer may establish a
simplified employee pension (SEP) that accepts elective salary
reduction contributions. In order for a salary reduction SEP
(SARSEP) to qualify, the employer generally may have no more than
25 nonexcludable employees, at least 50 percent of all
nonexcludable employees must elect to make such contributions,
and the deferral percentage of each eligible highly compensated
employee must not exceed 125 percent of the average deferral
percentage of all eligible nonhighly compensated employees (the
"ADP" test). If an employer maintains a SEP or a SARSEP, the
plan generally must be provided to all employees who are age 21
or older, who have performed service for the employer in at least
3 out of the last 5 years and who have received over $363
(indexed) in compensation.

Pr2posal. The proposal would permit employers with up to
100 nonexcludable employees to set up current law SARSEPs and
would eliminate the 50-percent participation requirement. In
addition, the proposal would exempt a SARSEP from the otherwise
applicable ADP test if one of the design-based safe harbors
provided under the bill with respect to 401(k) plans were
adopted. Finally, the proposal generally would require SEPs of
all types to cover every employee with at least 1 year of
service.

Administration position. We oppose the proposal to
eliminate the 50-percent participation test and to create an
exemption from the ADP test applicable to SARSEPs without
requiring any base contribution. The effect would be to
eliminate any requirement that pension coverage be actually
provided (as opposed to made available) to nonhighly compensated
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employees. Absent actual coverage of a broad base of employees,
we believe that the substantial tax expenditure provided for
pension arrangements cannot be justified.

In the Administration's pension proposal, we recommended a
new vehicle for employers with 100 or fewer employees and no
other retirement plan. Under our proposal, a base contribution
would be made for each eligible employee of 2 percent of pay (up
to a maximum base contribution of $2,000). Employees could elect
to contribute up to one-half the limit on elective deferrals
applicable to 401(k) plans and employers could make a 50 percent
matching contribution. The minimum contribution concept embodied
in the Administration's proposal would free small businesses from
the burdens of experience-based testing, while at the same time
ensuring broad-based coverage of nonhighly compensated employees.

Contributions on Behalf of Disabled Emplovees (Section 308)

Current la An employer may make certain nonforfeitable
contributions to a tax-qualified defined contribution plan on
behalf of any disabled participant who is not highly compensated
if an election is made.

Prposal. The proposal would permit nonforfeitable
contributions to be made on behalf of highly compensated disabled
participants for a fixed or determinable period and would waive
the election requirement, if contributions were made on behalf of
all disabled participants.

Administration position. We would not oppose the proposal
if it were modified to insure that the provision does not operate
in a manner that discriminates in favor of highly compensated
employees and if an acceptable revenue offset is provided. We
are concerned that, as presently drafted, contributions during
disability could be provided for under a plan during years when
the only disabled participants are highly compensated and such
provisions could then be deleted in subsequent years when the
"only disabled participants were nonhighly compensated.

Distributions Under Rural Cooperative Plans (Section 309)

CUrrent law. Distributions from 401(k) plans may be made
upon attainment of age 59h, and distributions from profit-sharing
plans may be made in certain events, including attainment of a
stated age. Distribution from pension plans (including money
purchase pension plans) generally must not commence until
retirement.

Proposal. The proposal would permit distributions after
attainment of age 59 from a money purchase rural cooperative plan
which includes a 401(k) plan. Such distributions would not be
limited to the 401(k) portion of the plan. The proposal is made
retroactive, generally to 1987.

Administration position. We oppose the proposal insofar as
it creates a retroactive special exception for a limited group of
tax-qualified plans. We do not oppose the proposal if effective
prospectively. However, we note that there would appear to be no
impediment under current law for the rural cooperative plans to
be converted to profit-sharing plans under which distributions
upon the attainment of a stated age would be permissible.

Reports of Pension and Annuity Payments (Section 310)

Current law. Persons maintaining or administering certain
tax-favored retirement arrangements are required to file reports
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in the nature of information returns regarding the arrangements
with the IRS and with the participants, owners, or beneficiaries
under the arrangements. Under current law, failure to file the
reports is subject to specific penalties rather than the
generally applicable penalty for failure to file information
returns.

Proposal. Under the proposal, failure to file reports
regarding tax-favored retirement arrangements that are in the
nature of information reports would be subject to the generally
applicable penalty for failure to file information returns.

Administration position. We support this proposal because
conforming the information-reporting penalties that apply with
respect to pension payments to the general information-reporting
penalty structure will simplify the overall penalty structure
through uniformity and provide more appropriate information-
reporting penalties with respect to pension payments.

Tax-Exempt Organizations Eligible For Section 401(k) Plans
(Section 311)

Current law. The Tax Reform Act of 1986 precluded tax-
exempt employers from adopting 401(k) plans for their employees.
Certain existing plans (ie., plans adopted by tax-exempt
employers before July 2, 1986) were grandfathered.

Proposal. Under the proposal, tax-exempt employers would be
permitted to adopt 401(k) plans for their employees.

Administration position. We support the proposal subject to
an acceptable revenue offset. We see no policy basis for
precluding tax-exempt employers from adopting 401(k) plans for
their employees. We believe this is also true with respect to
State and local government employers as evidenced by the
Administration proposal to expand 401(k) plans to those employers
as well. There are, however, revenue costs associated with both
proposals which have prevented enactment of these proposals in
the past. If the Committee does not utilize the revenue-raising
provisions proposed by the Administration, these cost constraints
may again prevent implementation of this desirable change. We
believe this is an appropriate way to encourage expanded pension
coverage and to remove an exception to the general availability
of 401(k) plans.

Date for Adoption of Plan Amendments (Section 312)

Current law. Plan amendments must generally be made by the
end of the plan year in which the amendments are effective,
although later amendments may be made if the remedial amendment
period extends that date.

Proposal. The proposal would provide that any plan
amendments required by the legislation would not be required to
be actually made before the 1993 plan year, provided the plan is
operated in accordance with the amendment and the amendment is
made retroactive.

Administration Dosition. We do not support this proposal.
Absent appropriate circumstances, we believe a delayed date for
actual plan amendments creates serious difficulties in the proper
administration and operation of plans.
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TABLE I

REVENUE ESTIMATES OF ADMINISTRATION'S PENSION PROPOSALS

(billions)
192 1992-26

Distributions from Qualified Plans .6 3.0

Cash or Deferred Arrangements (401(k) Plans) -.1 -.6

Extend 401(k)'s to Tax-exempts -* -.2

Extend 401(k)'s to State and Local Governments -.1 -1.2

Salary Reduction Simplifi6d Employee Pensions -.1 -.8

Definition of Highly-Compensated Employee * .3

Repeal of Family Aggregation Rules -* -.1

Multi-Employer Vesting

Total .3 .3

* Less than $50 million

The estimates assume an effective date of 1/1/92.

Department of the Treasury
office of Tax Analysis

September 9, 1991

TABLE II

REVENUE ESTIMATE OF S. 1394
BY TITLE

(millions)
S u1992-96

Title I -- Individual tax provisions -3 -41

Title II -- Large partnership provision +3 +183

Title III -- Foreign provisions +22 +87

Title IV -- Other income tax provisions -103 -260

Title V -- Estate & gift tax provisions -* -*

Title VI -- Excise tax provisions -11 -31

Title VII -- Administrative provisions +3 +15

Totals -89 -47

Department of the Treasury
Office of Tax Analysis

September 9, 1991



266

APPENDIX TO STATEMENT OF
KENNETH W. GIDEON

This appendix presents in detail the views of the
Administration on S. 1394, the Tax Simplification Act of 1991.
The provisions are covered in the order in which they appear in
S. 1394.

TITLE I. INDIVIDUAL TAX PROVISIONS

1. Rollover of Gain on Sale of Principal Residence: Rules
Relating to Multigle Sales Within Rollover Period
(Section 101)

Current law. No gain is recognized on the sale of a
principal residence if a new residence at least equal in cost to
the sales price of the old residence is purchased and used by the
taxpayer as his principal residence within a specified period of
time. This replacement period generally begins 2 years before
and ends 2 years after the date of sale of the old residence. In
general, nonrecognition treatment is available only once during
any 2-year period. In addition, if during the replacement period
the taxpayer purchases more than one residence which is used as
his principal residence within 2 years after the date of sale of
the old residence, only the last residence so used is treated as
the new replacement residence. However, if residences are sold
in order to relocate for employment reasons, two special rules
apply: first, the number of times nonrecognition treatment is
available during a 2-year period is not limited; second, if a
residence is sold within 2 years after the sale of the old
residence, the residence sold is treated as the last residence
used by the taxpayer and thus as the only replacement residence.

Proposal. Gain would be rolled over from one residence to
another residence in the order the residences are purchased and
used, regardless of the taxpayer's reasons for the sale of the
old residence. In addition, gain could be rolled over more than
once within a 2-year period. Thus, the rules that formerly
applied only if a taxpayer sold his residence in order to
relocate for employment purposes would apply in all cases.

Administration position. The Administration supports this
provision. The provision simplifies the application of section
1034 by amending it to provide a single set of rules for rollover
of gain on the sale of a principal residence.

2. Due Dates for Estimated Taxes of Individuals (Section 102)

Current law. Individual estimated taxes for a taxable year
must be paid in four installments, the due dates of which are
April 15, June 15, and September 15 of that year and January 15
of the following year.

Proposal. The due date for the second installment of
estimated tax would be changed from June 15 to July 15.

administration position. We do not support this proposal.
It entails a cost to the government, which would receive the
second installment of estimated tax at a later date (thereby
foregoing investment earnings on the funds or incurring interest
expense on additional borrowings) and would have to revise tax
forms and processing capabilities to accommodate the change. The
proposal would not meaningfully simplify the law. The intervals
between due dates for installments of individual estimated taxes
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would remain uneven; the 2-month interval that currently exists
between the first (April 15) and second (June 15) installments
would be replaced by a 2-month interval between the new second
(July 15) and third (September 15) installments.

3. Payment of Tax by Credit Card (Section 103)

CurreIn_ aM. Payment of taxes may be made by checks or
money orders, to the extent and under the conditions provided by
regulations.

Proggal. The bill would permit payment of taxes by checks,
money orders and other commercially acceptable means that the
Secretary of the Treasury deems appropriate (including payment by
credit card) to the extent and under the conditions provided by
regulations. In addition, the Secretary would be given the
authority to contract with financial institutions for credit card
services at rates that are cost beneficial to the Government.

Administration Dosition. The Administration supports these
grants of authority. Allowing taxpayers to use credit cards to
make tax payments would provide them with an additional option
for payment that they have in most other debtor/creditor
relationships. The proposal also allows flexibility to permit
other commercially acceptable forms of payment.

4. Election to Include Child's Income on Parent's Return
(Section 104)

Current law. The net unearned income of a child under 14
years of age is taxed at the marginal rate of the child's
parents. If the child's gross income is solely from interest and
dividends and is more than $500 and less than $5,000, the parents
may elect to report the child's gross income in excess of $1,000
on their return. If the election is made, in addition to the tax
on the augmented income, the parents pay the lesser of $75 or 15
percent of the excess of the child's gross income over $500. For
purposes of the alternative minimum tax (ANT), the ANT exemption
of a child under the age of 14 is limited to the sum of the
child's earned income and the greater of $1,000 or the unused
parental minimum tax exemption.

Proposal. The dollar amounts relating to the election to
include the child's income on the return of the parents would be
indexed for inflation. In addition, the $1,000 amount used to
determine the amount of the child's ANT exemption would be
indexed for inflation.

Administration D2ontion. The Administration supports this
provision. Adjusting for inflation for purposes of the election
will prevent inflation from eroding the availability of the
election over time. Because the election reduces the need to
file separate returns for young children, preserving the
availability of the election simplifies the filing process.

5. Certain Foreign Tax Credits for Individuals (Section 105)

Current lAw. In order to compute the foreign tax credit, a
taxpayer computes foreign source taxable income, and foreign
taxes paid, in each of the applicable separate foreign tax credit
limitation categories. In the case of an individual, this
requires the filing of Form 1116, designed to elicit sufficient
information to perform the necessary calculations.
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Proposal. On an elective basis, the proposal would
eliminate the need for individual taxpayers with less than $200
in creditable foreign taxes to file a Form 1116 or to allocate
and apportion expenses to their passive foreign source income
reported on a Form 1099. In order to permit the simplified
calculation, an electing taxpayer's credit would be limited to
the lesser of 25 percent of such passive foreign source income or
the total foreign taxes paid.

Administration position. We support this proposal. The
bill would simplify the foreign tax credit computations for
individuals claiming small amounts of credits.

6.- Certain Personal Foreign Currency Transactions (Section 106)

Currenlaw. When a U.S. taxpayer having the U.S. dollar as
his functional currency makes a payment in a foreign currency,
gain or loss (referred to as "exchange gain or loss") arises from
any change in the value of the foreign currency relative to the
U.S. dollar between the time the currency was acquired (or the
obligation to pay was incurred) and the time that the payment is
made. Gain or loss results because foreign currency, unlike the
U.S. dollar, is treated as property for Federal income tax
purposes. Exchange gain or loss can arise where foreign currency
has been acquired for personal use.

Proposal. The bill would exempt from taxation exchange
gains not exceeding $200 realized by individuals on the
disposition of foreign currency in personal transactions. Losses
on such transactions are not allowed under current law.

Administration position. We support this proposal.
Taxpayers located abroad generally must conduct their affairs in
the local currency. Under current law, taxpayers may be required
to recognize exchange gains on dispositions of foreign currency
in personal transactions. We agree that, in mjniis cases,
this imposes unreasonable administrative demands on taxpayers,
and that the insignificant amount of revenue collected from such
transactions does not justify this administrative burden.

7. Due Date for Furnishing Information to Partners
(Section 107)

Current law. Partnerships are required to furnish aninformation return (Schedule K-l) to each person who is a partner
for any partnership taxable year on or before the day on which
the return for such taxable year is required to be filed (April
15 for a calendar year partnership).

Prop.oal. A large partnership (which is a partnership with250 or more partners or any partnership subject to the simplified
reporting rules for large partnerships proposed in H.R. 2777)
would be required to furnish information returns to its partners
by the 15th day of the third month following the end of its
taxable year (March 15, for a calendar year partnership).

Administration position. We support this proposal insofar
as it applies to simplified Schedules K-1 issued by large
partnerships as described in S201 of the bill. Information
returns that are received on or shortly before April 15 are
difficult for individuals to use in preparing their returns or
computing their payments that are due on that date. It may thus
be appropriate to accelerate this date in the case of large
partnerships whose tax treatment is being modified (in Title II
of this bill) in order to simplify the tax consequences of an
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investment in the partnership. We question, however, whether
this requirement should be extended to partnerships which remain
subject to detailed Schedule K-1 reporting or to Schedule K-i's
issued to excluded partners of large partnerships.

8. Exclusion of Combat Pay from Withholding Limited to Amount
Excludable From Gross Income (Section 108)

Current IAw. Gross income does not include certain pay of
members of the Armed Forces. If enlisted personnel serve in a
combat zone during any part of any month, military pay for that
month is excluded from gross income. Special rules apply if
enlisted personnel are hospitalized as a result of injuries,
wounds, or disease incurred in a combat zone. In the case of
commissioned officers, these exclusions from income are limited
to $500 per month of military pay.

There is no income tax withholding with respect to military
pay for a month in which a member of the Armed Forces is entitled
to the combat pay exclusion. With respect to enlisted personnel,
this income tax withholding parallels the exclusion: there is a
total exemption from income tax withholding and tofal exclusion
from income. With respect to officers, however, the withholding
rule is not parallel: there is total exemption from income tax
withholding, although the exclusion from income is limited to
$500 per month.

Proposal. The proposal would make the income tax
withholding exemption rules parallel to the rules providing an
exclusion from income for combat pay.

Administration position. We support this proposal. The
current differences between the withholding rules and the
exclusion rules with respect to combat pay can lead to
underwithholding on the pay of taxpayers (primarily officers) and
could cause hardship at the time of the filing of their tax
returns.

9. Simplified Income Tax Returns (Section 109)

Current law. The Treasury Department and the Internal
Revenue Service (IRS) continually study ways to simplify
reporting for individuals, both itemi~ers and nonitemizers.

Proposal. The bill would require the Secretary (or his
delegate) to take such actions as may be appropriate to expand
access to simplified individual income tax returns and otherwise
simplify the individual income tax returns. The bill would
mandate that the Secretary (or his delegate) submit a report no
later than 1 year after enactment on such actions.

Administration position. We do not oppose this proposal.
It mandates that the Treasury Department and the IRS continue
existing and continuous activities to evaluate tax forms to make
them easier to understand and to improve compliance. We do not
believe a formal study should be required.

10. Rural Letter Carriers (Section 110)

CurrentLlaw. A taxpayer may elect to use a standard mileage,
rate in computing the deduction allowable for business use of an
automobile. Under this election, the taxpayer's deduction equals
the standard mileage rate multiplied by the number of miles
driven for business purposes, and is taken in lieu of deductions
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for depreciation and actual operation and maintenance expenses.
If the taxpayer is an employee, the deduction is subject to the
2-percent floor on miscellaneous itemized deductions.

If the taxpayer's employer reimburses the taxpayer under an
accountable plan for his actual expenses, the reimbursement is
excluded from the taxpayer's income. A plan is accountable if it
meots requirements of business connection, substantiation, and
returning amounts in excess of expenses. Rather than requiring
an employee to substantiate the actual amount of his expense, the
employer can provide a mileage allowance. If a mileage allowance
is paic at a rate not in excess of the standard mileage rate, the
reimbursement is excluded from the taxpayer's income. If the
mileage allowance is paid at a rate in excess of the standard
mileage rate, the excess is included in the taxpayer's income
(and is subject to reporting and withholding).

An employee of the U.S. Postal Service may use a special
mileage rate equal to 150 percent of the standard mileage rate in
computing the deduction for business use of an automobile in
performing services involving the collection attd delivery of mail
on a rural route.

Proposal. The bill would repeal the 4pcal mileage rate
for U.S. Postal Service employees. In its place, the bill would
provide that the rate of reimbursement provided by the Postal
Service to rural letter carriers under their 1991 collective
bargaining agreement is considered to be equivalent to their
actual expenses. This rate can be increased in the future by no
more than the rate of inflation. The bill also would provide
that the reimbursements are exempt from the accountable plan
requirements.

Administration Position. The Administration does not oppose
the proposal insofar as it treats the reimbursements for
automobile expenses provided to rural letter carriers as being
equal to their actual expenses. The Administration believes,
however, that the reimbursements should be subject to the
accountable plan requirements. These requirements do not impose
an undue burden on the- Postal Service or rural letter carriers.

11. L'MnDtiOn From Luxury Excise Tax For Certain EQuipment
jstalled On Passenger Vehicles For Use By Disabled
InJviduals (Section 111)

=lucEnt jla. The 1990 OBRA imposed a 10-percent excise tax
on the portion of the retail price of a passenger vehicle that
exceeds $30,000. The tax also applies to the installation of
parts and accessories within 6 months of the date the vehicle is
purchased.

Pro2goal. The bill would provide that the luxury excise tax
does not apply to a part or accessory that is installed on a
passenger vehicle after its purchase in order to enable or assist
an individual with a disability to operate the vehicle or to
enter or exit the vehicle by compensating for the effect of the
disability. The tax would continue to apply to the portion of
the retail price of the vehicle that exceeds $30,000, even if the
purchaser is disabled and/or intends to make modifications to the
vehicle that under the proposal would be exempt from the tax.

Adminisration position. We support the proposal. We would
modify the proposed language slightly in order to clarify that
Congress intends the proposal also to apply to structural or
mechanical modifications to a vehicle that make the vehicle
usable by a disabled person but that may involve the removal or
rearrangement, rather than the addition, of parts.
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We understand that the proposal is not intended to exclude
from the luxury tax accessories such as cruise control,
adjustable steering columns, power-adjustable seats, or power
windows, door locks, mirrors or sunroofs that are commonly
available as optional equipment from the manufacturer or dealer
and that might assist any driver in operating the vehicle.

TITLE II. TREATMENT OF LARGE PARTNERBSIPS

A. General Provisions

1. PArtnership Reeorting System (Section 201)

gurretJa A partnership generally is treated as a
conduit for Federal income tax purposes. As a conduit, a
partnership pays no tax. Instead, each partner takes into
account a distributive share of the partnership's items of
income, gain, loss, deduction, or credit. The character of an
item allocated to a partner ia the same as if it had been
directly realized or incurred by the partner. The taxable income
of a partnership to be allocated to the partners is computed in
the same manner as that of an individual except that no deduction
is permitted for personal exemptions, foreign taxes, charitable
contributions, net operating losses, certain itemized deductions,
or oil and gas percentage depletion. Some elections affecting
the computation of taxable income derived from a partnership are
made by the partnership, while others are made by each partner.
The various limitations affecting the computation of taxable
income and tax liability generally apply at the partner level,
rather than at the partnership level.

Under the current reporting rules, each partnership must
file a Form 1065, Partnership Return of Income, for eitch taxable
year. The return is accompanied by a Schedule K-1 for each
partner, reporting the partner's share of allocable tax items of
the partnership, and other specified information. A copy of the
Schedule K-I, or a suitable substitute, is furnished to each
partner for use in reporting the items on the partner's income
tax return. A partnership must separately state on each Schedule
K-1 the partner's distributive share of each of several tax items
that are specifically enumerated in the tax law. In addition,
the K-1 must caparately state the partner's distributive share of
any partnership item that, if separately taken into account by
the partner, could result in an income tax liability that differs
from the liability that would result if the item were not stated
separately.

In addition, section 704(c) and the "ceiling rule"
thereunder require partnerships to take into account, in
computing income, loss, gain and deduction, the difference
between the contribution date basis and fair market value of
property contributed to the partnership. The ceiling rule causes
complexity and may preclude fungibility of interests in a large
partnership. Second, current law provides that a constructive
termination of a partnership for tax purposes occurs if, within a
12 month period, interests representing rov'e than 50 percent of
partnership profits and capital are sold !r exchanged. In order
to avoid constructive terminations, which can have negative
effects, many large partnerships keep detailed records of
transfers and impose transfer restrictions on their partners.

Proposal. The bill modifies the tax treatment of a large
partnership (generally, a partnership with at least 250 partners)
and its partners. Under the bill, as a general matter, the
taxable incorde of a large partnership is computed in the same
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manner as that of an individual except that the number of items
that would be reported to the partners is much more limited. As
under current law, a large partnership would not be allowed a
deduction for personal exemptions, net operating losses, or
certain itemized deductions. All limitations and other
provisions affecting the computation of taxable income or any
credit (except for the at risk, passive loss and section 68
itemized deduction limitations, and any other provision specified
in regulations) would be applied at the partnership and not the
partner level. Thus, for example, any investment interest of the
partnership would be limited at the partnership level, and any
carryover would be made at that level. All elections affecting
the computation of taxable income or any credit would be made by
the partnership. Except where inconsistent with the large
partnership provisions, the rules of subchapter K would apply to
large partnerships under the new system.

The bill provides that each partner takes into account
separately the partner's distributive share of the following
items: (1) taxable income or loss from passive loss limitation
activities; (2) taxable income or loss from other activities
(e.g., portfolio income or loss); (3) net capital gain to the
extent allocable to passive loss limitation activities and other
activities; (4) net alternative minimum tax adjustment separately
computed for passive loss limitation activities and other
activities; (5) general credit; (6) low-income housing credit;
(7) rehabilitation credit; (8) for certain partnerships, tax-
exempt interest; and (9) for certain partnerships, foreign tax
credit information.

Thus, the bill would significantly reduce the number of
potential items to be reported by large partnerships to their
partners. We believe that in most cases the actual number of
items to be reported would be no more than six. In order to
accomplish that simplification, the bill would require changes in
the treatment of certain items as explained in more detail below.

Capital gains. Under the bill, capital gains and
losses of large partnerships would be netted at the partnership
level. A partner in a large partnership would take into account
separately his distributive share of the partnership's net
capital gain. However, any excess of net short-term capital gain
over net long-term capital loss would be consolidated with the
partnership's other taxable income and would not be separately
reported to the partners. Also, any excess of capital losses
over capital gains would not be separately reported to partners;
rather, that excess would be carried over indefinitely at the
partnership level for use against future capital gains. A large
partnership would not be allowed to offset any portion of capital
losses against ordinary income.

The partnership's net capital gain would be allocated to
passive lons limitation activities to the extent of net capital
gain from sales and exchanges of property used in connection with
such activities. Any excess would be allocated to other
activities.

A large partnership's section 1231 gains and losses would be
netted each year at the partnership level. Net gain would be
treated as long-term capital gain and would be subject to the
rules described above. Net loss would be treated as ordinary
loss and consolidated with the partnership's other taxable
income.

The netting approach provided in the bill for capital gain
and loss and section 1231 gain and loss ensures that the basic
rules for items are maintained, while simplifying reporting by
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placing most of the computational and compliance burden at the
partnership level. Absent such an approach, additional items
would have to be reported on the simplified 1099-K.

Deductions. The bill contains two special rules for
deductions. First, unlike current law, miscellaneous itemized
deductions are not separately reported to'partners. Instead, an
amount equal to 70 percent of those deductions is disallowed at
the partnership level; the remaining 30 percent amount is allowed
at the partnership level in determining taxable income. The
allowable deduction amount is not subject to the 2 percent floor
at the partner level. The 70 percent disallowance is intended to
approximate the effect of the current law 2 percent floor at the
partner level with respect to partnership deductions.

Second, also unlike current law, charitable contributions
would not be separately reported to partners under the bill.
Instead, the charitable contribution deduction would be allowed
at the partnership level in determining taxable income, subject
to the limitations that apply to corporate donors.

Credits in general. Under the bill, most credits,
instead of being separately reported to the partners (as under
current law), are consolidated at the partnership level into a
general credit and then reported to partners as a single general
tax credit item. As a general matter, the general credit
includes all credits other than the low-income housing credit and
the rehabilitation credit. A partner's distributive share of
general credit would be taken into account as a current year
general business credit. Thus, for example, the credits for
clinical testing expenses and the production of fuel from
nonconventional sources would be subject, at the partnership
level, to the current law limitations on the general business
credit. The refundable credit for gasoline used for exempt
purposes would be allowed to the partnership, and thus would not
be separately reported to partners.

In recognition of their special treatment under the passive
loss rules, the low-income housing and rehabilitation credits
would be separately reported to partners as under current law.

The bill imposes credit recapture at the partnership level
and would determine the amount of recapture by assuming that the
credit fGi]y reduced taxes. Such recapture is applied first to
reduce the partnership's current year credit, if any; the
partnership is liable for any excess over that amount. Under the
bill, the transfer of an interest in a large partnership (by a
partner other than an excluded partner) would not trigger
recapture of any credit.

Foreign tax credit. Elections, computations and
limitations regarding the foreign tax credit generally would be
made under the bill at the partnership level. Once determined at
the partnership level to be allowable, the foreign tax credit
would be reported to the partner as a general credit. For
purposes of applying foreign tax credit limitations, the
partnership would be treated as an individual subject to tax at a
25 percent rate. Excess credits could be carried forward at the
partnership level but could not be carried back. The partner's
distributive share of all items of income, gain, loss, or
deduction would be treated as derived from sources within the
United States.

Current law rules relating to the foreign tax credit would
apply if the partnership were to elect to have them apply or if
25 percent or more of the gross income of the partnership during
a taxable year were derived from sources outside the United
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States. In either case, the foreign tax credit would not be
subjected to limitations at the partnership level or folded into
the general credit. Instead, the partnership would separately
report to its partners their respective shares of the
partnership's foreign taxes, the source of partnership income,
and the other partnership items the partners would need to
compute the foreign tax credit at their level. As under current
law, income from the partnership generally would be treated by
the partners as passive for separate limitation purposes.

Tax..exempt interest. Under the bill, interest on a
State or local bond would be treated as taxable (and thus not
separately reported) unless at the end of each quarter of the
taxable year at least 50 percent of the value of partnership
assets consists of State or local bonds the interest on which is
exempt from taxation. This rule reflects the judgment that apart
from large partnerships organized for the purpose of holding
State or local bonds, most large partnerships hold relatively
small or no investments in those bonds.

Unrelated business taxable income. The bill retains
current law treatment of unrelated business taxable income.
Thus, a tax-exempt partner's distributive share of partnership
items would be taken into account separately to the extent
necessary to comply with the rules governing such income. The
bill does not alter the rule that all income from a publicly
traded partnership continues to be treated as unrelated business
taxable income.

Passive losses. Under the bill, each partner in a
large partnership would take into account separately the
partner's distributive share of the partnership's taxable income
or loss from passive loss limitation activities. The term
"passive loss limitation activity" means any activity which
involves the conduct of a trade or business (including any
activity treated as a trade or business under section 469(c)(5)
or (6)) and any rental activity. A partner's share of a large
partnership's taxable income or loss from passive loss limitation
activities would be treated as an item of income or loss from the
conduct of a trade or business which is a single passive
activity, as defined in the passive loss rules. Thus, a large
partnership would not be required to separately report items from
separate activities.

Each partner in a large partnership also would take into
account separately under the bill the partner's distributive
share of the partnership's taxable income or loss from activities
other than passive loss limitation activities. Such distributive
share is treated under the bill as an item of income or expense
with respect to property held for investment. Thus, portfolio
income (elg,, interest and dividends) is reported separately and
is reduced by portfolio deductions and allocable investment
interest expense.

Alternative minimum tax. Under the bill, AMT
adjustments and preferences would be combined at the partnership
level. A large partnership would report to partners a net AMT
adjustment separately computed for passive loss limitation
activities and other activities. In determining a partner's AMT
income, the partner's distributive share of any net AMT
adjustment would be taken into account instead of making separate
AMT adjustments with respect to partnership items. Except as
provided in regulations, the net AMT adjustment would be
determined by using the adjustments applicable to individuals,
and would be treated as a deferral preference for purposes of the
section 53 minimum tax credit.
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RBLQa. For purposes of the tax on partnerships
holding residual interests in REMICs, all interests in a large
partnership would be treated as held by disqualified
organizations. Thus, a large partnership holding a residual
interest in a REMIC would be subject to a tax equal to the excess
inclusions multiplied by the highest corporate rate.

Qqfegrjijale treatment for contributed proDerty. For
all partners contributing property to a large partnership
(including partners otherwise excluded from application of the
large partnership rules, as described below), the bill replaces
section 704(c) with a "deferred sale" approach. Under the bill,
a large partnership would be treated as if it had purchased the
contributed property from the contributing partner for its fair
market value on the date of the contribution. The partnership,
therefore, would take a contribution date fair market value basis
in the property. The contributing partner's gain or loss on the
contribution (the "precontribution gain or loss") would be
deferred until the occurrence of specified recognition events.
In general, the character of the precontribution gain or loss
would be the same as if the property had been sold to the
partnership at fair market value by the partner at the time of
contribution. The contributing partner's basis in his
partnership interest would be adjusted for precontribution
amounts recognized under the provision. These adjustments
generally would be made immediately before the recognition event.

The provision effectively would repeal the ceiling rule for
large partnerships, j , the amount of precontribution gain or
loss recognized by the contributing partner under the provision
is not limited to the overall gain or loss from the contributed
property recognized by the partnership, and the amount of
depreciation allowable to the partnership is not limited to the
contributing partner's precontribution basis in the property.

Under the bill, certain events occurring at either the
partnership or partner level cause recognition of precontribution
gain or loss. For example, the contributing partner's
disposition of his partnership interest or the partnership's
disposition of the contributed property, as a general matter,
would cause recognition. Loss would not be recognized, however,
by reason of a disposition to a person related (within the
meaning of section 267(b)) to the contributing partner.
Depreciation or amortization of the contributed property by the
partnership also would cause recognition.

The contributing partner would recognize precontribution
gain or loss as the partnership claims amortization,
depreciation, or depletion deductions with respect to the
property. The amount of gain (or loss) recognized would equal
the increase (or decrease) in the deduction attributable to
changes in basis of the property occurring by reason of its
contribution. Any gain or loss so recognized would be treated as
ordinary.

The contributing partner also would recognize
precontribution gain or loss if the partnership disposes of the
contributed property to a person other thad the contributing
partner. If such property were distributed to the contributing
partner, its basis in the hands of the contributing partner would
equal its basis immediately before the contribution, adjusted for
any gain or loss previously recognized on account of the deferred
sale. No adjustment is made to the basis of undistributed
partnership property on account of a distribution to the
contributing partner.

A contributing partner also would recognize precontribution
gain or loss to the extent that the partner disposes of the
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partner's partnership interest other than at death. Such partner
also would recognize precontribution gain or loss to the extent
that the cash and fair market value of property (other than the
contributed property) distributed to him exceeds the adjusted
basis of his partnership interest immediately before the
distribution (determined without regard to any basis adjustment
under the deemed sale rules resulting from the distribution).

Section Z54 eleatign. The bill does not alter the rule
that a large partnership may elect to adjust the basis of
partnership assets with respect to transferee partners. The
computation of a large partnership's taxable income is made
without regard to the section 743(b) adjustment. As under
current law, the section 743(b) adjustment is made only with
respect to the transferee partner. In addition, a large
partnership is permitted to adjust the basis of partnership
property under section 734(b) if property is distributed to a
partner, as under current law.

Terminations. The bill provides that a large
partnership does not terminate for tax purposes solely because 50
percent of its profits and capital interests are sold or
exchanged within a 12-month period.

Partnershi, allocations. The provisions of the bill do
not affect the flexibility afforded to large partnerships to
allocate tax items to their partners in any manner that has
substantial economic effect or otherwise meets the requirements
of section 704 of the Code.

Definition of large partnershiD. Under the bill, a
"large partnership" is any partnership that has 250 or more
partners during a taxable year. Any partnership treated as a
large partnership for a taxable year would be so treated for all
succeeding years, even if the number of partners falls below 250.
The Secretary would be given authority to adopt regulations that
would provide, however, that if the number of persons who are
partners in any taxable year falls below 100, the partnership
would cease to be treated as a large partnership. A partnership
with at least 100 partners could elect under the bill to be
treated as a large partnership. The election would apply to the
year for which made and all subsequent years and could not be
revoked without the Secretary's consent.

A large partnership would not include any partnership if
substantially all of its activities involve the performance of
personal services by individuals ouming, directly or indirectly,
interests in the partnership, or if 50 percent or more of the
value of the partnership's assets consists of oil or gas
properties as described below.

Treatment of excluded partners. In general, the large
partnership rules would not apply to an excluded partner's
distributive share of partnership items. An excluded partner is
a partner (1) owning more than a 5 percent partnership profits or
capital interest at any time during the taxable year, or (2)
materially participating in the partnership's activities during
the year and holding any interest which is not a limited
partnership interest. Any partner treated as an excluded partner
for a taxable year is so treated for all succeeding years. In
determining whether a partner is an excluded partner, the
treatment on the large partnership's tax return binds the
partnership and the partner, but not the Secretary.

Treatment of DartnershiDs holding oil or gas
properties. Because of the rules relating to the percentage
depletion deduction, the current treatment of oil and gas income
of a partnership is difficult to approximate under the simplified
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reporting provisions of the bill. Therefore, the large
partnership rules do not apply to a partnership if at least 50
percent of the value of its assets consist of oil or gas
properties at any time during the taxable year. In addition, the
rules do not apply to any item attributable to any partnership
oil or gas property. However, an oil or gas partnership can
elect to be treated as a large partnership. Further,
partnerships owning oil or gas properties but which otherwise
qualify as large partnerships ( ,, because less than 50 percent
of their assets consist of oil or gas properties) can elect to
apply the large partnership rules to items attributable to their
oil or gas properties' If an election is made: (1) depletion is
computed without regard to percentage depletion, (2) any partner
who is an integrated oil company is treated as an excluded
partner, and (3) any partner who holds a working interest in an
oil or gas property (either directly or through an entity which
does not limit the partner's liability) is treated as an excluded
partner with respect to such interest. The election applies to
the year for which made and all subsequent years and cannot be
revoked without the Secretary's consent.

Regulatory authority. The Secretary of the Treasury is
granted authority to prescribe such regulations as may be
appropriate to carry out the purposes of the provisions.

Administration position. The Administration supports the
bill's provisions modifying and simplifying the income reporting
system for large partnerships. If the bill's simplified
reporting regime is enacted, partners would receive a Form 1099-K
that is much simpler and less intimidating than the present
Schedule K-1. See Exhibit 1 attached. We anticipate that the
IRS would require large partnerships to use a standard version of
Form 1099-K. The ultimate result should be better compliance and
lower costs to taxpayers. In addition, the new system would
facilitate IRS matching of the information reported by a large
partnership to its partners' returns. The ability to match
information would be improved because (1) in most cases the
number of items reported to each partner would be reduced, (2)
each partner would be required to report each partnership item
consistently with the partnership return, and (3) the bill would
provide authority to the IRS to require each large partnership to
provide Form 1099-K data to the IRS by magnetic media (see
discussion below). With improved ability to monitor compliance,
we believe the administration of large partnerships would be more
efficient and fair. In addition, the adoption of the deferred
sale rule for contributions of property and the elimination of
the constructive termination rule will improve the tax rules
applicable to large partnerships.

2. Large Partnership Audit System (Section 202)

Current 1Aw. Large partnerships currently are subject to
the unified audit and litigation rules of the Tax Equity and
Fiscal Responsibility Act of 1982 (TEFRA). The TEFRA rules are
generally applicable to partnerships with more than 10 partners.
Prior to TEFRA, regardless of the size of the partnership,
adjustments to a partnership's items of income, gain, loss,
deduction, or credit had to be made in a separate proceeding for
each partner. When a partnership had partners located in
different audit districts, actions against the partners of the
partnership would frequently be brought in several different
jurisdictions and sometimes would result in conflicting outcomes.
The TEFRA audit rules were enacted to facilitate uniform results
in audits ot partnerships.



Under the TEFRA rules, a partner must report all partnership
items consistently with the partnership return or must notify the
IRS of an inconsistency. If a partner fails to report any
partnership item consistently with the partnership return without
notifying the IRS, the IRS may make a computational adjustment
and immediately assess any additional tax that results.

The IRS may challenge the reporting position of a
partnership by conducting a single administrative proceeding to
resolve the issue with respect to all partners. But the IRS must
still assess any resulting deficiency against each of the
taxpayers who were partners in the year in Which the
understatement of tax liability arose.

Any partner of a partnership can request an administrative
adjustment or a refund for his own separate tax liability. Any
partner also has the right to participate in partnership-level
administrative proceedings. As a general matter, there is no
effective partnership level settlement process be 'use each
partne. has the ability to enter into a separate settlement
agreement.

The TEFRA rules establish the tax matters partner (TMP) as
the primary representative of a partnership in dealing with the
IRS. The TMP is a general partner designated by the partnership
or, in the absence of designation, the general partner with the
largest profits interest at the close of the taxable year. If no
TMP is designated, and it is impractical to apply the largest
profits interest rule, the IRS may select any partner as the TMP.

The IRS generally is required to give notice of the
beginning of partnership-level administrative proceedings and any
resulting administrative adjustment to all partners whose names
and addresses are furnished to the IRS. For partnerships with
more than 100 partners, however, the IRS generally is not
required to give notice to partners whose profits int rests are
less than 1 percent.

After the IRS makes an administrative adjustment, the TMP
(and, in limited circumstances, certain other partners) may file
a petition for readjustment of partnership items in the Tax
Court, the district court in which the partnership's principal
place of business is located, or the Claims Court.

The IRS generally cannot adjust a partnership item for a
partnership taxable year if more than 3 years have elapsed since
the later of the filing of the partnership return or the last day
for the filing of the partnership return.

proposal. The bill would enact a new audit system for large
partnerships. The bill defines "large partnership" the same way
for audit as for reporting purposes (generally partnerships with
at least 250 partners) except that large oil and gas partnerships
which are excepted from the proposed reporting requirements are
nonetheless subject to the proposed audit system.

A partnership adjustment generally would flow through to the
partners for the year in which the adjustment takes effect.
Thus, an adjustment that takes effect in a taxable year would be
reflected in the distributive shares of partnership items of
income, gain, loss, deduction, or credit allocated to the
partners for that year. The adjustments generally would not
affect prior year returns of any partners (except in the case of
adjustments under section 704 of the Code with respect to
partners' distributive shares). An adjustment will be offset by
any related adjustment in a later year.
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In lieu of flowing an adjustment through to its partners,
the partnership may elect to pay an imputed underpayment. The
imputed underpayment generally is calculated by netting the
adjustments to the income and loss items of the partnership and
multiplying the net amount by the highest individual or corporate
tax rate. A partner may not file a claim for credit or refund of
his allocable share of payment.

Under the bill, the partnership, rather than the partners
individually, is liable for any interest and penalties that
result from a partnership adjustment. Interest is computed for
the period beginning on the return due date for the adjusted year
and ending on the earlier of the return due date for the
partnership taxable year in which the adjustment takes effect or
the date the partnership pays the imputed underpayment.
Penalties (such as accuracy-related and fraud) are determined on
a year-by-year basis (without offsets) based on an imputed
underpayment. All accuracy-related penalty and waiver criteria
(such as reasonable cause, substantial authority, etc.) are
determined as if the partnership were a taxable individual.
Accuracy-related and fraud penalties are assessed and accrue
interest in the same manner as if asserted against a taxable
individual.

If a partnership ceases to exist before a partnership
adjustment takes effect, the former partners are required to take
the adjustment into account, as provided by regulations.
Regulations are also authorized to the extent necessary to
prevent abuse and to enforce the audit rules in circumstances
that present special enforcement considerations. These
situations would include partnership bankruptcy or a transfer of
a partner's interest before an expected adjustment takes effect
in order to avoid or reduce the tax liability that would result
from the adjustment.

A partner is not permitted to report any partnership items
inconsistently with the partnership return, even if the partner
notifies the IRS of the inconsistency. The IRS could treat a
partnership item that was reported inconsistently by a partner as
a mathematical or clerical error and immediately assess any
additional tax against that partner.

As under current law, the IRS could challenge the reporting
position of a partnership by conducting a single administrative
proceeding to resolve the issue with respect to all partners.
Unlike current law, however, partners will have no right
individually to participate in settlement conferences or court
proceedings or to request a refund. The bill requires each large
partnership to designate a partner or other person to act on its
behalf. If a large partnership fails to designate such a person,
the IRS is permitted to designate any one of the partners as the
person authorized to act on the partnership's behalf. Under the
bill, a large partnership would be permitted to designate a
replacement for the person so-designated by the IRS.

Unlike current law, the IRS is not required to give notice
to individual partners of the commencement of an administrative
proceeding or of a final adjustment. Instead, the IRS is
authorized to send notice of a partnership adjustment to the
partnership itself by certified or registered mail. The IRS
could give proper notice by mailing the notice to the last known
address of the partnership, even if the partnership had
terminated its existence. As under current law, an
administrative adjustment could be challenged in the Tax Court,
the district court in which the partnership's principal place of
business is located, or the Claims Court. However, only the
partnership, and not the partners individually, can petition for
a readjustment of partnership items.
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Absent an agreement to extend the statute of limitations,
the IRS generally cannot adjust a partnership item of a large
partnership more than 3 years after the later of the filing of
the partnership return or the last day for the filing of the
partnership return. Special rules apply to false or fraudulent
returns, a substantial omission of income, or the failure to file
a return. The IRS would assess and collect any deficiency of a
partner that arises from any adjustment to a partnership item
subject to the limitations period on assessments and collection
applicable to the year the adjustment takes effect.

Administration 2ositi0n. The Administration supports the
simplified audit system for large partnerships proposed by
S. 1394 because the system would provide a more efficient system
to assess and collect tax deficiencies attributable to large
partnerships and their partners. While we believe that the TEFRA
rules continue to be appropriate for small and medium size
partnerships, the emergence of large partnerships has strained
the ability of the IRS to maintain a meaningful audit presence in
this area. Consequently, a revised system designed for large
partnerships is appropriate.

3. Magnetic Media Reporting (Section 203)

current law. Under section 6011(e), the IRS has authority
to require the filing of tax information in magnetic media or
other machine-readable format, but only if the person files at
least 250 "returns" during the year. Schedules K-i are not
returns, and accordingly the IRS may not require the use of
magnetic media filing by large partnerships.

Proposal. Amend section 6011(e) to give the IRS authority
to require filing in magnetic media or other machine-readable
format for all partnerships with at least 250 partners.

Administration position. The Administration supports this
provision. The IRS should have the authority to require magnetic
media filing by partnerships with many partners. Other filers of
large numbers of information returns are already required to file
in this manner.

4. f tive Date (Section 204)

proposal. The changes proposed in section 201-203 of
S. 1394 with respect to large partnership reporting, large
partnership audit procedures, and magnetic media reporting are
proposed to be effective for partnership years ending on or after
December 31, 1992.

Administration position. Given the significant changes
proposed for large partnerships, sufficient lead time must be
provided after enactment for the IRS and large partnerships to
implement the legislation. We believe the effective date
proposed will be sufficient if the proposals are enacted this
year.

B. Partnership Proceedings Under TEFRA

As discussed above, TEFRA created unified audit and
litigation procedures that are applicable to most partnerships.
The TEFRA partnership provisions represented a significant
positive change in the way that audits and litigation relating to
partnerships and their partners were conducted. Thus, we are in
favor of retaining these provisions with respect to partnerships
that are not large partnerships under the bill and would
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otherwise fall within the scope of the TEFRA rules. Based upon
the experience of the IRS in administering the TEFRA partnership
provisions, however, we recognize that certain changes should be
made to clarify and improve the procedures. Thus, with one
exception relating to effective dates described below, the
Administration supports the technical corrections and other
simplifying amendments to the TEFRA partnership provisions that
are contained in the bill. We believe that these changes will
improve the operation and administrability of the TEFRA
partnership provisions, which will benefit the partners in the
partnerships as well as the IRS.

This section of the Appendix provides specific comments on
the various amendments to the TEFRA partnership provisions that
are contained in the bill. For the sake of convenience, some of
the proposals have been grouped together and will be discussed
under a common heading. Consequently, the proposals will not
necessarily be addressed in the order that they appear in the
bill.

1. Treatment of Partnership Items in Deficiency Proceedings
(Section 211)

Current law. Adjustments to TEFRA partnership items must be
made in a proceeding separate from a proceeding to adjust a
taxpayer's nonpartnership items. While the two types of
proceedings are separate, the result in one will affect the
result in the other. Prior to the Tax Court's opinion in Munr
v. Commissioner, 92 T.C. 71 (1989), it was IRS practice to
compute deficiencies by assuming that all TEFRA items were
correctly reported on the taxpayer's return. This practice
proved unsatisfactory in situations where the taxpayer is
oversheltered, LJ&, where the losses claimed from TEFRA
partnerships are so large that they offset any proposed
adjustments to nonpartnership items, because no deficiency could
arise from a non-TEFRA proceeding. Hence, when faced with this
situation in Munr, the IRS issued a notice of deficiency to the
taxpayer that presumptively disallowed the taxpayer's TEFRA
partnership losses for computational purposes only. The Tax
Court in Munro disapproved of the methodology used by the IRS to
compute the deficiency and held that partnership items included
on a taxpayer's return must be completely ignored in determining
whether a deficiency exists that is attributable to
nonpartnership items.

The opinion in M creates problems for both the IRS and
taxpayers. In most of the cases- that are either in litigation or
under audit, net losses from TEFRA partnerships are claimed and
used to partially offset income from non-TEFRA sources. Since
under normal circumstances the TEFRA proceeding progresses more
slowly than the deficiency proceeding, computing the deficiency
under H will result in a greater deficiency being asserted in
the deficiency proceeding than would have been asserted under IRS
practice prior to the Muorg opinion. Furthermore, while the
methodology for computing deficiencies prescribed by Munro may
solve the problem presented by the oversheltered situation, it
creates a similar problem for the IRS in cases where a taxpayer's
income is primarily from a TEFRA partnership and the IRS seeks to
adjust nonpartnarship items such as medical expense deductions,
home mortgage interest deductions or charitable contribution
deductions. Since under M the income would have to be
ignored for purposes of the non-TEFRA proceeding, there would be
no deficiency.

Proposal. The bill overrules the jMro case and provides a
rule to allow the IRS to return to its prior practice of
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computing deficiencies by assuming that all TEFRA items whose
treatment has not been finally determined were correctly reported
on the taxpayer's return.

With respect to funr.-type cases, the bill provides a
declaratory judgment procedure in the Tax Court for adjustments
to an oversheltered return. An oversheltered return is a return
that shows no taxable income and a net loss from TEFRA
partnerships. In such a case, the IRS is authorized to issue a
notice of adjustment with respect to non-TEFRA items,
notwithstanding that no deficiency would result from the
adjustments. However, the IRS may only issue such a notice if a
deficiency would have arisen in the absence of the net loss from
TEFRA partnerships.

The Tax Court is granted jurisdiction to determine the
correctness of such an adjustment. Although no tax would be due
upon such a determination, a decision of the Tax Court would be
treated as a final decision, which would afford both the taxpayer
and the IRS the right to pursue an appeal.

Administration position. We support this proposal. The
approach required by the Tax Court in Mnt causes problems for
the IRS as well as taxpayers and is unworkable as a practical
matter. The computations required by the Munr opinion are an
administrative burden for the IRS because they are more complex
and time consuming than normal deficiency computations. In
addition, the effect of ,Mnr in a typical case may be to deprive
the taxpayer of a prepayment forum. As a policy matter, this
result is an inappropriate and unintended consequence of an
opinion dealing with a relatively unusual fact pattern.
overruling MljUn and providing a declaratory judgment procedure
constitute an appropriate solution.

2. Partnership Return to be Determinative of Audit Procedures
(Section 212)

See discussion under Boundary Issues below.

3. Statute of Limitation (Section 213)

Current I"w.

(a) Untimely petition. Section 6229(d) provides in
pertinent part that the running of the statute of limitations
shall be suspended for the period during which an action may be
brought under section 6226 and, if an action is brought during
such period, until the decision of the court becomes final, and
for 1 year thereafter. In a deficiency case, on the other hand,
section 6503(a) provides in pertinent part that if a proceeding
in respect of the deficiency is placed on the docket of the Tax
Court, the period of limitations on assessment and collection
shall be suspended until the decision of the Tax Court becomes
final, and for 60 days thereafter. As a result of this
difference in language, the runninq of the statute of limitations
in a TEFRA case will only be tolled by the filing of a timely
petition,whereas in a deficiency case the statute of limitations
is tolled by the filing of any petition, regardless of whether
the petition is timely. Consequently, if an untimely petition is
filed-in a TEFRA case, the statute of limitations can expire
while the case is still pending before the court.

(b) ankruptcy A partner's partnership items convert
to nonpartnership items upon the filing of a petition naming the
partner as a debtor in a bankruptcy proceeding. Section 6229(f)
provides that the period for assessing tax with respect to items
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that convert to nonartnership items shall not expire before the
date which is I year after the date that the items become
nonpartnership items. Section 6503(h) provides for the
suspension of the limitations-period during the pendency of a
bankruptcy proceeding. However, this provision only applies to
the limitations period provided in sections 6501 and 6502. Since
the limitations period pertaining to converted items is governed
by section 6229(f), there is some uncertainty concerning whether
the suspension of the limitations period provided by section
6503(h) applies with respect to partnership items that convert to
nonpartnership items by reason of the filing of a petition naming
the partner as a debtor in a bankruptcy proceeding. As a result,
the limitations period may continue to run during the pendency of
the bankruptcy proceeding, even though the IRS is prohibited from
making an assessment against the debtor because of the automatic
stay imposed by section 362(a) of the Bankruptcy Code.

Likewise, if the IRS is unaware that the TKP has gone into
bankruptcy, the IRS may mistakenly accept and rely on a consent
to extend the statute of limitations on behalf of all partners in
the partnership that was executed by the bankrupt TMP, which may
be determined to be invalid because the debtor's status as TMP
was automatically terminated by the filing of the bankruptcy
petition. Hence, the IRS may be precluded from assessing any tax
attributable to partnership item adjustments with respect to any
of the partners in the partnership because of its detrimental
reliance on a facially valid statute extension that subsequently
proved to be invalid.

Propose!. With respect to untimely petitions, the bill
amends section 6229(d) to make the language more consistent with
section 6503(a). As a result, the TEFRA statute of limitations
will be suspended by the filing of any petition, regardless of
whether it is timely, as is the case with respect to the
deficiency procedures.

With respect to the bankruptcy of a partner, the bill adds a
provision similar to section 6503(h) to clarify that the statute
of limitations is suspended during the pendency of a bankruptcy
proceeding involving & partner in a TEFRA partnership.

Administration position. We support both of these
proposals, subject to one reservation. As drafted, the
provisions are retroactive to 1982. As a general rule, we do not
favor retroactive legislation. Thus, we believe that the
bankruptcy suspension provision should be effective for
bankruptcy petitions filed after the date of enactment. However,
it should be emphasized that this provision merely clarifies
existing law and that no inference should be drawn from the
prospective effective date regarding the applicability of the
existing bankruptcy suspension provision to TEFRA cases. The
untimely petition provision should similarly be prospective.

The provision regarding the suspension of the statute of
limitations upon the filing of an untimely petition is a
correction that is needed to close a gap in the statute.
Similarly, the provision regarding the suspension of the statute
of limitations upon the filing of a petition naming a partner as
a debtor in a bankruptcy proceeding provides a much needed
clarification of a very important issue. The ambiguity under
current law makes it difficult for the IRS to adjust partnership
items that convert to nonpartnership items by reason of a partner
going into bankruptcy. In addition, the uncertainty often
compels the IRS to seek relief from the automatic stay from the
bankruptcy court so that the IRS can make an assessment with
respect to the converted items. This provision will obviate the
need for such action.
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In addition, wo believe that the bill should contain a
provision dealing with the bankrupt TMP problem described above.
This is of major concern to the IRS. In light of the growing
number of bankruptcy filings, it is feared that this problem will
occur with increasing frequency. To alleviate this problem, we
recommend that the bill be amended to provide that, unless the
IRS is notified of a bankruptcy proceeding in accordance with
regulations, the IRS can rely on a statute extension signed by a
person who would be the TMP but for the fact that said person was
in bankruptcy at the time that the person signed the agreement.
Thus, this proposal would place the burden on the partnership or
the debtor to notify the IRS of any bankruptcy proceeding that
involves the TMP. Otherwise, notwithstanding any other law or
rule of law, any statute extensions granted by the bankrupt TMP
shall be binding on all of the partners in the partnership.

4. Boundary Issues (Sections 212 and 214)

current lay. As noted above, adjustments to TEFRA
partnership items must be made in a proceeding that is separate
from a normal deficiency proceeding. When the IRS commences an
audit, it must determine which procedure to use. This
determination can be very technical and difficult to make, and
the consequences of an incorrect choice can be severe. If the
IRS applies the wrong procedure, the statute of limitations
applicable to the correct procedure may have expired by the time
that the problem is discovered. The situations giving rise to
this problem are generally described as presenting "boundary
issues."

A boundary issue arises in the context of the small
partnership exception contained in section 6231(a)(1)(B).
Pursuant to that section, the partnership audit provisions do not
apply to a partnership that has 10 or fewer partners, each of
whom is a natural person (other than a nonresident alien) or an
estate, and each partner's share of each partnership item is the
same as that partner's share of every other partnership item.
Several pitfalls exist in applying this provision. Specifically,
if an incorrect determination is made regarding whether there
were ever more than 10 partners in the partnership at any one
time during the year, or whether a person is a nonresident alien,
or whether the same share rule is met during the year, the IRS
may inadvertently apply the wrong procedures.

Proposl. The bill contains two provisions that are
designed to alleviate boundary issue problems. Under the first
provision, the IRS is permitted to rely on the partnership return
to determine whether the TEFRA partnership procedures or the
deficiency procedures should ba followed. The second provision
modifies the small partnership exception by eliminating the same
share requirement and replacing the natural person requirement
with a requirement that each partner must be an individual (other
than a nonresident alien), a C corporation, or an estate of a
deceased partner.

Administration position. Permitting the IRS to rely on the
partnership's return to determine the proper procedure to apply
should make it easier for the IRS to administer the tax laws by
reducing the circumstances where the IRS must act at its peril in
making what is often a difficult determination. A partnership
should be permitted to have a C corporation as a partner or to
specially allocate items without jeopardizing its qualification
for the small partnership exception to the TEFRA rules. On the
other hand, we believe that it is critical to retain the
prohibition against a partnership having a flow-through entity
such as another partnership, S corporation or trust as a partner
for purposes of being excepted from the TEFRA procedures.
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5. Partial 6ettlemants (Section 215)

=nJa. Section 6231(b)(l)(C) provides that the
partnership ;tems of a partner for a partnership taxable year
shall become nonpartnership items as of the date the IRS enters
into a settlement agreement with the partner with respect to such
items, Under section 6229(f), the limitations period for
assessing any tax attributable to converted items shall not
expire before the date which is 1 year after the date on which
the items become nonpartnership items. This rule creates a
problem in situations where a settlement agreement is entered
into with respect to some but not all of the issues in the case.
The reason foc this is that a 1 year assessment period will apply
with respect to the settled items whereas the remaining items
will be governed by the normal assessment period under section
6229(a). If issues are settled at several different stages of
the proceeding, the problem can become severe.

Px9XQ1U". The bill provides that if a partner and the IRS
enter into a settlement agreement with respect to some but not
all of the partnership items in dispute for a partnership taxable
year, the period for assessing any tax attributable to the
settled items would be determined as if such agreement had not
been entered into. Consequently, the limitations period that is
applicable to the last item to be resolved for the partnership
taxable year shall be controlling with respect to all disputed
partnership items for the partnership taxable year.

Ainistr.tion position. We support this provision. Under
the bill, the limitations period that is applicable to the last
item to be resolved for the partnership taxable year shall be
controlling with respect to all disputed partnership items for
the partnership taxable year. Thus, there will only be one
statute of limitations to track and the IRS should only have to
make one computation of tax with respect to each partner's
investment in the partnership for the taxable year.

6. Administrative Adjustment Reauests (Section 216)

Current law. Section 6227(a) provides that a partner may
file a request for an administrative adjustment of partnership
items within 3 years after the later of the date of the filing of
the partnership return or the last day for filing the partnership
return (determined without regard to extensions), but before the
IRS mails a notice of final partnership administrative adjustment
to the TMP. In contrast, section 6511(c), which applies with
respect to a non-TEFRA case, provides that if an agreement is
entered into under section 6501(c) (4) to extend the period for
assessment, the period for filing a claim for credit or refund or
for making a credit cr refund if no claim is filed, shall not
expire prior to 6 months after the expiration of the period
within which an assessment may be made pursuant to the agreement
under section 6501(c)(4). There is no comparable provision for
extending the time fur filing refund claims with respect to
partnership items subject to the TEFRA partnership rules.

Propoal. The bill provides a rule for extending the time
for filing refund claims with respect to partnership items
subject to the TEFRA partnership provisions that is similar to
the one in section 6511(c).

Administration position. We support this provision. The
proposal is favorable to taxpayers and makes the TEFRA rules more
consistent with the non-TEFRA rules. This should eliminate a
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trap for the unwary who mistakenly believed that, if the TEFRA
statute of limitations was extended, they had additional time to
file a request for administrative adjustment.

7. Innocent Spouse (Section 217)

current la. Under section 6013(e); an innocent spouse may
be relieved of liability for tax, penalties and interest if
certain conditions are met. However, it is unclear whether
existing law provides the spouse of a partner in a TEFRA
partnership with a judicial forum to raise the innocent spouse
defense with respect to any tax or interest that relates to an
investment in a TEFRA partnership.

Rrg22sdR. The bill provides both a prepayment forum and a
refund forum for raising the innocent spouse defense in TEFRA
cases.

Administration position. We support this provision. We
believe that it is appropriate to allow innocent spouse relief in
TEFRA cases if the person would otherwise qualify for such
relief.

8. extermination of Penaltles at the PartnershiD Level
(Section 218)

Qlrrint la. Section 6231(a)(3) limits the definition of
partnership items to those items required to be taken into
account under any provision of subtitle A. Since penalties are
contained in subtitle F, they cannot be partnership items.
Instead, penalties are treated as affected items that require
partner-level determinations. As a result, under section
6230(a)(2), penalties may only be asserted against a partner
through the application of the deficiency procedures following
the completion of the partnership-level proceed ng.

R . The bill provides that the appliability of
penalties shall be determined as part of the partnership-level
proceeding and that the deficiency procedures will not apply to
such a determination. However, the hill allows partners to raise
any partner-level defenses in a refund forum.

Administration position. We support this provision.
Penalty-only cases have created a significant burden for the IRS
and have the potential of significantly increasing the Tax
Court's inventory. Moreover, the requirement of conducting a
separate proceeding with each partner greatly increases the
likelihood of disparate treatment. Hence, the major goals of the
TEFRA partnership provisions -- administrative and judicial
economy and consistent treatment of partners -- are frustrated by
separate penalty proceedings. The IRS believes that determining
partnership-item adjustments and the penalties that are
attributable to those adjustments in a single proceeding should
greatly simplify the audit and litigation procedures for TEFRA
partnerships. In the vaut majority of cases, this proposal will
eliminate the need to conduct affected item proceedings.

9. Jurisdiction of the COUrts (Section 219)

Current 1Aw

(a) Tax Court Jurisdiction to enJoin premature
A6uiiAmODts. Section 6225(a) provides a restriction on
assessment and collection of any tax attributable to any
partnership item during the 150-day period within which a
petition could be filed in response to the mailing of a notice of
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final partnership administrative adjustment to the TMP by the
IRS, and if a petition is filed in the Tax Court within the 150-
day period, until the decision of the court becomes final.
Section 6225(b) provides that, if any assessment or collection
activity is taken in violation of the restriction described
above, such premature action may be enjoined in the proper court.
Current law is unclear regarding whether the Tax Court is a
proper court for purposes of this section.

(b) Jurisdiction of courts tg consider statute of
limitations with respect to partners. Under sections 6226(c) and
(d), in order for a partner other than the TMP to be eligible to
file a petition for readjustment of partnership items or to
participate in an existing proceeding, the period for assessing
any tax attributable to the partnership items of that partner
must not have expired. Since such a partner would only be
treated as a party to the action if the statute of limitations
with respect to that partner was still open, current law is
unclear whether the partner would have standing to assert that
the statute of limitations had expired with respect to
themselves.

(c) Jurisdiction of Tax Court to determine
overpayments attributable toaffected items. Pursuant to
sections 6511(g), 6512(a)(4), and 7422(h), the normal rules with
respect to refunds in a non-TEFRA context do not apply with
respect to overpayments attributable to partnership items.
Instead, the rules set forth in sections 6227, 6228, and 6230(c)
and (d) are controlling. Current law is ambiguous with respect
to whether the rules that are applicable to overpayments
attributable to partnership items also apply to overpayments
attributable to affected items.

Pogoal. The bill provides that the Tax Court has
jurisdiction to enjoin premature assessment or collection
activity but only in cases where it otherwise has jurisdiction
over the partnership item adjustments giving rise to the tax
liability at issue. The bill also clarifies that the Tax Court
does have overpayment jurisdiction in an affected item
proceeding. In addition, the bill permits a partner to be
treated as a party to a partnership action solely for the purpose
of litigating the statute of limitations question with respect to
themselves and grants jurisdiction to the court that otherwise
has jurisdiction over the action to consider the matter.

Administration ojsitgln. We support these proposals. These
proposals are all intended to clarify points that are unclear or
ambiguous under current law and are akin to technical
corrections.

10. Premature Petitions (Section 220)

CanrLni . Under section 6226(a), the TMP is given the
exclusive right to file a petition for a readjustment of
partnership items within the 90-day period after the issuance of
a notice of final partnership administra%ive adjustment by the
IRS. If the TMP does not file a petition within the 90-day
period, section 6226(b) permits notice partners to file a
petition within the succeeding 60-day period. Section 6226(b)
also provides ordering rules for determining which action goes
forward and provides for the dismissal of other actions if more
than one petition is filed during the 60-day period.

If a petition is filed by a person other than the TMP during
the 90-day period, that action is dismissed. Thus, if the TMP
does not file a petition during the 90-day period and no timely
and valid petition is filed during the succeeding 60-day period,
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Judicial review of the adjustments set forth in the notice of
final partnership administrative adjustment is foreclosed and the
adjustments are deemed to be correct.

P . The bill provides that in cases where the TMP
does not file a petition within the 90-day period, if a petition
is filed by a notice partner within the 90-day period and no
valid and timely petition is filed within the succeeding 60-day
period, then the premature petition shall be treated as if it
were filed on the last day of the 60-day period.

AdmiListration position. We support this provision. Unlike
the situation in a deficiency case, there is no opportunity to
seek judicial review under the TEFRA partnership provisions at a
later date if a premature petition is dismissed and no valid and
timely petition is filed during the 90-day or 60-day periods. We
believe that dismissal of the premature petition under these
circumstances is too harsh a result, although the rule should not
encourage the filing of premature petitions. We believe that a
proper balance is struck by reinstating a premature petition
where the action would otherwise be dismissed, and that a
premature petition should be treated as if it were filed on the
last day of the 60-day period so as to take away any incentive to
file early in an attempt to gain priority under the ordering
rules set forth in section 6226(b).

11. Appeal Bonds (Section 221)

Current Ia. Section 7485(b) provides for the filing of a
bond to stay assessment and collection during the pendency of an
appeal in a TEFRA case. The amount of the bond is to be fixed by
the Tax Court based upon its estimate of the aggregate amount of
the deficiencies attributable to the partnership items to which
the decision that is the subject of the appeal relates.

fp aO . The bill clarifies that the amount of the bond
should be based on the aggregate liability of the parties to the
action rather than of all the partners in the partnership. In
addition, the bill makes it clear that the amount of the bond is
to be based upon an estimate rather than on a precise
calculation.

Administration position. We support this proposal. Current
law is unclear concerning how the amount of the bond should be
fixed by the Tax Court. By emphasizing that the amount of the
bond should be based on an estimate and clarifying whose
liabilities are to be covered by the bond, the Tax Court's job
with respect to fixing the amount of the bond should be
simplified. In this regard, we strongly believe that the amount
of the bond should cover the aggregate liability of the parties
to the action as opposed to merely the liability of the person
posting the bond. Allowing each partner to post a separate bond
for their respective liability would create a significant
administrative burden for the IRS.

12. Restricted Interest (Section 222)

Curgt 14 . Section 6601(c) provides that, where a
taxpayer executes a waiver of the restrictions on assessment of a
deficiency under section 6213(d) and notice and demand for
payment of such deficiency is not made by the IRS within 30 days
after the filing of the waiver, interest will be suspended from
the period immediately after the 30th day until the date of the
notice and demand. The restricted interest provision is
generally not applicable to TEFRA cases.
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Progoal. The bill makes the restricted interest provision
applicable to computational adjustments resulting from settlement
agreements relating to partnership items.

AdMinistration position. Extending the benefits of section
6601(c) to TEFRA cases that have been settled will make the
computation of interest in deficiency cases and TEFRA cases more
uniform. In addition, the proposal will make it simpler for the
IRS to do interest computations in such cases, which under
current law must frequently be done manually since interest is
suspended only with respect to some aspects of a TEFRA case but
not other parts of the case. Under this proposal, the restricted
interest provision will apply with respect to the entire came.

TITLE III. FOREIGN PROVISIONS

1. Deferral of Tax on Income Earned Through Foreign
Corporations and Exceptions to Deferral (Sections 301-305)

Curen i. Under current law, a U.S. investor in a
foreign corporation that earns passive income is potentially
subject to six separate and distinct regimes that are designed to
prevent him from improperly deferring his U.S. tax on income that
is likely to bear little or no foreign tax. One of these
regimes -- the Passive Foreign Investment Company (PFIC)
regime -- itself consists of three separate sets of rules,
because of taxpayer elections available to alter the timing and
method of tax. These regimes are not only numerous; they are
also complex and redundant. They impose excessive burdens on
both taxpayers and the government in determining the correct U.S.
tax liability for foreign-earned passive income. Two of the
regimes were designed primarily to attack non-business-related
accumulations by domestic corporations; they impose a penalty tax
at the corporate level. The other four regimes were targeted
specifically at accumulations by foreign corporations and apply
at the shareholder level. These various regimes were enacted
over a period of 60 years and are not adequately coordinated.

proposal. The bill would consolidate the anti-deferral
rules applicable to foreign corporations earning substantial
amounts of passive income.

Administration pOSition. We support the proposal in the
bill as a substantial simplification of the current statutory
scheme. Under the bill, taxpayers will no longer have to contend
with the overlap and inconsistencies among the multiple regimes.
Instead, shareholders will be taxed under a single integrated
regime which provides one of three methods of tax, depending on
the extent of U.S. ownership of the foreign corporation and
whether its stock is publicly traded.

The single regime applies to passive foreign corporations
(PFCs). A PFC is defined in a way that eliminates overlap and
potential inconsistencies between the current PFIC and foreign
personal holding company regimes. All shareholders of
Li.L-controlled PFCs, and large shareholders and electing small
shareholders of torjjgn-controlled PFCs, will be taxed currently
under the existing Subpart F rules. This will cover most if not
all of U.S. corporate participation in multinational enterprises.
Non-electing small shareholders of foreign-controlled PFCs will
pay tax annually on a "mark-to-market" basis if their PFC stock
is publicly traded, and will be taxed under rules similar to the
so-called "interest charge" rules of the current PFIC regime if
their PFC stock is not publicly traded.
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This proposal has been criticized recently by some
commentators as failing to provide adequate simplification. I
believe that these criticisms are misguided to the extent that
they are aimed at defeating the proposal altogether. The
statutory rules that the proposal would replace are extremely
complex. It is not likely that they could be replaced by a
provision that is not also complex. The literature on the
interaction of the different anti-deferral regimes under current
law is replete with complaints about the confusing interaction
between these different regimes. The proposal addresses many of
these complaints.

This is not to say, however, that the proposal cannot be
improved. Many of the comments address technical concerns which
we will work with the Committee to resolve. Still other
criticize the proposals because they do not effect a fundamental
revision in underlying policies. We question whether the
benefits of simplification should be rejected given the
uncertainties and delays inevitable in a more fundamental
reexamination.

2. Hodifications to Provisiuns Affectino Controlled Foreign
Corpgrationg (Section 311-313)

MrgntJI. A United States shareholder is taxed currently
on its pro rata share of a controlled foreign corporation's
(CFCs) Subpart F income and is allowed a corresponding increase
in its basis in the CFCs stock. When the CFCs earnings
attributable to such Subpart F inclusions are later distributed,
the dividends are excluded from the shareholder's income to avoid
double taxation of the previously taxed amounts. A shareholder
receiving the distributions is permitted to make special
adjustments to allow it to claim credits for foreign taxes paid
with respect to the distribution. If the United States
shareholder sells its stock in the CFC, all or a portion of the
gain on the sale may be recharacterized as a dividend; to the
extent so recharacterized, the foreign tax credit rules apply, in
many respects, as if the shareholder had received an actual
dividend from the CFC.

Propoal. The bill contains a number of amendments to the
rules for taxing U.S. shareholders of CFCs. In general, these
amendments are aimed at reducing the possibility of excessive
taxation of foreign earnings. In one instance the amendments
would repeal (subject to transition rules) a provision that
imposes substantial recordkeeping requirements on foreign
corporations and their shareholders while conferring what appears
to be a relatively minor benefit.

Administration position. We support these proposals as
further implementing the existing general policy under Subpart F
that the income of a CFC, having once been taxed to its United
States shareholders, should not be taxed again. We note that the
proposals give discretion to the Secretary in certain cases to
take administrative or other concerns into account in
implementing the proposals through the issuance of regulations.
Although the proposed repeal of section 960(a)(3) may increase
the tax burden on certain income earned through a CFC, we believe
that this increased burden is likely to be minor (especially in
view of the transition rules) and is outweighed by the
substantial reduction in complexity.
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3. Translation of Foreign Taxes into U.s. Dollar Amounts
(Section 321)

C£rrentJ&V. Section 986(a) requires foreign taxes, paid in
a foreign currency, to be translated into U.S. dollars for
purposes of claiming a foreign tax credit at the exchange rate on
the date of tax payment. Many U.S. multinationals have
complained that the "date of payment" rule imposes a significant
administrative burden, without promoting any substantial U.S. tax
policy interest. The burden arises from the taxpayer's need, in
many cases, to determine the foreign exchange rate for a very
large number of separate tax payments made in different
currencies on different dates, and then maintain appropriate
records for these payments and exchange rates.

PrQgosal. The bill would give the Secretary the authority
to permit use of an average exchange rate for an appropriate
period, determined by regulation, rather than the exchange rate
on the specific payment date.

Administration Dositian. We support the bill's solution to
this problem. Use of an average rate may not always be
appropriate -- for example, in hyperinflationary currencies. The
bill will permit us to write regulations providing sensible
answers to practical problems, without reopening the policy
debate settled by the 1986 Tax Reform Act.

4. Foreign Tax Credit Limitation Under the Alternatve Minimum
TU (Section 322)

Current 1Aw. A U.S. taxpayer claiming a foreign tax credit
must compute its taxable income from foreign sources as well as
its overall, or worldwide, taxable income. Moreover, this
computation must be done for each of several foreign tax credit
"baskets" of income. To compute its foreign source taxable
income within each of these baskets, the taxpayer must allocate
and apportion its expenses. This procedure is complex and
time-consuming, but it is fundamental to the correct operation of
the foreign tax credit rules. In addition to these computations,
a taxpayer may also be required to compute its foreign tax credit
for alternative minimum tax purposes. Since taxable income for
AMT purposes is different from taxable income for regular tax
purposes, thin requires a recomputation of foreign source taxable
income, and therefore a reallocation and apportionment of
expenses, in each of the foreign tax credit baskets.

Proposal. The bill would simplify the AMT foreign tax
credit computation by permitting the taxpayer to elect to use its
regular, rather than its AMT, foreign source taxable income in
each of the baskets.

Administration position. We support the proposal. In many
cases we believe that there will not be significant differences
between a taxpayer's regular versus its AMT foreign source
taxable income in the different baskets. Where there may be
significant differences, the taxpayer need not elect the new
rule. In this regard, it is important to note that the election
must be made once, for all future taxable years. This is an
appropriate limitation: it will prevent taxpayers from engaging
in costly and complex computations of both AMT and regular
foreign source taxable income each year to determine whether the
election, in that year, would be cost effective.
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TXTLU IV. OTNf INCOME TAX PSOVISIXONS

A. 5 Corporations

1. Determination of Whether an S Corooration Has One Qlass of
S (Section 401)

ggrrent "aN. A corporation is not a small business
corporation, and therefore cannot elect S corporation status, if
the corporation has more than one class of stock. Differences in
voting rights are disregarded in determining if a corporation has
more than one class of stock and debt instruments meeting the
requirements of a safe harbor are not treated as a second class
of stock. The Code and legislative history do not provide any
other guidance as to what may or may not constitute a second
class of stock.

Pr222naj. A corporation is treated as having only one class
of stock if all outstanding shares of stock of the corporation
confer identical rights to distribution and liquidation proceeds.
The determination of whether the outstanding shares of a
corporation confer identical rights is made taking into account
rights arising under the corporate charter, activities of
incorporation or by-laws, legal requirements, administrative
actions, and any agreements that are legally enforceable under
state law. The provision does not limit IRS ability to properly
characterize S corporation transactions for Federal income tax
purposes.

Administration position. The Administration supports this
provision. The provision clarifies the intended scope of the one
class of stock requirement. New proposed regulations consistent
with this provision have recently been issued.

2. Authority to Validate certain Invalid Elections
(Section 402)

curront J . S corporation status is not automatic for
qualifying corporations. All of the shareholders of a small
business corporation must consent to the election of the
corporation to be an 8 corporation. The election may be made by
a small business corporation for any tax year at any time during
the preceding tax year or at any time on or before the 15th day
of the third month of the current tax year. Any late election
made after the 15th day of the third month is treated as an
election for the following tax year. Moreover, where an election
timely made during the current tax year is invalid for that year
because one or more of the shareholders failed to consent to the
election, or because the corporation had too many shareholders,
an ineligible shareholder, or more than one class of stock, the
election will be treated as having been made for the following
tax year if the impediment is removed.

Pr2mgj. The IRS would be given authority to waive the
effect of an invalid election caused by the inadvertent failure
to qualify as a small business corporation or to obtain the
required shareholder consents. The IRS would also be authorized
to validate an untimely election where the untimeliness is due to
reasonable cause.

AdMinistration Dosition. The Administration supports this
provision. It would allow the IRS to provide an administrative
remedy for untimely or invalid elections in appropriate
circumstances.
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3. Treatment of pistributions by S corprations During Lose
XAU (Section 403)

c 1rr nL IA. The total amount of a shareholder's portion of
the losses and deductions of an S corporation may be taken into
account by the shareholder only to the extent that the total does
not exceed the basis of his stock and the basis of indebtedness
owed to the shareholder by the corporation. Any loss or
deduction that is disallowed may be carried over indefinitely.

Distributions by an S corporation generally are treated as a
nontaxable return of capital to the extent of a shareholder's
basis in his or her stock. The shareholder's stock basis is
reduced, but not below zero, by the tax-free amount of the
distribution. Any distribution in excess of the shareholder's
basis is treated as a capital gain.

The basis of each shareholder's stock in an S corporation is
increased by his or her pro rata share of certain items of income
and decreased by his or her pro rata share of certain items of
loss and deduction. Current law is unclear as to whether
adjustments to basis for income, loss and deduction items must
take place before or after adjustments for distributions. If
the loss and deduction items reduce basis more than the income
items increase basis, making such adjustments to basis before
adjustments to basis are made for distributions would reduce the
amount of the distributions that would be a tax-free return of
capital. Such a result would be inconsistent with the
partnership rules which provide that for any taxable year a
partner's basis is first increased by items of income, then
decreased by distributions, and finally decreased by losses.

A similar characterization problem arises with respect to
distributions by S corporations with accumulated earnings and
profits. Distributions by such corporations are treated: (1) as
a nontaxable return of capital to the extent of the corporation's
"accumulated adjustments account" (essentially the aggregate
taxable income of the corporation for all years beginning after
1982 to the extent that such taxable income has not been
distributed to shareholders), (2) as a dividend to the extent of
the S corporation's accumulated earnings and profits, (3) as a
nontaxable return of capital to the extent of the remaining basis
of the shareholder's stock, and (4) as capital gain. For
purposes of determining the effect of a distribution for any
taxable year, adjustments reflecting the corporation's items of
income, loss and expenses are made to the accumulated adjustments
account in a manner similar to the adjustments required to be
made to the shareholders' stock basis.

PrQposal. The proposal would clarify that adjustments to
basis for distributions during a year are made before adjustments
to basis for items of loss. Accordingly, the extent to which
losses may be taken into account for a taxable year would be
determined after the tax status of distributions has been
determined.

In addition, if for any year an S corporation's items of
loss and expense exceed its items of income, the adjustments that
would otherwise be made to the accumulated adjustments account
are disregarded in determining the effect of distributions made
during the taxable year. This rule affects only distributions
made by S corporations with accumulated earnings and profits.

Administration Dosition. The Administration supports this
provision. It would harmonize the basis adjustment provisions
relating to partnership interests and S corporation stock and
would provide a measure of certainty to shareholders of S
corporations regarding the tax treatment of distributions made
during loss years.
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4. T if SCororations as Sharehod4era in C
Cgrgrations (Section 404(a))

DCJUrontJAg. An S corporation in its capacity as the
shareholder of a C corporation is treated as an individual for
purposes of subchapter C. In a private letter ruling, the IRS
has interpreted this rule as preventing the tax free liquidation
under section 332 and 337 of a C corporation subsidiary into an S
corporation because a C corporation cannot liquidate tax-free
when owned by an individual shareholder. However, the result
desired by the taxpayer can be achieved on a tax-free basis by
either having the S corporation purchase the C corporation and
having the C corporation merge into the S corporation after the
purchase or by having the S corporation lend money to its
shareholders to purchase the C corporation who would then merge
the C corporation into the S corporation.

rgposal. The bill would repeal the rule that treats an S
corporation in its capacity as a shareholder of a C corporation
as an individual.

Administration position The Administration supports this
provision. It would remove a trap for the unwary by treating the
liquidation of a C corporation into an S corporation in the same
manner as the merger of a C corporation into an S corporation or
a conversion from C to S status. As is currently the case when a
C corporation merges into an S corporation, the built-in gains of
the liquidating C corporation ;4ould be subject to the built-in
gains tax provisions of section 1374.

5. a Corporations Permitted to Hold Subsidiaries (Section
404(b))

QIrinla. Under current law, an S corporation may not be
a member of an affiliated group of corporations. This limitation
prevents an S corporation from owning stock in another
corporation that possesses 80 percent or more of both the total
voting power and value of the outstanding stock of the
corporation.

Proposal. An S corporation would be allowed to own any
amount, based on voting, value, or both, of the stock of a C
corporation. In order to avoid the complexity of the
consolidated return regulations, the S corporation parent would
not be permitted to file a consolidated return with its
subsidiaries.

Administration position. The Administration supports this
provision if an acceptable revenue offset is provided. The
current law restriction has caused many corporatiorii either
knowingly or inadvertently to terminate their S status or to
adopt complex corporate structures to circumvent the restriction.
The proposal achieves the desired objective of current law by
directly preventing S corporations from filing consolidated
returns.

6. Eliminationf Pre-1983 Earninau and Profits of S

Colrtionls (Section 404(c))

Qurrsg la . Prior to 1983, a corporation electing
subchapter S status for a taxable year increased its accumulated
earnings and profits to the extent that its undistributed
earnings and profits for the year exceeded its taxable income.
As a result of changes made in 1982 by the Subchapter S Revision
Act, S corporations do not have earnings and profits for any year
beginning after 1982. Under current law, a shareholder is



295

required to include in income the pre-1983 accumulated S
corporation earnings and profits when it is distributed by the
corporation.

F . If a corporation is an S corporation for its
first taxable year beginning after December 31, 1991, the
accumulated earnings and profits of the corporation (if any) as
of the beginning of that year will be reduced by the accumulated
earnings and profits that were accumulated in any taxable year
beginning before Oanuary 1, 1983, for which the corporation was
an electing small business corporation under subchapter S. Thus,
any remaining earnings and profits of such a corporation would be
solely attributable to taxable years for which an S election was
not in effect.

Administ r iton Dsltg. The Administration does not oppose
this provision. We understand that the amounts being eliminated
from earnings and profits are generally very small and do notJustify the recordkeeping burden they create.

7. Determination of Shareholder's Pro Rata Share Wher
DsOSition of Entire Interest (Section 404(d))

iLrnt..14w. In general, the tax items passed through an Scorporation to its shareholders are allocated among theshareholders on a per day, per share basis. If a shareholder
terminates his or her interest in the corporation, the S
corporation, with the consent of all persons who were
shareholders at any time during the taxable year, may elect, for
purposes of allocating tax items, to close the books of the
corporation on the date of the termination of the shareholder's
interest in the corporation.

Proposal. The bill would mandate that an S corporationclose its books for purposes of allocating items of income on the
termination of a shareholder's interest.

Administration position. The Administration supports thisprovision, It would assure a shareholder terminating his
interest in an S corporation that his share of the corporation's
income will not be affected by events occurring after the
termination of his interest in the corporation.

8. Treatment of Items of Income in Resnect of a Decedent Held
By an S C r~oration (Section 404(e))

Current law. Income items that would have been receivableby the decedent had he lived, and that are receivable by his
estate or beneficiaries, are taxed to the estate or beneficiaries
when received and retain the same character they would have had
in the hands of the decedent. Such income is referred to as
income in respect of a decedent (IRD).

Property which may produce IRD is not entitled to a basisstep-up. IRD generated with respect to such property is not
subject to income tax when received by the decedent's estate orbeneficiaries. Under the partnership regulations, a partnership
interest acquired from a decedent does not receive a basisstep-up to the extent the fair market value of the interest
reflects items of IRD. Thus, the IRD rules cannot becircumvented by contributing an IRD item to a partnership before
death and receiving a full fair market value step-up for the
partnership interest on the partner's death. There is no
parallel provision for S corporation stock, however.



296

XXggjl. The basis step-up at death for 8 corporation
stock would be denied to the extent the fair market value of the
stock represents IRD.

Adminigtrati pDosition. The Administration supports this
provision. It would prevent potential avoidance of the IRD rules
by dropping items of IRD (L.j4, an installment note) into an S
corporation prior to death. The provision would be parallel to
the existing rule for determining the basis of a decedent's
partnership interest.

9. Accounting Provisions

i. Look-Back Method For Lna-Term Contractg (Section 411)

irrntniJAM. Income from long-term contracts generally must
be reported under the percentage of completion method of
accounting (PCM). Under PCM, expected contract profit is
recognized ratably, as costs are incurred, over the term of the
contract. PCM includes look-back rules intended to compensate
for deferral or acceleration of contract income resulting from
use of expected (rather than actual) contract profit. Under the
look-back rules, if actual contract profit is greater or less
than expected profit, the taxpayer must pay, or is entitled to
receive, interest. Look-back interest is computed when a
contract is completed based on differences between expected and
actual contract profits in each taxable year of the contract. It
must be recomputed if contract profit changes because additional
contract revenues or costs are taken into account after
completion. Taxpayers are allowed (but not required) to discount
post-completion adjustments to contract revenues and costs back
to their value as of contract completion.

The rate used in computing look-back interest is the Aection
6621 overpayment rate. This overpayment rate equals the \
applicable Federal short-term rate plus 2 percentage points. The
applicable Federal short-term rate is adjusted quarterly by the
IRS. For any year of the contract, look-back interest runs from
the due date of the return for that year without extensions
(March 15 in the case of a calendar year corporate taxpayer)
until the due date of the return for the year that the look-back
is applied. Thus, to compute look-back interest for a particular
year of the contract, a taxpayer is required to use 5 different
interest rates for each 12-month period ending after the due date
of the return for that year up through the return due date for
the year that the look-back method is applied.

Proposal. The bill contains three proposals for simplifying
the look-back method. The first two proposals would permit
taxpayers to make a combined election under which they are not
required to compute look-back interest for a contract, or to
recompute look-back interest based on adjustments to contract
price and costs, in certain de minimis cases. The third proposal
would reduce the number of different interest rates that must be
used to compute look-back interest.

If a taxpayer makes the election, the first proposal would
provide that look-back interest is not computed for a long-term
contract if the amount of deferral or acceleration of income from
using estimates is not substantial. Thus, look-beck interest is
not computed if, for each year of the contract prior to the year
of completion, the cumulative taxable income (or loss) from the
contract as of the end of that year, determined using estimated
contract price and costs, is within 10 percent of the cumulative
taxable income (or loss) as of the end of that year using actual
contract price and costs.
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In addition, it a taxpayer makes the election, the second
proposal would provide that look-back interest is not recomputed
as a result of an adjustment to contract price or costs in a year
after contract completion if the adjustment is not substantial.
Thus, look-back interest is not recomputed because of an
adjustment in a year after completion if the cumulative taxable
income (or loss) from the contract as of the end of that year is
within 10 percent of the cumulative taxable income (or loss) from
the contract as of the most recent year in which the taxpayer was
required to compute or recompute look-back interest (or would
have been required to do so if the de minimis test provided by
the first proposal had not been met).

The third proposal would generally fix the rate for
calculating look-back interest for a 12-month period beginning on
the due date of the taxpayer's return at the section 6621 rate
for the calendar quarter that includes that date. Thus, in
computing look-back interest for a particular contract year, the
taxpayer would be required to use only one interest rate (rather
than 5 different rates) for each 12-month period ending after the
return due date for that year up through the return due date for
the year that the look-back method is applied (determined without
regard to extensions).

All three proposals apply to contracts completed in taxable
years ending after the date of enactment.

Administration position. We support these proposals if an
acceptable revenue offset is provided. Each responds to specific
taxpayer concerns about the administrative burdens imposed upon
taxpayers under current law. As we stated on other occasions we
do not oppose de minimis rules similar to those that would be
provided by the first two proposals. We believe that all three
of these proposals would reduce the administrative burden imposed
by the look-back method without undermining its purpose.

2. Uniform Cost CavitaliationRje (Section 412)

W ant lag. Generally, the uniform capitalization rules
require taxpayers producing real or tangible property or
acquiring property for resale to include in inventory the direct
costs of the property and the indirect costs that are allocable
to the property. Taxpayers are permitted to use various
reasonable methods to determine the indirect costs that are
allocable to production or resale activities, including certain
simplified allocation methods provided in Treasury regulations.

kxgosl. The proposal would authorize (but not require)
Treasury to issue regulations providing for a simplified method
for determining what part of the costs of administrative,
service, or support functions or departments must be capitalized
as part of the cost of property that a taxpayer produces or
sells. The regulations, if issued, would permit allocation of
these costs to production or resale activities by multiplying the
total costs of any such function or department for the current
taxable year by an historical ratio. The ratio would be the
ratio of the total of such function or departments allocable
costs that were allocable to property produced or acquired for
sale during a "base period" to the function or department's total
costs during the base period. The explanation prepared to
accompany the proposal states that regulations, if issued, would
provide that the base period could begin no earlier than 4
taxable years prior to the taxable year for which the simplified
method is used. Although the proposal would be effective for
taxable years beginning after the date of enactment, taxpayers
could not use the simplified method for any taxable year
beginning before Treasury publishes regulations.
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Administration psitlon. We do not oppose the proposal
because it authorizes rather than requires such regulations. The
Administration supports the goal of making compliance with the
uniform capitalization rules less burdensome for taxpayers.
However, we are not certain that we can devise rules which will
adequately protect the fisc from lose due to distortion of income
while meaningfully simplifying taxpayers' administrative burdens.
We would not expect to propose regulations under this authority
unless we were convinced, after appropriate investigation, that
the regulations could meet a revenue neutrality constraint.

C. Minimum Tax Provisions

1. Corporate Sinim Tax DerecIation PreferencA (Section 421)

CurnJiA . In computing the ANT depreciation deduction for
personal property, taxpayers are generally required to use the
150 percent declining balance depreciation method over the ADR
life of the property set forth in section 168(g). In computing
adjusted current earnings (ACE), corporate taxpayers are
generally required to compute the ACE depreciation deduction
using the straight-line method over the ADR life.

Pogsmj. Under the proposal, corporate taxpayers generally
would be required to use the 120 percent declining balance
depreciation method in computing both AM? and ACE depreciation
deductions for personal property placed in service in taxable
years beginning after December 31, 1990 (using the same ADR
recovery periods generally used for both AMT and ACE purposes
under current law). The proposal would also permit corporate
taxpayers to elect to calculate regular tax depreciation
deductions using the same 120 percent declining balance method
and recovery periods used in computing ANT and ACE depreciation
deductions.

Administration position. We support the proposal provided an
acceptable revenue offset is provided. We believe the proposal
significantly simplifies the corporate ANT computation. Although
the proposal loses revenue, there are some isolated instances in
which taxpayers would be disadvantaged by the proposal (L4L,
taxpayers with both current and cumulative negative ACE
adjustments).

2. Treatment of Built-in Losses for Purcoses of the Corporate
Alternative Minimum Tax (Section 422)

CUrelnt 1A. For ACE purposes, if a corporation with a net
unrealized built-in loss undergoes an ownership change, the
adjusted basiu of each asset must be restated to its fair market
value immediately before the ownership change. This adjustment
results in a permanent loss of asset basis for ACE purposes and
creates an added complexity for certain taxpayers in computing
ANT liabilities.

krui. The proposal would repeal the ACE asset basis
restatement rule.

Administration position. We support the proposal provided an
acceptable revenue offset is provided. Under current law,
section 382 limitations apply to net operating losses and net
unrealized built-in losses under both the regular tax and ANT
systems. However, the ACE asset basis restatement rule results
in needless complexity and inconsistency by departing from the
general section 362 limitations which apply for regular tax and
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AR purposes. The proposal would significantly reduce the
recordkeeping requirements for affected taxpayers and provide for
consistent application of the section 382 limitations to net
unrealized built-in losses under each of the separate regular
tax, ANr, and ACE systems.

D. ThX-Zoapt Bond Provisions

1. Repeal of S100.0Q0 Limitation on Unspent proceeds Under 1-
year EXceptiOn fom RebAte (Section 431)

UC~w~r~ezI". A tax-exempt bond is not subject to the
arbitrage rebate requirement if all of the proceeds of the issue
(other than proceeds in a reasonably required reserve and
teplacem4nt fund and in a bona fide debt service fund) are spent
for the governmental purpose of the issue within 6 months of the
date of issue of the bond. In the cast of non-private activity
bonds and qualified 501(c)(3) bonds, the 6-month period is
extended to 12 months if no more than the lesser of 5 percent of
the proceeds of the issue or $100,000 is unspent after the first
6 months and such unspent amount is spent within the next 6
months.

Prosa4. The condition that no more than the lesser of 5
percent or $100,000 remain unspent after 6 months would be
changed to a requirement that no more than 5 percent of the
proceeds remain unspent after 6 months.

Administration Dosition. We support this proposal. We
believe that this proposal will simplify compliance with this
exception to arbitrage rebate without compromising tax policy
with respect to the arbitrage rebate requirement.

2. Exception From Rebate for Earnings on Bona Fide Debt Service
Fund Under Construction Bond HuleQ (Section 432)

rUL.a . Non-private activity bonds and qualified
501(c)(3) bonds issued to finance construction projects are
exempt from the arbitrage rebate requirement if the bond proceeds
are spent at specified percentages in 6-month intervals over a
24-month period beginning on the date of issue of the bonds. An
issuer complying with the requirements of this exception under
certain circumstances is still required to pay arbitrage rebate
on arbitrage earnings attributable to a bona fide debt service
fund.

kropsgAl. Earnings on a bona fide debt service fund, with
respect to a bond issue that meets the spend-down requirements of
the 24-month arbitrage rebate exception, would not be subject to
the arbitrage rebate requirement.

Administration posJ.tf. We support this proposal. We
believe that this proposal will simplify compliance with the
arbitrage rebate requirement and th-it it is consistent with the
policy behind the 24-month arbitrage rebate exception.

3. = oMatic Extension of Initial Temoorary Period for
Gonstruction IsssI (Section 433)

ClrrlntLI". After the termination of the initial temporary
period, bond proceeds invested at a yield materially higher than
the yield on the bonds pursuant to such temporary period must
generally be invested at a yield not in excess of the bond yield
plus .125 percent.
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ProgAkl. With respect to bonds issued to finance non-
private activity construction projects, the initial temporary
period would be automatically extended I year if, as of the end
of the initial temporary period, the issuer had spent at least 85
percent of the bond proceeds available for construction and the
issuer reasonably expected to spend the remaining bond-
construction moneys within the following 12-month period.

Administration poeltin. We do not oppose this proposal. We
agree that subjecting bond proceeds to yield restriction and
rebate requirements at the same time is duplicative and that
simplification in this area is desirable. We believe that the
proposal made last year by the Congressional staff i -- to allow
is,,uers te rebate arbitrage in lieu of restricting yield on
investments under appropriate circumstances -- continues to be
the moat promising approach. We suggest that this rebate-in-
lieu-of-yield restriction proposal be given further consideration
as a means of simplifying the problem addressed by the current
proposal. We would, however, request that the Treasury be given
regulatory authority to require yield restriction when necessary
in order to discourage arbitrale-motivated transactions.

4. Agargatgon of IUgues Rules Not to ApplV to Tax or Revenue
124tion onds (Section 434)

Cuxil1.. a. The IRS in certain private letter rulings has
treated multiple issues of bonds issued within 31 days of each
other by the same issuer as being a single debt obligation for
purposes of applying tax rules with respect to tax-exempt bonds.
Tax and revenue anticipation notes (TRANs) are short-term
borrowings by a governmental unit issued for the purpose of
financing near-term cash flow deficits. .

pr2 . The aggregation of TRANs with other non-private
activity bond issues of an issuer would be prohibited regardless
of when the TRANs was issued.

&Miismtration position. We do not oppose this proposal. We
believe that this clarification will simplify compliance with
relevant Federal tax requirement without compromising Federal
tax policy in this area.

5. uthoi t T t R qired Inclusion of Tax-£xemPt
Interst on Return (Section 435)

gurront.J.a.n Section 6012(d) of the Internal Revenue Code
requires that every person required to file a Federal income tax
return for the taxable year must include on such return the
amount of tax-exempt interest received or accrued during the
year.

pogal. The Secretary of the Treasury would be given
authority to exempt taxpayers from reporting tax-exempt interest
pursuant to section 6012(d) of the Code in any case in which the
Secretary determines that the disclosure of such interest is not
useful for tax administration.

Administration position. We do not support this proposal.
Given the need for this data in tax administration, we see little,
likelihood that this authority could be exercised to reduce
issuer compliance burdens in any significant way.

6. Repeal oExiredProvisiun (Section 436)

Qurral t. . A special exception to the arbitrage rebate
requirement applicable to certain issues of qualified student
loan bonds expired on December 31, 1988.



301

P . Since the provision is no longer of any effect it
would be repealed as deadwood.

AdminigtrAti2on 2osition. We support this proposal. The
provision is no longer needed.

3. Revooable Trust Provision

! ftaljnGrAntor Trusts-Treatqd As Estater (Section 441)

grrqatLlJA Many taxpayers use revocable trusts as
substitutes for wills to avoid the costs of probate, for reasons
of privacy and other nontax purposes. When a revocable trust
becomes irrevocable on the grantor's death and thereafter
effectively functions as an estate, it is taxed as a trust and is
unable to take advantage of certain provisions of the Code that
are available to estates but not trusts.

Proposal. The bill would amend section 7701 by addin? a
definition of an "estate",. Under the provision, an estate is
defined to include a pourover revocable trust, or, if there is no
wi)l, a trust that is primarily responsible for debts and
administration expenses. Such a trust would not be treated as an
estate for purposes of determining the trust's personal exemption
or taxable year or for gift, estate or generation-skipping tax
purposes. Treasury would have regulatory authority to prescribe
additional exceptions. Such a trust would be treated as an
estate for taxable years that begin within 3 years and 9 months
of the decedent's death.

Administratign position. The Administration does not
oppose this provision of the bill. The purpose of the provision
is to eliminate several of the tax disincentives to using funded
revocable trusts as substitutes for wills. The bill would
simplify planning by reducing the tax considerations in deciding
whether to use a revocable trust.

r. Other Provisions Relating to Partnerships

1. Timing Rules for Inclusion and DeductIon of PartnershiR
Guaranteed Payments (Section 442)

Current law. Under section 707(a) a partner who engages in
a transaction with a partnership other than in his capacity as a
partner is treated as if he were not a member of the partnership
with respect to the transaction. Examples of such transactions
include loans of money or property by the partnership to the
partner or by the partner to the partnership, the sale of
property by the partner from the partnership, the purchase of
property by the partner from the partnership, and the rendering
of services by the partnership to the partner or by the partner
to the partnership. Transfers of money or property by a partner
to a partnership as contributions, or transfers of money or
property by a partnership to a partner as distributions, are not
transactions within the purview of section 707(a).

Under section 707(c), the payments made by a partnership to
a partner for services or for the use of capital ("Ln,
"guaranteed payments*) are considered as made to a person who is
not a partner to the extent the payments are determined without
regard to the income of the partnership Guaranteed payments are
considered as made to one who is not a member of the partnership
only for purposes of section 61(a) (relating to gross income) and
section 162(a) (relating to trade or business expenses).
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Section 267 sets forth certain timing rules relating to
deductions for losses, expenses and interest arising from
transactions between related taxpayers. As a general matter,
section 267(a)(2) provides that in transactions between related
parties, payments are deductible by a taxpayer only when they are
includible in the income of the person to whom payment is made.
Section 267(e) extends this rule to transactions between
partnerships and their partners except with respect to a
partnership's guaranteed payments. Instead, a partner must
include such payments as ordinary income for his taxable year
within or with which ends the partnership taxable year in which
the partnership deducted the payments.

Proposal. The bill would defer the deduction of a
guaranteed payment by a partnership until the year in which it is
includible in the partner's income. Thus, the bill conforms the
timing rule for guaranteed payments to the timing rule for
payments made to a partner acting in a capacity other than as a
member of the partnership.

Administration oosition. The Administration supports this
proposal. It is desirable to have the same timing rule for
payments made by a partnership to a partner either as payments
made not in the partner's capacity as a partner or as guaranteed
payments, since these types of payments can be difficult to
distinguish from each other.

2. Closing of Partnerghi Taxgble Year With ResoectTo
ceased Partner (Section 443)

.Crent I&_ . A partner reports his share of items of
income, gain, loss, deduction, and credit on his return for the
year in which or with which the partnership's year ends. The
taxable year of a partnership closes with respect to a partner
who sells or exchanges his entire interest in the partnership, or
whose entire interest in the partnership is liquidated other than
by reason of death. Thus, a partner who sell his entire
interest reports his share of partnership items for the year that
includes the date of sale on his income tax return for the year
that includes the date of sale (and not on his return for the
year in which the partnership's year would normally have ended).
Because the partnership's year does not end by reason of the
death of a partner, a decedent-partner's share of partnership
items for the partnership year that includes his death is
reported on the estate's return rather than on the decedent's
final return. However, the partnership's year would close with
respect to the decedent-partner if his entire interest is sold
pursuant to a buy-sell agreement existing at the time of death.
In such a case, the decedent-partner's share of partnership items
for the partnership year that includes his death would be
reported on his final return rather than the estate's return.

Pr2o Wa. The bill would provide that the taxable year of
a partnership closes with respect to a partner whose entire
interest in the partnership terminates, whether by death,
liquidation, or otherwise.

Administration position. We support this proposal. The
year closing result should not be dependent on the presence of a
buy-mell agreement.
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G. Corporate Provision

Clarification of AmoUnt of Gain Rcgognized by a Sec&u. I...r in
a Reorgnization (Section 444)

Q _jxsL1'LA. In general, a holder of corporate stock or
securities who exchanges them for other stock or securities in a
corporate reorganization or "spin-off" does not recognize gain
even if the holder realizes gain because the value of the stock
or securities received exceeds the holder's basis in the stock or
securities given up. This general rule does not apply, however,
if the principal amount of securities received exceeds the
principal amount of securities given up. In this case, any gain
realized on the exchange is recognized up to the fair market
value of the excess principal amount. It is not clear how the
"principal amount" of a security surrendered or received in a
reorganization is measured for this purpose. Under the original
issue discount (OLD) rules of current law, however, that portion
of the stated principal amount of a bond that exceeds the issue
price of the bond is treated as unstated interest that is
included in income by the holder and deductible by the issuer
over the term of the bond.

P . The proposal would coordinate the "excess
principal amount" rule with the OlD rules of current law. Thus
any portion of the stated principal amount that is treated as
unstated interest under the OlD rules would not be treated as
principal for purposes of determining how much gain is recognized
in a reorganization. Instead, the issue price of the securities
received, and the adjusted issue price of the securities
surrendered, would be treated as their principal amount. In
contrast to current law, under which the amount of gain
recognized is based on the fair market value of the excess
principal amount of the securities received, the proposal would
not require determination of the fair market value of this
excess.

Administration gositio. We support this proposal. It
will provide similar tax treatment for exchanges that are similar
in economic substance.

TITLE V. ESTATE An GIFT TAX PROVISIONS

1. Waiver of Riaht of Recovery for Certain marital DedAion
krg tx (Section 501)

urrent law. A marital deduction is allowed for estate and
gift tax purposes for qualified terminable interest property
(QTIP) that passes to a spouse. The property is generally
includible in the estate of the spouse beneficiary. This estate
of a spouse beneficiary of a QTIP trust has a rilht of recovery
against the person receiving the trust property for estate taxes
attributable to the inclusion of the trust in the spouse's gross
estate. The right of recovery may be waived by the spouse
beneficiary in his or her will.

ProeRgAl. The bill would provide that the right of
recovery may be waived by the spouse beneficiary only by a
specific reference to section 2207A,

Administration position. The Administration does not
oppose this proposal. The proposal does not affect the
substantive right of the surviving spouse to waive the right of
recovery. By establishing a clear test for what constitutes an
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effective waiver under section 2207A, the provision should
prevent the inadvertent waivers that sometimes occur under
current law.

2. InglIuson in Gross Estate of Certain Gifts Made Within
Three XYears of Death (Section 502)

Current law. Generally, transfers made within 3 years of
death are not includible in the transferor's gross estate.
However, the transfer within 3 years of death of certain retained
rights with respect to previously transferred property causes the
entire property to be includible in the transferor's gross
estate. This inclusion rule applies to transfers made from a
revocable trust within 3 years of the transferor's death. This
may cause, among other things, annual exclusion gifts made from
the revocable trust during that period to be includible in the
transferor's gross estate.

Proposal. The bill would amend section 2038, which deals
with revocable transfers, to ensure that transfers made from an
individual's revocable trust within 3 years of the individual's
death are not includible in the individual's gross estate. The
bill would also restate section 2035, which generally deals with
the inclusion in the gross estate of property transferred within
3 years of death, for greater clarity without substantive change.

Administration position. The Administration does not
oppose this provision of the bill. Funded revocable trusts are
created by individuals for a variety of legitimate, nontax
planning purposes. The inability to use the revocable trust as a
vehicle for making annual exclusion gifts without estate tax
exposure is a significant tax disadvantage to the use of such
trusts.

3. Definition of oualified Terminable Interest Prooerty
(Section 503)

Current Jaw. A marital deduction is allowed for estate and
gift tax purposes for a QTIP passing to a spouse. For property
to qualify as QTIP, the beneficiary spouse must have a qualifying
income interest for life in the transferred property; "L, must
be entitled to all the income from the property, payable at least
annually. Proposed Treasury regulations provide that income
accrued or accumulated between the last income distribution date
and the date of the spouse's death does not have to be payable to
the spouse or the spouse's estate for the spouse to have a
qualifying income interest for life. In Estate of Howard, 91
T.C. 329 (1988), rey'., 910 F.2d 633 (9th Cir. 1990), the Tax
Court held that this "stub period" income must be payable to the
spouse's estate or be subject to the spouse's general power of
appointment for the spouse to have the requisite income interest.
Although the llQ r decision was reversed on appeal, it is
unclear how the Tax Court would rule if the question arises in a
case appealable to another circuit.

Proposal. The bill would provide that an income interest
would not fail to be a qualifying income interest for life solely
because the stub period income is not payable to the spouse's
estate or subject to the spouse's general power of appointment.
If the marital deduction is allowed, however, such income would
be includible in the spouse's estate.

Adinigtrat -on 2gaition. The Administration supports this
provision of the bill. The codification of the proposed Treasury
regulation will eliminate the need for the closing agreement
procedure now used by the IRS to permit taxpayers who have relied
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on the proposed regulation to claim the marital deduction while
protecting the government against the potential whipsaw of
avbiding subsequent inclusion of the trust property in the
spouse's estate on the grounds that the deduction was improperly
allowed.

4. ReMiremente for Oualified Domestic Trust (Section 504)

Current 10 . Generally, property passing to a noncitizen
surviving spouse does not qualify for the marital deduction
unless it passes in a qualified domestic trust (QDT).
Distributions of principal from such a trust to the surviving
spouse are subject to estate tax. When originally enacted, the
QDT provisions required that all trustees of a QDT be U.S.
citizens or domestic corporations. This provision was
retroactively amended twice and ultimately required that the
trust must provide that no distributions can be made unless a
U.S. trustee has the right to withhold the estate tax imposed on
the distribution.

rogna1. Under the proposal, a QDT created prior to the
enactment of the 1990 OBRA whose governing instrument requires
that all trustees be U.S. citizens or domestic corporations would
be treated as satisfying the withholding requirement of current
law.

hadanisration position. The Administration supports this
provision of the bill. The trustee requirements for a qualified
domestic trust have been amended twice in an attempt to give
taxpayers greater flexibility in the choice of trustees while
also protecting the government's ability to collect he tax
imposed on the trust. We believe that the government's interest
is adequately protected if the trust instrument requires that all
trustees must be U.S. citizens or domestic corporations. The
bill will reduce the number of individuals who will have to
redraft wills to comply with the changes that have been made to
the trustee requirement for QDTs.

5. Election ofsnecial use Valuation of Farm Property for
Estate Tax Puross (Section 505)

Ct n. Under certain circumstances, a decedent's
estate may elect to value real property used in a farm or a trade
or business according to its actual use rather than its highest
and best use. The election requires, among other things, the
filing of an agreement signed by all the qualified heirs
consenting to a recapture tax if the special use terminates
within 10 years of the decedent's death. An executor who makes
the election and substantially complies with the requirements in
the regulation for making the election may provide missing
information and certain signatures missing from the agreement
within 90 days of notification by the IRS.

JPrgaaaj.. Under the proposal, if the executor makes the
special use valuation election and files the agreement regarding
the recapture tax, the executor would be permitted to provide any
missing information and signatures within 90 days of notification
by IYAV. This relief would be available without regard to whether
the executor substantially complied with the regulatory
requirements for making the election.

Administrati g i. The Administration does not
oppose this provision. The special use valuation election is
frequently defective because the executor fails to file certain
required information or signatures. By expanding the scope of the
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provision that permits defective elections to be cured, the bill
simplifies qualification for the special use valuation in those
estates for which it was intended to be available,

TITLE VI. EXCISE TAX PROVISIONS

A. Motor Fuel xcise Tax Provisions

l. Use Tax on Diesel and Aviation Ful (Section 601)

QatrennL14w. Section 4091 imposes a tax on the sale of
diesel or aviation fuel by a producer. For this purpose, a
wholesaler or a tax-free purchaser (gL.g, a State government) is
treated as a producer, and a nonexempt use of fuel by a producer
is treated as a sale. A person that purchases fuel at a reduced
tax rate (g.qg, for use in a bus or train) is not treated as a
producer. Thus, section 4091 does not impose a tax when a
reduced-tax purchaser diverts fuel to a nonexempt use. Section
4041 imposes a back-up use tax on fuel diverted to nonexempt
uses, but this tax is redundant in the case of fuel diverted by a
tax-free purchaser and does not apply to fuel diverted by a
reduced-tax purchaser.

R . The bill would combine the diesel and aviation
fuel tax provisions into a revised section 4091. Reduced-tax
purchasers would be treated as producers for purposes of the tax
imposed by the revised section 4091 and would be liable for the
tax when they divert fuel to a nonexempt use. The bill would
also reorganize section 4041.

Administration position. We support the proposal. The
proposal improves the organizational structure of the diesel and
aviation fuel excise tax statutes* making the rules easier to
locate and understand. The imposition of tax on fuel diverted to
nonexempt uses by reduced-tax producers ensures eqivalent
treatment of nonexempt uses of diesel and aviation fuel by
tax-free nnd reduced-tax purchasers.

2. Befunlds of Diesel and Aviation Fuel Taxes (Section 602(a))

Current law. Producers (including wholesalers) of diesel
or aviation fuel can make tax-free sales to exempt purchasers
(2L, a State government). If, however, a retailer sells diesel
or aviation fuel on which tax has been paid to an exempt
purchaser, only the exempt purchaser can claim a refund of the
tax.

Proposal. The bill would permit the person who paid the
tax (generally the wholesaler) to claim the refund if the amount
of the tax is repaid to the retailer. (Presumably, the
wholesaler would reimburse the retailer only if the retailer
sells the fuel to an exempt purchaser at a tax-free price.) This
rule would apply only to fuel sold for use in one of the
following exempt uses: (1) export, (2) use as supplies for
aircraft or vessels, (3) exclusive use by a State or local
government, or (4) exclusive use by a nonprofit educational
organization. In addition, refunds would be permitted only if
the person paying the tax meets such requirements as the Treasury
Department may impose under the regulatory authority provided in
the bill.

Administration Dosition. We do not oppose the proposal.
The proposal significantly simplifies refur:d procedures for
diesel and aviation fuel sold to certain exempt users and
conforms those procedures to those applicable to special motor
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fuels and gasoline. Under the proposal, however, there is a
possibility of refund claims by both the wholesaler and the
exempt user, and we expect it will be necessary to prescribe
regulatory safeguards under the authority provided in the bill.
These safeguards, including appropriate certifications by the
exempt user, would be designed to prevent an exempt user from
claiming a refund if the tax is refunded to the wholesaler. They
would also assume that a wholesaler claiming a refund does not
pass the tax on in the price of the product by requiring the
wholesaler to establish that the price does not include the tax.

3. Consolidation of Refund Proyising (Section 602(b))

C~raentL". The excise tax imposed on fuel is refunded if
the fuel is used for an exempt purpose. Refunds of fuel taxes
are currently authorized under three separate Code sections.

Refunds may be claimed annually as a credit on the
taxpayer's income tax return. In most cases, taxpayers also have
the option of claiming quarterly refunds for the first three
quarters of a taxable year. This option is not available,
however, with respect to taxes imposed on gasoline and special
motor fuel used on a farm for farming purposes. In addition,
quarterly refunds are permitted only if the amount of the refund
meets a statutory threshold. Different thresholds are prescribed
depending on the Code provision authorizing the refund, and
claimants may not aggregate refunds authorized under different
Code sections (2, gasoline refunds authorized under section
64;1 and diesel fuel refunds authorized under section 6427) in
determining whether the statutory threshold is met.

An expedited reund procedure is available for gasohol
blenders.

. The bill would consolidate the Code provisions
authorizing refunds into a single section. This section would
prescribe only one refund threshold, and all gasoline and diesel
fuel refunds would be aggregated in determining whether this
threshold is met. A refund would be permitted for any quarter
(including the fourth quarter) in which the cumulative
overpayment exceeds $750. Refunds would be permitted under this
rule with respect to taxes imposed on gasoline and special motor
fuel used on a farm for farming purposes. The special expedited
procedure for gasohol blenders would be retained.

Administration positjI. We do not oppose the proposal.
The proposal significantly simplifies the refund procedures by
consolidating the rules in a single section and providing uniform
threshold and refund procedures. A single standardized refund
claim for all fuel taxes reduces administrative burdens imposed
on taxpayers that are eligible for refunds of several different
types of excise tax.

4. Refunds to Crogdusterl (Section 602(b))

Current In.d4. The excise tax imposed on gasoline or
aviation fuel is refunded if the fuel is used for cropdusting.
The tax is generally refunded to the farmer; the cropduster is
entitled to a refund only if the farmer waives the right to a
refund.

E o . The bill would eliminate the waiver requirement
and provide that only the cropduster is entitled to the refund.
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Proposal. The bill would permit proprietors to maintain
records and reports at locations other than the plant premises.
An under current law, the records and reports would be required
to be available for inspection by the Treasury Department during
business hours.

AdMnnigtration position. We do not oppose the proposal.
The waiver requirement is cumbersome and prevents many
cropdusters from claiming refunds.

5. inforMation Reporting on Certain Sales (Section 603)

Current I". When diesel or aviation fuel is sold free of
tax or at a reduced tax rate, both the seller and the purchaser
are required to file an information return with the IRS.

Prosaml. The bill would permit the Treasury Department to
issue regulations waiving the information reporting requirement.

Administration position. We support the proposal. The
authority to waive the reporting requirement in appropriate cases
will allow the IRS to administer the exemptions more efficiently
and relieve taxpayers of unnecessary paperwork burdens.

5, Alcohol noise TaX Provisions

Imported Distilled SDlirits Returned to Plant (Section 611)

CLuxtnt i4. When tax-paid distilled spirits that have
been withdrawn from bonded premises of a distilled spirits plant
are returned for destruction or redistilling, the excise taxes
are refunded or credited. Bottled imported distilled spirits are
not eligible for this refund or credit because they are
originally withdrawn from customs custody and not bonded
premises. Additionally, distilled spirits brought into the
United States from Puerto Rico are not eligible because they are
not withdrawn from bonded premises.

j!rQIAj. The bill would provide that refunds or credits
of the tax would be available for all spirits that are returned
to the bonded premises of a distilled spirits plant.

Cancellation of Export Bonds (Section 612)

Current 1aw. An exporter that withdraws distilled spirits
from bonded warehouses for export or transportation to a customs
bonded warehouse without the payment of tax must furnish a bond
to cover the withdrawal. The required bonds are canceled "on the
submission of such evidence, records, and certification
indicating exportation as the Secretary may by regulations
prescribe."

Proposal. The bill would allow the bonds to be canceled
"if there is such proof of exportation as the Secretary may
require." Under this rule, the Treasury Department could permit
exporters to satisfy the proof requirement by maintaining records
of exportation. Thus, bonds could be canceled without submission
of proof of exportation.
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Loation of Record. Of Dstilled Spirit. Plant (Section 613)

= nlt I". Proprietors of distilled spirits plants are
required to maintain records and reports relating to their
production, storage, denaturation, and processing activities on
tle premises where the operations covered by the records are
carried on.

Transters from Brewery to Distilled Snirits Plant (Section 614)

C Argnt la. A distilled spirits plant may receive tax-
free beer on its bonded premises for use in the production of
distilled spirits. This rule applies only if the beer is
produced on contiguous brewery premises.

Proposal. The bill would provide an exemption from excise
tax, subject to Treasury regulations, for beer removed to a
distilled spirits plant from any brewery for use in the
production of distilled spirits. The bill would also authorize
the receipt of such beer by a distilled spirits plant.

Sian Not Required for holgaIG Qoalg (Section 615)

C Wn$ Wholesale liquor dealers are required to post
a sign identifying the firm as such. Failure to do so is subject
to a penalty.

Propgoal. The bill would repeal the requirement that a
sign be posted.

Refund on Returns of Merchantable Wine (Section 616)

Current Ux. Excise tax paid on domestic wine that is
returned to bond as unmerchantable is refunded or credited, and
the wine is once again treated as wine in bond on the premises of
a bonded wine cellar.

Rropesal. The bill would permit a refund or credit in the
case of all domestic wine returned to bond, whether or not
unmerchantable.

Increased Sugar Ligits for Certain Wine (Section 617)

Currant laM. Natural wines may be sweetened to correct
high acid content. If the amount of sugar used exceeds the
applicable limitation, however, the vine must be labeled
"Substandard." For most wines the limitation is exceeded if
sugar constitutes more than 35 percent (by volume) of the
combined sugar and juice used to produce the vine. Up to 60
percent sugar may be used in wine made from loganberries,
currants, and gooseberries.

MoulJ. The bill would provide that up to 60 percent
sugar could be used in any vine made from juice, such as
cranberry or plum juice, with an acid content of 20 or more parts
per thousand.

ear_ Wlthdrawn for abassv Ue- (Section 618)

Current. 0, Imported beer, wine, and distilled spirits tobe used for the family and official use of foreign governments,
organisation and idiv iduals may be withdrawn from customs
bonded warehouses without payment of excise tax. A similar rule
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applies to domestically produced wine and distilled spirits.
There is no similar exemption for domestic beer withdrawn from a
brewery or entered into a bonded customs warehouse for the same
authorized use.

Prgggsal. The bill would provide an exemption for domestic
beer similar to that available for domestically produced wine and
spirits. The exemption would be subject to Treasury's regulatory
authority.

Beer Withdrawn for Destruction (Section 619)

Curr~a L.. Beer removed from a brewery for destruction
must be tax-paid rather than withdrawn without payment of excise
tax.

PropgsAl. The bill would provide an exemption from tax for
removals for destruction, subject to Treasury regulations.

kwback on Exportd Beer (Section 620)

urrentJAW. A domestic producer that exports beer ma
recover the tax (receive a "drawback") found to have been paid on
the exported beer upon the "submission of such evidence, records
and certificates indicating exportation" required by regulations.

Proposal. The bill would allow a drawback of tax paid "if
there is such proof of exportation as the Secretary may by
regulations require." Under this rule, the Treasury Department
could permit exporters to satisfy the proof requirement by
maintaining records of exportation. Thus, tax could be refunded
without submission of proof of exportation.

IMorted Beer Trangferred in Bulk to Brewery (Section 621)

rrflt.JU ai . Imported bulk and bottled beer is subject to
tax when removed from customs custody.

Proposal. The bill would provide that, subject to Treasury
regulations, beer imported in bulk containers could be withdrawn
from curomas custody and transferred in bulk to a brewery without
payment of tax. Under this provision, the proprietor of the
brewery to which the beer is transferred is liable for the tax
imposed on the withdrawal from customs custody and the importer
would be relieved of liability.

Administration Position on Alcohol excise Tax Provi.sLM. We
support these proposals.

Until 1980, the method of collecting alcohol excise taxes
required the regular presence of Treasury Department inspectors
at alcohol production facilities. In 1980, the method of
collecting tax was changed to a bonded premises system under
which examinations and collection procedures are similar to those
used in connection with other Federal taxes.

A number of proposals conform reporting and recordkeeping
requirements to the current collection system. These changes
will allow the Bureau of Alcohol, Tobacco, and Firearms to
administer alcohol excise taxes more efficiently and relieve
taxpayers of unnecessary paperwork burdens.

Other proposals expand the circumstances in which the Code
permits tax-free removals of alcoholic beverages (or allows a
credit or refund of tax on a return to bonded, premises). These
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changes are also consistent with the current collection system
and will not jeopardize the collection of tax revenues. In a
number of cases, the changes will eliminate Inappropriate
disparities in the treatment of different types of alcoholic
beverages. In addition, several of these proposals will provide
producers with additional options in complying with environmental
and other laws that regulate the destruction and disposition of
these products.

The remaining proposals ( ., the repeal of the sign
requiremeoit and the increased sugar limits for certain wine)
repeal or revise outmoded provisions. We do not believe the
adoption of these proposals will have adverse consequences.

C. Other Izoise Tax Provisions

1. Waiver of Reist ration RHouirement (Section 631)

Quiiat r aW. The Code exempts certain types of sales
(L.g., sales for use in further manufacture, sales for export,
and sales for exclusive use by a State or local government or a
nonprofit educational organization) from excise taxes imposed on
manufacturers and retailers. These exemptions generally apply
only if the seller, the purchaser, and any person to whom the
article is resold by the purchaser (the second purchaser) are
registered with the IRS. The IRS can waive the registration
requirement for the purchaser and second purchaser in some but
not all cases.

Proposal. The bill would authorize the Treasury Department
to specify the cases in which the registration requirement
applies to purchasers and second purchasers. Exempt sales to
unregistered purchasers and second purchasers would be permitted
in all other cases.

Administration position. We support the proposal. The
authority to waive the registration requirement in appropriate
cases will allow the IRS to administer the exemptions more
efficiently and relieve taxpayers of unnecessary paperwork
burdens.

2. Deadwood--Pg&back Trailers and Deeg Seabed Minerajs
(Section 632)

Carnnt law. The Code includes a provision relating to a
temporary reduction in the tax on piggyback trailers sold before
July 18, 1985, and provisions relating to the tax on the removal
of hard minerals from the deep seabed before June 28, 1990.

PrggglAj. The bill would repeal these provisions.

Administration position. We support the proposal.
Continued retention of these deadwood provisions is unnecessary.

TXTLU VII. A XINZEITATZVU PROVISIOVS

A. Administrative Provisions

1. EmloventTaX RbortLna for Household Emxlovees
(Section 701)

=ruetr lkj. Household employers who pay cash wages of $50
or more per quarter must withhold social security taxes
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(including Medicare taxes) from wages paid to the employee during
the quarter. The withheld taxes, together with the portion of
the tax paid by the employer, are paid with a quarterly FICA
return on Form 942. Household employers who pay cash wages of
$1,000 or more in any calendar quarter in the current year or the
preceding year are subject to Federal unemployment taxes and must
file an annual FUTA return on Form 946 or Form 940EZ. Quarterly
deposits are required if certain FUTA liability thresholds are
met. Although wages of household employees are not subject to
mandatory income tax withholding, an employer and employee may
enter into a voluntary withholding agreement. In that case,
withheld income taxes are reported and paid on the quarterly
return filed for FICA purposes. After the end of each calendar
year, household employers must provide copies of Form W-2 (Wage
and Tax Statement) to each employee and must transmit all Forms
W-2 to the Social Security Administration with Form W-3
(Transmittal of Income and Tax Statements).

Household employers subject to FUTA are typically required
to file quarterly state unemployment tax returns as well.

r . Household employers would report all FICA and
FUTA taxes and any withheld income taxes ("domestic service
employment taxes") on a schedule to Form 1040. No quarterly
payments or deposits would be required, but domestic service
employment taxes would be counted in determining the employer's
estimated tax penalty. Thus, a household employer would be
required either to make payments of estimated taxes or to
increase the rate of withholding on his own wages to cover his
liability for domestic service employment taxes.

To make simplified annual reporting possible, the quarterly
FICA threshold would be changed to an annual threshold of $300.

In addition, the Secretary would be granted the authority
to enter into agreements with the states which would allow the
IRS, acting as agent for the states, to collect state
unemployment taxes in the same manner.

Administration position. The Administration supports the
proposal. The proposal should provide substantial simplification
and increased compliance.

Current law requires employers of household employees to
file 5 Federal returns annually in addition to forms such as W-3
and W-2. State unemployment reports must be separately filed on
a quarterly basis, often to remit quite small liabilities ($7-8
annually). Household employers are frequently unaware of and do
not comply with such requirements. By incorporating Federal
return requirements into Form 3040, the compliance burden should
be eased and household employers will be reminded of their filing
responsibilities. While State participation in the Form 1040
filing system would be voluntary, many states may find the system
cost effective to collect the relatively small sums involved.

We recommend that the proposal be made effective for
remuneration paid after December 31, 1992, in order to allow the
IRS to prepare forms and inform taxpayers about the new filing
system. In addition, we recommend that the return due date
provision be clarified to make certain that the schedule is not
due earlier than the date of the Form 1040 if the taxpayer
utilizes an extension to file.
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2. Uniform penalty Provisionsto Aply to certain Pension

ReortjnafReuuirements (Section 702)

= l Any person who fails to file an information
report with the IRS on or before the prescribed filing date is
subject to penalties for each failure. The general penalty
structure provides that the amount of the penalty is to vary with
the length of time within which the taxpayer corrects the
failure, and allows taxpayers to correct a de minimis number of
errors and avoid penalties entirely. A different, flat-amount
penalty applies for each failure to provide information reports
to the IRS or statements to payees relating to pension payments.

J!rQpgg5l. The bill would incorporate into the general
penalty structure the penalties for failure to provide
information reports relating to pension payments.

dmnistration position. We support this proposal because
conforming the information-reporting penalties that apply with
respect to pension payments to the general information-reporting
penalty structure will simplify the overall penalty structure
through uniformity and provide more appropriate information-
reporting penalties with respect to pension payments.

3. Use of ReDrodugtions of Returns Stored in Pigital Imag
ERXa" (Section 703)

1. Under section 6103(p) (2), the IRS is required
to provide a reproduction of a return upon request from a person
entitled to disclosure of the return, and may provide return
information to such a person through a variety of media.
Reproductions so provided have the same legal status as the
original return and may be admitted into evidence in judicial or
administrative proceedings.

Proposal. The Code would be amended to clarify that the IRS
may discharge its obligations to persons seeking disclosure of
returns by furnishing them with reproductions produced through
digital image technology. Such technology will eventually enable
the IRS to store returns in digital image form and realize
significant costs savings. The cost of storing, retrieving and
copying tax returns is today about $42 million annually. The
bill a so would require the Comptroller General to conduct a
study Of available digital image technology for the purpose of
determining the extent to which reproductions of documents stored
using that technology accurately reflect the data on the original
document and the appropriate period for retaining the original
document.

Administration position. We support this proposal. In
addition to cost savings, the use of digital image technology
will speed the retrieval of return information for use by the IRS
in resolving taxpayer inquiries, conducting examinations and
litigating tax issues. To ensure that accurate and legible
document images are created, the IRS will institute strict
quality control standards. As provided in section 6103
genArally, taxpayer information will continue to be protected
from unauthorized disclosure.

4. Re2eal of Tax Shelter Registration Rules (Section 704)

ren. JJ law. The Code requires the registration of taxshelters with the IRS and imposes penalties for failure to comply
with the registration requirements. *The provisions were adopted
in 1984 to enable the IRS to identify and audit more effectively
tax shelter investments that had proliferated during the early
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1980s. Due to changes in the tax laws since 1984, tax shelter
activities have declined substantially. On the other hand,
partnerships with over 500 investors have almost doubled, The
tax shelter registration provisions are particularly cumbersome
for such widely held partnerships. Organizers and sellers of
potentially abusive tax shelters are required to keep lists of
investors and to make them available to the IRS on request.

Proposa. The tax shelter registration rules would be
repealed. Current law rules applicable to organizers and sellers
of potentially abusive tax shelters would be retained.

AdministrAtIon 1oition. The Administration supports this
provision. The steep decline in the number of tax shelters being
marketed has greatly reduced the amount of information being
provided under the tax shelter registration rules. The
information is no longer sufficiently useful to justify the
paperwork burdens it creates both for taxpayers (particularly
widely held partnerships) and the IRS.

5. 1 lAuthoritX t9 DiscloseQ whether Prospegtive Juror Has
ban dAxitgd (Section 705)

C 1 Section 6103(h)(5) provides that in connection
with any civil or criminal tax case the Secretary (or his
delegate) must disclose, upon written request from either party
to the lawsuit, whether an individual who is a prospective juror
has or hau not been subject to any audit or other tax
investigation by the IRS. In United States y. HashiMoto, 878 F.
2d 1126 (9th Cir. 1989), it was held that the defendant had an
absolute right to information about prospective jurors under
section 6103(h)(5), and that trial court rulings that had the
effect of denying the defendant this right constituted reversible
error. Following the jAigt decision, the IRS has received
from defendants an escalating number of requests for information
under section 6103(h)(5).

Prgsja. The bill would repeal the authority to di.close
whether prospective jurors have been audited.

Administration 2ostJ . We support the repeal of section
6103(h)(5). Information regarding prior tax investigations can
be elicited from prospective jurors in ygj dirg questioning,
without resort to the cumbersome, time consuming and sometimes
harmful mechanism of section 6103(h)(5) as interpreted in

6. appeal TEFRA Audit Rules For S Cororations (Section 706)

Current law. An S corporation generally is not subject to
income tax on its taxable income. Instead, it files an
information return and the shareholders report their pro rata
share of the S corporation's income and deductions on the
shareholders' tax return. The Subchapter S Revision Act of 1982
generally made the TEFRA partnership audit and litigation rules
applicable to S corporations. These rules require the
determination of all "Subchapter S items" at the corporate,
rather than the shareholder, level. These rules also require a
shareholder to report all Subchapter S items consistently with
the corporation's information return or to notify the IRS of any
inconsistency.

Proposal. The bill would repeal the unified audit procedures
for S corporations, but retain the requirement that shareholders
report items in a manner consistent with the corporation's
return,
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AdMinistration position. We support repeal of the TEFRA
audit rules for S corporations. The vast majority of both
existing and newly formed S corporations are expected to qualify
for the small S corporation exception from the unified audit and
litigation provisions. Accordingly, a unified audit procedure,
with the intendant necessity for the IRS and the courts to
prescribe special rules and procedures, is unnecessary atid often
confusing for those S corporations subject to the provision.

It would be desirable before final enactment to clarify the
effect of the provision on pending proceedings and years before
the effective date as to which no proceeding is pending. The
provision also should be effective for taxable years ending after
a given date, rather than for taxable years starting after a
given date. The precise date an S corporation's first taxable
year commenced may be unclear in certain cases.

7. Limitations on Assessent and collection (Section 707)

Currant JaW. Taxpayers who have invested or that have an
interest in passthrough entities such as partnerships, S
corporations and trusts currently are asserting that the IRS
cannot make adjustments to their returns with open statutes of
limitations when the adjustments asserted arise from
distributions from passthrough entities for which the statutes of
limitations have expired. Recent court cases have given support
to taxpayers. See Kelley v. Commissioner, 977 F.2d 756 (9th Cir.
1989), in which the Ninth Circuit held that an extension of time
for assessing tax for the 1980 year executed by a shareholder of
an S corporation did not permit an S corporation adjustment to
the shareholder's return if the statute of limitations with
respect to the S corporation had expired, and FEdelwM
QoULA11Sin, 906 F.2d 362 (8th Cir. 1990), in which the Eighth
Circuit held that the Commissioner cannot adjust individual
income tax returns for 1975 and 1977 with open statutes of
limitations, when the adjustments arise from the distributions to
a beneficiary of income from a complex trust for which the
statute of limitations has expired.

krousal. The proposal would clarify that the running of the
statute of limitations begins with the filing of the return of
the taxpayer whose liability is in question, rather than the
filing of the return of another person (such as a partnership, S
corporation, or trust) from which the taxpayer received some item
of income, gain, loss, deduction, or credit. The proposal would
not affect the statute of limitations applicable to an entity
subject to the TEFRA unified audit rules.

Administration position. We support this clarification,
because it would avoid years of protracted and costly litigation
over collateral matters.

D. Tax Court Provisions

1. Overpayment peterminations of the Tax Court (Section 711)

Current law. The Tax Court has jurisdiction to order the
refund of an overpayment determined by the Court, plus interest,
if the IRS fails to refund such overpayment and interest within
120 days after the Court's decision becomes final. Whether such
an order is appealable is uncertain. In addition, whether the
Tax Court has jurisdiction over the validity or merits of certain
credits or offsets (g.g., student loans, child support, etc.)
made by the IRS which serve to reduce or eliminate the refund to
which the taxpayer was otherwise entitled is unclear.
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Proposal. The bill would clarify that these orders are
appealable in the same manner as a decision of the Tax Court.
The bill would also clarify that the Tax Court does not have any
jurisdiction over the validity or merits ef any credit or offset
made by the IRS which would serve to reduce or eliminate the
refund to which the taxpayer was otherwise entitled.

Administration position. We support the bill's clarification
of current law.

2. Awardino of Admiistrative Costs (Section 712)

ariJojtntj". Any person who substantially prevails in any
action brought by or against the United States in connection with
the determination, collection, or refund of any tax, interest, or
penalty may be awarded reasonable administrative costs incurred
before the IRS and reasonable litigation costs incurred in
connection with any court proceeding. No time limit is specified
for the taxpayer to apply to the IRS for an award of
administrative costs. In addition, no time limit is specified
for a taxpayer to appeal to the Tax Court an IRS decision denying
an award of administrative costs. Finally, the procedural rules
for adjudicating denial of administrative costs are unclear.

.gpggAl. The bill would provide that a party who seeks an
award of administrative costs must apply for such costs within 90
days of the date on which the party was determined to be a
prevailing party. The bill would also provide that a party who
seeks to appeal a denial by the IRS of an administrative costs
award must petition the Tax Court within 90 days after the date
that the IRS mails the denial notice. The bill would clarify
that dispositions of administrative cost petitions by the Tax
Court are reviewed in the same manner as other decisions of the
Tax Court.

Administration Dosition. We support clarifying the
procedures for applying for a cost award and appealing from a
denial of such an award.

3. Wetarminatoof Interest Pursuant to Motion (Section 713)

g o k. Section 7481(c)(4) provides that a taxpayer may
seek a redetermination of interest after certain decisions of the
Tax Court by filing a petition with the Tax Court.

J~rgQ5A.. The bill would substitute a motion for a petition
for this purpose.

Administration Position. We support this clarification
because it serves both to eliminate possible confusion and
conforms the terminology of section 7481(c)(4) to that of
analogous sections, such as section 6512(b)(2), which directs the
taxpayer to invoke the Tax Court's jurisdiction in other types of
supplementary proceedings by motion.

4. A22lication of Net Worth Requirement for Awards of Litigation
C (Section 714)

Current14W. In the Federal courts, including the Tax Court
and the Claims Court, a taxpayer who prevails may be awarded
reasonable litigation costs, including attorneys, fees. The Code
provides that the prevailing party must meet the net worth
requirements of section 2412(d)(2)(8) of title 28, United States
Code. The provision is silent as to whether the net worth
requirement relates to trusts and estates.
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RPo sa ! . The bill would clarify that the net worth
requirement applies to trusts (determined as of the last day of
the taxable year involved in the proceeding) and estates
(determined as of the date of the decedent's death). The bill
also would provide that individuals who file a joint tax return
are treated as one individual for purposes of computing the net
worth limitations. An exception to this rule would be provided
for innocent spouses.

Administration poitign. We support clarifying that the net
worth requirement applies to trusts and estates and that
individuals filing a joint return are treated as one individual
for purposes of the net worth requirement.

C. Cooperative Agreements

Permit IRAS to Enter Into Cooperatye Agreements WLth_ ta2. Tax
AAtborjtW (Section 721)

CurrenjJaw. The IRS is generally not authorized to use
funds appropriated for Federal tax administration to provide
services to non-Federal agencies even if the cost is reimbursed.

kxfQp . The IRS would be authorized to enter into
reimbursable agreements with the states to enhance joint tax
administration. Reimbursable costs would include such items as
data processing, software development and hardware tc sition as
well as personnel costs, travel, and visual items in,)ved in
providing a service.

Administration position. We support authorizing the IRS to
enter into reimbursable agreements with the states for these
purposes. The proposal could lead to joint Federal-state
programs which would simplify and shorten return preparation time
for taxpayers and reduce processing costs at both the Federal and
state level.
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PREPARED STATEMENT OF FRED GOLDBERG

INTRODUCTION

Mr. Chairman, I want to commend you and your colleagues for taking on this dif-
ficult but all-important issue. I am convinced that the greatest challenge our tax
system faces during the 1990's is to reduce the burden of complying with our tax
laws. The administrative and transaction costs our system imposes on the American
public are simply unacceptable. We are needlessly consuming billions of hours and
dollars of our citizen's time and money in maintaining records, preparing forms,"structuring" their transactions and financial affairs, and dealing with government
agencies--time and money that would be far better spent on family, friends, produc-
tive ventures and the pursuit of happiness.

I am equally convinced that the burden and complexity of our tax system is erod-
ing voluntary compliance. I fear that the combination of laws, rules, and IRS proce-
dures are frustrating taxpayers to the point where it may become too difficult, too
expensive, and too time-consuming for taxpayers to comply. And when they stop
complying, they stop paying their fair share.

There are many causes for the burden and complexity faced by taxpayers. I want
to emphasize from the outset that many of these factors have nothing to do with the
tax laws as such. We cannot hide behind a veil of "blame it on Title 26." The IRS
must step forward and accept responsibility for making the system work better for
the American public. We have endless opportunities to simplify tax administration
and reduce the burden on taxpayers--opportunities that do not require substantive
tax law changes. We can and should be held accountable for our efforts.

In this regard, I believe we are heading in the right direction. We are committed
to transforming tax administration during the 1990's. With support and oversight
from the Administration, Congress, and the public, I am confident we will succeed.
Attachment I to my statement is an overview of our efforts to make the system
more workable for the American public.

While we must shoulder a great deal of the responsibility, it is also clear that ex-
isting tax laws are a major cause of needless complexity and burden. In my view, a
long-term legislative effort to simplify compliance with our tax laws is essential to
preserving the health of our system. I am convinced that you and your colleagues
are taking a meaningful first step down this road. I applaud your foresight and your
leadership.

I. SOME GENERAL OBSERVATIONS

Before turning to pending legislation that is the subject of this hearing, I would
like to offer a number of general observations on the subject of tax simplification.
They are based on my experience as a private practitioner and as the IRS Chief
Counsel, as well as my current role as Commissioner of Internal Revenue.

A. Does Simplification Require "Hard Choices "The common wisdom is that sim-
plification requires hard choices among competing policy agendas. While simplifying
the tax law is a difficult task requiring great care and tough decisions, the alleged
"hard choices" are often illusory.

1. Simplification versus Revenue. Some suggest that the price of simplification is a
reduction in revenue; others fear that simplification will be used as a cover for tax
increases. With all due respect, I believe these claims and concerns are groundless.
It is absolutely clear that simplification can be achieved in ways that lose revenue;
it is equally clear that simplification can be achieved in ways that raise revenue.
But it is also clear that meaningful simplification can be achieved in ways that are
revenue neutral.

2. Simplification versus Certainty. Some suggest that the price of simplification is
more uncertainty. To the contrary, simplification is the one true prerequisite for
certainty. The 1980's were devoted to a we'l.meaning effort to provide certainty
through detailed laws and regulations. With the benefit of hindsight, I am con-
vinced that the quest was doomed to failure. Each new rule spawns its own measure
of uncertainty, unintended consequences, and the need for special exceptions. We
have generated thousands of pages of laws, regulations and rulings--and a system
that is rife with uncertainty.

3. Simnlification versus Equity. Some suggest that the price of simplification is
greater inequity. The complexity imposed by current law is hardly fair or equitable.
Providing "equity" for this particular taxpayer or that particular taxpayer through
a special provision in the law may appear fair from the perspective of that taxpay-
er. But the net result is to impose "inequity" on all other taxpayers who must un-
derstand and deal with that provision. No ma tter how careful, well-intentioned, and
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skillful we may be, our efforts to fine tune rules to deal with special circumstances
are sure to visit unintended inequities, costs, and burdens on other taxpayers in the
system.

B. Is there a "Constituency"for Simplification? It has been suggested that there is
no true constituency for simplification; i.e., "It sounds nice in theory, but no one
cares enough to demand concrete action." Again, Mr. Chairman, I think the
common wisdom on this score is wrong. I am convinced there is overwhelming sup-
port for genuine and broad-based simplification.

It's easy to find the constituency-all we have to do is open up our ears beyond
the beltway. It starts with 120,000 IRS employees who day in and day out see a
system that is too difficult and too complicated to meet the needs of the American
taxpayer. It moves on to tens of thousands of practitioners and millions of taxpayers
who are frustrated beyond measure by a system that has lost touch with the real
world. These "interest groups" are not represented by high priced lobbyists-but we
ignore them at our peril, Their disenchantment threatens our tax system and public
confidence in the institutions of government.

C. Some Recommended Guidelines. In approaching a legislative or regulatory sim-
plification agenda, I believe there are four points to keep in mind.

1. A Long-Term Endeavor, Simplification is a long-term endeavor. There is no
silver bullet, no magic solution that is going to simplify the tax law overnight. Sim-
plification can only be achieved one step at a time-the same way we built the
system we have today. We are not going to find a single proposal that affects 20, 30,
or 50 million taxpayers, and we should not be disappointed or frustrated when we
fail to make dramatic progress. We can find proposals that affect hundreds of thou-
sands or millions of taxpayers in small but meaningful ways. If we are patient, and
if we persevere, the overall impact will be profound.

2. Embrace Rough Justice. I urge the Committee, as well as those of us responsible
for implementing regulations, to embrace rough justice and beware of the purists.
By background and training, many of us tend to chase the theoretically complete
answer. We seek to resolve every imaginable question, address every imagined loop-
hole, deal fairly with every special circumstance. We are sure to fail-and leave the
American public with an unworkable and unadministrable system.

We should remember that the tax system is a means, not an end in itself. We
should be content with general rules and straightforward provisions that meet our
overall objectives, and not worry about the edges. As the saying goes, the best ap-
proach is often to "Just Say No!" When we hear of the special case, the need for the
special exception, the unanswered question, or the potential abuse-we should re-
member that our efforts to do something may not succeed, and that the rules we
write are sure to be everyone else's burden and everyone else's transaction cost. -6

3. The Need for Stability. One of the primary causes for complexity and taxpayer
burden is constant change. One of the most important keys to simplicity is stability.
By now, I'm sure the statistics are well recognized: since 1977 there have been 124
public laws amending the Internal Revenue Code; thousands of sections have been
added or amended and the Code has more than doubled in size.

The tax law should and will change over time. Indeed, as Assistant Secretary
Gideon has testified, the Administration is supporting a number of initiatives now
pending before this Committee. The point is not to resist all change; the point is to
recognize that the very fact of a law change imposes a burden on taxpayers, and
that the cumulative effect of incessant "micro-modifications" can make the burden
unbearable. The benefits of any proposed changes should be measured against this
very real and very troublesome downside.

4. Simplification is Always on the Agenda. While it is essential to pursue a free.
standing simplification agenda in the years ahead, it is equally important to recog-
nize that simplification is always an issue. Substantive tax legislation and funda-
mental tax policy changes must be administered in the real world. Whenever laws
or regulations are adopted or revised, we should always pose questions such as:
What are the costs of implementation and compliance? Are there less burdensome
and more administrable ways to achieve our overall objectives? We must pursue
these matters with as much intensity and concern as the more traditional "policy"
issues relating to impact on economic incentives, competitiveness, and horizontal
and vertical equity.

II. COMMENTS ON SPECIFIC PROPOSALS

I would now like to turn to a number of proposals under consideration by the
Committee. Assistant Secretary Gideon's Statement sets forth the Administration's
position on these measures, including a variety of technical and revenue concerns.
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Numerous witnesses will also comment on particular technical aspects of the legis-
lation as currently drafted.

Rather than focus on specific legislative language and technical issues, I would
like to summarize the "problems" that a number of proposals are trying to address,
and the benefits that will be realized if the legislation can be crafted to meet its
intended objectives. Hopefully, this will help provide benchmarks to evaluate specif-
ic proposals, and make clear that your effort&-if enacted-will have a profoundly
positive impact on the American public and tax administration.

In the interest of time, I am limiting my remarks to a number of proposals that
have broad impact on numerous taxpayers or illustrate innovative approaches to
tax simplification. The fact that any particular provision is not covered does not
suggest that it is unimportant or ill-advised. Most notably, Assistant Secretary
Gideon has set forth the Administration's proposal to simplify the Earned Income
Tax Credit (EITC). From our perspective, we are convinced that the proposal would
improve the administration of the EITC and be of great help to the intended benefi-
ciaries.

111. ADMINISTRATIVE PROVISIONS

Pending legislation contains a number of measures that do not involve the sub-
stantive tax law, but hold great promise for reducing the burden on taxpayers.

A. State Cooperative Agreements. Section 721 of S. 1394 would permit us to enter
into reimbursable agreements with the states to enhance joint tax administration.
This may not sound like much, but its potential impact is far-reaching. It will
permit a meaningful reduction in burden for most taxpayers throughout the coun-
try.

Forty-two states impose some form of income tax; all fifty states impose taxes of
one sort or another. Whether it's a low-income individual or small business required
to file with the Federal government and his or her state of residence, an individual
or business with more complex affairs required to file with the Federal government
and several state taxing authorities, or a large business required to file with the
Federal government and numerous state taxing authorities, the measure of burden
and complexity involves taxation by all levels of government.

Under present law, we cannot enter into cooperative agreements with our state
colleagues to reduce the burden on taxpayers. An initial endeavor along these lines
would be to permit combined Federal/state electronic filing of tax returns. We suc-
cessfully tested such a program in South Carolina this year and plan to expand the
test to several additional states for the 1992 filing season. Under this approach, the
taxpayer simply files his or her return once, electronically, with the IRS-and the
taxpayer's done. We then distribute the appropriate information to the state. Joint
electronic filing of returns would expedite refunds, enhance quality, and reduce
costs to the taxpayer, the IRS, and the participating state governments. To put this
effort in context, more than 7 million taxpayers filed electronically with the IRS
during 1991, and we expect this number to exceed 25 million by the mid-1990's.

A second area where we could use this authority involves the wage reporting
system. This system affects every employer; it is the backbone of our entire tax col-
lection system at the Federal level and provides the information necessary to ad-
minister a number of Federal and State programs.

Employers face a frustrating and costly array of filing and reporting requirements
in their dealings with the IRS, the Social Security Administration, and state and
local government agencies. We are actively pursuing a national wage reporting
system with our colleagues at the Social Security Administration and in state tax
administration (working through the Federation of Tax Administrators). If aug-
mented by the proposed legislation, this effort could lead to a system where all of
the more than 5 million employers throughout the United States could meet all of
their payroll tax filing obligations through a single wage reporting system.

B. Payment of Taxes by Credit Card. Section 103 of S. 1394 would permit the De-
partment to enter into arrangements that would allow for the payment of taxes by
credit card. While some of us had reservations at the outset, the idea is strongly
supported by taxpayer and practitioner groups. It is essential if we are to make elec-
tronic filing available to 25 million taxpayers who file balance-due returns each
year. It will also permit us to deal with certain types of delinquent accounts and
installment agreements much more effectively. The payment of obligations by credit
card is an overwhelming realty of the late 20th century, and it's high time that the
IRS caught up.
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IV. REFORM OF PAYROLL TAX DEPOSIT RULES

The payroll tax deposit system is the key to collecting Federal and state income
tax revenues, as well as contributions for social security and unemployment com-
pensation. It also affects every employer throughout the United States. And it is in
desperate need of reform.

The following data highlight the importance of the payroll tax deposit system,
summarize current rules, and illustrate enormous problems created by those rules:

* Accounts for 80% of all revenues collected by the Federal government.
* Approximately 5.1 million employers deposited close to $850 billion during FY

1990.
* The current deposit rules are as follow:

-Daily: accumulate $100,000 or more
-Eighth-monthly (eight times each month): accumulate $3000 but less than

-Monthly: accumulate $500 but less than $3,000
-Quarterly: accumulate up to $500
-5% safe harbor for under deposits, with make up any shortfall required

within 15 to 45 days (depending upon when the shortfall occurs)

o Net results of the current rules:

-More than 1.5 million employers are assessed penalties each year (21.3% of
penalties and 61.6% of penalty dollars subsequently abated).

-'Payroll tax deposit cases account for more than $30 billion (30%) of our
$100 billion accounts receivable inventory and more than $13 billion (40%) of
our currently not collectible accounts.

There are many reasons for this unacceptable state of affairs. Taxpayers, practi-
tioners, and the IRS certainly share some responsibility. But I am absolutely con.
vinced that a primary cause is the uncertainty and complexity generated by the cur-
rent deposit rules.

In the first place, the eighth-monthly system is inherently unworkable. Businesses
operate on some variation of weekly or monthly cycles. In all our looking, we
haven't found anyone who thinks or functions on an eighth-monthly schedule.

Second, the accumulation rules-which require deposits to be made according to
the accumulation of funds-lead to uncertainty and traps for the unwary. For exam-
ple, if an employer's routine quarterly deposit liability is $2,800, it becomes accus-
tomed to the monthly deposit requirement. However, if at any time during the
month that employer accumulates more than $3,000 of payroll tax liabilities, it im-
mediately moves to the eighth-monthly system. It may not realize that its deposit
requirement has changed until it totals up its liability at the end of the month. By
that time, it's too late-the taxpayer's caught, the penalty is assessed (in many
cases, only to be abated several frustrating and costly months later). As a practical
matter, numerous taxpayers may be subject to several different deposit rules during
a quarter-and those requirements can change without notice.

Your colleagues on the House Ways & Means Committee are to be congratulated
for first addressing this issue and proposing legislation to remedy the situation (H.R.
2775). The pending Senate proal (5. 1610) would also simplify the deposit rules by
eliminating the eighth-monthly rule and streamlining the payment schedule. Be.
sides the large daily depositors ($100,000 or more), there would be only two types of
depositors (other than household employers, as described later in my testimony):

1. Monthly depositors-those with quarterly liabilities of $18,000 or less; and
2. Tuesday/Friday depositors-those with quarterly liabilities greater than

$18,000 (in essence, deposits would be required on Tuesday for payroll periods
ending on the preceding Viednesday, Thursday, or Friday; deposits would be re-
quired on Friday for payroll periods ending on the preceding Saturday, Sunday,
Monday, or Tuesday).

Without question, this proposal greatly simplifies the deposit rules. It also moves
hundreds of thousands of small employers from the old eighth-monthly rule to a
monthly regime. This is particularly beneficial to those small businesses who recon-
cile their books on a monthly basis.

As with H.R. 2775, the Senate bill provides additional certainty by requiring that
taxpayers switch to a new system on a prospective basis, with one quarter lead time,
based on prior deposit experience. Most notably, if an employer who has been on the
monthly system accrues a liability of more than $18,000 during a quarter, that em-
ployer will not be required to move to the Tuesday/Friday deposit system until the
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second calendar quarter following the quarter for which more than $18,000 was de-
posited. This should provide ample lead time to employers, and substantially reduce
penalties for inadvertent mistakes.

At the same time, the IRS is firmly committed to changing the way it approaches
trust fund cases. Imagine a world where the IRS could notify taxpayers, in advance,
of the need to change deposit cycles--rather than imposing a penalty after the fact.
Imagine a world where the IRS contacted employers within days or weeks after
they appeared to miss a deposit obligation and did so with an offer to help-rather
than an assessment (and 100% penalty claims) months or years after the fact. If the
payroll tax rules are simplified, and if the IRS changes, the way it does business
(and we will), this world can become reality in the years ahead. The net result
would be a substantial reduction in cost and burden to the private sector, and sub-
stantial improvements in voluntary compliance.

In concluding on this subject, Mr. Chairman, I want to make several points. First,
reform is long overdue. H.R. 2775 and S. 1610 would each make dramatic improve-
ments over current law. The IRS initially recommended the approach of H.R. 2775,
which essentially moved monthly depositors to the Tuesday/Friday or quarterly
system. However, based on further review and consultation with various practition-
er groups, we now prefer the approach of S. 1610, which largely eliminates the quar-
terly system and moves a number of eighth-monthly depositors to the monthly
system.

Second, a number of private sector groups have expressed concern over some of
the dollar thresholds in H.R, 2775. At the same time, the Treasury Department has
indicated that the current thresholds in S. 1610 will result in an unacceptable reve-
nue loss. I want to emphasize that the most important step to take is changing the
structure of the rules: replace the eighth-monthly system with the Tuesday/Friday
system; replace the accumulation rules with a requirement that taxpayers switch
prospectively based on their actual prior deposit obligations. If we are willing to
make these fundamental changes, I am confident we can find thresholds that will
cause no loss of revenue and will benefit a substantial number of small employers.

V. PENSION SIMPLIFICATION

Along with Social Security and retirement savings, pension plans are essential to
providing income security for the elderly. Demographics and increased life expectan.
cies make it essential that all three "legs of the stool" function properly. Unfortu-
nately, the current maze of constantly changing and exceedingly complex rules un-
dermine the viability of the private pension system.

A. The Perspective of Plan Sponsors. IRS and the Department of Labor estimate
current use of pension plans by private sector employers:

Numbe of IM00oWswith Numberot ol db
Ngm ) (PWcOnl) (MIll1on) ipn n

Ail ernpvoes ....... ............................_........ 4.0 20 80 55
Emioyers with 100 or fewer employees .............................. 3.9 18 33 I 24
Imp14 es wth more than 100 erptoyees .. 0.1_ ... 10.....41 61 7

From an overall standpoint, current data indicate that less than 55% of all em-
ployees are covered by qualified pensions.

While there are many reasons why small employers are not sponsoring pension
plans, and employee coverage is limited, the complexity of the current rules is cer-
tainly a major contributing factor. We therefore applaud efforts to design rules that
would permit employers with 100 or fewer employees to adopt truly simplified plans
that would eliminate most transaction and paperwork costs, while providing signifi-
cant incentives for meaningful pension savings. I recognize that a number of techni-
cal issues have been raised, and various dollar amounts and thresholds have been
questioned. But the goal of providing a workable regime for small employers is a
most laudable and important objective-and one that is within your reach. It won't
be a panacea, but it will make simplification an option for those who are so in-
clined.

B. The Perspective of Plan Participxants. Nowhere is the need for simplification
more acute than with respect to the Code provisions that govern the tax treatment
of pens ion distributions. The rules impose terrible transaction costs, create traps
for the unwary, and discourage savings. They are also extremely difficult to admm-



324

ister, and result in widespread over- or underpayment of tax liability. For example,
under current law:

*Only lump sum distributions can be "rolled over" into another retirement sav-
ings plan-and in order to do so, the funds must be distributed to and transferred
by the beneficiary. This results in traps for the unwary, increased cost and burden
to the individual, and a practical disincentive to continued saving.

Lump sum distributions are also eligible for special 5 or 10 year averaging if
the distribution is taken into income rather that rolled over. This adds enormous
complexity for the sake of limited tax benefits, discourages continued saving, and
undermines compliance by precluding any system that would assure the proper re-
porting of taxable income.

* There is a $5,000 death benefit exclusion that is of limited practical value, but
creates additional record-keeping burdens and also undermines compliance by pre-
cluding any system that would assure the proper reporting of taxable income.

* Certain pension distributions represent the partially tax free return of prior
contributions by the beneficiary. Publication 939, which explains how to compute
the taxable portion of pension and annuity income, contains 10 pages of text and
examples, 65 pages of actuarial tables, and two worksheets (one with 28 entries and
one with 40 entries).

* Because of the complications in determining the taxable portion of pension dis-
tributions, up to 15% of the 30 million Forms W-2P furnished annually provide no
helpful information to taxpayers who must make this calculation on their tax re-
turns.

A number of proposals advanced by the Administration and H.R. 2730 would
repeal the 5- and 10-year averaging options, repeal the $5,000 death benefit, man-
date simplified basis recovery rules, permit the rollover of periodic distributions,
and permit direct plan-to-plan rollover of distributions. As such, they would:

9 Eliminate traps for the unwary.
* Provide additional savings incentives and eliminate disincentives.
* Repeal illusory options and replace the maze of uncertain and complex rules

with simple and administrable provisions.
# Improve voluntary compliance by permitting the straight-forward determina-

tion of taxable income.

Mr. Chairman, of all the many simplification proposals pending before Congress,
these may be the most important. They will have a direct impact on tens of millions
of senior citizens in the years ahead. Some will argue that certain of the proposals
are unfair or inequitable. Don't believe it for a minute. The rules we have today-
with all their complexity, traps for the unwary, savings disincentives, and unadmin-
istrable provisions--embody all that's unfair and inequitable in our current system.
The need for change is urgent and compelling.

VI. SIMPLIFICATION OF HOUSEHOLD EMPLOYER REPORTING RULES

Another area ready for simplification are the rules for reporting and paying em-
ployment taxes for household employees. Under current law, taxpayers are required
to file five Federal forms and make five separate deposits of employment taxes each
year for their household employees. These deposit obligation dates do not coincide
with any other tax payment dates for individuals. Most household employers face a
similar array of state ailing and payment requirements.

The current FICA filing threshold is $50 of wages per employee per quarter. We
feel strongly that the quarterly filing of Forms 942 and the annual filing of Form
940 (Employer's Annual Federal Unemployment (FUTA) Tax Return) impose an un-
acceptable burden on a typical household employer who otherwise would have to
file a tax return only once a year.

The proposal would result in a very simple filing and deposit system for house-
hold employees. It would replace the quarterly 942 and annual 940 with a single
schedule to be attached to the employer's individual Form 1040. The employment
tax liability would be paid through the employer's personal withholdings or estimat-
ed tax payments. We estimate that the proposal will result in an 80-percent reduc-
tion in the burden of filing those forms. Coupled with other legislation I've already
mentioned, it will give us the potential to combine Federal-state filing requirements.
Finally, we believe this will result in a significant improvement in voluntary com-
pliance. (Approximately 500,000 individuals make the requisite filings; Census and
other data suggest that there may be two million household employers subject to
these requirements.)
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VII. LARGE PARTNERSHIP RULES

S. 1394 contains provisions for the simplification of both the reporting and audit
systems for large partnerships. Generally, a "large partnership" is defined as one
having at least 250 partners. For 1989, about 3,000 of the almost 1.7 million total
partnerships had at least 250 partners. However, over 50% of all partners held in-
terests in these 3,000 large partnerships. Therefore, while S. 1394 would affect less

1146 one percent of the total partnerships, it would benefit over 50% of all partners.
A. Reporting System. Under current law, certain partnership items are separately

stated on partners' income tax returns. Each partner takes into account a distribu.
tive share of income, gain, loss, deduction or credit. Elections are made at the part-
ner level, and limitations are applied at the partner level. As a result, the informa-
tion document return that a partnership furnishes to partners (Schedule X-I) has
become very complex with almost 90 line items. For many years taxpayers have
complained of the complexity of the Schedule K-1 and have requested a simplified
information document.

The proposal would drastically reduce the number of items a large partnership is
required to state separately to each partner. Elections would be made at the part-
nership level, and limitations would be applied at the partnership level. This would
permit most of the 9 million partners of large partnerships to receive a simplified
Form 1099-K in place of the complicated and lengthy Schedule K-1. Furthermore, a
partnership having at least 100 but less than 250 partners would be eligible to elect
this simplified reporting method. This could benefit an additional 650,000 partners.
We believe that this proposal would provide much desired simplicity for the majori.
ty of partners and, or the IRS, would facilitate the matching of partnership items to
the information reported on the partners' income tax returns.

B. Audit System. The Internal Revenue Code requires that all examination adjust-
ments made to a partnership return be passed from the partnership to each partner
who hold an interest during the tax year under examination. This results in adjust.
ments to the partners' returns for the years to which the examination adjustments
apply. Likewise, any resulting penalties interest are assessed to the partners. For
the IRS and and taxpayers alike, such adjustments are very cumbersome and expen.
sive, in terms of resources, because the prior year income tax returns of partners
must be recalled so these adjustments can be made. Many times, the adjustments
are made long after the partner has disposed of the partnership interest. Moreover,
adjustments that are quite large in the aggregate may be quite small at the individ-
ual partner level.

Under the proposal, adjustments resulting from the examination of a large part-
nership return would be treated as income to the partnership for the tax year
during which the examination is completed; therefore, as a component of income,
such adjustments would flow to the partners who hold interests in the partnership
for that year-rather than to the partners who held interests in the partnership for
the year to which the examination relates. In addition, the partnership would
remain responsible for the payment of penalty and interest.

This proposal would eliminate the need to secure prior year returns of partners
for adjustments and would end the practice of requiring partners to waive closure of
tax years for which a partnership examination remains open. This would result in
both more certainty for partners and a more streamlined administration of partner.
ship examination adjustments by the IRS. Likewise, this would greatly facilitate the
assessment and collection of tax, penalty, and interest resulting from large partner-
ship examinations.

C. Due Date for Furnishing Information to Partners. The Internal Revenue Code
currently requires partnerships to furnish statements to partners on or before the
date of the partnership return (for calendar year partnerships, April 15 of the fol-
lowing year), including extensions. However, in order to timely file their income tax
returns, taxpayers need their partnership information statements well before April
15. Even worse, if the partnership obtains an extension of the time for filing its
income tax return, the partnership statements will be timely if distributed on or
before the extended due date.

The proposed legislation would require partnerships to furnish information re-
turns by the 15th day of the third month following the close of the partnership's
taxable year (March 15, for calendar year partnerships). We think this proposal is
workable for large partnerships, and is important because it will mandate that tax-
payers receive their partnership information at a date which will permit them to
file their individual tax returns in a timely manner.
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VIII. SIMPLIFICATION OF FOREIGN TAX CREDIT

As we move toward a global economy, it is clear that individuals are beginning to
make more foreign investments. The data showing the growth between 1989 and
1990 is striking: an increase from $10 billion to $14 billion of investments in foreign
investment funds and an increase from $3 billion to close to $15 billion in foreign
bond funds.

Consistent with these statistics, the number of individuals claiming the foreign
tax credit is growing significantly. However, under current law, an individual with
a small investment in one of these foreign funds is subject to all of the same foreign
tax credit rules as are our largest multinational companies; even an investor in a
domestic fund with a small amount of foreign holdings is subject to these complex
rules. To claim the foreign tax credit, an investor must file Form 1116 which con-
sists of 32 lines on 2 pages. However, before they do this, they must work through
four pages of instructions. To complicate matters even more, an investor must file a
separate Form 1116 for each type of foreign income.

S. 1394 simplifies this procedure for the small investor. Those taxpayers with $200
or less of foreign tax credits, all from passive investments where the income and
credits are reported by third- party payers, will be able to claim the credit without
filing Form 1116. However, the credit will be limited to 25 percent of the foreign
source income. The impact of this proposal is that it spares 175,000 taxpayers from
the need to prepare these forms at all. They don't have to pay anyone to prepare
these forms. The practitioners, particularly the small practitioners, don't have to
prepare them merely because the client has paid a small amount of foreign taxes.
This proposal is- clean and simple It reflects a basic notion that if it is small
enough, it is not worth bothering with.

Of the universe of 640,000 who currently file Form 1116, 377,000 individuals claim
foreign tax credits of $200 or less. However, the proposal will benefit only 175,000 of
these; the other 202,000 have foreign income from other than passive sources and/or
income which is not reported by a third party payor. If, however, these require-
ments were dropped, all of the 377,000 taxpayer with credits of $200 or less would
benefit.

IX. EXPANDED ACCESS TO SIMPLIFIED INCOME TAX RETURNS

An integral part of tax simplification is the simplification of the forms which we
require taxpayers to prepare each year. The IRS agrees that we need to expand
access to simplified individual income tax forms. This goal is consistent with our
continuous efforts to streamline the filing process and to reduce the corresponding
taxpayer burden.

Section 109 of S. 1394 would require that we take appropriate actions to expand
access to simplified individual income tax forms and to simplify the individual
income tax returns. It would also mandate a report to the Congress listing the ac-
tions taken to meet this requirement and providing recommendations.

Before commenting on this proposal, I would like to describe briefly a number of
simplification efforts we have underway. In the latter part of 1988, IRS established
a strategic initiative to review and improve all activities associated with the produc-
tion and distribution of tax forms and publications. We addressed problems and rec-
ommended improvements in design, technology, and forms simplification. We also
undertook a study to ascertain taxpayers' ability to cope with tax forms and publica-
tions. Our goal was to recommend improvements to both. As a part of this strategic
initiative, selected groups of employees in our field offices reviewed several of our
major forms and instructions for the purpose of simplifying them and eliminating
information not needed by taxpayers or IRS.

Another important aspect of the on-going forms simplification effort is obtaining
and reviewing input from the public. We try to get as much feedback from the
public as possible about whether taxpayers can understand the forms and publica-
tions. IRS also publishes advance proof copies of the major forms andinstructions in
the summer so taxpayers and tax practitioners get an early look at the forms. As an
extra step, IRS often surveys taxpayers, asking them about the forms, instructions,
and publications. Other initiatives include focus testing of new and revised forms
and instructions, during which taxpayer-participants are asked to complete draft
fort's.

Specific examples of improvements made to the main tax forms as a result of IRS
simplification efforts include:

-Form 1040A-Elderly filers: Beginning with the 1991 filing season, elderly
taxpayers were allowed 'to use the shorter Form 1040A to report pension and
annuity income. This opened u6i the door to a simpler tax filing for approxi-
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mately 4.5 million taxpayers who can now report pension or annuity income,
IRA distributions, and taxable social security benefits on Form 1040A. Other
changes to Form 1040A permit it to be used by taxpayers who made estimated
tax payments or want to claim the credit for the elderly or disabled.

-Separate booklet for Form 104OEZ filers: In prior years Form 1040EZ was
included in a combined Form 1040A/1040EZ booklet that contained instructions
for both forms. We discovered that some taxpayers found this to be confusing.
Therefore, for the 1991 filing season, more that 19 million Form 1040EZ filers
received a booklet containing only the Form 1040EZ and its instructions.

In addition to these specific improvements, IRS continues to encourage the wider
use of the simpler Forms 1040A and 1040EZ for qualifying taxpayers. During the
1991 filing season, over 15 million taxpayers filed Form 1040A and over 13 million
taxpayers filed Form 1040EZ. However, we are still not satisfied with these results
and are continuing to explore further simplification alternatives for individual
income taxpayers. One project underway now would reduce to an absolute minimum
the amount of information a Form 1040EZ filer would be required to enter on the
return and- leave it to the IRS to compute the amount of tax or refund due. We
tested this approach in one state (Texas) last year and will be expanding the test to
three states in next year's filing season. Other initiatives are aimed at the large
number of taxpayers who must use Form 1040 and supporting schedules simply be-
cause they have relatively small amounts of non-wage income or claim a few
common itemized deductions. The goal of these initiatives is to permit these taxpay-
ers to file a one or two page return providing summary income and deduction infor-
mation on the return rather than on separate schedules. We have already discussed
with your staff the idea of a simple return permitting itemizers who have only lim-
ited categories of deductions (e. g., home mortgage interest, charitable contributions
and state and local income taxes) to claim them in this way.

As you can see, IRS is seriously and actively concerned with the simplification of
its tax forms and wants to reduce the time required of taxpayers to comply with the
law. In light of the ongoing nature of form design and development, we believe that
the laudable objectives of 5.1394 may be better achieved through continued Congres-
sional oversight and the continued, close working relationship between the IRS and
Committee staff. While we view the proposed legislation to be in accord with our
long-standing efforts in this area, and while we encourage continued Congressional
oversight and attention in this important area, we believe that a formal study
would simply duplicate our continuing efforts.

X. EFFECTIVE DATES

The timing of tax law changes can be as important as the substance of the
changes themselves. The simplification measures in the pending legislation provide
important benefits in terms of easing the tax system burden on tax professionals,
commercial preparers, and the taxpaying public, not to mention Federal, state and
local tax administrators. However, it is also important that the IRS is given ade-
quate time to revise its forms and publications, reprogram its computer system and
train its employees in the new law. Others affected by the changes who need ade-
quate lead time include computer software companies that develop tax computation
programs for accountants and taxpayers, tax professionals who must learn the new
rules, and state and local governments that key their tax systems to the Federal
system and who must revise their forms and computer systems. If these provisions
can be enacted before the end of this month, it will still be possible to implement
certain of them (including the EITC changes proposed by Assistant Secretary
Gideon) in time for the upcoming filing season. If enactment is delayed, it will be
necessary to reconsider the effective date for each provision to ensure that it can be
implemented timely and without causing such confusion and disruption that the
benefit of the provision is lost.

XI. CONCLUSION

Mr. Chairman, I believe that you and your colleagues have taken a very real and
very meaningful first step down the road. I am convinced that the simplification leg-
islation, as modified and improved based on comments by the public, will indeed
make the world of living with the tax laws a lot easier for literally millions of small
businesses and millions of American taxpayers. Thank you very much. This con-
cludes my opening statement.
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ATTACHMENT I-OVERVIEW: IRS EFFORTS TO MAKE THE SYSTEM WORK BETTER FOR THE
CITIZENS WE SERVE

Our mission requires us to increase voluntary compliance and reduce noncompli-
ance, while minimizing the burden on taxpayers and costs to the government.

Our strategic plan sets our overall objectives, defines strategies to achieve those
objectives, and provides benchmarks to assess our progress.

* "Reducing taxpayer burden" is one of our six overriding objectives;
* "one stop service" and "reducing lapse time" are among the strategies to deliv-

er on this objective;
9 and each of those strategies is embodied in measures and goals designed to

assess our progress.

The five "drivers of change" that we believe will transform tax administration
are all focused primarily on how we deal with taxpayers, on making the system
work better for the citizens we serve.

* Tax systems modernization holds the promise of freeing up more than a billion
hours and six billion dollars of time and money that our citizens spend in dealing
with the tax system.

* Our commitment to quality is all about "customers"- meeting and satisfying
taxpayers demands and expectations.

* Compliance 2000 is a fundamental rethinking our approach to tax administra-
tion. It requires us to measure our success by our-impact on improving voluntary
compliance. It explicitly concludes that a primary cause of what we call "noncompli-
ance" is complexity and burden-laws, rules and procedures that are barriers pre-
venting taxpayers from properly meeting their obligations. While enforcement is a
vital part of what we do, Compliance 2000 requires us to develop strategies that im-
prove compliance through education, outreach and simplification.

* Ethics and integrity are the foundation of tax administration. Our efforts in
this area go beyond the clear need to comply with our rules, regulations and proce-
dures. We have learned that ethics and integrity tie directly to the ways we work
with taxpayers, and taxpayer perceptions of the IRS and the system itself. Funda-
mental values require us to be fair, courteous, respectful and honest in our dealings
with taxpayers; a system that is unduly complex and burdensome is an unfair, and
ultimately unethical system.

* The IRS workforce, at all levels and in all functions must reflect the diversity
of the society at large. We must meet this obligation because we are the govern-
ment, and because Lit's required by applicable laws and regulations. More impor-
tant, however, it's essential if we are to make the system work better for the citi-
zens we serve.

OUTLINE AND SUPPORTING DATA

Introduction
* Cost and burden to the private sector
* Impact on voluntary compliance

Some General Observations
A. Does Simplification Require "Hard Choices?"

1. Simplification Versus Revenue
2. Simplification Versus Certainty
3. Simplification Versus Equity

B. Is There a Constituency for Simplification?
C. Some Recommended Guidelines.

1. A Long-Term Endeavor
2. Embrace Rough Justice
3. The Need for Stability
4. Simplification is Always on the Agenda

A. ADMINISTRATIVE PROVISIONS
* Cooperative Agreementa--State Tax Authorities

-Electronic Filing
-Wage Reporting System
-- Other

* Tax Payments by Credit Card
-Electronic Filing
-Delinquent Accounts
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-Installment Agreements

B. REFORM OF PA YROLL TAX DEPOSIT RULES
Background (FY 1990 Data)

e Accounts for 80% of all revenues collected
* Approximately 5.1 million employers deposited close to $850 billion during FY

1990
, Current rules

-Daily: accumulate $100,000 or more
-Eighth-monthly: accumulate $3,000 but less than $100,000
-Monthly: accumulate $500 but less than $3,000 - Quarterly: accumulate up

to $500
-5% safe harbor for under deposits; make up of shortfall required within 15.

45 days
* Net results of the current rules:

-More than 1.5 million employers are assessed penalties each year (21. 3% of
penalties and 61. 6% of dollars subsequently abated)

-Payroll tax deposit cases account for more than $30 billion (30%) of our
$100 billion accounts receivable inventory and more than $13 billion (40%) of
the currently not collectible accounts

o Some causes: uncertainty and complexity
.. Eghth-monthly requirement

-Accumulation rules
-Movement among four systems

The Proposal (S. 1610)
* Daily: over $100,000 in deposit obligations
o Tuesday/Friday after payroll date: over $18,000 per quarter
* Monthly: up to $18,000 per quarter
* $250/2% safe harbor, with make up to be specified by regulations
* Three-month lead time before moving to more accelerated requirements
, One-year look-back rule in determining whether to move to less accelerated

rules
Impact
* Greater certainty
* Fewer penalty assessments

IRS ability to work with taxpayers
-Notify taxpayers that they must change to a different deposit cycle
-Monitor deposits and promptly contact delinquent taxpayers

C. PENSION SIMPLIFICATION
Background

Numbei ffiW mporsWih INufto of f mpoqee
eWfoe mn~npjsICw(d by
._ _______ WSW 04 Jjwperm pni

All employe rs . .... . .......... 40
Employers with 100 or fewer employees................. ... ........ 39
[mployers with more than 100 employees ....... ........... ........ 0.1

20 80
18 33
70 41

* Tax Treatment of Distributions
-Only lump sum distributions can be rolled over; funds must be distributed

to and transferred by beneficiary
-Lump sum distributions eligible for 5-year and 10-year averaging
-$5,000 death benefit exclusion
-Computation of table portion of pension distributions requires 10 pages of

text/examples, 65 pages of actuarial tables, and two worksheets
-About 15% of the 30 million W-2P's sent to pension recipients provide no

helpful information on computing taxable income
• Net result of current distribution rules: terrible transaction costs, traps for the

unwary, savings disincentives, administrative difficulties, wide-spread over- or un-
derpayment of tax liability
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Proposal
* Repeal the 5-year and 10-year averaging options, repeal the $5,000 death benefit

exclusion, mandate simplified basis recovery, permit the rollover of periodic distri-
butions, and permit direct plan-to-plan rollover distributions

Impact on tens of millions of senior citizens
* Eliminate traps for the unwary

Provide additional savings incentives
* Repeal illusory options
, Replace uncertain and complex rules with simple, administrable provisions
* Enable employers to provide another 4.5 million pension recipients with needed

information
• Replace 65 pages of tables plus 12 pages of worksheets, text and examples with

3I/ pages of instructions
D. SIMPLIFICA TION OF HOUSEHOLD EMPLO YER REPORTING RULES

Background
# 500,000 families file up to five Federal Forms 940/942 and up to five state tax

forms each year covering their household employees
* Five separate payment dates that do not conform to estimated tax payment due

dates
* Current FICA threshold: $50 per quarter per employee Based on Census and

other data, up to 2 million families should be fihng these forms each year

Proposal

* Consolidate filing requirements: single schedule attached to Form 1040
* Raise FICA threshold to $300 per year
* Expand withholding estimated tax to cover household employer's deposit obliga-

tions

Impact
* Replace five forms and five separate payment obligations with a single schedule

attached to Form 1040
* 80% reduction in burden of meeting filing, reporting and payment obligations
a Potentially combine Federal/state filing requirements
# Improve voluntary compliance

E. LARGE PARTNERSHIP RULES

Background (1989 Data)

total number of No of parts
____ ____ ___ ____ ____ ___ ____ ____ ___ partneships (Sch uln X-1)

All partnerships.. .................................................... . 1.65 m million 18.3 m illion
Large partnerships (250 or more partners) ........................ ....... 3,000 9.4 million
Partnerships (100-249)-.................................................. 4,500 650,000

* Current law
-Large partnerships subject to same reporting and audit rules as all other
partnerships

e Result

-- Staggering complexity for taxpayer/investors
-IRS audit efforts are not cost effective and are burdensome on taxpayers

Proposal
* Partnership level computations of income, deductions, credits and elections, re-

sulting in one page, 10 line form (current K-1 replaced by 1099-K). 1099-K's would
have to be provided investors by March 15

* Partnership level audit adjustments, with collection of interest and penalties at
partnership level and flow-through of any net adjustments to their current partners
(unless partnership elects to payliability at the partnership level)

* Partnerships of 100-249 partners can elect into the system
# Provisions do not apply to service partnerships
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Impact

* Dramatic reduction in burden and cost for an estimated several million taxpay-
ers

* Administrable system from IRS perspective

F SIMPLIFICATION OF FOREIGN TAX CREDIT
Background

1989 (1110s) 1990 (Billions)

Dollars invested in foreign investment funds ...................... ....................................................
Dollar rs invested in foeign bond funds............................................. ...... ...................................

9.9 14.3

1980 1984 1989

Number of individuals claiming FTC 287,500 371,900 640,000

Current law
* All foreign tax credit rules apply to individual taxpayers

-Must file 2-page, 32 line Form 1116, working through four pages of instruc-
tions

-Must file separate Form 1116 for each category of foreign income (up to 8
possible categories)

Proposal
# Limitations do not apply to taxpayers with $200 or less of foreign tax credits, all

from passive investments where the income and credits are reported by third party
payors

Impact (1989 data)
* Spare 175,000 taxpayers the need to file Form 1116 Relief

in mutual funds who have no other foreign source income
targeted at investors

,__mi of FTC No, of laxp es
Total claim ing foreign tax credit ........................................ .............. ....... .............. ...... 640,000
Claiming FTC:

$500 438,000
400 417,000
300 401,000
200 317,000

Eligible lOf relief under current proposal ............................ .......................... 175,000

G. EXPANDED ACCESS TO SIMPLIFIED INCOME TAX RETURNS
* IRS agrees with need to expand access.
* Recent IRS initiatives:

-1988 strategic initiative on production and distribution of tax
publications

-Obtaining public input (proof copies, surveys, focus groups)
-Form 1040A-Elderly filers
-- Separate booklet for Form 1040EZ filers

forms and

* Results: 15 million 1040A's and 13 million 1040EZ's filed in 1991 filing season.
* Future initiatives:

-Reduced entry Form 1040EZ (Form 1040EZ-1)
-Form 1040A-type return for taxpayers with small amounts of non-wage

income or who claim limited categories of deductions (e. g., mortgage interest,
charitable contributions, and state and local income taxes)
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PREPARED STATEMENT OF BENSON S. GOLDSTEIN

My name is Benson S. Goldsteitn, Manager of the Tax Policy Center of the U.S.
Chamber of Commerce. The U. S. Chamber is pleased to provide testimony on S. 1394,
the Tax Simplification Act of 1991.

The Chamber supports the Committee's efforts to rationalize and simplify the
current tax law. This statement focuses on simplification proposals relating to foreign
taxation, the interest rate on large corporate underpayments, S corporations, the
alternative minimum tax and the payroll tax deposit system.

FOREIGN PROVISIONS

The business community views simplification of the foreign provisions of the Internal
Revenue Code as a high priority. Therefore, the U.S. Chamber of Commerce is very
interested in working closely with the Senate Finance Committee towards that objective.
The Committee should be commended for its efforts to simplify the Tax Code,

In order to achieve meaningful simpficati in the foreign areas, a review of complex
sourcing and alltion rules Is necessay. Basic simplification also necessitates a review
of the underlying complexities of the foreign tax credit baskets and limitation rules, as
well as analysis of the complicated rules governing deferral. Although some of the
foreign provisions of S. 1394 may indicate a modicum of simplification, the provisions do
not appear to provide much simplifiation in practice and appear to be almost as
complicated as current law.

At a time when Conresu and the nation are concerned about the competitiveness of
US. industry in world markets, there Is a fear among the business community that the
foreign provisions of the Simplification Act rray actually worsen to a degree the
competitive standing of American corporations doing business in international markets
and increase the tax burden of U.S. multinational corporations.

Deferal at Tax as Incm Earoed Throqbh Foreign Corporatoas
and Ezepdoas 6o Deferda

The Tax Simplification Act consolidates the anti-deferral rules applicable to foreign
corporations earning substantial amounts of passive income. A single inegrated system
is created which provides for three different methods of taxation, dependent on the
degree of U.S. ownership of the foreign corporation and whether the rirm's stock is
publicly held.

We commend the Committee for including proposals to repeal unnecessary anti.
deferral regimes on income earned through foreign corporations. However, we are
concerned that these proposals appear to be a further erosion of deferral under the guise
of simplification. The Chamber believes retention of deferral is important to ensure that
US. based multinationals are able to compete sucesfully abroad. Erosion of deferral
results in US. multinationals being subject to a higher tax rate on their undistributed •
profits than their foreign competitors.

The US. Chamber is concerned about three modifications made to the tax law in the
area of the consolidation of the anti-deferral rules which we believe are substantive
changes in the law. These changes include the effective reduction in the present passive
foreign investment company (PFIC) gross income test from 75 to 60 percent, and the
denial of high-tax and export trade exception.
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Redwtiom In the PYIC Gross Icome Test

The PFIC rules, added to the Tax Code by the Tax Reform Act of 1986, were
originally intended to address perceived abuses with respect to minority investments by
U.S. taxpayers in overseas mutual funds. Unfortunately, controlled foreign corporations
(the overseas subsidiaries in which a US. corporation has significant investment) have
not been excluded from the scope of the PFIC provisions. It is the Chamber's view that
meaningful simplification could be accomplished if controlled foreign corporations
(CFCs) were excluded from the scope of the PFIC rules. CFCs should not be subject to
the PFIC rules, especially since the passive incom of CFCs is already subject to subpart
F of the Tax Code.

Instead of eliminating the overlap between the CFC and PFIC rules, S. 1394
exacerbates the problem through the creation of a sngle anti-deferral regime, which the
bill calls passive foreign corporations (PFC4 The legislation retains the current PFIC 50
percent suet test for purposes of the new PFC rules, but reduces the current PFIC 75
percent gross income test to 60 percent under the new PFC regime. This has the effect
of increasing the number of US. shareholders of controlled foreign corporations subject
to the new PFC rules, a result which cannot be viewed as simplification or anything other
than a further erosion of deferral.

Deal. of the High Tax feaeptiom

To the extent income of a CFC constitutes foreign base company income under
subpart F, that income Is not eligible for deferral. Code section 954(bX4) provides for a
"high tax exception" to the definition of foreign base company income. 'his high tax
exception is a general relief measure which ensures that foreign base company income
subject to high income tax rates overseas is not subject to taxation under subpart F.

The bill departs from the current treatment of passive income under subpart F. In
its merger of the current treatment of passive income under subpart F into the proposed
PFC regime, the legislation eliminates the high tax exception with respect to the
treatment of passive income under the new rules. The high tax exception is further
eliminated for US. persons bokiq 25 percent or more of the shares in a PFC that is not
U.S. controlled. Specialized rules are applied to US. persons owning less than 25
percent of a PFC. These new rules must also be viewed as a further erosion of deferral.

Denia of an Export Trad Esceptios

The Tax Code provides a modest tax incentive for exports called a Foreign Sales
Corporation (FSC). A FSC is generalDy a subsidiary of a U.S. corporation which is
organized in a foreign country and maintains company books and records at an office
overseas. The foreign trade income of a FSC is claufied as either exempt income or
other income. Exempt income of a FSC is considered under the tax law as not
effectively connected with a US. trade or biuess, and therefore, is treated as exempt
from US. tax. The passive income of a FSC is not treated as exempt income.

If a FSC invests its foreign trade income, its earninp on that income would be
treated as passive income and conceivably may become subject to the PFC rules. This
situation may occur because FSCs are not exempt from the 50 percent assets test of the
new PFC regime. The Chamber is concerned this situation may result in double taxation
with respect to these ain particulay slnw the PSC provio of the Code already
subject the FSCs passve incme to US. tax. Pot this reason we smony recommend
that FSC be provided with an export trade exception from the pps PFC rules.
Without such an exception the Chamber view this as a further erosion of the general
concept of deferral under the tax law.
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rotdsos Affectiu Coatd oreig OMpoMM

& 1394 makes a number of modifications in the treatment of income derived from
disposition of stock in a controlled foreign corporation. With rest to certain of these
modifications, the Chamber support extension of Code action 1248 to sales of stock in
kower-tier CFCL

nder section 1248, if a US. parent has pin on the sale of stock in a CF the pin
is treated as ordinary dividend income to the extent of the US. parent's proportonate
share of earnings and profits in the CPC Gain in excess of such erings and profits is
treated as capital gain. By extending section 1248 to sales of stock in lower.tier
controlled foreign corporations as the bill proposes, Congress would accomplish true
simplification and elimination of an aspect of the Tax Code which serves no legitimate
economic or tax policy rationale. This proposal could achieve further simplification
benefits if deemed dividends were allowed to be included in the scope of the same-
country exception available to actual dividendL

The Chamber is opposed to the repeal of sections 96(aX3) and (b). We strongly
disagree with the Treasury position that the simplification achieved by rpeal outweighs
the "modestM burdens imposed on the business community. Sections 96(aX3) and (b)
permit a US. corporation to adjust its foreign tax credit limitation to prevent the loss of
a credit for foreign withholding taxes imposed on distributions (received from a
controlled foreign orporation) which represent pn.viou* mixed income. Repeal of
these Code pvisions is likely to increase the incidence of double taxation for US.
multinationals resulting in further harm to the overall competitive position of American
industry.

Tralatim of Forein Tn lIato U.& Dollar Ammats

Section 9(a) requires fregn taxes, paid in a foreign currency, to be translated into
US. dollars on the "date of payment" for purposes of claims a foreign tax credit. This
provision was added to the Tax Code by the Tax Reform Act of 1986. Since a US.
multinational is likely to enter into an etremely lule number of separate tax payments
in differing currencies on differing date&, the date of payment rule imposes highly
burdensome recordkeeplng burn on those taxpayers.

Under the bill, the treasury is given the authority to permit the use of an average
exchange rate for an appropriate period, ete-rmined by regulation, rather than the
exchange iate on the specific payment date. Although the proposal represents a small
measure of smplification, the proposal does not address the true administration burdens
placed on the business community by the 1966 Tax Reform Act chags The Chamber
recommends a return to the DgAmi rule which was available prior to 1967. This is a
relatively simple rule for taxpayers and the IRS to follow. Another option would be to
translate foreign taxes on a 'year of accrual" basis as opposed to the *year of paymqnt"
rule.

The Chamber is disappointed with the failure of the legislation to address basic
simplification issues. In this regard, Senator Max Baucus (D-MT) has introduced S. 93
the Foreign Tax Simplification Act of 1991. Representative Bill Gradison (R-OH) has
similarly introduced HR. 2948, the Foreign Income Tax Reform Act of 1991, legislation
which klds both meaninfu simpification provisions and measures which are
designed to improve the competitive Manding of U.S. corporations in world markets. For
purposes of the simplification process, the Chamber recommends the Committee give
careful consideration to S. 936 and the simplification pmvisions of K.R. 294& While
modest in scope, these simplification measures should contrbuft to a lessening of the tax
compliance burdens placed on U.S. corporations doing business in global markets.
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PAYROLL TAX DEPO~rIS

Simplification of the payroll tax deposit system is very important to the small
business community. The current system is unnecessarily complex and warrants overhaul.
The payroll tax deposit proposal of HR. 2775 replaces the current deposit system with
three basic deposit timetables. Under the general rule of the proposal, employers are
required to make payroll deposits twice a week, on Tuesdays and Fridays, a procedure
which would replace the current eight-monthly system. Second, the current law "large
depositor" requirements are retained. Large depositors, defined as having payroll tax
accumulations of $100,000 or more, are currently required to make deposits the next day.
The third component of this proposed system involves employers with payroll tax deposit
amounts of $3,500 or les per quarter for a previous two year base period. If an
employer meets this threshold test, he is called a "small depositor" for purposes of the
legislation and is only required to make payroll deposits on a quarterly basis. The basing
of the small depositor rule on *a previous two year base period" could be referred to as a
"look-back rule."

Under current law, small depositors (those with between $500 and $3,000 in
payroll tax accumulations in any calendar month) are required to deposit those taxes
once a month. Employers with lesa than $500 in payroll tax accumulations at tlhe end of
a calendar quarter are required to deposit such amounts once a quarter. The proposed
small depositor rules of HR. 2775 are clearly an acceleration of tax payments for many
small businesses, because they would have the effect of moving certain small employers
(those with monthly withholding accumulations of between $1,166 and S3,000) from a
once a month payment schedule to the re,v Tuesday/Friday schedule. Therefore, the
Chamber opposes the small depositor rule of HR. 2775 which is based on quarterly
payroll tax accumulations of $3,500 or le.

Senator Baucus has introduced legilation S. 1610, which would adopt a
Tuesday/Friday deposit rule and increase the current monthly small deposit threshold
from $3,000 to $6,000. The legislation wnuld allow taxpayers with average monthly
payroll tax deposit amounts of $6,000 or less (based on a previous four calendar quarter
base period) to make deposits on a monthly basis. The Chamber supports Senator
Baucus' small depositor rule.

Current regulations provide a five. percent safe harbor regarding deposit shortfalls
of employers with monthly payroll tax accumulations of $3,000 or more. Both H.R. 2775
and S. 1610 reduce this safe harbor to two percent. The Chamber opposes any attempt
to reduce the current five percent sale harbor. Businesses paticularly those with
multiple payrols and a changing work force, encounter significant problems in accurately
determining their withholding liability on a next-day basis - many find it impossble. The
five percent safe harbor provides employers with a modicum of flxibility.

A large percentage of IRS and taxpayer disputes over payroll tax deposits are a
result of the unnecessary complex system for determining the due date of deposits. In
this regard, the Chamber conceptually supports proposal to base the frequency of
certain payroll deposits on a Tuesday/Friday rule. We believe the current monthly
deposit system should be maintained for purposes of defining small depositors. The
current system could also be simplified by Increasng the current $3,000 monthly deposit
threshold and the Chamber supports the increase to $6,000 contained in Senator Baucus'
bilL Further simpllfcation can be achieved by adopting the proposed look-back rule for
determining who is a small depositor.

INTEREST RATE ON LARGE CORPORATE UNDERPAYMENTS

Under current law, large rporate underpayments (underpayments by subchapter
C corporations of any tax Imposed for any period which eceed $100,000 for the period)
are assessed nteret equal to the federal short-term rate plus five percentage points.
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The large corporate underpayment rate generally applies to periods beginning 30 days
after the earlier of the date on which the initial letter or notice of deficiency, proposed
deficiency, assessment, or proposed assessment is sent even if the initial notice is for an
amount less than $100,000. As a result, nondefieency notices relating to minor
mathematical errors by taxpayers may result in the application of the large corporate
underpayment rate to a subsequently identified income tax deficiency.

The bill would provide that for purposes of determining the period to which the
large corporate underpayment rate is applied, any letter or notice of deficiency will be
disregarded if the amount of the deficiency, proposed deficiency, assessment or
assessment proposed in the letter or notice is less than $100,000. The application of this
provision would help to ensure that corporation are not subjected to the underpayment
rate simply because of a relatively minor error. The Chamber supports this provision.

S CORPORATION PROVISIONS

The complexity of the Tax Code presents special problems for small businesses.
The U.S. Chamber is pleased that S. 1394 attempts to address area of specific concern
to S corporations. In general, the bill represents a step forward in simplification for an
important segment of the business community.

Under current law, a business is not eligible for S corporation status if it has more
than one clam of sock. Differences in voting rights are disregarded in determining
whether a firm will be treated as having more than one class of stock. The bill provides
that a corporation is treated as having only one class of stock if all outstanding shares of
stock confer identical rights to distribution and liquidation procee& While supportive of
this provision, the Chamber recommends the Committee include report language to
provide a clearer definition of the term "one cas of stock." This would ensure that
every disproportionate distribution does not create a second class of stock but rather
would be treated as what they really are - additional compensation or gifts. The making
of such payments should have no effect upon the determination of whether an S
corporation has more than one class of stock.

Present law prohibits an S corporation from being a member of an affiliated group
of corporations. The bill repeals this rule by allowing an S corporation to own up to 100
percent of the stock of a C corporation. However, the S corporation would not be
allowed to be included in a group filing a consolidated return. The Chamber supports
this move, but would recommend that the rule be expanded to allow S corporations to
own up to 100 percent of the stock of another S corporation.

The proposed legislation also contains other provisions which are helpful and
simplify the task of S corporations' compliance with the tax laws. For example, specific
authority would be given to the Internal Revenue Service to validate ineffective or late S
elections. S corporations would be treated as corporate shareholders in C corporations
for purposes of permitting tax-free liquidation of C corporations into S corporations.
These provisions are steps in the right direction.

ALTMNATIV MINIMUM TAX

Corporate taxpayers are often required to compute depreciation in as many as
seven or more different ways, including for regular tax, alternative minimum tax (AMT)
financial reporting, and state income tax purposes iL s necessitates using a variety of
different declining balance rates for various kinds of property. Under the corporate
AMT, alternative minimum taxable income (AMT is increased by 75 percent of the
amount by which adjusted current earnnp (ACE) exceed AMTI, as calculated before
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the ACE adjustment. Corporate taxyers generally must make two depreciation
calculations for AMT purposes - one uing the 150 percent declining balance method
for AMTI purposes, and another using the straight line method for the ACE calculation.

The use of two separate depreciation systems introduces an additional
complication into an already complex system. S. 1394 eliminates the deprecation
calculation under ACE, but maintains the depreciation calculation for A&M purposes.
The proposal creates one AMT depreciation system by applying a 120 percent declining
balance method to personal property for purposes of determining the AMI of a
corporation. Tis change would eliminate additional recordkeeping for many taxpayers

While the Chamber believe this proposal is a good first step toward
simplification, we continue to be concerned that the large depreciation preference
overstates economic income and, therefore, results in overpayment of tax by low-profit,
capital-intensive firms. As in the foreign area, we urge the Committee to review the
underlying policy of the AMT in a broader context than simplification.

PREPARED STATEMENT OF GLENN GRAFF

Mr. Chairman, my name is Glenn Graff, Chief Financial Officer and Executive
Vice President of the Linbeck Construction Corporation of Houston, Texas. I appear
today on behalf of the Associated General Contractors of America.

The Associated General Contractors of America is pleased to participate in this
hearing on the Tax Simplification Act of 1991. The need to simplify the tax code is
compelling:

* compliance today is impossible without high administrative costs and a practi-
cally unmanageable paperwork burden;

* pervasive uncertainty about what rules mean and how to implement them un-
dermines compliance;

# lack of regulatory guidance is compounded by the backlog of new regulations
projects; and

# lack of stability in the tax statutes and regulations thwarts long-range business
planning.

The Associated General Contractors of America is a national trade association of
more than 33,000 firms, including 8,000 of America's leading general contracting
firms. They are engaged in the construction of the nation's commercial buildings,
factories and industrial facilities, shopping centers, warehouses, highways, bridges,
tunnels, airports, water works facilities, waste treatment facilities, dams, water con-
servation projects, defense facilities, multi-family housing projects and site prepara-
tion/utilities installation for housing development.

Eighty-five percent of AGC's membership has gross receipts of less than $10 mil-
lion annually; ninety percent qualify under the Small Business Administration's
definition of small business.

We wish to express our gratitude to Chairman Bentsen, to Ranking Member Bob
Packwood, to Taxation Subcommittee Chairman Boren, and to the Committee Mem-
bers for their unwavering commitment to tax simplification.

This bill is a major achievement because of the overwhelming odds arrayed
against meaningful tax legislation this year: a deficit which the Office of Manage-
ment and Budget now estimates to be $68 billion larger than it projected for the
same time last year, a budget agreement that strictly limits new expenditures, and
the ever-present temptation to "decorate" available tax legislation with non-ger.
mane spending items. It was no easy task to craft a tax simplification bill that lost
little, if any, revenue and adhered to the Committee's requirement that the underly-
ing tax policy of current law must be maintained.

In spite of these constraints, you have put forward a bill that moves us in the
right direction, toward tax fairness and true tax simplicity. This bill advances the
goal of "rough justice" in the tax code, and moves away from the damaging and
ultimately unattainable goal of theoretical purity. Thousands of new provisions
have been added to the tax code since 1980, perhaps on the principle that "more is
better." This legislation establishes a new principle: "better is better."
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Tax fairness, and the country, will gain with passage of this bill because tax com-
pliance will improve. It is no secret that tax compliance for small business is histori-
cally low primarily because taxpayers simply can't understand how to apply the
perplexing maze of Federal tax rules. As IRS Commissioner Goldberg told Congress
recently, "Most noncompliance is unintentional. Much of it is due to the complexity
of the tax laws."

Construction firms faced with bewildering or unnecessary rules will win much.
needed relief. Because construction accounts for nearly ten percent of the gross na-
tional product, the economy will win because construction contractors can spend
more time on the job, not with their lawyers and accountants. Unintended conse-
quences of current law that threaten business stability and succession will be clari-
fied or corrected. You may hear today about what some may believe this bill does
not do. But the fact is th-at every construction firm will benefit if this forward-look-
:ng legislation becomes law.

AGC testimony will focus on four provisions of S. 1394:

* A proposed new ten percent look-back de minimis rule in Title IV B,
A A proposed new ten percent look-back de minimis rule in Title IV B,

* Clarification of the S corporation one-class-of-stock rules in Title IV A,
* Treatment of distributions by S corporations during a loss year in Title IV A,

and
* Authority to validate certain invalid S elections in Title IV A.

A PROPOSED NEW TEN PERCENT LOOK-BACK D MINIMIS RULE

The 1986 tax act added a new provision called the look-back rule in accounting for
long-term contracts. The look-back rule essentially requires a construction firm to
'lie a completely new tax return for every contract that is subject to look-back in
he year the contract is completed and to refile it in subsequent years if income or

costs in the contract change.
In the year a long-term construction contract is completed, the construction firm

nust go back and substitute for each year the contract was in progress, the actual
costs and revenues for the estimated costs and revenues used in prior years' tax
computations. Taxes for all prior years must then be recalculated for both regular
and alternative minimum tax purposes. Next, the difference between the taxes actu-
ally paid each year and the taxes that would have been paid, had actual figures
rather than estimates been used, must be calculated. Finally, daily compounded in-
terest, subject to rate change on a quarterly basis, must be calculated on that differ-
ence. The construction firm then either pays interest to or receives interest from
the government.

If any tax provision is a misdirected attempt to achieve technical purity in the
code, it is the look-back rule in Section 460 of the Internal Revenue Code as it ap-
plies to the construction industry. The Internal Revenue Service estimates that it
takes three hours and forty minutes just to read and comprehend form 8687, the
iook-back reporting form, and an additional seventeen and one-quarter hours just to
complete it. Many construction firms spend more to comply with the look-back pro-
vision than they pay in interest to or receive in refunds from the government.

Because look-back compliance costs are deductible business expenses, the govern-
ment actually incurs a net revenue loss that is not measured when the government
{'alculates the revenue effect of the look-back rule. Much of the true cost of this bur-
densome rule is in effect "off-budget." If normal accounting principles, and the prin.
.iples of sound public policy, were applied to the look-back rule, it would receive far
greater scrutiny.

The underlying premise for the look-back rule is a mistaken assumption that con-
struction contractors defer income from the'r long-term contracts. Unlike other tax-
payers who are manufacturing contractors, such as those in the defense industry,
construction firms must recognize, not defer, income to satisfy banking relationships
.nd to obtain adequate bonding capacity.

A 1986 General Accounting Office study reported that construction firms deferred
i mere six percent of the taxes that were deferred by manufacturing firms. Con-
struction is a highly competitive business, with profit margins often of one to two
percent. A construction firm cannot successfully bid on new work without adequate
surety bonding. The bonding capacity of a construction firm is approximately
twenty to twenty-five times the working capital available to the company.

Surety bonding is also highly competitive. Surety companies closely examine the
financial statements of construction contractors to assess their financial 'health.
Bonding companies frequently call for the contractor's tax returns, and any vari-
ance between book and tax income must be disclosed. Deferred taxes impair and
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limit bonding capacity because they indicate future liability and decreased working
capital. Construction contractors prefer to accelerate, not defer, recognition of
income in order to build up working capital and maintain access to the maximum
amount of surety bonding.

The look-back provision has also been ustifled as a deterrent against the underre-
porting of income. Unlike any other section of the tax code, Section 460 incorporates
an enforcement mechanism into a basic income tax accounting provision and then
applies that mechanism to a particular industry.

However, the Internal Revenue Code already has stiff penalties for negligence or
disregard of rules or regulations and substantial understatement of income tax. The
new accuracy-related penalty found in Code section 6662 imposes an addition to tax
of twenty percent of the amount of an underpayment resulting from the taxpayer's
inaccurate reporting. There is no exception for underpayments attributable to the
underreporting of profit on a long-term contract. Section 6662 works. It mandates
proper reporting. It provides effective penalties. It is a strong deterrent to any un-
derreporting by construction firms, just as it is to other taxpayers.

The proposed ten percent look-back tolerance factor for the application and reap-
plication of look-back will benefit every construction contractor not currently
exempt from application of the look-back rule. Even though a contractor would still
be required to apply the first step of the look-back calculation under the election not
to apply the look-back method for de -minimis amounts, contractors with multiple
look-back contracts will face a significantly lower administrative burden. A large
percentage of AGC general contractor members who have long-term contracts also
have multiple look-back contracts.

My own company recently completed an analysis of the post-completion costs for
all of our contracts over the past ten years to which look-back would have applied
had it been in effect. Of the one hundred sixteen contracts which had post-comple-
tion costs, seventy of the contracts had post-completion costs of less than ten per-
cent of contract profit. During this same ten year period there were only three con-
tracts with post-completion revenue.

The experience of my company and many others demonstrates that the look-back
rules result in more interest refunds to taxpayers than in interest payments to the
government. One AGC member recently filed for a look-back interest refund for

257,000. The IRS refused to pay. The Service asserted that even though the con-
struction firm was owed the refund, it was not required to pay. Only after weeks of
negotiation was the matter resolved and payment received.

Rather than preparing bids for new work or finding new ways to be competitive,
the current rules force my firm to spend an enormous amount of time and company
resources making calculations and filing forms with the IRS to claim interest which
we never owed in the first place. In the intensely competitive construction industry,
we hpve no margin for error. Every administrative burden imposed on us by Wash-
ington threatens our competitiveness. When you add them all up, the weight of
these regulatory burdens can endanger a construction contractor's survival.

We estimate that for the current fiscal year, our firm will expend forty to fifty
manhours in complying with the look-back regulations. We will incur additional
cost in reviewing these computations with our independent accountants. Under the
proposed simplification bill, we would expect a fifteen to twenty percent reduction
in the cost of complying with look-back. In addition, because the bill would substi-
tute an annual interest rate for the quarterl y'rate now in effect, construction firms
would have to use only one interest rate in their look-back c6lculations, rather than
the twenty-one interest rates now in effect. This simplification bill offers real relief
that construction contractors will see on the bottom line-without any revenue loss
to the government.

CLARIFICATION OF S CORPORATION ONE-CLASS-OF-STOCK RULES

The simplification bill also modifies current statutes and proposed regulations by
clarifying that a corporation is treated as having only one class of stock if all the
outstanding shares of the corporation confer identical rights to distribution and liq-
uidation proceeds. According to IRS statistics, about one in four corporations in the
United States, or about one million businesses, operate as S corporations. About
two-thirds of AGC general contractor member firms are S corporations. The law re-
quires that S corporations have only one class of stock. Congress ratified this re-
quirement out of concern about the complexity that could result from allocating an
S corporation's income and losses among the holders of different classes of stock.

This legislative clarification was introduced after the IRS issued proposed regula-
tions on October 6, 1990, after nine years with no regulatory guidance, that would
determine that an S corporation has a second class of stock if distributions to share-
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holders differ in timing or amount. The penalty for finding a second class of stock is
termination of the S election.

Consider, for example, two taxpayers who operate a family business. They prob-
ably organized their family business as an S corporation in order' to avoid the
double tax on distributed earnings and to avoid the more complex rules that pertain
to C corporations. Each owns 1,000 shares of stock and each receives a $50,000 distri-
bution during the calendar year. Taxpayer A receives his money on March 1, and
taxpayer B receives a distribution on July 1. Under the initial proposed regulations,
the distributions are unequal, and the corporation has two classes of stock. In fact,
any minor difference in the timing or amount of distributions to different share-
holders would be considered as creating a second class of stock. Termination of an S
election could result in an increased tax liability of as much as 88%, according to
the Smnall Business Administration.

When the extent of the potential damage that might be imposed on many thou-
sands of S corporations became apparent even to the IRS, the initial proposed IRS
regulations of October 5, 1990 were replaced. The new proposed regulations resolve
many problems, but they do not go far enough. S. 1394 provides that applicable
State law, determined by taking into account legally enforceable rights under the
corporate charter, articles or bylaws and any agreements, determines whether the
outstanding shares confer equal rights to distribution or liquidation proceeds.

The new proposed IRS regulations provide that certain types of state laws and
binding agreements are disregarded in determining whether all of a corporation's
outstanding shares of stock confer identical rights.

State law should take precedence. The provision under section 401 of the Senate
bill is preferable to the reissued proposed regulations because it is far easier to un-
derstand and implement without sophisticated tax planing. Moreover, the Senate
bill specifically provides that where an S corporation in fact makes distributions
which differ as to timing or amount, the Internal Revenue Service is not restricted
in its ability to properly characterize the transaction for tax purposes.

Congress clearly stated, when it passed the Subchapter S Corporation Revision
Act of 1982 that it intended to simplify the law, and to remove traps for the
unwary.

The proposed legislative change in S. 1394 promotes simplification by reaffirming
current law and Congressional intent.

Authority to Validate Certain Invalid S Elections
The simplification bill extends the authority of the Internal Revenue Service to

waive the effect of an inadvertent termination to also waive the effect of an invalid
election caused by an inadvertent failure to qualify as a small business corporation
or to obtain the required shareholder consents.

Under current law, a small business must elect S corporation status no later than
the 15th day of the third month of the taxable year for which the election is effec-
tive. The IRS cannot validate a late election. But the consequences of an inadvert-
ent late election can be enormous to the taxpayer.

This proposed change promotes tax simplification and fairness because it is in the
spirit of Congress' intent as expressed in the Subchapter S Revision Act of 1982,
which is to facilitate qualification of the S corporation. Disqualification should not
be the automatic consequence of a mistake where other remedies are available.

TREATMENT OF DISTRIBUTIONS BY S CORPORATIONS DURING ASS YEARS

This proposed change provides that the adjustments for distributions made by an
S corporation during a taxable year are taken into account before applying the loss
limitation for the year.

The S corporation rules regarding adjustments are now often interpreted to re-
quire application of adjustments to basis before adjustments for distributions. This
car reduce or eliminate the ability to pay dividends.

Because an S corporation is a pass-through entity more like a partnership, the
treatment afforded distributions under the partnership rules is the more appropri-
ate treatment. This provision would conform the S corporation rules regarding dis-
tributions to the more favorable partnership rules.

CONCLUSION

AGC hopes that these comments assist the Committee in its review of tax simplifi-
cation. AG' looks forward to working with the Committee to advance tax policy
that promotes certainty, provides stability, and reduces the huge sums taxpayers
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spend every year to comply with our swiftly changing laws. AGC is pleased to sup-
port the Tax Simplification Act of 1991.

PREPARED STATEMENT OF JAMES H. MACK

Thank you, Mr. Chairman, and good afternoon. My name is James Mack, and I
am Vice President for Government Affairs of NMTBA-The Association for Manufac-
turing Technology. NMTBA is a member of the Invest To Compete Alliance (ITCA),
a non-profit group of corporations and trade associations founded in 1985 to address
the economic challenges facing the nation's capital-intensive industries and related
service industries.

We appreciate this opportunity to present our views on the important issue of tax
simplification, specifically as it relates to the corporate Alternative Minimum Tax
or AMT. This is a matter of widespread concern because all corporate taxpayers
must calculate the AMT to determine whether or not they must pay the AMT.
These ANT calculations are an extremely complex burden or American industry.

As you know, the AMT was implemented as part of the 1986 Tax Reform Act in
an effort to ensure that corporate taxpayers paid a minimum tax. At that time, the
ANT was envisioned as applying to only a few companies. It made political sense
and it appeared reasonable, but in fact, the actual structure of the AMT has result.
ed in a much greater number of taxpayers being in the ANT periodically than was
originally expected.

The corporate ANT was targeted at large corporations that report high book prof-
its- to their shareholders while reporting low taxable income to the Internal Reve-
nue Service. In practice, however, the ANT has primarily and unexpectedly struck
at small and medium-sized companies that are only marginally profitable, as well as
companies that make large equipment investments to improve their productivity
and competitiveness.

The problem for American industry is two-edged. For taxpayers in the ANT posi-
tion, it means an increased cost of capital for investment in the plant and equip-
ment necessary to grow and be competitive. Without question, the ANT discourages
investment. Beyond this problem, the ANT turned out to be complex almost to the
point of being unworkable for both the taxpayer and those charged with auditing
compliance.

Under current law, the most complicated part of the IT calculation is the need to
make two separate depreciation calculations in computing the alternative minimum
taxable income beginning in 1990. The corporation first determines its Alternative
Minimum Taxable Income (ANTI) using 150 percent declining balance depreciation;
this yields a smaller depreciation deduction than is allowed under the regular tax.
Starting with 1990, all companies, whether they fall under ANT or not, now must
also keep an additional separate set of books for Accelerated Current Earnings
(ACE). That is because ANTI must be increased by 75 percent of the amount by
which ACE exceeds ANTI as initially calculated. ACE requires capital-intensive
companies to further decelerate depreciation all the way down to the straight-line
rate, not only for newly acquired equipment but also for equipment acquired prior
to 1990.

In 1989, legislation was introduced in the House that recognized that this double
calculation would be an overwhelming burden in determining ANTI and enforcing
compliance. The bill also redressed the unforeseen economic penalty that would
occur for ANT taxpayers as they went through the transition from the ANT system
used in 1987-89 to a new system beginning in 1990. This bill, introduced by Chair-
man Rostenkowski, would have integrated the double depreciation calculations into
one calculation, and would have eliminated the transition economic penalty. The
bill also eliminated the burdensome book income depreciation limitation.

However, revenue estimates associated with removing the economic penalty re-
sulted in the Chairman's bill not being enacted in 1989, except for the one element
of simplification that removed the book backstop.

Our coalition strongly supports the ANT simplification provision that is now pro-
posed in 5.1394 and HR. 2777. This is an important step forward, and we applaud
Congressional efforts to simplify the ANT by integrating the double calculations
into one.

While we strongly support and endorse this initiative to simplify the ANT calcula-
tions, that propo alalone will not achieve true simplification. Because the effective
date of the simplification proposed in 5.1394 and H.R. 2777 is for tax years begin-
ning after 1990, property place in service in 1990 will still be subject to the compli-
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cated double calculation that the proposed simplification amendment seeks to re-
place for years after 1990.

We recommend that the Committee modify the proposed ANT simplification pro-
vision to remove the requirement to treat property placed in service in one year,
1990, with the current law double calculation. Otherwise, property placed in service
in 1990 when ACE went into effect must continue to be treated under one formula
and all post-1990 property under another formula.

There are several alternatives that could be adopted to eliminate the need to deal
with property placed in service in 1990 under a separate formula. The effective date
of the simplification provision could be made January 1, 1990, requiring all taxpay-
ers to recalculate their 1990 returns.

As a second option, the January 1, 1991, effective date could be kept but an elec-
tion could be provided for taxpayers to go back and amend their 1990 returns to use
the new simplified calculation for 1990 equipment. The taxpayer could then use the
new simplified calculation for that 1990 equipment in subsequent years.

A third option would be to provide that taxpayers be allowed to use the new sim-
plified calculation on 1990 property, using the remaining basis in 1991 as if the 120
percent declining balance method had been used in 1990. Under any of these three
alternatives, true simplification would be achieved, the revenue impact would be
negligible, if any, and compliance enforcement would be made much easier.

The ANT is a great handicap to the ability of American industry to invest in the
plant and equipment which makes these entities more productive and competitive.
Recent studies by the Center for Policy Research of the American Council for Cap-
ital Formation found that U.S. firms paying the ANT recover their investment costs
for new equipment much more slowly than do companies in major competitive na-
tions such as Japan, Germany and South Korea. Furthermore, the studies found
that the AMT may cause a corporation to actually forgo additional investment in
productive equipment to avoid ANT status.

The ANT selectively discourages firms from investing in the capital equipment
necessary to compete in international markets. The ANT increases the cost of cap-
ital relative to our competitors' cost at a time when America should be aggressively
engaging foreign firms in the global marketplace. The ANT drives merger and ac-
quisition activity where certain corporations find that because of their ANT posi-
tion, they must merge with or be acquired by non-capital intensive companies, or
foreign companies, to continue to invest and survive. Finally, in these recessionary
times, when we should be encouraging capital investment to bring about renewed
economic growth, the ANT actually discourages these important investments in our
nation's future. To understate, that is not a desirable result of tax policy.

Let me conclude by again urging the adoption of the AMT simplfication provision
in S. 1394 and H.R. 2777 but with an amendment to address the 1990 property de-
preciation issue I discussed. I thank the Committee members for your concern and
in closing urge your continued study of the IT to fully understand its impact on
American business and industry.

PREPARED STATEMENT OF ROBERT N .MATTSON

My name is Bob Mattson. I am Assistant Treasurer of the IBM Corporation re-
sponsible for the Company's worldwide tax operations. I appreciate the opportunity
to be here today to present the National Association of Manufacturers' (NAM) views
on the pending legislation for simplifying the United States tax code. I will particu-
larly address those issues affecting the overseas operations of the U.S.-based global
companies.
when in 1986 Congress and the Administration concluded the process of reform of

the tax system, the underpinning elements of that agreement were lower statutory
tax rates and a broadened tax base, both to serve the goals of equity and efficiency.
At the same time, there was an expressed objective of simplification. The rates, the
base and simplicity of the tax code are intertwined. But four years of experience has
convinced NAM membership that the simplicity leg of the agreement is wobbly, to
say the least. The provisions applying to a company's foreign operations are unnec-
essarily burdensome and complex.

NAM commends Senator Bentsen for his leadership in introducing a primary tax
simplification bill. We also commend the staff who worked on the obviously enor-
mous effort to produce S. 1394, the Tax Simplification Act of 1991, and the accompa-
nying technical explanation. Additionally, NAM applauds the recent bill 5.936, the
Foreign Tax Simplification Act of 1991, introduced by Senator Baucus. It would sub-
stantially simplify the rules governing international activity by U.S.-based compa-
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nies without materially affecting their U.S. tax liabilities. NAM urges the Commit-
tee to include the provisions of S. 936 in the tax simplification bill.

TAX RATES

It should be the first goal of tax simplification to maintain the existing corporate
tax rates, and work to reduce the distortions within the corporate alternative mini-
mum tax.

The U.S. corporate tax rate has resulted in substantial benefits to U.S. global
companies. This is not merely because the 1986 Tax Reform Act reduced corporate
taxes, A major, and often overlooked, benefit from a reduced U.S. corporate tax rate
is that it served to encourage other countries to significantly lower their tax rates.
(See Attachment I for a list of some of these changes.) These reduced foreign taxes
allow greater amounts of dividends to be repatriated for investment in the U.S. and
enhance the amount of returns paid by U.S. parent companies to their shareholders
with a positive economic benefit to the U.S. economy.

Corporate tax rate increases or surtaxes can make otherwise sound business
transactions uneconomical, resulting in competitive losses for U.S.-owned business.
In addition, high tax rates are the enemy of simplicity in that they eventually lead
to further complexity as exceptions and special rules filter into the tax code to avoid
these consequences. The 1986 tax rate reductions, unquestionably the most positive
tax policy achievement of the last decade, should under no circumstances be re-
versed.

FOREIGN PROVISIONS

Another dramatic change in the 1986 Tax Reform Act was the layer upon layer of
complex rules that were directed at U.S. corporations' activities outside the U.S.
Many of these provisions did not raise revenue but were enacted because of the fear
that in some way the lower U.S. rate operating in conjunction with the foreign tax
credit had to be back-stopped by a set of complex protective rules. After examina-
tion of these rules, most experts agree that the level of complexity is unwarranted.
It is important to note that similar costs and pressures involved in complying with
these rules are not borne by companies based in other countries with which U.S.
companies compete.

Attachment II provides an overview of the burdensome compliance work required
to prepare the annual tax return information relating to foreign operations of U.S.
companies.

What was imposed on America's global companies in the 1986 Tax Reform Act
included:

* Nine multiple complex separate limitation "basket" calculations of the foreign
tax credit. Furthermore, the "10-50" basket can result in hundreds, if not thou-
sands, of separate limitation calculations depending on the form of joint venture op-
erations abroad.

* Complex allocations of numerous categories of domestic expenses.
9 Uncertainty in a new set of very complex source rules.
o Complex calculations of non-U.S. entity-by-entity "earnings and profits" pools.
o Burdensome translation of foreign taxes causing many companies thousands of

hours of wasted effort with no revenue impact.

There is an urgent and compelling need to relieve the burden of complexity of
these rules affecting the foreign operations of U.S. companies. The labyrinth of
these foreign tax credit restrictions add needless complexity with little or no tax
revenue involved. The member companies of NAM have experienced an increased
burden for the cost of data collection, an increase in tax return preparation time,
increased costs to deal with the dazzling maze of intricate compliance steps in meet-
ing the rules, and increased compliance personnel requirements. Since 1986, taxpay-
ers have uniformly observed the exhaustion of intellectual and other resources to
comply with these foreign source rules.

For this reason, we urge the incorporation of S. 936 in the foreign provisions of S.
1394.

While S. 1394 intends to unify and replace the anti-deferral rules, much of today's
complexity remains. The changes simplify very little and are more onerous than
current law. The bill also modifies certain rules affecting controlled foreign corpora-
tions, but these are mainly technical changes, not simplification. The bill repeals
Section 960 (aX3) and (b) on the pretext that only a few taxpayers are affected, and
NAM opposes this restrictive change as a most unfavorable one which may impact a
number of its member companies.
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Furthermore, S. 1394 lacks a realistic solution to the foreign tax translation rules
and does not address the "10-50" basket problem related to non-controlled Section
902 corporations. These two provisions have had universal complaints. Also, the bill
does not redress the application of the uniform capitalization rules to foreign corpo-
rations.

NAM enthusiastically supports S. 936, Senator Baucus's foreign tax simplification
bill, both from a simplification and competitiveness point of view. Its five provisions
cover some of the most egregious complexities affecting foreign activities of U.S.-
based companies. It provides real compliance simplification for all corporations
active in world markets. Other than the provision eliminating the separate foreign
tax credit limitation for dividends paid by each "10-50" company, it could be scored
as nearly revenue neutral.

A further provision to be considered with and complementary to S. 936 is a revi-
sion of Section 6046. The provision currently requires information reporting for mi-
nority investments as low as five percent by U.S. shareholders in foreign corpora-
tions. The five percent investment threshold is not otherwise relevant for U.S. tax
purposes. NAM recommends that the threshold be increased to ten percent for such
information reporting.

CONCLUSION

One of the most disturbing myths burdening American tax policy today is that
simplification results in lost revenue. In many cases, simplification will actually in-
crease revenue by reducing unnecessary costs of compliance. In addition, it is time
to discard the idea that there is a tradeoff between simplification and fairness. Sim-
plification of our tax laws is fair, it's the right thing to do and I am confident it will
result in increased, not less revenue. NAM appreciates and supports the Finance
Committee's recognition of the need to simplify the nation's tax structure and will
work with your staff toward that goal in any way we can.

Attachment I-WORLDWIDE TAX REFORM STATUTORY RATE REDUCTION SINCE 1986

Corp ncorm tax rate Combined Div. and Inc tax rate

1986 1992 1986 1992

U SA ( + S tates) ............... ........................................................... 50 3 8 . ............. ........................
A rgentina 2 ............................... ................................................ 33 0 53 20
Australia ..................................... 46 39 54 39
Austria .................. ..................... 45 39 50 '42
Belgium ................................ ........................................... 45 39 53 ' 42
C anada ......................... ............................ .................................. 5 2 4 2 . 5 7 48
C hile ................................................................ .................... . .... 10 15 37 3 6
Colom bia ........................... .............................. ...................... ..... 40 30 52 30
Denm ark .... ................................................. ................................ 50 38 53 4 1
France........................ .............................. .................................. 50 34 53 ' 45
Ireland...................................................... 50 40 50 1 40
Korea ................................... 44 34 50 41
M exico . . . ................. ......... ................ ...... ....... ......... ....... 42 35 6 1 35
Netherlands. ............................................. ..................... . . ..... 43 35 46 ' 38
Peru .................................................................................................. 5 5 30 6 9 3 1
Spain ................................... 35 35 48 '42
Sw eden ........................... ......... .. ............................. ..... 52 30 54 34
U.K. (Div. Tax Refund) .......................... 45 35 , 39 126
Venezuela 2 ................. .................................................. 5................ so 30 60 30

Favo(ab tax Treaty with US
1992 Proposed Rates
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ATTACHMENT H

INTERNATIONAL TAX DATA FLOW
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INTERNATIONAL TAX DATA FLOW-DISCUSSION OF ATTACIHMENT II

"Tix Instruction Packages" are sent by the Company to over 120 non-U.S. coun-
tries (subsidiaries and branches). This generates over 3,000 separate "Tax Reports"
prepared by the countries and sent to the U.S. parent company. There are 31 differ-
ent reports that a country entity prepares.

"Dividends" analysis information is obtained from country entities with amounts
remitted, dates of payment, exchange rates for currency translation, and withhold.
ing tax information. Each individual income tax payment by the foreign entity is
converted into U.S. dollars as of the tax payment date. Extensive "Analyses" of ad-
justments under Section 905 (c) are prepared.

"Tax Reports" received from foreign entities must be examined and cross-checked
to verify accuracy. Data inputs and calculation of earnings and profits adjustments
are verified prior to input into the Price Waterhouse International Tax Manage-
ment System ("PW ITMS"), an elaborate computer software program with numer-
ous modules.

Company self-developed "Lotus Software Models" calculate deemed paid foreign
tax credits related to dividends from each entity. Overall basket information is con-
trolled by the Lotus Models, as back-up to the PW ITMS software. PW ITMS is used
to perform numerous tax calculations by legal entity and for foreign tax credit bas-
kets including subpart F and previously taxed income amounts.

"Income/Expense Detail" for each CFC is recorded by each individual income cat-
egory for purposes of calculating subpart F and baskets. This work includes 24 indi-
vidual income categories and nine columns of information to spread income, ex-
pense and taxes for each income category which then must be "Sourced to Baskets"
prior to the look-thru calculations. Earnings and Profits adjustments must also be
categorized by basket in order to accomplish proper look-thru analysis.

PW ITMS is then utilized to "Process Look-Thrus" for related interest and divi-
dend calculations. Calculations on a 386-Chip Microprocessor require five hours for
each look-thru payment revision using the PW ITMS. The look-thru payments re-
quire the characterization of any recipient of dividend or interest from a related
party to reflect the underlying character of the payor's income. The look-thru calcu-
lations analyze all entities within the chain of ownership prior to final look-thru
determination.

Various statutory "Tests" are made on the data. It is necessary to arduously
"Verify Pool Balances" and where necessary, manual additions of deemed paid
credit information for "Dip-Back to Pre-1987" layers are calculated.

The "Corptax" software is an additional program utilized to prepare the consoli-
dated federal tax return. Corporate financial statement "Accounting Ledger" items
are tax coded and converted to "Corptax" format. Schedule M "Adjustments" and
reclassifications are entered.

Taxable income inputs to "Corptax" are not finalized until completing the "Calcu-
lated Deemed Paid Credit (DPC), subpart F and Previously Taxed Income (PTI1." To
assure accuracy of taxable income, the PW ITMS and Lotus 'Models are Recon-
ciled." Then the "High Tax Kick-Out" work is performed to distribute taxable
income to the final foreign tax credit baskets and into the Corptax program. Final-
ly, this information is manually transferred onto "Detailed Form 1118's" (some 200
pages). Hundreds of separate "Form 5471's" are prepared for each foreign entity.

The Company employed about twenty-five tax professionals plus part-time college
students working over an eight-month period (often requiring overtime work) to ac-
complish the above tasks in preparation of its 1990 U.S. federal corporate tax
return. The Internal Revenue Service will probably expend two to three person
years of work reviewing this information.
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PREPARED STATEMENT OF WIJLIAM MoRns

On behalf of the IPA, I wish to commend the Chairman of the
Committee on Finance, Senator Bentsen, and the ranking
minority member Senator Packwood, Senator Boren, Chairman
of the Suboommittee and the other members of the
Subcommittee for initiating tax simplification legislation
and taking the tine to consider these much needed changes
and our suggestions for improvements in the proposed
legislation.

My name is William Morris. I serve as General Counsel to
the Investment Program Association and practice law with the
firm of Rogers & Wells. The IPA has devoted considerable
time, energy and resources to an effort to encourage the
IRS, the Treasury Department and the congressional tax
writing committees to seriously consider simplifying tho tax
reporting and compliance system for large, widely-held
partnerships and for individual limited partners who own
partnership interests.

We are delighted that IRS Commissioner Fred Goldberg, and
his staff and Treasury Secretary Nicholas Brady, and
Assistant Secretary for Tax Policy, Ken Gideon and his staff
have recognized the mutual interest we all have in creating
a simpler system under which large partnerships and limited
partners can more successfully attempt to comply with the
Federal income tax laws. We strongly support active
consideration of Title I of 8.1394 and its House
counterpart, H.R. 2777, which provide for simplified
reporting rules and audit procedures for large partnerships.

The proposed legislation would codify a series of changes to
permit large partnerships to compute partnership income,
loss, minimum tax liability, capital gains and losses and
tax credits at the partnership evel and to flow through
these items to individual limited partners in far simpler
fashion. These proposed changes make it possible to
significantly alter the form on which this information is
transmitted to limited partners.

we believe this approach represents a significant
improvement over existing law for partners in large
partnerships. We urge that this general approach be adopted
with certain modifications I would like to describe in
further detail for you:

1. Simplified Reporting for Individual Partners with De
minimis Income or Loss -- To truly achieve a simplified
reporting system for limited partners in widely-held
partnerships, the IPA believes that one additional step
must be taken by the Congress. This step requires
special provision for individual partners with
partnership income or loss of less than $1,000 per
year. The IPA proposes that individual partners be
permitted to report income from a partnership (both
passive and portfolio) that totals less than $1,000 per
year as a single item on Schedule "B" of the tax
return. Capital gain or loss would be reported on
Schedule "D." Passive losses of less than $1 000 could
be suspended at the partnership level and would not be
reported currently by electing partners. Instead,
these losses would be offset against future passive
income or reported as a loss in the year of disposition
of the partner's partnership interest. Tax credits of
$300 or less could be reported on Form 1040 without any
separate schedules required.
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This simplified procedure eliminates the need for
individual investors who receive $1,000 or less of
income or loss from widely-held partnerships to
complete essentially unnecessary separate schedules or
forms in preparing their annual Federal income tax
returns. In particular, it eliminates the need for the
preparation of Form 8582 wherein the deductibility df
passive activity losses is determined and reported. In
separately introduced legislation, H.R. 2775, Chairman
Rostenkowski has proposed a $200 de minimis rule for
the deduction of passive losses. As proposed
individuals with passive losses of less than $200 would
be permitted to currently deduct up to $200 against
ordinary income without further limitation. This
proposed change is an important step in the right
direction. We believe the de minimis rule we are
proposing would provide even greater simplification for
approximately 751 of the holders of partnership
interests in widely-held partnerships, i.e., several
million individual partners.

2. Definition of Large Partnerships -- New Section 776
would define a large partnership as a partnership of
250 or more partners. The IPA believes that the
appropriate number of partners for this purpose should
be set at 500 which is the number generally employed
under the Securities laws to describe a large publicly-
offered partnership. As provided under the bill
partnerships of over 100 partners should be provided
with the election to be treated as a large partnership.

3. Exception for Certain Partnerships -- New Section 776
provides that the term "large partnership" does not

include a partnership if 50% or more (by value) of the
assets of such partnership consist of oil or gas
properties. The IPA proposes that a like exception
(similar to that provided under Section 7704(c) of the
Code) be provided for partnerships, a principal
activity of which is the buying and selling of
commodities (not held as inventory), options, futures
or forwards with respect to commodities.

4. Simplified Flow-Through of Net Capital Gain -- New
Section 772 provides for the flow-through of net
capital gain to individual partners. It does not;
provide for the flow-through of net capital loss. The
IPA urges that a flow-through of net capital loss be
provided in this legislation. As proposed, certain
partnerships such as commodity pools would be
particularly disadvantaged by a prohibition on the
flow-through of net capital losses. These partnerships
have no ability to elect to defer the recognition of
capital gain or loss due to the annual mark to market
rules of Section 1256. Without flow-through treatment
for losses, commodity pools would be required to
currently report all capital gain and defer all capital
loss until offset by capital gain. Such a system is*
patently unfair. For other partnerships, deferral of
net capital losses deprives limited partners of the
ability to properly net aggregate gains and losses for
each taxable year and further distorts the process of
annually determining tax liability.

5. Lose of Character of Tax-Exempt Interest i- New Section
773(a)(5) provides that tax-exempt interest will only
retain its character where more than 50t of the assets
(by value) of the partnership consists of tax-exempt
obligations held by the partnership. The IPA proposes
that tax-exempt interest received by a partnership
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during a taxable year retain its character as tax-
exempt income, regardless of the percentage of assets
held by the partnership receiving tax-exempt interest.
A number of partnerships for a variety of reasons
connected with their business purpose, hold some
portion of their assets in tax-exempt obligations.
There is no logical reason to deny pass-through
treatment for such income.

For example, some low income housing partnerships are
required to maintain reserves and invest those reserves
in tax-exempt obligations. Investors in such
partnerships do not expect to receive taxable income in
connection with theseimprovements and should not be
required to report taxable income where none is
received.

6. Change in Due Date for Furnishing Information to
Partners of Large Partnerships -- Section 6031(b) would
be amended to require such information be furnished to
partners in large partnerships on or before the 15th
day of the third month following the close of the
taxable year. The IPA supports the objective of
providing information to partners on a more timely
basis. However, certain large partnerships own
interest in other partnerships which nay or may not be
required to make information available, on this same
basis. In such instances, the IPA ur.les that large
partnerships be provided with additional time to
furnish information to its partners.

In at least one instance we are awara of, one large
partnership receives Form K-ls from 'ore than 80
operating partnerships, not classified as large
partnerships. Under such circumstances, without
additional time, this large partnerhip cannot make a
timely distribution of information to its partners.

7. Partnership Level Adjustments and Liability for
Interest and Penalties -- New Section 6242 (b) provides
for the payment of interest and penalties directly by a
partnership where a partnership adjustment in tax
liability is made. The IPA supports the concept of a
flow-through of adjustment for th. current year as an
efficient method for the collection of additional taxes
due where a partnership tax deficiency is determined.
However, the IPA believes that the interest and any
penalties associated with a deficiency should be
similarly flowed through to partners. Only partners
are taxpayers. Partnerships are merely conduits and
are not appropriate entities to which liabilities for
tay, interest and/or penalties should attach.

Additionally, while the IPA is supportive of the flow-
through adjustment method, we do have concerns that
extraordinary circumstances could arise where a large
tax liability is asserted and is significantly out of
proportion to a partner's investment in a partnership.
Unler such circumstances, it is appropriate to provide
a sechanism where the partner who obtained the prior
tax benefit of a deduction, credit, etc., rather than
the current partner, be obligated for any tax
deficiency and related interest or penalty associated
with that liability. The IPA suggests that a tax
liability of $5,000 per partnership interest be the
threshold for imposing and collecting the tax liability
from prior year partners.
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With the incorporation of the modifications enumerated
above, the IPA supports the provisions of S.1394/H.R. 2777
regarding large partnerships and urges that the full
Committee act as expeditiously as possible in making the
benefits of tax simplification for partners in largepartnerships as early as possible. Once again, the IPA
hanks the members of this Subcommittee and the full
Committee on Finance for devoting their time and attention
to this important matter.

PREPARED STATEMENT OF SENATOR DANIEL PATRICK MOYNIHAN

The PFIC Tax Simplification Act of 1991, introduced by myself and Senator Pack-
wood, the distinguished Ranking Member of the Finance Committee, is designed to
simplify the tax code in its application to U.S. companies doing business abroad and,
by removing unnecessary complexity in their tax compliance burden, make it easier
for those companies to compete in international markets. The bill addresses what I
believe most concede to be the overbreadth of the passive foreign investment compa.
ny ("PFIC") rules.

The PFIC provisions, enacted in the Tax Reform Act of 1986, were intended to
eliminate a loophole in the foreign tax rules that allowed individuals to invest in
offshore mutual funds and avoid paying any current tax on the income building up
in such funds. But as finally drafted, the PFIC rules reach much further, potentially
applying to any foreign operating subsidiary of a U.S. company if the foreign subsid-
iary meet certain tests designed to detect the presence of excessive passive "invest-
ment-type" income (as distinguished from income derived from active business oper-
ations). If the foreign subsidiary meets the tests, it acquires "PFIC" status, and the
results are draconian: the U.S. parent company loses the benefit of deferral of tax
on the foreign subsidiary's profits. I should note that such deferral of tax on foreign
profits, until repatriated, is a principal way that the U.S. tax system attempts to
put U.S. companies operating abroad on an equal footing with international com-
petitors.

One key problem with the PFIC provisions involves the tests for determining
PFIC status. The experience of U.S. companies since passage of the 1986 Act has
shown that the tests for PFIC status sweep far too broadly, bringing within the net
of PFIC penalties companies which are predominantly engaged in active business
operations. Such companies should not be within the scope of the PFIC rules, and it
is time to modify them to insure that such is not the case.

A foreign subsidiary is classified as a PFIC if either one of two tests is met: an
income test, which is met if 75 percent or more of a subsidiary's gross income for
the year is passive income, and an asset test, which is met if 50 percent or more of
the value of the subsidiary's assets held during the year consists of assets that
produce passive income.

It is the asset test that has been the source of most difficulty, because a company
can flunk it and be classed a PFIC for any number of "innocent" reasons, even
though it is genuinely and predominantly engaged in the conduct of active business
operations. For example, a sales subsidiary that collects cash deposits at the time
orders are placed may inadvertently fail the asset test if cash on hand is high.
Moreover, an asset test necessitates annual-in some cases quarterly--appraisals of
property. The consequences of failing the asset test and becoming a PFIC are so ad-
verse that companies must invest considerable time and effort insuring their com-
pliance. In fact, the rules have come to encourage practices motivated by tax plan-
ning that distort sound business decisions---such as delaying the collection of ac-
counts receivable to avoid failing the asset test. But most importantly, experience
with the asset test has shown that it imposes the PFIC loss-of-deferral penalty in an
arbitrary and overly broad way on companies that were not intended to be penal-
ized.

There is a growing consensus that the asset test oi the PFIC rules ought to be
repealed. Many tax experts believe that the policy against deferral for passive
income can be maintained without use of an asset test. Last year, at a hearing
before the House Ways & Means Subcommittee on Select Revenue Measures, Assist-
ant Secretary of the Treasury Ken Gideon testified:

"Since the PFIC regime was enacted, the Treasury Department has had
doubts about the broad scope of the PFIC rules. In 1987, in connection with
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Senate consideration of technical corrections to the 1986 Act, we testified as
to our concern that the passive asset test operates to classify too broad a
category of companies as PFICs. We concluded that the asset test warrants
further study to determine whether it should be amended, or, given the ad.
dition of other safeguards, discarded, to prevent the PFIC provisions from
applying too broadly."

The PFIC Tax Simplification Act eliminates the PFIC asset test for any U.S. -con-
trolled foreign corporation, while making other modifications to the PFIC rules to
insure that abuses do not occur. The bill makes the income test of the PFIC rules
more stringent, by lowering the passive income threshold in the income test from 75
percent to 50 percent. In addition, the legislation provides a new anti-abuse rule to
cover situations where there might be second-tier passive foreign subsidiaries in
which a first-tier foreign. subsidiary has a minority ownership interest. These addi-
tional safeguards should be sufficient to allow elimination of the asset test, which
will both insure that the PFIC rules operate within their intended scope and consti-
tute a very substantial and constructive step towards needed simplicity in our for-
eign tax rules.

I would like to clarify a technical point regarding S. 1654 as introduced. S. 1654 is
not intended to change the current law treatment of a foreign corporation -that is
not a controlled foreign corporation. Accordingly, the bill will be modified so that
Section 1296(c) would continue to provide that a non-controlled foreign corporation
will be treated as owning its proportionate share of the assets of any 25 percent-
owned corporation.

The revenue losses produced by this bill, I would add, are modest in com parison to
its benefits. The legislation actually raises revenue in the first year, andover the
first five years the net revenue loss from the bill should be approximately $26 mil-
lion.

The more comprehensive Tax Simplification Act of 1991 (S. 1394), which is the
primary focus of today's hearing, represents a very commendable effort to identify
those areas where our tax rules can be streamlined and simplified without sacrific-
ing important tax policy goals. The gains for economic efficiency, business competi-
tiveness, and taxpayer compliance and goodwill of this simplification enterprise are
manifest. The Tax Simplification Act contains significant simplification provisions
in the foreign tax area, including modifications to the PFIC rules as part of a con-
solidation of the various anti-deferral regimes. Unfortunately, the Tax Simplifica-
tion Act as introduced does not eliminate the PFIC asset test. However, I believe
that elimination of the test as proposed in S. 1654 fits the goals of the simplification
effort quite well, and it is my hope that the bill can be incorporated as an amend-
ment to the Tax Simplification Act.
S. 1654 of course addresses only one area where the rules affecting taxation of

U.S. companies doing business abroad can and should be simplified. But these
changes have an important role to play in insuring that U.S. companies can com-
pete effectively abroad, without unnecessarily complex and burdensome tax rules. I
urge the Subcommittee to give careful consideration to this bill.

PREPARED STATEMENT OF ELLEN NISSENBAUM

I appreciate the opportunity to testify here today. I am Ellen Nissenbaum, legisla-
tive director of the Center on Budget and Policy Priorities, The Center is a non-
profit organization that conducts research and analysis on a range of public policy
issues, with an emphasis on issues affecting low and moderate income families.

Since 1984, the Center has issued a series of analyses and reports on tax policy
issues affecting low-income households. We have devoted particular attention to the
Earned Income Credit and ways to improve it. Following expansion of the credit in
the Tax Reform Act of 1986, we have also designed and produced outreach materials
and coordinated private sector public information efforts to increase awareness of
the credit among low-income working families. In these efforts, we work closely
with such organizations as the National Governors Association, the U.S. Conference
of Mayors, the U.S. Catholic Conference, the United Way, and various unions and
business associations.

My testimony today concerns the need to simplify the Earned Income Credit.



352

THE VALUE OF THE EARNED INCOME CREDIT

I probably need take little time before this Committee to stress the importance of
the Earned Income Credit, Over the past decade, the Committee on Finance has
played a central role in efforts to expand and improve the credit.

As you know, the credit is strongly pro-work. Only working families qualify for it.
In addition, unlike welfare benefits, EIC payments rise rather than fall with earn-
ings across that critical low-income range where we want to encourage work effort.

The credit is also pro-family. Only families that live with their children are eligi-
ble for it. An absent parent does not qualify.

The EIC helps offset the regressive effects of Social Security and Medicare payroll
taxes among low-wage working families with children. It can also provide a wage
supplement that lifts poor families closer to (or in some cases, above) the poverty
line. If we wish to establish a basic goal that if a parent works full-time his or her
family should not be poor, the EIC is a critical instrument to help attain the goal.

The importance of the EIC has grown in recent years as wages for low-paid work
have eroded. Labor Department data show that average weekly wages for private,
non-management jobs are lower now than in any year since 1969, after adjustment
for inflation. In addition, the proportion of employed male high school graduates
who earn low wages has climbed sharply over the past 18 years.

Furthermore, single mothers who work are likely not only to receive low wages
but also to qualify for much less in public assistance benefits than in the past. Re-
cenfly published data show that a mother with two children who works and earns
wages equal to 75 percent of the poverty line--about what full-time minimum wage
work now pays--had $3,100 less in disposable income in 1990 than in 1972, after
adjustment for inflation. In 1972, such a family would have qualified in 49 states for
some AFDC benefits to supplement its low earnings. Today, this family can qualify
for AFDC in just six states.

As a result of trends such as these, Census data show that the poverty rate among
families with children in which the family head works climbed one-fourth between
1979 and 1989.

These developments make the EIC even more important because the EIC can help
to address these problems. It can make work a more viable alternative for poor fam-
ilies with children and can also help to ease their poverty.

Recognizing this, the Congress took landmark action last year to expand the
Earned Income Credit, including the creation of a new health insurance credit and
an EIC young child supplement. These EIC expansions also helped offset the regres.
sive impact that the excise tax increases in the budget agreement would otherwise
have had on low-income working families with children.

Unfortunately, the outstanding EIC work of the Congress-and particularly of the
Finance and Ways and Means Committees--is now in jeopardy. Several rather de-
tailed and technical aspects of last year's EIC provisions complicated the credit
much more than was realized at the time. As a result, just when the support provid-
ed by the EIC is set to expand, the EIC threatens to turn into something of a night-
mare for the 12 million low-income working families who benefit from it. The com-
plexities loom so large that a substantial number of eligible families could fail to
complete the proper paperwork and could lose the EIC benefits they have earned.

The good news is that this matter can be addressed-and at no cost. -

THE NEW COMPLEXITIES FACING RIC FILERS

Until now, an eligible family needed only to file a 1040 or 1040A form to receive
the EIC. No additional form was required.

Moreover, all the, filer needed to do was to write "EIC" next to the appropriate
line on the 1040 or 1040A form. The IRS would do the rest, calculating the family's
credit for it.

In fact, if the family failed to write EIC in the designated space, the IRS would
still compute the family's EIC for it, so long as other information on the tax form
showed the family to be eligible. The IRS took such action for several hundred thou-
sand families each year.

Now, this will change. Starting with tax returns for the 1991 tax year, eligible
families will have to file a separate EIC schedule for the first time. Those who on't
will lose their EIC benefits.

That a separate form would be required was known when last year's tax bill was
being written. The hope was that the form would be short and simple. But the form
has turned into a maze instead. Several of last year's legislative changes added sub-
stantially to the complexity:
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o the establishment of a requirement that no family may get the supplemental
EIC credit for a child under age one if the family claims the dependent care tax
credit for that child; and

* the stipulation that a family may not claim health 'insurance costs in calculat-
ing the EIC health insurance credit if the costs are claimed as a medical deduction
by a filer who itemizes or if the costs are claimed under the self-employed medical
deduction.

The impact of the new complexities in the EIC law can be seen by examining the
new EIC Schedule the IRS released for comment in June. (A copy of the schedule is
attached.) As you can see, this is anything but a short, simple schedule. I'm not sure
many of us here today could complete it without the help of a commercial preparer.
Yet this is the new schedule more than 12 million low-income families--many with
limited education-will have to file.

I cannot overstate our concern and that of many other organizations across the
country that work with low-income families about the consequences the new sched-
ule could have. Widespread confusion among low-income families is likely. We
would not be surprised to see the number of families receiving EIC benefits drop by
hundreds of thousands, perhaps by a million or more. Many eligible families are
likely to be intimidated by the schedule.

The complexities created by the new schedule could not come at a worse time.
Due to the recession, the principal wage-earner in many families will be unem-
ployed for part of 1991. As a resu t, a substantial number of such families will have
annual incomes below the EIC income limit and become eligible for the credit for
the first time. Many of these families are already seeing their unemployment bene-
fits run out, Now they will face difficulties in obtaining EIC benefits as well.

Furthermore, many low-income families who in past years completed their own
returns are likely to be driven to commercial preparers by the new schedule. In es-
sence, the new schedule may effectively dictate that to get the' EIC, an eligible low-
income family must pay a commercial preparer. Is that the national policy we
desire?

THE TAX SIMPLIFICATION BILL

It is hard to imagine there are many parts of the tax code for which the need for
simplification is greater. Thus we were disappointed that the bipartisan simplifica-
tion bill introduced in the House and Senate earlier this summer lacks provisions
addressing these problems with the EIC.

More than 12 million working families with children received the EIC last year.
Although they have the lowest incomes and probably the least education of any tax
filers, they will suddenly confront one of IRS' more complex and intimidating forms.
If 12 million middle-income taxpayers or businesses faced a problem of this magni-
tude, it is likely the outcry would have been loud. The families affected by the EIC
complications, however, are not politically organized. They have no trade associa-
tion through which to contact Members of Congress. Most of them will learn of the
new complexities only when they sit down with their tax form next year. But they
are hard-working families trying to raise their children on low wages. We believe
they deserve priority consideration when tax simplification is taken up.

A POSSIBLE REMEDY

One remedy would be to remove two complex and unnecessary new provisions
from the EIC sections of the tax code. The first such provision stipulateb that a
family may either claim the EIC young child supplement for a child under one, or
the dependent care credit for that child (if the family incurs child care costs for the
child), but not both. This entails that the family figure out whether the dependent
care credit, which requires a separate form of its own, or the young child supple-
ment would have greater value to it. That is an intricate task 4ew families will be
able to undertake themselves. The IRS itself does not intend to figure this out,
either, and apparently will not do so if a family otherwise elects to have IRS com-
pute its EIC for it.

Tax experts and practitioners generally urgre that "either-or" elections like this be
avoided. This is even more so the case when low-income taxpayers are involved.

The logical solution is to repeal this restriction and not condition receipt of one
credit on failure to elect the other.

Indeed, there is no compelling reason for this restrictive rule. The EIC young
child supplement and the dependent care credit serve different purposes.

Adding to the case for repealing this rule is the fact that few families will be eligi-
ble for both credits, anyway. Since the dependent care credit is not refundable, most
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EIC families do not qualify for it. The Joint Tax Committee recently estimated the
cost of repealing this restriction at just $41 million over 5 years. This is a fraction of
one percent of the combined cost of the two credits. Thus, more than 12 million EIC
families will be forced to deal with a more complicated EIC form and instructions
because of an intricate interaction rule affecting a very small percentage of these
families.

This small cost could easily be offset by changing the EIC phase-down rates by a
small fraction of one percentage point.

Similarly, the restrictive rule stating that a tax filer must choose between the EIC
health insurance credit and a medical deduction should also be dropped. The
number of EIC families who both: (a) itemize their deductions and have medical ex-
penses exceeding 7.5 percent of AGI, and (b) also would qualify for the EIC health
insurance credit is minuscule. So is the number of EIC families who could qualify
for both the self-employed medical deduction and the EIC health insurance credit.
According to the Joint Tax Committee, repealing these restrictions affects such a
tiny number of filers that the costs are only $38 million over 5 years. Yet all EIC
families filing the 1040 form will be confronted with additional complexities as a
result of this rule.

Repealing these two interaction rules would improve EIC administration and sim-
plify the EIC filing process. There now appears to be growing bipartisan accord on
the need to repeal these rules.

Finally, I would like to emphasize the urgency of addressing this matter in time
for the 1991 tax filing season. If this is not done, 12 million low-incollic working
families will face an extremely complex form next winter, with the likely resolt
that many will fail to receive EIC payments they have earned while many othei,
make errors on the new EIC schedule.

I hope you will make action to reduce the complexity of the EIC for 12 million
American working families and their children one of your highest priorities for tax
simplification.
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PREPARED STATEMENT OF ALBERT C. O'NEILL, JR.

Mr. Chairman and members of the Committee:

My name is Albert C. O'Neill, Jr. I am Chair-elect
of the American Bar Association's Section of Taxation. I am
testifying today on behalf of the American Bar Association at
the request of Talbot D'Alemberte, President of the
Association, to discuss proposals to simplify the tax laws.

The Association strongly applauds the Committee for
taking up the matter of simplification in this focused and
careful way.

We unqualifiedly support simplification of the tax
laws, which is the goal of these bills and the spirit behind
them, and we support most of the specific provisions contained
in the bills. As you know, the Tax Section has over 24,000
members across the country. The desirability of simplifying
the tax law may be the only thing on which there is near
unanimity in that huge group. The Section has long believed
that the provisions of the Internal Revenue Code are
unnecessarily and undesirably complicated and that that fact:

is destructive of respect for the tax system;

imposes unnecessary costs on taxpayers, the
Internal Revenue Service, and the public at
large;

significantly reduces compliance by taxpayers;
and

produces uneven application of the laws, which
in turn reduces fairness.

Most of the potential for simplification lies in
making a multitude of modest, incremental changes. That is
what these bills do. It is undramatic work. The Committee
and the Committee staffs are to be commended for rolling up
their sleeve and "having at it." It will be a major advance
if there can be simplification bills in the future in the same
way there are technical corrections bills today -- as a
recurrent corrective device, carefully staffed in advance and
processed by the taxwriting committees in a manner that is
sufficiently deliberative that the bugs can be worked out and
with an opportunity for public participation. We are
gratified that the approach taken here is the approach
recommended by the joint conference on simplification
sponsored in 1989 by the American Bar Association and the
American Institute of Certified Public Accountants.

We recognize that the two simplification bills
before you represent a trailblazing experiment. If the
experiment is to succeed, now and for the future, it will be
important that the bills be kept clean and free of barnacles
in the form of extraneous provisions.

We also recognize that there will be a temptation
for some commentators to criticize the bills on the ground
that anything as lengthy and technical as they are cannot
conceivably be "simplification," but members of this Committee
know, and professionals who work with the Internal Revenue
Code know, that there are many situations, particularly in the
areas of business taxation, where complicated language
produces major simplification in practice.
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We pledge to do what we can to educate the public on
these two aspects.

Turning to the specific provisions in the bills, we
note that the great bulk of them involve the taxation of
businesses and not of ordinary individuals. We assume that
disproportion to be a result of the budget constraints under
which the bills were prepared. Simplifications, standing
alone, frequently involve revenue losses and it may be thought
easier to find acceptable offsetting gains in the business
arena than it is from individual taxpayers. We, like you,
need to hear from taxpayers as to how the revenue pick-up
provisions affect individual cases in order to make a judgment
as to whether the revenue trade-offs reflected in the bills
are the optimal trade-offs and whether and to what extent they
create new problems or complications.

We are particularly pleased with Subtitle A of Title
IV of S. 1394, which makes important simplifications in the
rules relating to S corporations. These provisions are
particularly welcome, not only because S corporations are so
widely used by smaller business enterprises but also because
some of the particularly vexing complications that they would
eliminate do not seem to rest firmly on any policy at all.
The proposals would reduce transactional complexity by
removing traps for the unwary (e.g., in the single class of
stock area) and by eliminating loopholes that encourage over-
aggressive tax planning (e.g., the use of S corporations to
avoid gain on installment sales). The proposals are a bit
cautious in some respects and we intend to submit some
additional technical suggestions soon that would help produce
a "cleaner sweep" without, we submit, changing "underlying
policies."

Similarly, section 441 of S. 1394 would move in the
right direction by conforming the treatment of revocable
trusts more closely to the treatment of decedents' estates.
We think that the provisions could go even further in this
direction.

Based on our understanding that the Committee's goal
in the foreign area was to simplify existing law without
making any policy changes, we believe the draft provisions are
generally quite well crafted. The attempt to unify the anti-
deferral rules reflects a substantial degree o:t technical
expertise and, subject to one or two technical points, we
fully support this effort. The change in the section 1248
rules is also a major improvement.

The Tax Section believes, however, that there are a
number of other good ideas for simplification in the foreign
area which should be considered. The Committeo should be
aware that a considerable amount of effort has been spent by
groups like the American Law. Institute and the Tax Section to
simplify and rationalize this difficult area of the law. We
do not, of course, expect the Committee to adopt any
particular proposal just because it is suggested, but we were
sorry not to see more of these simplification initiatives
addressed in the bills. Presumably it was concluded that
these areas involved significant policy changes; that were not
to be undertaken, at least not at this point. If that is
necessary to keep this legislation moving, so be it. In the
long run, however, we will not make much of a dent in the
complexity problem unless items such as these can be taken up.

We recognize that the bills were developed under a
guideline that "underlying policy objectives of current law"
were not to be "sacrificed." As a result, most of the changes
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in policy in the bills are "minor" and can hardly be viewed as
fundamental changes. That conservative approach seems
appropriate for the initial version of bills like these.

Our suggestions that the Committee go further with
particular provisions of the bills are intended as construc-
tive comment and not as criticism. They do, however,
illustrate a problem of legislative procedure that the
Committee may wish to consider while its simplification
efforts are evolving.

On the one hand, the staff, in drafting the bills,
is under instructions not to change "underlying policy" and in
the absence of active member involvement must be conservative
in changes that it proposes. On the other hand, once a bill
is drafted it is unfair to expect that each Committee member
should attempt to master the details of all of the highly
technical provisions involved. That leaves a substantial "no-
man's land", where the staff dares not tread and to which the
members have no map. This is especially a problem in super-
complex areas like the foreign income provisions and the
pension provisions, where members need to know the nature of
the complications and where they are located in the context of
the overall terrain. Many complicated problems arise in those
areas. They can be explained easily and discussed in
understandable, oral English, but it is very difficult for
members to get a feel for them if they must be filtered
through a parade of advocates for taxpayers with particular
axes to grind or through formal testimony of this kind.

We respectfully suggest that the Committee might
wish to consider whether there could be some informal
procedure that would permit members to become more fully
apprised of the substantive aspects of potential simplifica-
tions, to have a balanced dialogue with knowledgeable
taxpayers and staff, and then to tentatively endorse policy
changes that the staff might not otherwise feel free to make
but that would permit significant simplification.

The problem of achieving important simplification
without making policy changes is obviously compounded by
budget procedures, as they essentially require that any
revenue loss resulting from a simplifying change must be
offset by revenue gain from some other change. Thus, it is
necessary to avoid policy changes not only in a given
simplifying amendment but also in the offsetting provision
enacted to pay for it.

The pending bills do in fact reflect some
potentially controversial policy changes. An obvious example
is the deletion from the earned income credit of the so-called
"wee tot" provision. I am not criticizing the deletion, for
it is clearly simplifying, but I suggest that it illustrates
the point that real progress in the simplification area will
almost certainly require making such changes, and will involve
political choices that the Committee members must ultimately
make and not just technical changes of the kind that the
Committee staff can prepare on its own.

The bills are, as I noted, heavily weighted towards
business changes. We suspect that the leading candidates for
simplification in the individual area would require policy
decisions that might be controversial. In this regard, the
Tax Section over the last two years has forwarded three sets
of detailed suggestions that would have a major simplifying
impact on a large number of ordinary individual taxpayers.
(They appear in WMCP 101-27 beginning at page 105.)
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One of the areas covered by those suggestions,
relating to the deductibility of non-business interest, has
not been dealt with. The other two -- one dealing with the
so-called "kiddie tax" and the other with a series of
proposals for low income individuals -- have been dealt with
in only minor ways.

The existing non-business interest deduction
provisions are among the most byzantine provisions of the
Code. These provisions affect multitudes of ordinary
individual taxpayers and create major complications in all
kinds of every-day garden variety situations. Simplifying the
area would require revising some earlier policy judgments, and
this issue was presumably omitted at this stage for that
reason. We strongly urge, however, that the Committee step up
to this issue and deal with it soon. We believe that the
proposal advanced by the Tax Section involved no major change
in policy so far as the simplifying changes themselves were
concerned.

The "kiddie tax" proposals forwarded by the Tax
Section would affect individual taxpayers with children under
the age of 14 who have investment income. That is obviously a
smaller group of taxpayers, but many people are affected by
these rules. The bills propose indexing of certain "floors,"
which would produce very modest simplification (offset by some
additional complexity caused by the indexing itself), but the
proposal does not go to the heart of the problem.

Finally, our prior suggestions had included a series
of proposed changes affecting low income taxpayers in
important ways. They dealt wth six different items: the
definition of abandoned spouse, the surviving spouse filing
status, a uniform definition of the term "child," dependent
exemptions, and the earned income credit. Of these six items,
only the earned income credit has been dealt with in the
bills. As to the other five items, we respectfully submit
that they should be dealt with and that they can be dealt with
fairly. Nowhere is simplification needed more urgently. The
people affected by these provisions cannot afford to hire tax
advisors to help them through the maze. If they are to get
help, it will have to be right here in this room.

The sixth item, the earned income credit, was
designed to help lower income taxpayers and its basic approach
was ingenious and has been widely praised. The credit has
become much too complicated, however, particularly for the
class of taxpayers involved. The 1990 legislation deleted one
complicating aspect of the credit, but it added new complica-
tions many times greater than the one removed. The current
tax return forms contain a two-page schedule for claiming the
earned income credit and njn RAM[ of tables. The present
bill would eliminate one of the complications added in 1990,
but would still leave the credit inordinately complicated.
The basic problem is that prior law has loaded too much
freight on the credit. It has become essentially a mini-
welfare system all by itself.

If there is any one provision where overwhelming
complication exists for a class of people who are least able
to deal with it, it is the earned income credit provision.
Here again, simplifying will require making significant policy
changes, some of which will doubtless be politically
sensitive. But here again we strongly urge, not necessarily
that the Committee adopt our particular suggestions, but that
it do more to make the credit manageable for the low income
persons to whom it is important.
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As you now, the Tax Section operates through
committees composed of expert tax lawyers from all over the
country, in large towns and small and in big firms and small,
who volunteer their time and efforts to improve the tax
system. Our committees are preparing detailed analyses of
parts of the proposed legislation and these will be submitted
to you soon. Our members are available to Committee staff to
share their detailed technical analyses and suggestions with
you. We are prepared to volunteer whatever time it takes to
provide assistance to you in this important effort. We
wholeheartedly endorse simplification of the tax laws and the
Committee's significant steps toward that end.
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PREPARED STATEMENT OF ROBERT H. PERLMAN

Tax Executives Institute (TEl) is the principal association of corporate tax executives in
North America, whose approximately 4,700 members represent more than 2,000 of the leading
corporations in the United States and Canada. TEl represents a cross-section of the business
community, and is dedicated to the development and effective implementation of sound tax policy,
to promoting the uniform and equitable enforcement of the tax laws, and to reducing the cost and
burden of administration and compliance to the benefit of taxpayers and government alike. As a
professional association, TEl is firmly committed to maintaining a tax system that works - one that
is consistent wi. sound tax policy, one that taxpayers can comply with, and one in which the
Internal Revenue Service can effectively perform its audit function. TEl is pleased to submit the
following comments on S. 1394, the Tax Simplification Act of 1991 (introduced by Senators Bentsen
and Packwood) S. 936, the Foreign Tax Simplification Act of J091 (introduced by Senator Baucus);
S. 1654, the Passive Foreign Investment Company Simplification Act of 1991 (introduced by Senator
Moynihan), and other tax simplification measures.

I. OVERVIEW

Tax Executives Institute commends the Senate Finance Committee for recognizing that the
tax laws are in desperate need of simplification. The Institute shares the Committee's commitment
to developing and maintaining an administrable tax system. For far too long, a sincere but
sometimes misguided desire to close "loopholes" or even "pinholes" in the Internal Revenue Code
has led to the enactment of mind-numbingly complex "band-aids" on an already too complex tax
law. For far too long, concerns about the substantive, transactional, and transitional complexity
spawned by tax law changes have been given short shrift - even where the concerns are voiced by
taxpayers and IRS alike. For far too long, administrability and simplicity have been little more
than an afterthought.

The Committee's focus on simplification, together with the IRS's related initiatives, is
testimony to a desire to build a "new tax order." The Committee is to be commended for
acknowledging Congress's role in creating complexity and in recognizing its obligation to reduce
the heavy compliance burden imposed by unduly complex tax laws. These hearings clearly
represent a step in the right direction.

Several provisions of S. 1394 will significantly reduce mechanical complexity, recordkeeping
requirements, and compliance and administrative costs. For example, the provisions relating to the
treatment of built-in losses for purposes of the corporate alternative minimum tax (AMT), the
modification to the look-back method for long-term contracts, and the treatment of gain on certain
stock sales by controlled foreign corporations (CFCs) under section 1248 of the Code would all
further the goal of simplification.

There are, however, some notal:-ie missions from S. 1394. For example, we urge inclusion
of the proposal for creation of a singL fr,- i-n tax credit (FTC) limitation "basket" for section 902
noncontrolled companies (so-called 10-to-50 companies). Even the Treasury Department has
singled out the treatment of dividends from such companies as an area in need of simplification.
Absent such relief, large multinational corporations will be forced to continue grappling with
hundreds of separate FTC calculations. We thus commend the provisions in S. 936 which would
provide a single FTC basket for companies that do not elect look-through treatment. S. 1394 also
neglects the tremendous (and unnecessary) complexity spawned by the application of the uniform
capitalization rules to foreign corporations - complexity that, again, S. 936 would end and at
nominal cost to the fist.

Certain proposals in S. 1394 would make substantive changes in the tax law and might
actually increase the taxpayer's burden. For example, in the international tax area, S. 1394 would
consolidate several anti-deferral regimes, which would at first blush provide some small measure
of simplification. Upon analysis, however, the promise of simplification evaporates, for S. 1394
would supplant the existing rules with an expansive hybrid of the existing CFC, foreign personal
holding company, and passive foreign investment company rules, as well as add a new "mark-to-
market" provision. In other words, the good intentions of the drafters notwithstanding, the
proposed passive foreign corporation (PFC) scheme is anything but simple. As discussed below,
we believe a better, more targeted measure of simplification is available in S. 936.
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On the domestic side, S. 1394 endeavors to mitigate the appalling complexity of the AMT
and adjusted current earnings (ACE) provisions. Rather than recognizing that the mere existence
of two separate and independent taxing schemes breeds inordinate complexity, however, S. 1394
provides only limited relief in calculating depreciation under the AMT/ACE rules for newly
acquired assets. It thus completely ignores the requirement that taxpayers comply with the ACE
requirements beginning in 1990 and that, even under the bill, they must continue to "track" the
various depreciation regimes for assets acquired before the effective date of the proposed simplified
method. This complexity can be meaningfully tempered by according taxpayers an election to apply
the new rules to all years to which the ACE rules are relevant.

Moreover, in several instances S. 1394 eschews Congress's responsibility to effect meaningful
simplification by simply delegating authority to the Department of the Treasury. For example, S.
1394 would grant the Secretary authority to issue regulations under section 986 that would allow
foreign tax payments made by a foreign corporation to be translated into U.S. dollar amounts using
an average exchange rate for a specified period. Although we commend the drafters for
recognizing that something must be done to case the burdens engendered by the Tax Reform Act
of 1986, the approach taken in S. 1394 does not make sense. Rather than ceding the authority to
correct the problem, Congress should forthrightly acknowledge that section 986 was misguided and
amend the statute to provide a statutory rule that taxpayers can comply with and that the IRS can
audit. S. 936 would provide a substantial statutory simplification by requiring foreign taxes to be
translated at the same exchange rate as the income to which the tax relates. Another approach
would be to adopt a year-of-accrual rule which translates the taxes at an average rate for the year
in which the liability for foreign tax first arises. TEl would support either approach over the
current year-of-payment rule.

A similar flaw underlies the provision in S. 1394 establishing a "simplified method" for
applying the uniform capitalization rules. The proposal acknowledges the need for a simplified
method for determining the cost of each administrative, service, or support function or department
that is allocable to production or resale activities. Rather than establishing such a method, S.1394
would simply delegate authority to the Treasury Department to issue regulations allowing the use
of a simplified method - the details of which would be "fleshed out" later. The simplified method,
moreover, could not be used until such regulations were promulgated. Simplification deferred,
however, is simplification denied: even if coupled with the injunction that the Treasury act with
Aall deliberate speed," S. 1394 not only denies taxpayers an opportunity to comment on the specifics
of a proposed statutory change (because there are no specifics), but would also effectively sentence
taxpayers to regulatory limbo, requiring them to wait months (or possibly years) to avail themselves
of any such method. What's more, there is no guarantee: that an, regulations issued by the
Treasury Department would truly promote the goal of simplification.

TEl believes that the most effective safeguard against complexity is the allotment of ample
time in which to analyze the administrability of specific proposals. To this end, we commend the
Committee for providing taxpayers with a meaningful opportunity to review S. 1394, and we trust
that the public will be given ample time to consider proposed revisions throughout the legislative
process. In this way, Congress and the public can eva'uate not only the policy underlying the
proposals, but also whether that policy would be served by the legislative language. They will also
be able to gauge whether the proffered scheme is not only wise but administrable.2

I Indeed, in a statement filed with the House Committee on Ways and Means in connection with a hearing on H.R.
2777 (which is identical to S. 1394), the Treasury intimated that it would not issue any regulations under this provision.

I S. 1394 contains provisions that will benefit from taxpayer scrutiny. For example, section 302 sets forth new Code
section 1292(a), the last sentence of which would read, "Except as provided in regulations, stock in the preceding sentence
shall also apply for purposes of section 904(d).' We are uncertain about the reference to "stock' in this sentence. Is it
intended to provide a look-through rule for purposes of section 904? The sentence could even be read to classify PFC
income as entirely passive for purposes of section 904. The Technical Explanation of the bill provides no guidance on
the meaning or purpose of the garbled provision. See Technical &planadon of S. 1394 and H.P. 2777, at 56 (June 26,
1991) (hereinafter referred to as "Technical Explanation').
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II. INTERNATIONAL PROVISIONS

A. The Passive Foreign Corporation (PFC) Regime. The passive foreign investment
company (PFIC) provisions of the Code were enacted as part of the Tax Reform Act of 1986.
Almost from the date of enactment, TEl and others have pointed to the PFIC provisions as a prime
example of legislative overkill. The goals of the PFIC provisions - to remove the economic benefit
of tax deferral in certain perceived abuse situations and to prevent conversion of ordinary passive
income into capital gain - were compromised by their excessive breadth. The definition of a PFIC
is so broad that it has resulted in the classification of many corporations with active businesses (but
substantial passive income or assets) as PFICs, even in situations where the foreign corporation is
subject to high rates of foreign tax. Thus, whereas the target of the PFIC provisions was traditional
investment companies, many other companies have become ensnared in the PFIC trap - one
replete with tremendous administrative burdens.

TEl's proposed solution to this problem is simplicity embodied: exclude controlled foreign
corporations (CFCs) from the reach of the PFIC provisions. A U.S. shareholder owning 10 percent
or more of a CFC (ie., a foreign corporation that is more than 50-percent owned by U.S.
shareholders) Is already subject to immediate tax on passive income under Subpart F of the Code.3

Within the context of the Committee's simplification initiative, TEl does not quarrel with the basic
concept of Subpart F. We do, however, dispute the need to overlay another regime on top of
Subpart F. The beauty of the Institute's proposal to exempt CFCs from the PFIC rules lies in its
operational clarity: taxpayers could deal with an established set of rules, and need not undertake
to unravel and comply with another regime that, in terms of tax policy, is wholly redundant and,
indeed, never intended to apply to CFCs.

Regrettably, sections 301 to 304 of S. 1394 reflect a different approach to the Code's
overlapping anti-deferral regimes. Under the proposed "unified" anti-deferral scheme, a passive
foreign corporation (PFC) will still include a U.S. controlled corporation. In fact, the PFC regime
is broader in scope - and more complicated - than the PFIC provisions it would supplant.

Under S. 1394, the PFIC 50-percent assets test would be retained for PFC purposes and the
threshold 75-percent gross income test would be reduced to 60 percent. The high-tax exception to
current inclusion of passive income under Subpart F would not carry over to the PFC rules because,
according to the Technical Explanation (at page 50), that exception does not apply to PFICs and,
hence, the bill's "modification to the application of a controlled foreign corporation rule [Le,,
elimination of the high-tax exception of section 954(b)(4) to passive income] preserves present
law."4 S. 1394 would subject a U.S. person holding 25 percent or more of the shares in a PFC that
is not U.S. controlled to the same mandatory inclusion rule. In addition, U.S. persons with less
than 25-percent ownership in PFCs could elect current, full inclusion; in the absence of such an
election, the less than 25-percent shareholders are subject to tax under either a new "mark-to-
market" regime or an interest-charge method adapted from the present PFIC rules.5

TEl objects to changes in the law that subject a greater proportion of non-"tainted," active
business income to current taxation. The Technical Explanation is silent on why the PFC rules
ought to apply to CFCs governed by current Subpart F rules. The 60-percent passive gross income
threshold is proposed for PFCs apparently because such a threshold is contained in the foreign
personal holding company (FPHC) rules, which are targeted at ending tax deferral by individuals.
Such a gross income test, however, will in some circumstances cause CFCs with active operating
businesses to be subject to the PFC rules. (The same is true under the 75-percent PFIC gross
income test.) Assuming the absence of an explicit CFC exemption, TEl believes that the better,
more targeted way of removing the effective penalty on active subsidiaries without vitiating the

3 Continued deferral of U.S. tax on passive income under Subpart F is limited to either de minimis amounts or
income highly taxed in the foreign country (such that residual U.S. tax after the foreign tax credit is negligible).

4 Unfortunately, the Technical Explanation glosses over the fact that, under present law, a shareholder in a PFIC
(that is also a CFC) making the Qualified Electing Fund (QEF) election is provided a high-tax exception. Thus, making
the QEF election prevents the full indusion of highly taxed passive income.

$ S. 1394 would eliminate the option of CFC shareholders subject to the current PFIC scheme to continue deferral
under the current law interest-charge method for excess distributions. Such a modification would constitute a substantive,
adverse change for those taxpayers that rely on the alternative excess distribution method to cope with the complexity
of the PFIC and ('FC overlap. In addition, those taxpayers would have to deal with the transitional complexity
engendered by the change.
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policy goals of the FPHC rules is to adopt a gross receipts test. We note that S. 936 adopts this
approach. Although the need for such a test would not be as pronounced upon enactment of S.
1394 as under current law given the concomitant proposal in S. 1394 to repeal the generally
applicable "once a PFIC, always a PFIC' rule, we nonetheless urge the Committee's careful
consideration of a provision such as that in section 3 of S. 936 adopting a gross receipts test.

The current Subpart F rules require full inclusion of a CFC's income by U.S. shareholders
where Subpart F income comprises 70 percent or more of gross income. FPI-IC income is one
category of Subpart F income and, with modifications, serves as the definition of passive income
for the PFC provisions. Under S. 1394, however, the threshold for full inclusion of CFC income
would be reduced to 60 percent when a single category of Subpart F income - passive income -
is involved, Reducing the threshold would not only increase the number of U.S. shareholders of
CFCs subject to full inclusion of both tainted and non.tainted income, but would also create a
dichotomy between the groups of tainted Subpart F income triggering a mandatory full inclusion.
Thus, by reducing the PFIC gross income test from 75 percent - a figure greater than Subpart F's
70-percent full inclusion rule - to a 60-percent gross income threshold with mandatory full
inclusion, the PFC provisions would broaden the tax base of U.S. corporations with CFCs. Such
a result cannot be justified as "simplification."

Finally, S. 1394 would retain the 50-percent average passive assets test contained in the
PFIC provisions. Such a test could unfairly trap foreign sales or distribution subsidiaries with high
ratios of working capital to total assets. We believe this result would be improper where virtually
all of the CFC's gross income arises from active business activities. Thus, absent a CFC exemption,
the PFC assets test should be eliminated or the threshold percentage substantially increased. In
this regard, we note that S. 1654 would eliminate the assets test for CFCs.

By retaining the assets test, lowering the gross-income test's threshold, eliminating the high.
tax exception for passive income, and reducing the percentage of "tainted" income to total gross
income triggering full inclusion, the PFC provisions in S. 1394 would increase the number of U.S.
corporate shareholders operating active business CFCs subject to current taxation. Subjecting
active operating earnings (or an even greater percentage of such earnings) to potential current
taxation is at odds with longstanding tax policy to defer current taxation of active foreign-earned
income. Doing so under the guise of simplification is inconsistent with, and undermines the
credibility of, a simplification initiative.

One positive aspect of the new PFC provisions is the elimination of the permanent stain of
PFIC status for CFCs (or PFCs deemed to be CFCs under proposed section 1292).6 Under S.
1394, the "once a PFIC, always a PFIC' rule would be replaced by an annually applied test. Thus,
even if a CFC became a PFC in one year (thereby subjecting both active and passive income to
full inclusion by the U.S. shareholder), the subsequent year's active income would not necessarily
be taxed under the PFC regime (though the passive income would be currently taxed under the
Subpart F rules). Another positive feature, though too limited to provide relief to a substantial
number of taxpayers, is the provision that would allow leased facilities to be included in the base
for determining the existence of 50-percent average passive assets.

Although the PFC regime arguably better integrates the Code's anti-deferral provisions than
current law, the simplifying nature of the proposal should not be exaggerated, especially in light
of the substantive (on balance, taxpayer-adverse) changes the proposals would work, as well as the
complexity inherent in the proposed new mark-to-market rules. True simplification could be
accomplished by adding a single sentence to the Code that eliminates the overlap of PFIC and
Subpart F rules,7

6 The *once a PFIC, always a PFIC. rule would remain in effect for a limited category of U.S. shareholders of PFCs.

1 See, for example, section 13 of HR. 21948, which was introduced in the House by Representative Gradison.
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B. Treatment oForeign Sales Corporations. It is unclear whether the current PFIC rules
apply to foreign sales corporations (FSCs) whose passive income is already subject to current U.S.
taxation. Section 302 of S. 1394 clarifies that the passive income of a PFC does not include a
FSC's foreign trade income. Although the IRS has informally suggested that the PFIC rules do not
apply to FSCs, the proposed change would bring certainty to this area.

S. 1394 fails, however, to provide FSCs with an exemption from the 50-percent assets test
for purposes of the PFC provisions. Thus, FSCs that invest their foreign trade income might
become subject to the PFC rules because the earnings on that income would be treated as passive
income. Because the FSC provisions already subject a FSC's passive income to current U.S.
taxation, this oversight could result in double taxation. Therefore, we recommend that a specific
exemption from the PFC rules be provided for FSCs. At a minimum, an exemption from the assets
test (if it is retained) should be Included in S. 1394.

C. Repeal of Sections 960(a)(3) and (b). Section 312 of S. 1394 would repeal sections
960(a)(3) and (b) of the Code, which permit an indirect foreign tax credit (FC) and an increased
FTC limitation upon. certain- distributions by a CFC of previously taxed income (PTI). Under the
bill, foreign taxes paid by a foreign corporation on a distribution of PTI would be added to the pool
of indirect FTCs.

When the Joint Committee staff first advanced this proposal in its simplification
recommendations, it averred that no real substantive change would be effected by its enactment
because most taxpayers are in an excess credit position and could not use the credits that would
be lost by the repeal of the statute. Staff of Committee on Ways and Means, 101st Cong., 2d Sess.,
Written Proposals on Tax Simplification, WMCP 10 1-27, at 33 (May 25, 1990) (recommendations of
staff of the Joint Committee on Taxation). We suggest, however, that the Joint Committee staff
misapprehended the effect of its proposal, since many taxpayers continue to rely on the mitigating
provisions of section 960 to avoid double taxation of earnings. Distributions of PT are frequently
subject to foreign withholding taxes when they are remitted to the U.S. shareholder and, without
sections 960(a)(3) and (b), there would be no specific mechanism to credit the additional taxes.

TEl believes that the tax policy against double taxation far outweighs any nominal
simplification that may be achieved through the repeal of the statute. Thus, sections 960(a)(3) and
(b) should be retained.

D. Translation of the Deemed-Paid Foreign Tax Credit. Section 321 of S. 1394 would
grant the Secretary of the Treasury authority to issue regulations permitting foreign tax payments
to be translated into U.S. dollar amounts using an average U.S. dollar exchange rate for a specified
period. The bill thus adheres to section 986's requirement that foreign taxes be translated at a rate
in effect during the year the taxes were paid.

Although the approach taken in S. 1394 represents a minor simplification of the translation
of foreign tax payments, the proposal still fails to address directly the tremendous administrative
burdens engendered by the Tax Reform Act of 1986's year-of-payment rule; the proposal would still
require taxpayers to "track" the year in which myriad tax payments are made. TEl submits that the
compliance burdens associated with section 986 are totally disproportionate to any practical or
policy purpose that may be served by the provision.

Stated simply, the Code's foreign tax translation rules are in desperate need of simplification.
Fortunately, administrable alternatives are clearly available. One is to return to pre-1987 law,
which was relatively simple for both taxpayers and the IRS to administer. This approach is
effectively embodied in section 5 of S. 936. Another alternative is to translate foreign taxes at a
rate in effect in the year in which the taxes are accrued, perhaps averaging the rates in effec-t on
the first and last days of the corporation's taxable year. Such a rule would substantially reduce the
administrative burdens on taxpayers without sacrificing any sound tax policy or revenue goal.

E. Simplified Method for FTC/AMT Calculation. In computing its FTC limitation, a
taxpayer is required to allocate and apportion deductions between U.S. and foreign sources. This
limitation must be separately computed for both regular tax and alternative minimum tax (AMT)
purposes. In essence, taxpayers that have allocated and apportioned deductions for regular tax
purposes must re-allocate and re-apportion those same deductions for AMT-FTC purposes, using
assets and income that reflect the AMT adjustments made in computing alternative minimum
taxable income.
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Section 322 of S. 1394 would accord taxpayers an election to use as their AMT.FTC
limitation the ratio of foreign-source regular taxable income (rather than foreign-source AMT
income) to their entire AMT income. The proposed election, however, would clearly operate to
the taxpayer's detriment because foreign-source regular taxable income will invariably be less than
foreign-source AMT income.

TEl questions the rationale set forth in the Technical Explanation (at page 69) that "the
differences between regular taxable income and alternative minimum taxable income are often
relevant primarily to U.S. source income." Indeed, any section 56 or 57 expense (such as
depreciation) that is apportionable under Treas. Reg. § 1.861-8 will reduce foreign-source income.
We believe that an alternative exists that is not skewed toward benefiting either the-government
or the taxpayer. Specifically, we recommend that taxpayers be permitted to elect to use their
regular section 904(a) limitation fraction, i.e., the ratio of foreign-source regular taxable income to
their entire regular taxable income. This is the approach adopted by Congress in former section
59(a)(1)(C), regarding the allocation and apportionment of the book income preference.

F. Treatment of Gain on Certain Stock Sales. Section 311 of'S. 1394 would provide that
gain from the sale of stock of a foreign corporation by a CFC will be treated as a dividend to the
same extent it would be under section 1248(a) of the Code if the CFC were a U.S. person. The
modification clearly satisfies the simplification criteria, and TEl endorses it. We question, however,
the rationale underlying the proposal to exclude such deemed dividends from the scope of the
same-country exception that the Code provides for actual dividends.

II. DOMESTIC PROVISIONS

A. Simplified Method for Applying Uniform Cost Capitalization Rules. Section 412 of S.
1394 would grant the Treasury Department the authority to issue regulations that allow taxpayers
to use a base-period percentage in determining the costs of any administrative, service, or support
function or department that are allocable to production or resale activities.

The Institute finds it difficult to comment on this proposal because the particulars of the
simplified method are for the most part left for Treasury to determine. The Technical Explanation
(at page 86) does state that the base period would begin no earlier than four years prior to the
taxable year, but it leaves many questions unanswered. For example, the explanation does not
address the length of the base period. Will it be a four-year rolling period? A one-year period
that would be used for the four succeeding years? If the base period is a four-year rolling period,
simplification will be achieved only in the first year. Moreover, the proposed statutory requirement
that the costs be capitalized on a department-by-department, function-by-function basis is far from
simple. A better method would be to permit taxpayers an election to use a specific percentage
based on an average capitalization rate determined from a four-year base period.

In addition, we note that the Technical Explanation (at page 85) states that S. 1394
"authorizes (but does not require)" the Treasury Department to issue regulations providing for the
simplified allocation method. The proposed statutory language, however, would clearly require the
Treasury to issue such regulations. The obligatory nature of the grant of authority should be
confirmed in the committee report, especially in light of the Treasury's testimony before the Ways
and Means Committee intimating that such regulations might never be promulgated.

B. Depreciation for AMT/ACE Purposes. Section 421 of S. 1394 would apply a 120-
percent declining balance method (switching to straight-line at a point maximizing depreciation
deductions) for personal property (other than transition property to which the ACRS system in
effect before the Tax Reform Act of 1986 applies) for determining the alternative minimum taxable
income of a corporation. No further adjustment for this property would be required for purposes
of the adjusted current earnings (ACE) provision.

The proposal would provide a simpler method of determining depreciation for newly
acquired property. It would not, however, permit taxpayers to use the same method with respect
to assets acquired prior to 1991. Thus, the provision may actually increase a taxpayer's compliance
burden by forcing it to maintain one more depreciation system (for property placed in service after
December 31, 1990). TEl recommends that taxpayers be accorded ani election to apply the
simplified method retroactively for all years to which ACE applies.
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C. Built-In Losses for Purposes of the Corporate Alternative Minimum Tar, Section 422
of S. 1394 would repeal the ACE rule relating to the treatment of built-in losses after a change in
ownership (current section 56(g)(4)(G) of the Code). Thus, under the bill, the treatment of built-in
losses would be the same for ACE, AMT, and regular tax purposes - a significant simplification
of current law. TEl endorses enactment of this provision.

IV. OTIER SIMPLIFICATION MEASURES

A. Irernpt Controlled Foreign Corporationsfrom Uniforn Capitalization Rules, One area
that significantly increases the compliance burdens of all U.S. corporations is the uniform
capitalization rules under section 263A of the Code, which require the capitalization of costs
incurred in manufacturing or constructing tangible property. These accounting rules, which were
enacted in 1986, are the most comprehensive costing provisions ever approved by Congress, and
the price taxpayers have had to pay - not in additional tax but in compliance costs - has been
staggering. The uniform capitalization rules - especially those relating to interest expense - create
tremendous administrative and comp !ance burdens for U.S. companies operating abroad,
principally in the computation of indirect foreign tax credits under section 902 of the Code. In
addition, because all post- 1986 earnings are pooled for purposes of this section - and capitalization
only postpones the deduction - the section 263A amount becomes increasingly insignificant over
time. The existence of excess foreign tax credits (FTCs) has a further averaging effect. Thus, the
application of the rules to foreign operations produces relatively little revenue, certainly not enough
to justify the astounding cost of compliance oni taxpayers.8

TEl believes that the extension of section 263A to foreign subsidiaries is unwarranted. For
these reasons, we recommend that the statute be amended to specifically exempt controlled foreign
corporations from its reach. Section 2 of S. 936 will achieve this result.

B. Use of U.S. GAAP for Computing Earnings (al Profits. The concept of "earnings and
profits" (E&P) has relevance in the foreign tax area for several reasons. For example, E&P is used
in measuring the amount of subpart F inclusions, the portion of a distribution from a foreign
corporation that is taxable as a dividend, the amount of foreign taxes deemed paid for purposes
of the deemed paid foreign tax credit under section 902, and the amount of section 1248 gain
taxable as a dividend.

Under section 964, the E&P of a foreign corporation is to be computed in accordance with
rules substantially similar to those applicable to domestic corporations. As a practical matter,
however, a foreign corporation is frequently unable to compute E&P in the same manner as a
domestic corporation. Although a domestic corporation generally calculates E&P by making
adjustments to U.S. taxable income, a foreign corporation necessarily uses foreign book income as
its base. The ensuing adjustments become especially difficult in the case of noncontrolled foreign
corporations since the U.S. shareholder of such companies may encounter difficulty in obtaining
all the information required to compute E&P.

Although foreign corporations do not compute U.S. taxable income, they frequently do
adjust foreign book income to conform with U.S. generally accepted accounting principles (GAAP)
for financial reporting purposes. here are numerous differences between GAAP and E&Prbut
most relate to timing differences and have at most a nominal effect on a company's U.S. tax
liability, especially in light of the requirement of the Tax Reform Act of 1986 that taxpayers
compute their section 902 FTC credit on the basis of a pool of post-1986 undistributed earnings.

Under current regulation., taxpayers need only make "material" adjustments between GAAP
and &P. Because the definition of materiality is a fluid one (with which IRS examining agents
can take issue), taxpayers may feel compelled to make complicated and time-consuming - but
essentially inconsequential - adjustments. If, however, taxpayers were permitted to use U.S. GAAP
as a measure of E&P, the heavy compliance burden could be tempered, especially for depreciation,
inventory capitalization, and foreign currency translation adjustments.

8 Indeed, for some corporations the application of the uniform capitalization rules in the foreign conte/t may actually
r'tdce their tax liability, even without regard to the deductibility of the cost of compliance.
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AccorJingly, TEl recommends that taxpayers be generally permitted to use U.S. GAAP in
computing the E&P of foreign corporations. Although the Institute believes section 964(a) provides
the Treasury Department and IRS with adequate authority to prescribe such rules, we suggest that
Congress clarify such authority and, indeed, expressly direct the Treasury Department and IRS to
promulgate regulations implementing this change.

C. iterest Rate tnder Section 6621(c). Section 321 of It.R. 2775 (introduced by
Representative Rostenkowski) would provide that, for purposes of determining the period to which
the large corporate underpayment rate applies under section 6621(c) of the Code, any letter or
notice will be disregarded if the amount of the deficiency, proposed deficiency, assessment, or
proposed assessment set forth in the letter or notice is not greater than $100,000 (without regard
to any interest, penalty, or addition to tax). The proposal would thus clarify that a notice relating
to a minor mathematical error by the taxpayer will not he sufficient to trigger the higher interest
rate imposed by section 6621(c).

Although TEl continues to disagree with the policy underlying the so-called hot interest
provision, we recommend that S. 1394 be revised to incorporate section 321 of FI.R. 2"175. Indeed,
the bill should go even further to make the "hot interest" provision more administrable and fair,
Specifically, Congress should provide for the mandatory abatement of "hot interest" during the
period attributable to a delay by the IRS in considering a taxpayer's administrative appeal of
proposed adjustments. In addition, the bill should provide for Tax Court review of adjustments
paid by taxpayers to stop the running of interest. Finally, Congress should reaffirm its unequivocal
instruction to the Treasury Department to implement a comprehensive netting procedure to
ameliorate the unfair effects of section 662 1(c). No such procedure has been forthcoming from the
Treasury or IRS even though the congressional mandate dates back to 1986.

V, CONCLUSION

Tax Executives Institute appreciates this opportunity to present its views on S. 1394, S. 936,
and other tax simplification measures and would be pleased to answer any questions you may have
about its positions. In this regard, please do not hesitate to call either Robert 1I. Perlman, the
Institute's Senior Vice President, who will testify on the Institute's behalf at the Committee's
September 10 hearing, at (408) 765.1202 or Timothy J. McCormally of the Institute's professional
tax staff at (202) 638-5601.
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PREPARED STATEMENT OF LLOYD LEVA PLAINE

Mr. Chairman and Members of the Committee:

As a practicing estate and gift tax attorney, I appreciate
the opportunity to appear before the Committee today with respect to
tax simplification and, in particular with respect to S. 1394 and H.R.
2777, The Tax Simplification Act of 1991 and H.R, 2775. Although a
large part of the following comments hmve been prepared in
coordination with various individuals principally Carol Rhees,
Frederick R. Keydel and Dave L. Cornfeld) who are members of the
Estate and Gift Tax Committee (of which I am the Chair) of the Section
of Taxation and of the Real Property, Probate and Trust Law Section
(of which I am the Secretary) of the American Bar Association, the
following is submitted only on behalf of myself as an individual,

I. COMMENTS REGARDING SECTIONS 441 and 502 - REVOCABLE TRUST

Section 441 of the Tax Simplification Act of 1991 provides
that certain revocable trusts will be treated as estates for various
tax purposes. Section 502 of that same proposed Act substantially
rewrites section 2035 of the Code. As a part of that rewriting,
section 502 partially eliminates the application of the three-year
rule to gifts from certain revocable trusts, to that extent providing
similar tax treatment for those who use funded revocable trusts as
will substitutes.

A proposal for achieving equal tax treatment for individuals
who use revocable trusts (the "revocable trust proposal," copy
attached) was included in a series of proposals prepared by individual
members of the Committee on Estate and Gift Taxes of the Tax Section
and the Real Property, Probate and Trust Law Section of the American
Bar Association. These proposals were submitted on March 26, 1991
(the "March 26 proposals"). At the request of Melvin C. Thomas,
Senior Legislation Counsel of the Joint Committee on Taxation, further
comments regarding the revocable trust proposal were prepared and sent
to Mr. Thomas on June 5, 1991, including draft statutory language (the
"draft statutory language," oy attached). I believe that proposal
and draft statutory language would result in equal tax treatment for
individuals who use revocable trusts.

People create revocable trusts for a number of legitimate
reasons. Perhaps the most prominent reasons are to provide for the
management of property, to provide for the disability of the grantor,
and to avoid probate. Such trusts are never created for tax reasons
because, under sections 671-677 and 2036-2038, they are ignored for
basic income and estate tax purposes. Nevertheless, there are certain
minor differences in the tax treatment of people who create such
trusts and people who do not, with the result that the use of trusts
is artificially discouraged. There does not appear to be any policy
reason for this disparity in treatment.

Although section 441 (together with section 502) of the
bills would achieve tax parity for certain revocable trusts and
estates under some circumstances, it does not achieve equal tax
treatment for individuals who use revocable trusts in many significant
respects. I see no revenue or policy reason why the goal of this
remedial legislation should not be complete tax parity for individuals
who use revocable trusts, the common practice in many states, with
those who use wills. Such equal tax treatment should apply for all
transfer tax as well as income tax purposes, not only during the
estate or equivalent administration period after death but also during
lifetime. Comments addressing some of the specific shortcomings of
sections 441 and section 502 are s.t fot+-h below.

1. Definition of Revocable Trust

Section 441 defines a revocable trust which will be treated
like an estate as any trust:
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(1) all of which was treated under section 676 as owned by
the decedent and

(2) to which the residue of the decedent's estate will pass
under his will (or, if no will is admitted to probate, which
is the trust primarily responsible for paying debts, taxes
and expenses of administration).

A number of problems exist under the section 441 definition.

With respect to the first prong of the section 441 defini-
tion (",, the revocability requirement), the proposed legislation
does not address the situation of a revocable trust which ceases to be
revocable as a result of the incapacity of the grantor. A trust would
probably be treated under section 676 as owned by the decedent under
such circumstances, but this is not entirely clear. Many revocable
trusts provide that, in the event of the grantor's incapacity, the
trust will become irrevocable, with the grantor ceasing to have any
right of withdrawal. The proposed legislation should therefore
include language similar to that included in Part XIX of the draft
statutory language making it clear that a trust will not be dis-
qualified by the grantor's incapacity.

Also with respect to the first prong of the definition, it
is similarly unclear whether a trust initially created by a third
party would be treated under section 676 as owned by an individual
where the trust property had been subject to his general power of
appointment which lapsed. This sometimes occurs, for example, with
section 2503(c) trusts where the beneficiary has a right of withdrawal
at age 21. The proposed legislation should include language similar
to that included in Part XIX of the draft statutory language treating
such individual as the creator of the trust after the lapse of a
general power of appointment. Thus, such a grantor trust (under
section 678(a)(2) if not under section 676), the property of which the
individual or a non-adverse party, or both, have the power to vest in
the individual, will not be excluded from the new rule..

The first prong of the definition further requires that AU1
of the trust be treated as owned by the decedent. In community
property jurisdictions, it is not uncommon for a husband and wife to
establish a joint revocable trust. Joint revocable trusts are also
used in common law states, with one-half of the trust becoming
irrevocable on the first spouse's death. Joint trusts such an these
may not be treated under section 676 as owned in their entirety by
either grantor. Thus, a special rule, similar to that included in the
last two paragraphs of Part XIX of the draft statutory language,
should be added to cover such joint trusts.

Perhaps even more importantly, the second prong of the test
(the "pour-over" requirement) is unduly restrictive. With funded
revocable trusts, it is not uncommon for the residue of a decedent's
estate not to pour over to the trust under all circumstances. Indeed,
to require a pour-over under all circumstances may serve only to
complicate the administration of the estate and trust. Moreover, the
alternative provided in the parenthetical covering the situation where
there is no will admitted to probate does not provide adequate relief
from the pour-over requirement: even with a funded revocable trust,
there is often a will admitted to probate.

A serious question exists as to whether the second prong of
the test is necessary at all. The language in the second prong
appears to have been copied from section 6654(l) of the Code. There
it was considered necessary in order to limit the relief from making
estimated tax payments to 2" trust, in addition to an estate. There
is no reason for a similar limitation here, particularly since pro-
posed section 7701(a)(47)(C) provides that the "treatment like an
estate" rule will not apply for the following purposes: determining
the trust's taxable year, subtitle B (relating to estate, gift, and
generation-skipping tax), section 642(b) (relating to the deduction
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for personal exemption), and "such other provisions as the Secretary
may by regulations preecribe.WV I therefore strongly urge that the
second prong of the definitional test be deleted, and that perhaps
section 6654(1) should be amended, as well. If, however, the second
prong must be included, I recommend that the alternative language in
the parenthetical be reworded to delete the words "if no will is
admitted to probate."

As a protection for the unwary, it may be helpful to add a
cross-reference to section 7701(a)(47) and its treatment of a post-
death revocable trust like an estate at the end of each of the more
important code sections affected by that provision - - section 267(b)
(losses between related parties) 642(c) (the permanently set-aside
charitable deduction), 665 (the throwback rule), 1239(b) (gain on the
sale of depreciable property between related parties), and 1361
(c)(2)(A) (subchapter S stockholders).

I believe a more comprehensive definition of a revocable
trust would be desirable. Specifically, I suggest defining it, as was
done in Part XIX of the draft statutory language, as

(1) any trust the property of which may be withdrawn by a
person and also

(2) any trust created by a person, either directly or by the
lapse of a general power of appointment, while such person
(A) is the only permissible distributes of such trust's
property and (B) holds any power of appointment with respect
to such property.

The draft statutory language definition goes on to provide that, in
either case, a trust will not fail such definitional requirements
(i) because such person is unable because of incapacity to withdraw
trust property or exercise a power of appointment or (ii) because such
person Is permitted to withdraw trust property or exercise a power of
appointment only with the consent of a non-adverse party (within the
meaning of section 672).

2. TimJ Period for Treatment of Trust as an Estate

The proposed legislation limits the period of treatment of a
revocable trust like an estate to "taxable years which end after the
date of the decedent's death and which begin before the date which is
3 years and 9 months after the date of such death." Although the
administration of the vast majority of revocable trusts, like the vast
majority of estates, will have terminated by that point, there are
legitimate situations where the administration is further prolonged
(2-g-, estate litigation or litigation with the Internal Revenue
Service). I believe it would be better to simply apply the rules
relating to the timing of the termination of an estate for income tax
purposes to the timing of the termination of treatment like an estate
for a trust (&U Part V and also Parts I and VII of the draft
statutory language).

I therefore recommend that further consideration be given to
allowing a revocable trust to be treated like an estate so long as the
trust, if it were an estate, would not be deemed terminated for income
tax purposes. Alternatively, I suggest that a provision be added
giving the Commissioner authority to extend the 3 year 9 month period
for reasonable cause.

11 In addition, the section 469(i)(4) passive loss estate
adjustment (involving the $25,000 offset for rental real estate
activities) is easily addressed where there is more than one
revocable trust treated like an estate. &U Part III of the
draft statutory language.
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3. Treatment of Revocable Trust During Grantor's
1AitMe

In addition to treating a revocable trust like an estate
after the grantor's death, it would be desirable, in my opinion, to
treat a revocable trust like an individual during the grantor's
lifetime. Examples of the disparity in tax treatment accorded
individuals using revocable trusts include (1) the prohibition against
revocable trust ownership of section 1244 stock; (2) the possible
disqualification of a QSST under section 1361(d)(3) if the QSST makes
distributions to the income beneficiary's revocable trust; (3) the
"gifts within three year of death" problem under section 2035; and
(4) the possible unavailability of the marital deduction for gifts and
bequests to a spouse's revocable trust. Although the proposed
legislation does amend sections 2035 and 2038, it does not address the
problems noted with respect to section 1244 stock, QSST's or the
marital deduction. The draft statutory language included amendments
with respect to these issues (g" Parts II, VI, VIII, X-XIII, XV and
XVI), as well as the post-death issues.

4. Git dS From Revocable T-st " J 5&1

Section 502 of the proposed legislation makes the three-year
rule in sections 2035 and 2038 inapplicable to the relinquishment of
any power "merely by reason of a transfer from a trust with respect to
which the decedent had reserved the right to revoke." This wording
does not define the term "right to revoke" (as does section 676). It
is also unclear whether section 502 would apply in the situation of a
revocable trust (i) which haO ceased to be revocable as a result of
the incapacity of the grantor or (ii) where the power to revoke was
exercisable only with the consent of another.- Furthermore, the pro-
posed legislation appears to be inapplicable to transfers from a trust
that was created by a third party that is treated as owned by the
decedent by reason of the lapse of a general power of appointmetiL
previously held by the decedent. These uncertainties could be elimi-
nated if wording similar to that of Parts XIII and XIV (together with
Part XIX) of the draft statutory language were adopted in section 502.

The three-year rule of section 2035, as rewritten by section
502 of the proposed legislation, applies not only to the "relinquish-
ment of a power" but also to "a transfer... of an interest in property"
where the value of the property would have been included under section
2036 if the transferred interest had been retained by the decedent.
Since a gift from a revocable trust could be viewed as either a
"relinquishment of a power" or a "transfer of an interest in property"
as to which the donor has an income interest, unless the proposed
wording of Part XIII of the draft statutory language is used, the last
sentence of proposed section 2035(a) (in section 502) should be
revised to add the words "as having transferred any interest or"
before the word "relinquished" and the words "the right to income or"
before the phrase "the right to revoke." The proposal should also be
changed to make it clear that a "transfer from a trust" includes the
relinquishment of a power to revoke a revocable trust, the transfer of
an interest in the trust, the assignment of such power to another or
the assignment of a power over a portion of the trust.

The changes made by Section 502 should be made retroactive
to the original effective date of prior changes to section 2035
(January 1, 1982) which, in most cases, eliminated the three-year
inclusion rule.

5. Generation-sk$ning Transfer TaX-Uncertainti"e

In addition to recommending equal income tax treatment for
individuals who use revocable trusts as will substitutes, I would
encourage equal generation-skipping tax treatment. Section 441 of the
proposed legislation (i) does not deal with this aspect of revocable
trusts during the grantor's lifetime and (ii) expressly makes proposed
section 7701(a)(47) treating a post-death revocable trust like an
estate inapplicable for purposes of generation-skipping taxes. At
present, it is unclear how Chapter 13 will be applied to revocable
trusts, particularly as to the post-death disposition of revocable
trust property as compared with the post-death disposition of a
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decedent's estate property. A revocable trust that is a will substi-
tute should be treated the same as an estate for these purposes.

Adoption of Part XVII (in conjunction with Part XIX) of the draft

statutory language would accomplish this result and eliminate

uncertainty.

6. The "65-Day" Rule

I also believe it would be desirable to extend to estates

the elective deduction for distributions in the first 65 days of the

taxable year under section 663(b). The 65-day rule, which is cur-

rently available to revocable trusts after the settler's death, has

simplified the administration of such trusts and made possible more

equitable treatment of beneficiaries.

The 65-day rule should not be taken away from revocable

trusts, especially since such trusts will still be required to use the

calendar year as their taxable period. Furthermore, there appears to

be no reason why such trusts should not be permitted to elect a fiscal

year with a mandatory change to the calendar year when the estate

treatment period ends.

7. ptional election of"Searate Share" Rule

The letter transmitting the draft statutory language
included a recommendation that both revocable trusts and estates be
permitted to elect the separate share rule under section 663(c).
Persons who have drafted revocable trusts as the testamentary vehicle
expect the availability of the separate share rule. The rule also has
the simplification effect of negating the necessity for the fiduciary
to determine whether the timing of distributions will cause inequi-
table tax consequences, whether an equitable adjustment is proper and
whether fiduciary liability will be incurred to beneficiaries who may
be forced to pay taxes on income they will not receive.

8. 62gorrectionto Prooosed Section

Proposed section 7701(a)(47)(C)(iii) provides that the rule
providing treatment like an estate shall not apply for purposes of
"section 642 (relating to deduction for personal exemption)." I
recommend that this limitation refer specifically to section 642(b),
so as to eliminate possible confusion with respect to the availability
of the charitable set-aside deduction provided by section 642(c).

II COMMENTS REGARDING SECTION 501 - TAX RIGHT OF RECOVERY

Section 501 of the Tax Simplification Act of 1991 (S. 1394,
H.R. 2777) provides that the right of recovery with respect to estate
tax on qualified terminable interest property ("QTIP") provided by
section 2207A may only be waived "if the decedent otherwise directs in
a provision of his will (or a revocable trust) specifically referring
to this section." The amendment will apply to'estates of decedents
dying after the date of enactment of the Act.

The existing language in section 2207A (which provides
simply that the right of recovery is waived "if the decedent otherwise
directs by will") presents a trap for the unwary, since standard
testamentary language in the surviving spouse's will often directs
that all taxes be paid from his or her residuary estate. I therefore
support an amendment to section 2207A to prevent inadvertent waivers
of the right of recovery. I am concerned, however, that the require-
ment in section 50) that the docodent's will specifically refer to
section 2207A may neoessitate the wholesale rewriting of many existing
wills and may create yet another trap for clients and lawyers alike.

Many practitioners currently draft wills which make it clear
that the right of recovery afforded by section 2207A is intended to be
waived, even though the wills do not specifically reference that
section. For example, such a waiver may instead refer to the marital
trust under the predeceased spouse's Will, to the QTIP tax, or to the
tax due under section 2044 of the Code. Rather than causing such
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waivers to be ineffective, I suggest that the language of section 501
be broadened to encompass provisions such as these where the
testator's intent is clear.

Alternatively, I recommend that the effective date of
section 501 be revised so that the amendment will apply only to wills
(or revocable trusts) executed more than 6 months after the date of
enactment of the Act. Like the transitional rule provided by section
504 of the Act for qualified domestic trusts, such an effective date
provision would eliminate the need to attempt to identify and revise
all existing wills and trusts which intentionally waive the right of
recovery but do not refer specifically to section 2207A.

III. SECTION 504 - GRANDFATHERING FOR CERTAIN QUALIFIED DOMESTIC
TRUSTS ("QDOT")

I support the grandfathtrin g of the QDOT, but believe some
of the other simplification proposals in the March 26 submission and
in other submissions by the Bar relative to these provisions should
also be adopted.

IV. TITLE IV OF HR 2775: OVERRULING EST&
0QN" N V UNITED B STAT AA1DZ .

COHMIWUZOHM

I support the provisions in Title IV overruling these cases
to the extent that the goal is to prevent a "specific portion" as that
term it used in Sections 2056(b)(5), (b)(6) and (b)(7) to include a
fixed dollar amount. The proposal provides that "the term 'specific
portion' only includes a portion determined on a fractional or
percentage basis." It is not completely clear how this provision
would affect pecuniary formula marital deduction bequests which are
used routinely in estate planning documents and have been sanctioned
by the Service if the requirements of Rev. Proc. 64-19, 1964-1 C.B.
682, are met. The suggested language of Title IV should be revised to
assure that it does not interfere with such pecuniary formula marital
deduction bequests.

V. OTHER TAX SIMPLIFICATION SUGGESTIONS

The March 26 proposals included many other worthwhile
simplification suggestions. Like many other practitioners, I believe
there should be more stability in the transfer tax system. The ABA
passed a resolution calling for greater stability in 1988. That
resolution expressed the view, with which I wholeheartedly agree, that
no change should be made in the law unless it can meet a heavy burden
of persuasion that the inequity or inefficiency of the current system
is so great that further changes and the resultant disruption are
justified. The following proposals from that submission are ones
which I believe can meet that burden of persuasion and would be
valuable to have made at this time:

1. Repeal the Throwback Rule for Domestic Trusts

Section 644, which addresses sales of property within two
years of its transfer to a trust, and the throwback rules of sections
665-668 were enacted to prevent abusive tax planning when the tax
rates applicable to individuals were higher than those applicable to
trusts. Since this is no longer the case due to the compressed tax
brackets, these sections create unnecessary complexity in the tax code
and should be repealed. The repeal of the throwback rules should be
solely with respect to domestic trusts.

2. Portability of Unified Credit and GST Exemption

Under current law, unless the ownership of property is
properly structured and tax-motivated estate planning is undertaken,
the unified credit and GST exemption available to the first spouse who
dies may be wasted. This involves complex drafting and administra-
tion. Sections 2010 and 2631 should be amended to provide that the
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unused unified credit and GST exemption of a deceased spouse should be
passed to and be usable by the surviving spouse.

3. Overrule Result of Rev. Rul. 79-353

In Revenue Ruling 79-353, 1979-2 C.B. 325, the Service took
the position that a settlor's mere retention of the power to remove a
corporate trustee and substitute a new corporate trustee causes the
trustee's powers to be imputed to the settler for purposes of sections
2036 and 2038. The Service has recently expanded the position
announced in Revenue Ruling 79-353 (1) by holding that a beneficiary's
power to remove and replace a trustee may be viewed as a general power
of appointment under section 2041 (PLR 8916032 (Jan. 19, 1989)), and
(2) by stating that a decedent's power to remove and replace a trustee
is sufficient cause to attribute to the decedent the incidents of
ownership the trustee had in a life insurance policy on the decedent's
life under section 2042 (TAX 8922003 (Feb. 24, 1909 )).Y In light of
this expansion and the continuing belief that the Service's position
is unfounded, I urge that the issue addressed in the revenue ruling be
addressed legislatively. The Internal Revenue Code should be amended
to overrule the result of Revenue Ruling 79-353 with respect to
sections 2036 and 2038, and to prevent its application to sections
2037, 2041, 2042 and Chapter 13).

4. Allow Correction of Defective Qualified Terminable
Interest Property ("QTIP") Elections

Since the introduction of the QTIP election in 1982, there
have been numerous instances of defective or incomplete QTIP elec-
tions. For many taxpayers, the unintended loss of this deduction is a
serious tragedy, since it may substantially reduce the funds available
to support the surviving spouse. A procedure should be adopted for
permitting executors (and donors) to correct a defective QTIP election
in situations where it is clear that the election was intended and the
trust otherwise qualifies for the marital deduction. Limitations
would have to be placed on the time for such a correction so as to
prevent executors from making a defective election and then adopting a
"wait and see" approach. Alternatively, a QTIP election could be
conclusively deemed made with respect to any property claimed (or
described by reference) as a marital deduction on an estate (or gift)
tax return which could not otherwise qualify for the marital
deduction.

5. Allow Severance of Trusts With a Generation-Skipping
Transfer Tax ("GSTT") Inclusion Ratio Greater Than Zero

Chapter 13 should be amended to allow expressly the severing
of trusts with an inclusion ratio greater than zero into two trusts,
one with an inclusion ratio of zero and a second with an inclusion
ratio of one, as long as the severance is based on the fair market
value of property at the time of the severance.

6. Allow Beneficiary's Election to Include Trust in Gross
Estate for Federal Estate Tax Purposes, Rather Than
Subject Trust to Generation-Skipping Transfer Tax

Under current law, in order to avoid subjecting a trust (or
portion thereof) to GSTT at the death of the beneficiary, the bene-
ficiary must be given a general power of appointment. There say be
non-tax reasons, however, why this is not desirable. Further, draft-
ing for this, as well as administering such a provision, is very
complex.

V As recently as August 7, 1989, the United States Tax Court
reached a result contrary to any extension of Revenue Ruling 79-
353. jj Estate of Headrick v. Commissioner, 93 T.C. 171 (1989),
aff'd CA-6 (1990).
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I believe it would be very desirable to amend Chapter 13 to
allow the executor of an individual's estate to elect to include a
trust or a portion of a trust in the gross estate of the individual
who Is a beneficiary of the trust and who dies at the same time that a
taxable termination would o . twies take place. Such an amendment
would be consistent with the policy behind Chapter 13 -- that it is a
backstop for the estate and gift tax so that as long as estate tax is
to be paid, it is appropriate to avoid GSTT (other than on direct
skips). This should be accompanied by a provision, similar to section
2207A, granting a right to recover the estate tax which could be
rebutted only by specific reference to this specific section of the
Code or the tax resulting therefrom.

March 26, 1991

INDIVIDUAL MEMBERS OF THE
ESTATE AND GIFT TAXES COMMITTEE

OF THE SECTION OF TAXATION
AND

OF THE SECTION OF REAL PROPERTY,
PROBATE AND TRUST LAW

AMERICAN BAR ASSOCIATION

TAX 3IMPLIFICATION PROPOSAL NO. 1

Internal Revenue Co ~jx a: S S 642(c), 645(a), 663(b) and
(c), 469(i) (4), 267, 1239, 1244, 1361, 1361(d) (3), 2035,
2038(a) (1), 2056(b)(5), 2523(e), and 2652(b)(1)

ubject Area: Equal tax treatment for individuals who utilize
revocable trusts.

~a roble1g: Under current law, individuals who take
advantage of a funded revocable trust are taxed differently in a
,number of circumstances from those who do not. These differences
in tax treatment have no justifiable basis, other than an his-
torical one.

em: In recent years, there has been an increasing estate
planning use of revocable trusts holding assets during the sett-
ler's lifetime. Use of a funded revocable trust offers signifi-
cant non-tax advantages over a traditional estate plan, in that
it provides (1) a convenient vehicle for managing the property of
the settler, particularly in the event of illness or incapacity,
and (2) a means of reducing or eliminating the delay, expense and
potential lack of privacy associated with probate at death.
Revocable trusts avoid no taxes; the income continues to be
taxable to the settler during life, and the trust property is
includible in the settler's estate for estate tax purposes at
death. Under current law, however, individuals who take advan-
tage of a funded revocable trust are taxed differently in a
number of circumstances than those who do not. We recotamend that
those differences, which fall into the following six categories,
be eliminated.
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I. Tax Treatment of Estates and Revocable Trusts
ojllgwj s"Ath o Decedent/Settlor

The tax treatment accorded estates and revocable trusts
following the death of the decedent/settlor differs in a number
of respects. A suggested correction for each of those differ-
ences is set forth below.

2. yocab -ugt Ownership of Section 1244-Stock

Small business stock that is owned by a revocable trust
is not entitled to ordinary loss treatment under section 1244.
Such treatment is available only in the case of an "indi-
vidual."' Section 1244 stock appears to be the only kind of
property, the ownership of which by a revocable trust will
disqualify the settler from a tax benefit to which he or she
would be entitled if he or she owned that property individually.
We recommend that section 1244 be broadened to permit stock owned
by a revocable trust to be taxed as though it were owned by the
trust's settler.

3. QSST Income Distributions to Beneficiary's

In PLR 9014008 (Pec. 27, 1989), the Service concluded
that if the income of a "qualified subchapter S trust" ("OSST")
is distributed to the income beneficiary's revocable trust,
rather than to the individual beneficiary himself, the trust will
no longer be a QSST. This conclusion was apparently based on a
literal reading of section 1361(d)(3) which states that the term
"qualified subchapter S trust" means a trust --

"(A) the terms of which require that -

(i) during the life of the current income
beneficiary, there shall be cnly 1 income
beneficiary of the trust,.,.and

(B) all of the income...of which is distributed
(or required to be distributed) currently to 1
individual who is a citizen or resident of the
United States."

This recent ruling appears to require that the Income
beneficiary of a QSST who has a revocable trust as a will substi-
tute first receive the income and then subsequently transfer it
to the revocable living trust to prevent termination of the
corporation's S status. This may be difficult or impossible it
the beneficiary becomes incapacitated during his or her lifetime.
Furthermore, to avoid guardianship/conservatorship problems
should a trust beneficiary become incapacitated, many trusts (in-
cluding QSSTs) include boiler plate "facility of payment" clauses
permitting the trustee to make distributions other than only to
the beneficiary individually -- for instance, by direct payment
of the beneficiary's expenses or by payment to "the trustee or
trustees of any trust all the assets of which are then fully and
unqualifiedly withdrawable by" the beneficiary ("~t , the benefi-
ciary's revocable trust). The holding in this recent ruling

section 1244(d)(4) provides that:

"For purposes of this section, the term
'individual' does not include a trust or estate."
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make such a facility of payment clause a trap for the unwary --
a trap that is contrary to the income tax laws' almost universal
treatment of transactions involving a revocable trust during the
settler's lifetime as though the trust did not exist and the
transactions involved only the settler individually (e-g,, Rev.
Rul. 74-613, 1974-2 C.B. 153).

We therefore recommend that section 1361(d)(3) be
amended to make it possible for a QSST to make distributions to
the income beneficiary's revocable trust without jeopardizing the
trust's QSST status.

4. Gifts Hade Within Throe Years of Death From
yrevocAble Trusts

Except in certain narrowly defined circumstancesV the
Internal Revenue Service has taken the position that gifts made
directly from a donor's revocable trust within three years of
death, including gifts of $10,000 or less which are covered by
the annual exclusion, are included in the donor's gross estate
for federal estate tax purposes. In order to avoid this trap,
individuals with revocable trusts are often put to the inconven-
ience of first transferring the property to be gifted out of
their trusts and into their individual names before making the
transfer to the donee (L., by writing the trust owned bank
account check to the settlor who then endorses the check on the
back to the donee). In the case of an individual who wishes his
trustee to continue his gift program in the event he becomes
incapacitated, the problem becomes more acute. In order to avoid
this trap for the unwary, section 2035 should be amended so that
the transfer tax consequences of making a gift from a revocable
trust are no different than if such gift were made directly by
the donor.

5. Marital Deduction Qualification for Gifts and
Bequests to a Spouss's Revocablet Trust

With the advent of the'unlimited marital deduction,
interspousal gifts, whether intended or inadvertent, will occur
more frequently than in the past and with less attention given to
the tax niceties. Where the spouses have revocable trusts,
transfers between them are likely to be, in fact, transfers
between their revocable trusts. However, the marital deduction,
which would seem to most to be so obviously applicable, may turn
out to be technically not available.

Often a typical revocable trust may neither contain a
general power of appointment exercisable by the settlor in all
events nor require distribution of all income to the settler at
least annually. aU! Treas. Reg. S 20.2056(b)-5(f)(6). in addi-
tion, it will probably not contain typical marital deduction
savings clauses with respect to unproductive property) and
it may not prohibit the trustee from making distributions to
persons other than the settlor (ag-g, gifts in the event of the
settler's incapacity).

AM eA. U. (I) Rev. Rul. 75-553, 1975-2 C.D. 477 and TAN
8940003 (June 30, 1989) (where the trust instrument directs that
the trust property be distributed to the settlor's estate on the
settler's death) and (ii) TAMs 9010004 (Hov. 17, 1989), 9010005
(Nov. 17, 1989), 9017002 (Jan. 5, 1990), and 9018004 (Jan. 24,
1990) (where the trust Instrument treats the settler as the only
permissible distributes and does not confer on anyone, even the
settler himself, the power to direct distributions to individuals
other than the settler) -- but note the recent holding In EtriM
state_ Y. U.S., 90-2 USTC 1 60,042 (H.D. Ohio 1990) that the
three-year rule applies notwithstanding such trust instrument
provisions.
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We therefore recommend that language be added to sec-
tion 2056 to allow transfers directly between typical revocable
trusts without requiring the draftsman of a revocable trust to
insert a detailed savings provision qualifying for the marital
deduction additions to the trust made by the settler's spouse
during the settler's liftitime.

6. Equal Generation Skipping Tax Treatment of
Estates and Revocable Trusts Following Death
or Settle( action 2652(b)tI)1

For Chapter 13 purposes, a revocable trust that is a
will substitute should be treated the same as an estate.

Sug asted Corrections: The following proposals are intended to
rovide equal and fair treatment for taxpayers who should not
ogically be taxed differently. They will affect an increasing
number of taxpayers as the use of revocable trusts continues to
grow. No taxpayers will be adversely affected, and there should
not be significant revenue consequences.

1. Equal Income Tax Treatment of Estates and
Revocable Trusts Following Death of Settlor
(Sections 642(c), 663(b) and (c), 469(i)(4),
2§7,1j239. 1361, and 645(a)l

For a limited period following the death of the
settler, revocable trusts and probate estates should be treated
as nearly as practicable in the same manner for tax purposes. We
suggest that the period for such similar treatment be taxable
years commencing within two years of the year of death if no
federal estate tax return is filed. If a federal estate tax
return is filed, then the period should be extended to include
taxable years commencing no later than six months after the final
determination of the federal estate tax. The treatment should be
applicable to only one such revocable trust. The suggested
wording of such a provision (patterned after section
6654(1)(2)(B)) is set forth in paragraph 6 below. The following
are provisions which should be adopted to accomplish such
simplification:

a. c.tion A21.CJ: Section 642(c) should be
revised to allow revocable trusts a charitable deduction for
amounts permanently set aside for charitable purposes as in the
case of an estate. This proposal has been adopted in a resolu-
tion by the House of Delegates of the American Bar Association in
1989, a copy of which is attached as Exhibit A.

b. 6qCtion 663(b) aJnd .: The deduction for
distributions in the first 65 days of the taxable year under
section 663(b) should be allowed to estates as well as trusts.
Likewise, the separate share rule under section 663(c) should
apply to estates in the same manner as it now applies to
decedents' revocable trusts.

c. Section 469(i(4)t. Section 469(i)(4) (and
section 502(d)(2) of the Tax Reform Act of 1986) should be
amended to allow a decedent's revocable trust, during the
extended period for similar tax treatment described above, the
same passive loss exemptions as are available to a decedent's
estate under those sections.

d. Segtions 267 and 1232: Section 267 (and
section 1239) should be amended to provide that, during the
extended period for similar tax treatment described above, a
beneficiary of a decedent's revocable trust will be treated as
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unrelated to the trust in the same manner as the beneficiary of
an estate is treated as unrelated to the estate. Such a provi-
sion would eliminate income tax differences in the funding of
bequests, which presently exist, depending on whether the bene-
ficiary received the distribution from an estate or from a
revocable trust.

e. 5jction 13!: Section 1361 should be amended
to provide that a decedent's revocable trust, during the extended
period for similar tax treatment described above, can qualify to
be a shareholder of an "81 corporation in the same manner as an
estate can during such extended period.

f. fak a44j(_aJ: Section 645(a) should be
amended to exempt a decadent's revocable trust, during the
extended period for similar tax treatment described above, from
the requirement that its taxable year be the calendar year,
thereby permitting the deced.ant's revocable trust, like an
estate, to initially choose -sny fiscal year as its taxable year.
If the decedent has an estate that is required to file an income
tax return, the taxable years. of the estate and the revocable
trust should be required to close at the end of the same month.
Upon close of the extended period, the trust would be required to
convert to the calendar year.

2. Revocable Trust Ownership of Section 1244 Small
Business Stock fSecUon 12441

We recommend that section 1244(d)(4) be amended to read
as follows:

"(4) Individual defined. For purposes of this
section, the term 'Individual' does not include a
trust or estate (other than a revocable trust
which is treated as owned by its grantor under
subpart E of part I of subchapter J of this
chapter )."

3. QSST Income Distributions to Beneficiary's
fovcable Trust (Section 1361(d (3))

We recommend that the following sentence be added at
the end of section 1361(d)(3):

"Distributions to a revocable trust
described In (c)(2)(A)(i) (a grantor
trust) shall be treated as distributions
to the grautlor individually."

4. Gifta Mads within Three Years of Dea.h From
yaRns'4-_ Trust rfSctions 2o35 And ;'.38fa ).

As sugqezted by Janice . Hays, Chief Tax Counsel of
the Committee on W4)s hn4 Means,V (i) section 2035 should be
amended so that the transfer tax consequences of making a gift
from a revocable tr4aat. are no different than if such 91ft were
made directly b, ths 'donor and (ii) section 2035 should be
redrafted to vak# Ua current rules nore comprehensible. Ut
also Proposal No. 5 below, and proposed revision at Exhibit B.

5. Marital Deduction Qualification for Gifts
and Bequests to a Spouse's Revocable Trust
t ectis~n 2056(b115) and 2523(e))

I Committee on Ways and Means, U.S. House of Representatives,
"Written Proposals on Tax Simplification," May 25, 1990,
(hereinafter "Ways and Means Committee Print") at 69.
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We recommend that section 2056(b)(5) (and section
2523(e)] should be amended so that the last part of that section
would read as follows:

"This paragraph shall apply only if such power
in the surviving spouse to appoint the entire
interest, or such specific portion thereof,
whether exercisable by will or during life, is
exercisable by such spouse alone and in all
events. Where such power in the surviving spouse
is exercisable with respect to any interest in
property and the income therefrom in favor of the
surviving spouse during the remainder of his or
her lifetime. this paragraph shall aQPlY to such
interest notwithstandino that:

(i) The surviving spouse is not otherwise

entitled to the income therefroM,

(ii) Theproperty produces no income,

(iii) There are restrictions on the exercise
of such Rower in the event of the surviv-
ing spouse's alleged mental incapacity, and

(iv) There is a power in any other person acting
on behalf of the surviving spouse to aoooint
any vart of such interest to persons other
than the surviving spouse,

and. for the purposes of sections 2041 and 2514.
notwithstanding the existence of the circum-
stances described in clauses (iii) and (iv) above.
such Rower shall be treated as though it were
exercisable by such spouse alone and in all
eventa."

6. Equal Generation Skipping Tax Treatment of
Estates and Revocable Trusts Following Death
of Settlor fSection 2652(bI)1

We suggest that, at the end of section 2652(b)(1), the

following sentence (patterned after section 6654(1)(2)(8)] be
added:

"Any trust -

(A) all of which wai treated (under subpart E of
part I of subchapter J of chapter 1) as owned
by the settlor and

(B) to which the residue of the settlor's estate
will pass under his will (or, if no will is

adm. :ted to probate, which is the trust pri-
marily responsible for paying debts, taxes
and expenses of administration)

shall be treated as an estate during taxable years
of the trust commencing (i) within 2 years of the
settlor's death or (ii) if a federal estate tax
return is required and filed within that 2 year
period, within 6 months of the final determination
of the settlor's federal estate tax liability."

Contact Person: Lloyd Leva Plaine (202-383-0155) or Carol A.
Rhees (202-429-6220).
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June 5, 1991

BY MESSENGER

Melvin C. Thomas, Esquire
Senior Legislation Counsel
Joint Committee on Taxation
1012 Longworth Building
Washington, D.C. 20515

Re: Tax Simplification Proposal No. 1
Equal Tax Treatment for Individuals
Who Utilize Revocable Trusts

Dear Mel:

Enclosed for your consideration is draft statutory
language intended to implement the March 26, 1991 proposal (made
by individuals who are members of the Estate and Gift Tax Com-
mittee of the Section of Taxation and individuals who are members
of the Real Property, Probate and Trust Law Section of the
American Bar Association) reqardinq equal tax treatment for
individuals who utilize revocable trusts.

At our meeting on March 28, you raised the possibility
of including in section 7701 of the Code a generic definition of
revocable trusts. The enclosed draft includes such a definition
(proposed section 7701(1)). After considerable discussion, how-
ever, we have concluded that it is not advisable to use section
7701 to state a general rule regardinq the treatment to be
accorded revocable trusts. Rather, we have drafted statutory
lanquaqe aendinq the various Code sections where disparate
treatment is a problem. (Althouqh not included in our proposal,
a similar change should also be made in section 1396a(k)(2) of
the Social Security Act, 42 U.S. Code section 1396a(k).) The
proposed section 7701 definition is still helpful, however, since
it obviates the need to include a separate revocable trust defi-
nition in each of the substantive Code provisions that should be
amended.

As you will note, our proposed section 7701(1) adopts a
broad definition of revocable trusts. The definition reflects
our considered opinion that --

(1) The definition should center on a person's
unqualified right to withdraw the property of the trust. It,
therefore, does include a trust the assets of which are with-
drawable by a person other than the creator of the trust (e.g#,
withdrawable marital trusts, the portion of children's trusts
that become withdrawable after attainment of a certain age, etc).

(2) The definition also includes a trust while its
creator is its sole permissible distributes and holds any power
of appointment over its property.

(3) The definition should not extend to all trusts
treated as owned by the grantor under subpart E of part I of
subchapter J.

(4) The definitional rule should not be limited to one
revocable trust per grantor.
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(5) Likewise, the definitional rule should not be
limited to revocable trusts created by one grantor.

(6) The definition should treat revocable trusts
created by persons other than individuals the same as revocable
trusts created by individuals.

It is contemplated that the rules relating to the
timing of the termination of an estate would also apply to the
termination of treatment of a trust as an estate.

In addition to the revisions dealing with equal
treatment for revocable trusts, we have included draft statutory
language extending the "65-day rule" of section 663(b) to
estates. The "65-day rule" which was applicable in the past to
revocable trusts after the settler's death has simplified their
administration and made possible more equitable treatment of
beneficiaries (without resort to complicated "equitable adjust-
ments"). Rather than deny revocable trusts the use of this
helpful rule, it should be extended to estates. This extension
would not, in our view, create any potential for abuse or reduced
taxes. In addition, we recommend that consideration be given to
extending the time period under section 663(b) from 65 days until
the date when the relevant fiduciary income tax return is due.
Frequently the decision whether to make distributions cannot be
made within 65 days because not all of the relevant information
is available.

The simplification proposals submitted by individuals
who are members of the American Bar Association also included a
suggestion that the separate share rule of section 663(c) cur-
rently available to revocable trusts be extended to estates.
Although we have not drafted proposed statutory language, we
recommend that both revocable trusts and estates be given the
right to elect to utilize the separate share rule. Absent an
amendment, the enclosed draft amendments would cause revocable
trusts to lose their eligibility for the separate share rule.

Finally, with respect to the proposed changes to
sections 2035 and 2038, we strongly urge that a retroactive
effective date be adopted.

The views expressed in this letter and the attached
proposals are made by the individuals signing below. Although
the undersigned are members of the Estate and Gift Tax Committee
of the Section of Taxation and/or the Real Property, Probate and
Trust Law Section of the American Bar Association, they are sub-
mitting their views and proposals in their individual capacities
only. This letter and the proposals are not submitted on behalf
of either Section or the American Bar Association.

The statutory language also reflects the joint efforts
of the following persons in their individual capacities only:
Richard B. Covey, who is counsel to the Trust Tax Committee of
the American Bankers Association; Patrick A. Naughton, who is a
member of the American Bankers Association; David E. LaJoie and
Byrle H. Abbin, who are members of the American Institute of
Certified Public Accountants; Thomas P. Sweeney, who is a fellow
of the American College of Trust and Estate Counsel; and John A.
Clark, who is a member of the Income of Estates and Trusts
Committee of the Section of Taxation of the American Bar
Association.
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Please feel free to call
further assistance.

on any of us if ve can be of

sincerely, .

Lloyd Lava Plains
(202) 383-0155

Frederick R. Keyde r
(313) 964-4181

Carol A. Rhees
(202) 429-6220

June 5, 1991

EQUAL TAX TZAT,!ZN

0E ZNDIVIDUALS 90 VTLXZZ 'VOALZ TRUSTS

PAT I

Proposed sentence to be added at the end of
ZRC section 267(b)

Zn applying this subsection, a trust shall be treated as an estate during the
period such trust is treated as an estate pursuant to section 646.

PART It

Proposed revision ot Inc section 469(L)(l)
(added word are underlined)

(1) Zn general. In the case ot any natural person fincludina such nerson.m
revcaable trust as described In secion 7701tlii, $ ection (a) shall not
apply to that ~portion at the passive activity lose or the deduction equivalent
(within the eaniaq at subsection (j)(S)) of the passive activity credit for
any taxable year which is attributable to all rental real estate activities
with respect to which such individual actively participated in such taxable
year (and if any portion at such lose or credit arose in another taxable year,
in such other taxable year).

PARI II

Proposed revision ot 1t0 section 469(i)(4)
(deleted words are bracketed - added words are underlined)

(4) Special rule for estates and tru sto treated as estates.
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(A) In general,. In the case of (taxable years ot] an estate or a trust that
was revocableearN described Ln settion 7701i111 by a decedent "mdiately
origr g . hil death. for axable -e_ g.ncina with the decednt-'s death and
ending lees than 2 yea:s after the date of the death of the decedent, this
subsection shall apply to all rental real estate activities with rospec to
which such decedent actively participated before his death. uhe 929.000
amunt under oaragraah (21 shall be allociSed between such estae and trust or
MiS ld in ggong-'con t.o &be otbglr-wise (ruaifyi.ng pavalve~activiy Losses...and

deduction equivalents described n oaranraoh 11 of each for each such taxable

(a) Reduction for surviving spouse's exemption. For purposes of subpara-
graph (A), the $25,000 amount under paragraph (2) shall be reduced by the
amount of the exemption under paragraph (1) (without regard to paragraph (3))
allowable to the surviving spouse of the decedent for the taxable year ending
wLth or within the taxable year of the estate a ruset.

Proposed revisions of section 502(e)(2) of P.L. 99-514
(added words are underlinedJ

(2) Treatment of estates and trusts treated an estaesl . The estate of a
decedent and any trust that was revocable lam described in setlaon 7701(l l by
a decedent iimediatelv rior to his death shall succeed to the treatment under
this section of the decedent but only with respect to the first 2 taxable
years of such estate or-trus ending after the date of the decedent's death.-

PA"? V

Proposed new IRC section 646

Sec. 646. Certain revocable trusts treated as estates.

Any trust that was revocable (as described in section 7701(l)) by a decedent
imedately prior to his death shall, comencing with such decedent's death,
be treated as an estate.

PART VI

Proposed new IRC section 672(q)

(g) Treatment of revocable trusts.

A trust that is revocable (as described in section 7701(L)) by any
person shall be treated, while such trust is revocable, as owned by such
person.

PUAT V11

Proposed sentence to be added at the end of
tRC section 1239(b)

In applying this subsection, a trust shall be treated as an estate during the.
period such trust is treated as an estate pursuant to section 646.
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PUT' Viii

Proposed revision of IRC section 1244(d)(4)
(deleted words are bracketed - added words are underlinedl

(4) Zndividual defined. For purposes of this section, the term *indivLduaV"
doe not include (a trust or estate) AnsfltJkI1i gr trnL a other thAany tru
which in revoc all tie delgribed in Idgthon 7701(11 by an indiydua1 .

PAMI I

Proposed revision of IRC ecion 1361(a)(2)(A)(ii) and (LL£)
(added words are %nderlLned)

(ii) Uegt as otherwise provided in clause Ivi,. a trust which was des-
cribod in clause (i) immediately before the death of the demmed owner and
which continues in existence after such death, but only for the S0-day period
beginning on the day of the deemed owner's death. f a trust is described in
the precedinq sentence and it the entire corpus of the trust is includible in
the gross estate of the deeme owner, the precediAq sentence shall be applied
by substituting '2-year pertodO for "60-day period.

(Wii) A trust with respect to stock transferred to it pursuant to the terms
of a will or a t tthat is rated as an e&tae a u ttant to section 64 .but
only for the 40-day period beginning on the day on which such stock ti trans-
ferred to Lt.

PART I

Proposed new clauses to be added at the end of
IRC section 1361(c)(2)(A)

(v) A trust that Is revocable (as described in section 7701(1)) by an
individual who ti a citizen or resident of the United States.

(vi) A trust described in clause (v) during the period such trust is treated
4 an estate pursuant to section 646.

PART ZI

Proposed new clauses to be added at the end of
ZRC sectLon 1361(a) (2) (3)

(v) In the case of a trust described in clause (v) of subparagraph (A), such
individual shall be treated as the shareholder.

(vi) In the came of a trust described in clause (vi) of subparagraph (A), -
such trust shall be treated as the shareholder.
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FA2 M:

Proposed sentence to be added at the end of
INC Section 1361(4)(3)

For purposes ot subparagraph (3s), distributions to a trust which Is revocable
(as described In section 7701(L)) by an individual shall be treated as distri--
butions to that individual.

Proposed revision of IRC section 2035
(entirely rewritten, principally as
to organization - revocable trust

words (only) are underlined)

Sec. 2035. Adjustments for gifts made during 3 years before decedent's death.

(M) Inclusion of certain transfers in gross estate. The value of the gross
estate shall include the value o all property to the extent of any Interest
therein of which the decedent has made a transfer, by trust or otherwise,
during the three year period ending on the date of the decedent's death, If
such transferred interest would have been included In the decedent's gross
estate under sections 2036, 2037, 2034, or 2042, had such transferred interest
been retained by the decedent on the date of his death. The orovisions of
this subsecMion (al shall not acoly to any transfer from a trust which was
revocable (as described In sgction 7701(11n by the decedent unless such trans-
fSr. if made directlv by the decedent, would be A transfer to which thLs
subseltion &aI would avnlv.

(b) Inclusion of gift tax on gifts made durin 3 years before decdent's
death. The mount of the gross estate (determined without regard to this sui-
secaton) shall be increased by the amount of any tax paid under chapter 12 by"
the decedent or his estate on any gift made by the deodendt or his spouse
during the three year period ending on the date of the decedent's death.

(a) Inclusion of transfers made during 3 years before decedent's death for
certain purposese.

(1) for purposes of section 303(b) (relating to distribution in redemp-
tion of stock to pay death taxes), section 2032A (relating to special
valuation of certain farm, e#t., real property), and subchapter C of
chapter 44 (relating to lied for taxse), the value of the gross estate
shall Lnolude the value of all property to the extent of any interest
therein of which the docodent has at any tiAe made a transfer, by trust
or otherwise, during the three year period ending on the date of the
decedent's death.

(2) An estate shall be treated as meeting the 35-percent of adjusted
gross estate reqpirment of section 6166(a)(1) only If the estate
both -

(A) meets such requireoment and

(3) would meet such requirement if the value of the
gross estate included the value of all property not
otherwise included in the gross estate tovthe extent of any
interest therein of which the decedent has at any time made
a transfer, by trust or otherwise, during the 3-year period
ending on the date of the decedent's death.
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PAAT 1XV

Proposed revision of ItRC section 2038
(new words are underlined)

Sec. 2030. RevocabLe transfers.

(4) in general. The value of the gross estate shall include the value of
all property -

(1) Transfers after June 22, 1936. To the extent of any Interest
therein of which the decedent has at any time made a transfer
(except in case of a bona fide sale for an adequate and full con-
sideration in money or money's worth), by trust or otherwise,
where the enjoyment thereof was subject at the date of his death
to any change through the exercise of a power (in whatever
capacity exercisable) by the decedent alone or by the decedent in
conjunction with any other person (without regard to when or from
what source the decedent acquired such power), to alter, amend,
revoke, or terminate, or where any such power is relinquished
during the 3-year period ending on the date of the decedent's
death lexceot when such relincuishmwnt results froM a transfer
from a trust which was rivocable as described in section 7701111
by the decedent. determined for this ournose without reference to
section 77011ll.(1 11iji.

(2) Transfers on or before June 22, 1936. To the extent of any
interest therein of which the decedent has at any time made a
transfer (except in case of a bona fide sale for an adequate and
full consideration in money or money's worth), by trust or other-
wise, where the enjoyment thereof was subject at the date of his
death to any change through the exercise of a power, either by the
decedent alone or in conjunction with any person, to alter, amend,
or revoke, or where the decedent relinquished any such power
during the 3-year period ending on the date of the decedent's
death Mexcio when such relinauishment reIutI from a transfer
from a trut which was revocable as decribed in section 770111
by the decedent. dee-ined for this ouruose without reference to
section 7701flllIIJLLa. 9xcep: in the case of transfers made
after June 22, 1936, no interest of the decedent of which he has
"de a transfer shall be included in the gross estate under para-
graph (1) unless It is includible under this paragraph.

PAAR rV

Proposed sentence to be added at the end of
IRC section 2056(a)

Any interest in property which passed or has passed from the decedent to any
trust which is revocable as described in section 7701(l) by the decedent's
surviving spouse, determined for this purpose witho t reference to section
7701(l)(1)(A)(ii) or section 7701(l)(1)(3)(ii), shall be treated as having
passed to the decedent's surviving spouse.
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PART tV

Proposed sentence to be added at the end of
IRC section 2523(a)

Any Interest in property which a donor transfers to any trust which to
revocable as described In section 7701(1) by the donor's spouse, determined
for thief purpose without reference to section 7701(L)(1)(A)(LI) or section
7701()(l)(8)(it), shall be treated as having been transferred to the donor'
spouse.

PART'J rVil

Proposed new subsection to be added at the end of
IRC section 2654

(e) Treateent of revocable trusts.

For purposes of this chapter -

(1) General rule. The properties, liabilities, receipts, disburse-
ments, and other attributes of a trust that is revocable (as described
in section 7701(1)) by any person shall be treated, while such trust Is
revocable, as the properties, liabilities, receipts, disbursements, and
other attributes of such person.

(2) After revocability ceases by reason of death. if such person dies

while such trust is revocable, after that person's death such trust
shall be treated as an estate.

PART MIX

Proposed revision of RC section 6654(1)(2)(8)
(deleted words are bracketed - added words are underLinedj

(a) any trust (-

(I) all of which was treated (under subpart 9 of part t of subchapter

J of chapter 1) as owned by the decedent, and

(ii) to which'the residue of the decedent's estate will pass under his
will (or, if no will Is admitted to probate, which Is the trust
primarily responsible for paying debts, taxes, and expenses of
administration) I which La treated as an estate.

PAX? RXU

Proposed addition to tRC section 7701

(present subsection (1) would be redesignated as subsection (m)]

(1) Revoc&abL trusts.

(1) Definition.
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(A) A trust shall be treated an revocables

(L) ly a person while its property may be withdrawn by such
person under applicable law or the terms ot the trust and

(it) Sy the person who created such trust, either directly
or by the lap" of a general power ot appointment, while
such person (1) to the only permissible distributee of its
property and (tX) holds any power of appointment with
reepeet to such property.

(3) A trust shall not fail to satisfy the conditions of pat-
graph (A) because-

(i) Such person is unable under applicable law or the terms
of the trust to withdraw trust property or exercise a power
of appointment because of incapacity or

(ii) Such person is permitted to withdraw trust property or
exercise a power of appointment only with the consent of
another (unless the person whose consent is required is an
adverse party within the meaning of section 672).

(2) Aevocable portions. For purposes of this section, if a portion of
a trust is revocable, that portion shall be treated as though it were a
separate revocable trust.

(3) Community property revocable trusts. ror purposes of this section,
any community property held in a trust that is revocable by husband and
wife shall be treated in the same manner as nontrust comnunity property
is treated under applicable law. If at the time of a spouse's death the
terms of the trust or applicable law treat one halt of such community
property trust as ceasing to be revocable and the other one half as
continuing to be revocable by the survivor, such other one half shall be
treated as a portion of a trust as provided in paragraph (2).

XTN135ION o? is-DAY RU tZ 2 ISTATnS

Proposed revision of IRC section 663(b)
(added words are underlined)

(b) Distributions in first sixty-five days of taxable year.

(1) General rule. If within the tirst 65 days of any taxable year of 11
trust gj J_.JUgg,* an amount is properly paid or credited, such amount
shall be considered paid or credited on the last day of the preceding
taxable year.

(2) Limitation. Paragraph (1) shall apply with respect to any taxable
year of a trust gJ..asa, only if the fiduciary of such trust 2,
*AIM elects, in such mannr and at such time as the Secretary pre-
scribes by regulations, to have paragraph (1) apply for such taxable
year.
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PREPARED STATEMENT OF PAUL L. POSNER

Mr. Chairman and Members of the Subcommittee: We are pleased to be here to
comment on H.R. 2775 and S. 1610-bills which would simplify the payroll tax de-
posit system. Currently, five rules determine when employers must deposit their
payroll taxes. in a report issued in 1990, we said that the deposit rules are difficult
to understand and comply with because employers can be subject to more than one
deposit rule during a given tax period.' Up to one-third of the nation's employers
are penalized each year for failure to follow these complex rules.

H.R. 2775 and S. 1610 would simplify these rules by requiring employers to depos-
it their taxes on the Tuesday or Friday following each payday. Both bills contain an
exception to this Tuesday/Friday rule that allows less frequent deposits for small
employers. H.R. 2775 would allow quarterly deposits for 2.3 million small employers
who have quarterly payroll tax liabilities of $3,500 or less. The small employer ex-
ception under S. 1610 would allow 3.7 million employers who have quarterly payroll
tax liabilities of less than $18,000 to deposit once a month.

We believe that changes to the deposit rules are urgently needed and that both
proposed simplification measures will ease the employers' tasks of understanding
and complying with their payroll tax deposit responsibilities. The proposals will also
reduce the number of deposits that some employers will have to make. However, we
believe that the S. 1610 proposal would be the least burdensome to smaller employ-
ers.

BACKGROUND

The routine deposit of federal payroll taxes is the linchpin of the federal tax
system. In fiscal year 1989, over 5 million employers deposited $679 billion in with-
held income and social security taxes, which represented 67 percent of all revenues
collected by IRS that year.

But the current payroll deposit system, which is based on the voluntary compli-
ance of over 5 million small, medium, and large businesses, is distinctly unfriendly
to the employers who must make the deposits. About one-third of the nation's em-
ployers are assessed at least one payroll deposit penalty annually, and total payroll
deposit penalties amounted to $2.8 billion in 1989. According to IRS data, in 1988
approximately 70 percent of the payroll deposit penalties were assessed against rela-
tively small employers. We believe that the complexity of the deposit rules is a
major factor in causing this high penalty rate.

Complexity arises when employers must determine the frequency of deposits and
the specific dates that deposits are due. Employers accumulate their employment
tax liabilities from payday to payday until a deposit rule is triggered-unless they
qualify for an exception to a rule. The deposit rules vary according to how much tax
has been withheld and how often paydays occur. Under the current deposit rules
specified by Treasury regulations, employers pay their employment taxes either
quarterly, monthly, or within 3 banking days following the end of one of eight de-
posit periods within each month. A statutory deposit rule also requires employers
with $100,000 or more in employment tax liabilities each payday to deposit within I
banking day of a pay day.

CURRENT DEPOSIT RULES ARE COMPLEX

In our review of the payroll deposit system, we found that many employers were
assessed failure-to-deposit penalties because they had difficulties in understanding
the complex requirements of the deposit system. 2 Because deposit rules specify dif-
ferent deposit dates-depending on the amount of accumulated undeposited taxes-
and because some employers' payrolls fluctuate over time, many employers struggle
to predict with certainty when their payroll deposits are due. Furthermore, because
the eight monthly deposit periods vary in length from 3 to 6 days, the amount of
time an employer has after a payday to make a deposit can actually vary from 3 to
8 days depending on the length of the deposit period as well as where in an eighth-
monthly period the payday falls. To comply, employers must monitor undeposited

I Tax policy: Federal Tax Deposit Requirements Should Be Simplified (GAO/GGD-90-102, July
31, 1990).

2 We developed a penalty data base that showed the rate at which all employers were penal-
ized. We reviewed a random sample of 150 federal tax deposit penalty actions that were taken
in fiscal year 1987 at 3 IRE service centers. The sample cases consisted of 25 manual assess-
ments and 25 manual abatements for each service center. We also reviewed IRS guidance and
administrative procedures, and discussed the deposit requirements with IRS and Treasury offi-
cials.
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employment taxes from payday to payday, compare the undeposited amounts to
those in the deposit rules, determine whether an earlier deposit requirement has
been triggered, and, if an eighth-monthly deposit applies, determine the next such
deadline.

In 31 percent of our sample cases, employers were faced with at least one change
in their deposit requirement during a given quarter. In over half of these cases, the
employers made timely deposits under their initial deposit requirement but were pe-
nalized when their payroll and associated employment taxes increased later in the
quarter, thus triggering a different deposit requirement.

Perhaps an even more telling indicator of now confusing these complex require-
ments can be is IRS' error rate for applying deposit rules to determine whether pen-
alties are warranted. In 44 percent of the 75 manually assessed penalty cases we
examined, IRS tax examiners miscalculated the flat rate penalty because in most
cases they did not properly apply the deposit requirements.3

To address these problems, we recommended that the Secretary of the Treasury
abandon the complicated eighth-monthly deposit rule and adopt a simplified single
deposit rule for all employers not affected by the statutory 1-banking-day require-
ment. We also suggested that the complex multi-tiered set of exceptions be replaced
with a simplified exception rule for smaller employers. We illustrated four alterna-
tive deposit thresholds for determining which employers would be excepted from
regular deposits, ranging in size from $3,000 to $30,000 in quarterly tax liabilities.
In addition, we recommended-regardless of any other changes made-that the Sec-
retary should establish a look back rule, whereby all employers could know their
deposit requirements before the start of a quarter. Finally, we said that changes to
the deposit rules should include repealing the safe haven provision, which permits
employers to delay depositing 5 percent of the taxes that are due because some em-
ployers have difficulty in calculating the precise amount. We recommended repeal-
ing the safe haven because for some employers it represents a maximum payment
target rather than a means to ease legitimate payment calculation problems and
because alternative means are available to IRS to address legitimate payment prob-
lems.

ANALYSIS OF PROPOSED CHANGES TO THE PAYPOLL TAX DEPOSIT RULES

In assessing the reforms proposed in the House simplification bill, H.R. 2775, and
the bill introduced in the Senate, S. 1610, we applied four criteria that we consider
particularly important. Would the burden experienced by employers, particularly
smaller employers, be reduced? Are the proposed requirements simple to under-
stand? Would IRS' administrative burden be manageable? Would the cash flow of
the government be maintained?

Based on our assessment, we believe that both H.R. 2775 and S. 1610 represent
commendable approaches to bringing fairness and predictability to the federal pay-
roll deposit system. The proposed changes would make it easier for employers to un-
derstand the deposit requirements and to comply with the deposit rules. Thus, these
bills would undoubtedly reduce the number of penalties that well-meaning employ-
ers receive because they cannot understand the current complex deposit require-
ments.

Both bills would: (1) replace the current eighth-monthly system with a system
that requires deposits to be made on Tuesdays or Fridays, (2) permit small employ-
ers to deposit less frequently than required under the Tuesday/Friday rule, (3) pro-
vide a look back rule for employers to use at the outset of each new quarter for
establishing the deposit requirement that they would follow, and (4) increase the
amount of taxes an employer must deposit under the safe haven provision.

Tuesday/Friday Rule
The bills would change all but the statutory $100,000 deposit rule and would re-

quire employers to deposit taxes on (1) the Tuesday following paydays that occur on
a Wednesday, Thursday, or Friday, or (2) the Friday following paydays that occur on
a Saturday, Sunday, Monday or Tuesday.

We believe that this Tuesday/Friday rule is a significant improvement over the
current eighth-monthly deposit rules. Employers, especially those whose deposit re-
quirements change during a quarter, should have little problem determining when
to deposit their payroll taxes. This added certainty should also lead to a substantial
reduction in the amount of IRS and taxpayer correspondence that is associated with

S For deposits made after January 1, 1990, the Omnibus Budget Reconciliation Act of 1989
changed the-deposit penalty from a flat rate to a four-tier, time.sensitive penalty.
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failure-to-deposit penalties. Many of these penalties occur because employers are un-
certain or confused as to when their deposits are due. We estimate that between 20
and 25 percent of the correspondence that IRS has with businesses deals with fail-
ure-to-deposit penalty assessments and abatements.

Exception for Small Employers
Each bill also provides an exception to the Tuesday/Friday rule for small employ-

ers, so that they will not be burdened with having to make deposits after each
payday. Under H.R. 2775, small employers with quarterly tax liabilities of $3,500
and under-an estimated 2.3 million employers, or 52 percent of employers paying
employment taxes-would be allowed to deposit quarterly.4 Under the current de-
posit rules, most of these employers are required to make from one to three deposits
over the course of the quarter. H.R. 2775 continues to allow small depositors with
quarterly liabilities of less than $500 to avoid making deposits and instead pay their
taxes with their quarterly employment tax returns.

We endorse exempting small employers from making frequent deposits. The small
depositor rule in H.R. 2775 relieves certain small employers from the inherent com-
plexities of the current deposit rules and from increasing the number of deposits
they would have to make under the Tuesday/Friday rule. However, the bill would
speed up deposits for some employers. For example, those with $3,500 to $9,000 in
quarterly tax liabilities who now deposit monthly would have to deposit on the
Tuesday or Friday following their paydays. This change could affect about 906,000
employers who would have to make an additional 25 million deposits annually. This
increase has prompted concern on the part of the small business community.

The small employer exemption in S. 1610 addresses these concerns. This bill
would exempt employers with quarterly tax liabilities of less than $18,000 from the
Tuesday/Friday rule. Instead, these employers would be allowed to deposit by the
15th day of the month following the month in which the tax liability was incurred.
This threshold would permit all employers currently paying monthly to continue
doing so. We estimate that S. 1610 would exempt 3.7million employers, or 83 per-
cent of all employers from making the Tuesday/Friday deposits.

In addressing the concerns of small businesses, S. 1610 will nevertheless increase
federal revenues, although not as much as the House bill. On the basis of data from
the first quarter of 1989, which is the most recent data available to us, we estimate
that H.R. 2775 would raise $1.4 billion in the initial year. This sum would result
principally from accelerating the payments of employers with $3,500 to $9,000 in
quarterly tax liabilities who currently pay monthly and would now pay under the
Tuesday/Friday rule. In contrast, we estimate that s. 1610 would raise $300 million
in the initial year. Although more employers would pay less frequently than they do
now, the revenue effect would still be positive because the Tuesday/Friday rule
would accelerate payments for certain employers exceeding the $18,000 threshold.

Another possible advantage of retaining monthly depositing, compared to the
quarterly deposits proposed under H.R. 2775, has to do with the burgeoning ac-
counts receivable inventory-which totaled $96 billion in 1990, 31 percent of which
was due to employment tax delinquencies. As previously noted, about 2.3 million
employers have quarterly tax liabilities of $3,500 or less. Under H.R. 2775, we esti-
mate that about 1 million of the 2.3 million employers would shift from making de-
Posits monthly to making one deposit per quarter. However, small employers who
face cash flow difficulties often become delinquent in their taxes because they spend
withheld tax money. Increasing the time that small employers can retain employ-
ment taxes may exacerbate this problem.

Look Back Provisions
We believe that a look back provision is essential to reducing confusion and penal-

ties under the federal payroll deposit system. Such a provision eliminates the need
for employers to continually monitor their tax liabilities to determine their next re-
quired deposit date.

Both H.R. 2775 and S. 161.0 include such a provision. Under H.R. 2775, employers
whose quarterly tax liability did not exceed $3,500 in any one of the eight preceding
quarters would make quarterly deposits rather than follow the Tuesday/Friday de-

4 Our estimates of the number of employers making deposits, the number of deposits made,
and the change in federal revenues are based on (1) the first quarter 1989 IRS data on the
number of Forms 941 filed and the employment tax liability for these returns, and (2) unpub-
lished Bureau of Labor statistics data on employers' payroll frequency. About 5.1 million em-
ployers filed Forms 941 in the first quarter of 1989, but about 630,000 of these employers had no
tax liability, leaving about 4.5 million making deposits.
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posit schedule.5 Employers would have to make this determination for each quarter.
Once an employer who qualifies for the exemption exceeds the $3,500 threshold in
one quarter, the employer would have to again build eight consecutive quarters of
tax liability under $3,500 before again being exempted from the Tuesday/Friday
rule.

S. 1610 has a similar look back provision for exempting employers with quarterly
tax liability of less than $18,000 from the Tuesday/Friday rule. Under S. 1610,
before each quarter, employers would use four prior quarters' liabilities to deter-
mine if they can be exempted from the Tuesday/Friday rule. We believe that sea-
sonal variations in business taxes can be captured just as well with a four quarter
look back period as under an eight quarter period. However, we believe that busi-
nesses' paperwork requirements could be lessened, and their deposit rules made
more stable, by applying the look back rule for a full year. A four quarter look back
provision that exempts employers for a full year would be less burdensome, would
enable small employers to return to the slower deposit schedule more quickly, and
would still achieve certainty in advance about which deposit rules the employer will
fall under during the quarter.

Safe Haven Provision
Under current regulations, Treasury has an exemption to the deposit rules,

known as the safe haven, which allows employers, who are required to make eighth-
monthly deposits, to deposit 95 percent of their accumulated taxes within 3 banking
days of the end of an eighth-monthly deposit period. The remaining 5 percent can be
deposited with the first deposit, that is otherwise required, after the 15th of the fol-
lowing month. The current safe haven provision exists to benefit large employers
who could not determine their actual employment tax liability in time to deposit
the exact amount within the required 3 banking days.

In our report, we recommended that the 95 percent safe haven be eliminated be-
cause IRS studies show that less than one-half of one percent of the employers use
it. Furthermore, studies by IRS and the Railroad Retirement Board indicate that
some employers use the safe haven, not because they are unable to pay the exact
amount of taxes, but rather to delay depositing their full tax liability. For example,
one IRS study showed that 25 percent of the businesses that used the safe haven
consistently deposited exactly 95 percent of their tax liability. For these employers,
the safe haven represents a maximum payment target rather than a means to ease
legitimate payment calculation problems.

Both H.R. 2775 and S. 1610 provide a statutory safe haven for deposit shortfalls.
Under H.R. 2775, an employer is considered to have deposited the required taxes if
a shortfall does not exceed the greater of $150, or 2 percent of the employment taxes
that were required to be deposited. The S. 1610 safe haven is the same exempt the
$150 shortfall limit is increased to $250.

In general, both proposed statutory safe haven provisions are better than the cur-
rent safe haven because the tolerance is lower (i.e., 2 percent instead of 5 percent).
However, raising the safe haven from 95 percent to 98 percent only reduces the
amount of taxes that employers can delay depositing; it does not eliminate the po-
tential for abuse. We believe that other administrative procedures that are less
prone to abuse could be established, thus providing the needed flexibility to accom-
modate genuine cases where employers cannot accurately determine their tax liabil-
ity. For example, IRS could grant waivers for depositing the full payroll tax liability
to those employers who submit evidence that they could not accurately calculate
their entire employment tax liability.

CONCLUSIONS

Mr. Chairman, we believe that both H.R. 2775 and S. 1310 would achieve a major
simplification of tax rules for our nation's employers. They would lessen the burden
experienced by employers, particularly smaller employers; be simpler than the
present rules to understand; would not reduce the federal government's cash flow
compared to current rules; and should result in fewer penalties for IRS to adminis-
ter. We support the basic framework set forth in H.R. 2775, but we believe that S.
1610 would improve this framework by further reducing the burdens experienced by
the small business community.

To qualify as a small depositor, an employer must have quarterly tax liabilities of $3,500 or
less in each of the eight calendar quarters, ending with the second quarter preceding the quar-
ter for which deposit requirements are being determined.



396

PREPARED STATEMENT OF SENATOR WILLIAM V. ROTH, JR.

Mr. Chairman, I want to thank you for holding these hearings today on tax sim-
plification. As we begin this process in the Senate, I want to convey my concerns
that all too often Congress has set out on this worthy goal of simplification without
result. As a matter of fact, I still get many calls about the kind of "simplification"
that was made in the 1986 Tax Reform Act--which everyone seems to remember
began with the euphemistic title in May of 1985, "The President's Tax Proposals to
the Congress for Fairness, Growth, and Simplicity."

I doubt if any of our speakers would conclude that Congress reached the goals set
by that title. It seems that before that report was ever released, the tax legislative
process was turned over to government tax lawyers who had some dream of seeking
out just the right number of nickels from every individual, corporation, partnership,
small business and product that was available to be taxed.

The result is an incredibly burdensome and complex tax code that no one under-
stands. If we had made the tax code a little simpler, instead of trying to reach the
perfect tax system, we would have saved a lot more nickels in preparation and com-
pliance than this government made in tax revenue.

The result in the past has been far too much theory, and not nearly enough
common sense. It's time that Congress aimed for a little "rough justice" in the tax
system and quit tapdancing on the taxpayer with tax compliance.

It also concerns me that the constant changes being made to the tax code, begin-
ning with annual tax bills in the early 1980's, has resulted in a system that no one
can keep pace with, including the best lawyers and accountants in the country.
Even small steps, like the mostly revenue neutral proposals in these bills, would
result in new changes that the public would have to adjust to. I often question
whether the line from so many accountants ard lawyers in my state isn't the best
rule, "just leave the damn thing alone, for awhile, why don't you." And with that,
I'll end my statement and hope some of you can provide us with some "truly
simple" approaches.
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PREPARED STATEMENT OF MICHAEL 0. ROUSH

Mr. Chairman, the National federation of Independent
Business (NTIB), representing over 500,000 small businesses
nationwide, thanks you for initiating these hearings to
explore ways to simplify the tax code. The shear complexity
of the tax code generates more complaints from NFIB members
than virtually any other tax-related issue.

This nation's tax collection system is based upon
voluntary compliance. Yet nothing harms voluntary
compliance more than for taxpayers to be unable to calculate
how much they owe the government. Not surprisingly, most
small business owners do not appreciate the fact that they
have to turn over so much of their working capital to the
federal government in taxes. Forcing them to spend hours
filling out forms to determine exactly how much they owe
only adds insult to injury.

Although NFIB is interested in a variety of tax
simplification initiatives, including pension simplification
and a new definition of independent contractors, reform of
the federal tax deposit rules is the most important
simplification because of the vast number of employers that
will benefit. According to the General Accounting Office,
one out of every three businesses in this country receives a
penalty under these rules every year. Such penalties
totaled $2.6 billion in 1988. In 1988, over one-half of all
the penalty revenue collected was later abated because the
IRS itself had erred. Any tax law that neither employers
nor the IRS can understand needs dramatic reform.

The federal tax deposit system is the cornerstone of
IRS's revenue collection. Last year, over $700 billion was
collected through the federal tax deposit system. Current
law requires employers to withhold from the pay of their
employees enough money to cover the employees' federal
income tax and PICA tax liabilities. These withholdings
must then be deposited according to schedules spelled out in
IRS regulations. The timing of an employer's deposits vary
according to how much that employer has collected in
withholding.

Described below is how a small business owner
determines when withheld taxes must be deposited. As you
can see, this system is extraordinarily complex and
confusing. Small businesses can rarely afford professional
assistance in running their business. The small business
owner, himself must perform the tasks of benefits
specialist, inventory manager, purchaser, complaint
department, and personnel director. Only three out of every
four NFIB members use accountant*.

Senator Baucus has introduced legislation, S. 1610,
that will greatly simplify current law. S. 1610 creates a
federal tax deposit system that even small business owners
without accountants can understand. If S. 1610 is enacted,
small business owners will finally be able to easily make
timely deposits of exactly what they owe. A similar
simplification was recommended by the 1986 White House
Conference on Small Business.

I.attina Withheld Taxes Under Current Law

For most small business owners, the current system for
depositing payroll taxes is mindboggling. As the examples
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below show, the rules can be very complex, and they are
always subject to change. After reviewing current law, it
is easy to see how one-third of the employers make a mistake
every year.

employers withholding less than $500 per quarter
(roughly the equivalent of one employee earning less than
$10,000) need only deposit once a quarter. The deposit is
due one month after the end of the quarter.

Example 1 -- An employer withholds less than $500 in
payroll taxes by the end of Harch. He has until May 1 to
.deposit the taxes.

Employers withholding between $500 a quarter and S3.000
Lamonth (approximately 1-12 employees) must deposit once a
month. The deposit is due on the 15th of the next month.

Example 2 -- An employer collects $800 in vithheld
taxes by the end of January. He has until February 15 to
deposit the taxes.

Example 3 -- An employer withholds $300 on wages paid
in January. Since he has not exceeded $500, he holds onto
the $300. He then withholds $350 in February. As of this
point he has collected more than $500 in the first quarter
and must nov deposit monthly. He must deposit the $650 on
March 15.

Now the law gets truly confusing. employers
withholding between $3.000 a month and $100.000 must deposit
according to eight monthly trigger dates. Employers are
required to determine how much they have withheld after each
payroll. If accumulated deposits exceed $3,000, they must
be deposited three banking days after the next trigger date.
The trigger dates are the 3rd, 7tho 11th, 15th, 19th, 22ndt
25th, and the last day of the month.

Example 4 -- Assume we begin with Jan. 1 of this
year. The employer makes payroll every Friday and withholds
$1,000 a week. After the first two weeks, no deposits are
due. After the third week, however, she nov has collected
$3,000 and must deposit these vithholdings within three
banking days after the next trigger date. The third
Friday in January was the 18th. The next trigger date is
the 19th. Three banking days after the 19th is the 23rd.
She must deposit the withheld $3,000 by January 23.

On February 8, our employer will have withheld another
$3,000. The firsc trigger date following the 8th is the
11th. She will have to deposit this $3,000 within three
banking days after the 11th (or by February 14).

Employers withholding more than $100000 must deposit
by the next banking day.

The confusing nature of deposit rules is complicated by
the fact that an employer may be subject to more than one
deposit schedule in a year. If within a year an employers'
hiring patterns vary widely, that employer could be subject
to continually changing deposit requirements.
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Example 5 -- An employer withholds $150 in January.
She assumes business vill remain steady, and she plans on
making only one quarterly deposit on Hay 1. Fortunately,
business picks up and she withholds $400 in February. She
now switches from being a quarterly depositor to having to
deposit once a month because she has accumulated
vithholdings of $550. She must deposit this $550 by March
15 (not May 1, as she had originally planned).

In the months of April, Hay, and June, our employer's
business is still booming. She makes timely deposits of
$1,000, $1,500, and $2,500 on May 15, June 15, and July 15
respectively. By July 19th, however, she realizes that she
has already withheld more than $3,000 in the month of July.
She now must deposit according to the trigger dates. The
19th is a trigger date, and she has three banking days after
the 19th to deposit those taxes. If she mistakenly thought
she was still on the monthly system and deposits these taxes
on August 15, she will receive a 15X penalty ($450).

As the example above illustrates, employers must
continually monitor, from payroll to payroll, how much they
have withheld, and they must be prepared to immediately
switch their deposit schedules if they cross certain dollar
thresholds.

The complexity of the deposit schedules and the fact
that employers can switch from one schedule to another
result in the high level of penalties in this area. S. 1610
addresses both of the problems by simplifying the deposit
schedules and severely limiting the number of business
owners who will change from one system to another.

Changes in Deposit Rules Proposed by S. 1610

Legislation introduced by Senator Baucus, S. 1610,
simplifies current law, and as a result will eliminate much
of the difficulty small business owners experience. This
legislation reduces the number of schedules under which an
employer must deposit, clarifies the deposit dates, and
allows employers to determine their deposit schedule based
on past deposit levels.

Senator Baucus's legislation reduces the number of
schedules under which an employer must deposit. Eliminating
the quarterly deposit rules will require employers who
previously withheld less than $500 a quarter, to change from
a quarterly deposit schedule to one in which they must
deposit at the end of each month. This change will require
very small employers (those with one employee) to deposit
more frequently. However, these employers are not
withholding much more than $150 a month. And since
employers regularly pay their bills monthly, the extra
administrative burden of filling out a federal tax deposit
slip and depositing monthly is slight.

S. 1610 will also allow many small business owners who
currently must deposit several times a month to deposit only
once a month. Reducing the number of deposits small
employers have to make will also reduce the likelihood that
they will make inadvertent mistakes.

Yet, S. 1610 does more than just speed up some
employers' deposit schedule and slow down others. S. 1610
eliminates one threshold employers could trip- over.
Reducing from three to two the number of deposit schedules
that small employers may have to cope with will add a
greater level of certainty to the law and, as a result,
should reduce the number of future penalties.
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Changes in Deposit Rules Proposed by H.R. 2775'

Legislation simplifying deposit, rules has also been
introduced in the House of Representatives by Ways and Means
Chairman Dan Rostenkowski. Although his bill, H.R. 2%75,
would simplify current law, NFIB is concerned that a large
number of small employers will have to deposit much more
frequently under H.R. 2775 than they currently do because
that legislation eliminates the monthly deposit rules. If
H.R. 2775 was enacted, many employers who currently deposit
their withheld taxes monthly would be required to deposit
them with each payroll -- as often as four times a month --
resulting in four times as much paperwork and a four times
greater likelihood of mistakes.

By eliminating the monthly deposit rules, H.R. 2775
would require employers who cross the $3,500 a quarter
threshold to change from a quarterly deposit schedule to one
in which they must deposit after each payroll. This very
large shift in the timing of deposits is bound to generate
confusion and inadvertent errors.

Under H.R. 2775, employers who would be required to
deposit with every payroll would include some very small
businesses. The Small Business Administration has estimated
that a small business with $3,500 per quarter in
withholdings would have between 2 to 4 employees. Requiring
these very small businesses to deposit with every payroll
will create a significant administrative burden.

The Best Federal Tax Deposit System for Small Business

NFIB strongly prefers the approach to federal tax
deposit simplification taken by S. 1610 over that taken by
H.R. 2775 for the following reasons:

1. S. 1610 increases the threshold for small
businesseAs. In both proposals, the deposit
deadlines by which small business owners must
deposit withheld taxes changes as a business
collects more.

S. 1610, however, increases the threshold to
$6,000 a month (approximately 15 employees),
placing a more reasonable limit on the number of
small business owners who need to constantly
monitor whether or not they are approaching the
threshold. This threshold would allow 4.3 million
employers to deposit their withheld taxes monthly
while only the other 700,000 would have to worry
about trying to figure out the more complicated
Tuesday/Friday rule.

2. S. 1610 has an easier transition between deposit
scheduled. H.R. 2775 would require small
employers who cross over the $3,500 a quarter
threshold to begin depositing with each payroll
instead of once a quarter. Changing from
depositing once a quarter to as many as thirteen
times a quarter will be difficult for many small
business owners.

3. S. 1610 shortens the look bcl . Under H.R.
2775, small depositors would determine their
deposit schedule by looking back to previous
deposits. This greatly simplifies current law.
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However, NrIB sees no reason to require employers
to look back two years to see if they ever crossed
over the threshold. This would require an
employer who had one very good quarter to deposit
under the Tuesday/Friday rule for two years even
if business dropped considerably after that
quarter.

NFIB considers the approach taken by Senator
Baucus -- looking back only to the previous year
-- to be more reasonable.

QonciUsiQO

The federal tax deposit system is in great need of
revision. Of the simplification proposals introduced to
date, Senator Baucus's bill, S. 1610, creates the simplest
system for small business owners to comply with. Every
employer in this country has to deal with the federal tax
deposit system. Simplifying this system will be the most
important act of tax code simplification.
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PREPARED STATEMENT OF MUiRAY SCUREMAN

Good morning, Mr. Chairman and members of the Subcommittee.
My name is Murray Scureman, and I am Vice President - Government
Affairs of Amdahl Corporation. I am here today to present the
views of the Coalition on the PFIC Provisions, whose membership
list is attached, in connection with the Subcommittee's
consideration of S. 1394, the Tax Simplification Act of 1991. In
particular, my testimony is directed toward section 302 of the
bill, which would replace the current law Passive Foreign
Investment Company ("PFIC") provisions with new rules governing
so-called Passive Foreign Corporations ("PFCs").

We would like to commend the leaders of the tax-writing
committees of Congress for recognizing the overwhelming need to
simplify the international provisions of the Code and for their
efforts to date in identifying simplification items which merit
consideration. We believe the simplification bill now before this
Subcommittee contains a number of provisions that represent a start
toward reducing the complexity and the administrative burdens with
which taxpayers and the Service are grappling. We encourage the
Subcommittee to continue its examination of this area with a view
to enacting a meaningful simplification package.

One area of particular complexity and inefficiency addressed
by the proposal concerns the current PFIC rules and their overlap
with other passive income regimes found in the Code. Clearly, a
great deal of time and effort was dedicated to consolidating these
provisions in the unified PFC provisions proposed in the bill. The
proposal is a useful departure point for additional changes which
would produce genuine simplification of these complex and
inefficient rules.

In that regard, we would like to call your attention to the
PFIC asset test of the Code which remains essentially intact in the
proposed PFC regime. Under current law, a foreign corporation is
considered a PFIC if either 75 percent or more of its gross income
is passive or if 50 percent or more of its assets - measured by
value - are passive. The 50 percent asset test would be retained
under the PFC proposal, and the PFIC gross income threshold would
be reduced to 60 percent.

The purpose of the PFIC provisions, like that of the proposed
PFC provisions, is to identify foreign corporations whose
operations are predominantly those of a passive investment company
rather than those of an active business corporation. However, the
asset test is incapable of accurately distinguishing between a
passive investment company and a corporation conducting primarily
active business, and has been a source of significant complexity
for taxpayers. Retention of the asset test in the proposed PFC
rules would perpetuate both problems.

The level of complexity can be seen from the fact that a
United States corporation with foreign subsidiaries must determine
quarterly the fair market value (or adjusted basis) of each of the
assets of each of its foreign subsidiaries to test whether any of
the subsidiaries is a PFIC (or PFC). This involves, under the fair
market value method, obtaining a quarterly appraisal for every
building, every manufacturing plant, all office equipment, all
manufacturing equipment, every truck and car, and all other assets
used by each foreign subsidiary in its business.

Additionally, these appraisals must be arranged for and
conducted in every foreign country in which these assets are
located. The task is incredibly burdensome, frustrating and
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expensive, especially when it is recognized that the asset test is
wholly inadequate for purposes of distinguishing between companies
conducting primarily active businesses and those operating as
passive investment companies. This effort is an unproductive use
of scarce corporate resources.

To illustrate this point, consider a United States-owned
foreign company whose active gross income is more than 70 percent
of its total gross income. Under any criterion but the PFIC asset
test, such a corporation would unquestionably be considered an
active company. A comparison of the relative levels of a company's
active versus passive income provides the truest picture, the best
litmus test, if you will, of the predominant nature of its
activities. A company whose gross income is more than 70 percent
active is clearly an active corporation of a type that Congress
never intended to sweep into the PFIC net. Yet under the PFIC
asset test, this is exactly what happens in many cases. Let me
give an example.

Assume that a foreign subsidiary has $10,000 worth of assets
and that its active assets have a rate of return of 20 percent,
while its passive assets have a rate of return of 8 percent. The
higher 20 percent rate of return is an appropriate gross income
return on active assets because all expenses of the corporation,
other than inventory costs, must be deducted against that return in
order to arrive at net income from active business activities.
Since there are few additional costs involved in maintaining
passive assets such as stocks and bonds, there are virtually no
significant expenses to be deducted from that return. Given these
rates of return, the foreign corporation's asset and income mix
would be as follows:

Gross
Asset Gross Asset Income
'Vlue Rate of Return income RatL Ea&U.

Passive Assets $ 5,000 8% $ 400 (50%) (29%)
Active Assets 5,000 20% S,000 (50%) (71%)

s0.00 S,40

Notwithstanding that 71 percent of the income earned by this
company is active business income, the company is treated as though
its predominant activity is that of a passive investment company
because 50 percent of its assets are passive.

In August Senator Moynihan introduced, along with Senator
Packwood, S. 1654, the Passive Foreign Investment Company Tax
Simplificatioh Act of 1991, to correct the problem created by the
PFIC asset test. This measure would eliminate the asset test on a
prospective basis for controlled foreign corporations, which are
subject to the Subpart F rules. Eliminating the asset test, a test
which is useless in accurately distinguishing truly passive foreign
investment companies, would help achieve the major goal of this
exercise -- simplicity. At the same time, any passive income
earned by a controlled foreign corporation would be fully taxed on
a current basis by reason of the Subpart F provisions. The
Coalition on the PFIC Provisions, which consists of 17 well-known
American companies that are unquestionably engaged in active
business activities, respectfully requests that you amend the asset
test in the proposed PFC legislation to include the Moynihan-
Packwood proposal.
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THE COALITION ON THE PFIC PROVISIONS

Aadahl Corporation

Apple Computer, Inc.

Borland, Inc.

Brown-Forman Corporation

The Coca-Cola Company

Digital Equipment Corporation

Johnson & Johnson

Lotus Development Corporation

feasurex Corporation

Mentor Graphics Corporation

Microsoft Corporation

NeXT, Inc.

Novell, Inc.

Pfizer, Inc.

PHHI Corporation

Schering-Plough Corporation

Sundstrand Corporation
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PREPARED 8TATEMEr OF RicuARD R. SRAVELL

THE TAX SIMPLIFICATION ACT OF 1991 -- TESTIMONY ON THE LOOK-BACK
METHOD OF ACCOUNTING

Good morning Mr. Chairman and members of the Taxation Subcommittee.
My name is Richard R. Shavell and I am pleased to be here today as
an associate member of the Associated Builders & Contractors (ABC).
ABC consists of 17,000 construction contractors, subcontractors and
suppliers who share the open shop philosophy of management.

I am a Construction Tax Manager with Zelenkofske, Axelrod &
Co., Ltd. (ZA) in Jenkintown, Pennsylvania. ZA is the seventh
largest accounting and consulting firm in the Philadelphia area and
one of our specialties is construction.

Mr. Chairman, we commend Senator Bentsen and Senator Packwood for
their efforts to address the complexities of the Internal Revenue
Code. We support your bill, S.1394, and other needed
simplification legislation.

Today we are here to speak specifically about the merits of Section
411 of the bill. Section 411 establishes a new 10 percent de
minimis rule and simplifies interest computations under the
Look-Back Method for long-term contracts. This provision will
provide some relief for larger contractors from the burdensome
computations and excessive administrative costs imposed by the
look-back rule under Section 460 (b) of the tax code.

Unfortunately, smaller contractors will receive very little relief
from this provision. This is because Look-back calculations must
still be made to determine if you meet the 10% de minimis. Unlike
large contractors, they cannot afford the staff and systems needed
to peform the complex calculations. Moreover, as we delineate in
our testimony, the LBM has had no substantive impact on revenue
recognition; it is not an effective compliance tool, and others
already exist: there has been no evidence of abuse by small
contractors; and, it causes two accelerations of tax and interest
that will reverse in the following year(s) of a contract.

It is for these reasons that ABC, along with the Associated
Specialty Contractors, which speaks for eight national construction
associations representing 26,000 specialty contracting firms, urges
Congress to provide a full exemption for small contractors in
S.1394. This action will put teeth back into the small contractor
exemption granted in the 1986 Tax Reform Act which was subsequently
preempted in the same legislation.

Origins of the Look-back Method of Accounting

With the 1986 Act, Congress prevented potential excessive deferral
of income available under the Completed Contract Method (CCM) of
accounting by replacing it with the Percentage of Completion Method
(PCM). There was concern that contractors -- mostly outside the
construction industry -- were deferring income received on long-term
contracts until their completion. However, Congress sought to
address the inherent drawbacks of the new Percentage-of-Completion
Method (PCM) where contractors must utilize estimates to report
income during each year of the project.

Eliminating the use of CCM prevented the possiblity of contractors
deferring any substantial income. Nevertheless, Congress
implemented the Look-Back Method (LBM) which was intended to both:
(1) prevent manipulation of the estimates required under the PCM;
and (2) provide relief to taxpayers who inaccurately estimate
profits under the PCM.
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As the industry expected, real "relief" can never materialize so
long as the look-back rule is in place for construction. Our
industry's longstanding business practices do not dovetail with the
LBN's assumptions or intentions.

Contractors, who survive by making accurate low bids in a highly
competitive industry, remain profitable only by completing a
project under cost. Thus, it is in their interest not to
underestimate costs or overestimate revenue. These business
factors prevent the kinds of "manipulations" that are of such
needless concern. Instead, the LBM has become a costly,
unnecessary burden during a period of steep recession, if not
depression, for the construction industry.

The Look-back Rule's Impact on Small Contractors -- When an
Exception's Not an Exemption

When Congress created the LBM, it recognized the complexities faced
by small contractors. As a result, it provided an exemption in the
1986 Act for contractors with average annual gross receipts of
under $10 million. Unfortunately, the same law requires all
contractors to apply the PCM for Alternative Minimum Tax (AMT)
purposes -- and PCM requires computing the LBM. Incredibly, this
means that while small contractors are exempt from the LBM for
regular tax purposes, they must apply it for ANT purposes. In
effect, the exemption is nullified by a separate AMT provision.

It is not clear if Congress intended small contractors to apply
look-back for ANT purposes after granting an exemption for regular
tax purposes. We have found no evidence that it was your intention
-- nor would it make sense from a policy or fairness standpoint.
It is clear, however, that an immense administrative nightmare has
been dealt to all small contractors. The LBM's compliance costs
far outstrip any perceived benefits to either the Treasury (the
Internal Revenue Service has stated that look-back is revenue
neutral) or the taxpayer in the form of a refund.

Two typical examples help drive the point home: A contractor in
Austin Texas received an $850 look-back refund in 1988 while paying
$1500 in additional administrative and accounting fees. A
contractor in Arkansas had to pay $2300 in administrative costs to
comply, yet there was zero change in his tax liability.

Yes, some very large contractors are able to manage the Look-back
computations, but at a hefty cost. A billion dollar construction
firm in Houston spent $250,000 to install an accounting system to
track costs, receipts and perform look-back procedures.

Although we believe that the $10 million level is not
sufficient as a point of segregating a substantially large
contractor versus a small contractor, it has been set by Congress
as a point of delineation. Therefore, we believe that those
long-term contractors meeting the $10 million exception under IRC
Section 460(e) should not be required to compute interest under the
LBM. There is no doubt on this point -- regulations issued in 1990
reflect that small contractors are subject to the LBM regardless of
whether or not they are also required to pay Alternative Minimum
Tax (ANT).

A Rug* Compliance Burden With No Real Benefit to the Treasury or
the Taxpayer

The typical situation of the small contractor is that regular
taxes are computed under either the CCM or the cash method and the
contractor is subject to ANT only in situations where a significant
deferral is being obtained by these methods over the PCN. However,
under the LBM the contractor is required to recalculate their PCX
income annually and recalculate the tax to determine if there is a
difference in the AMT reported or if the contractor is subject to a
hypothetical AMT in the prior years.
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These complex calculations must be done even if there is no effect
in order to document that the LB does not aRoly and for
consideration of reversals in future years.

The Look-back Interest Penalty Is Not a Compliance Tool: It has
been our firm's experience that the resulting interest payment for
small contractors is too small to serve as a legitimate compliance
too. More often it is the case that the contractor receives a
small refund after computing look-back. Further, the government
may actually be losing revenue because the taxpayer's cost to
comply with the LBM is deductible and the government must process
and audit expanded compliance filings.

For example:

Assume the situation where a small contractor's gross income is
$10,000,000. In establishing a range, assume that our results are
better than the average or $500,000 ($10,000,000 x .05). The
contractor's net earnings are assumed to be 5% of gross income.
(The Construction Financial Management Association 1990 Annual
Financial Survey shows a 2% average net earnings percentage).

Assume also that this contractor overstated his total costs and
consequently, underreported profit by 15% as determined at the end
of Year 2 when the job is completed. The result is $75,000 of
underreported income on which a hypothetical tax liability must be
determined under Step II of the LBM.

Because this is a small contractor, the only liability under the
LBM is the AMT. Twenty percent (the AMT rate) is applied to the
hypothetical underreported income resulting in $15,000 of
hypothetically underreported tax. It would appear that by applying
a flat 10% LB interest rate, the effect is $1,500. of LB interest
payable to the IRS. This result is .00015 of gross receipts
($1,500 divided by $10 million). However, what is not reflected in
these numbers is the percentage-of-completion effect at the end of
Year 1. If the contracts were 50% completed at the end of Year 1,
the resulting LB interest is less.
ConsiderinW the fact that the contracts will reverse in the next
year (or years). the only effect is the time value of money of the
one-year deferral. Again, this is not the normal situation. It is
rare to have such estimates so far from the actual results and
gross revenues on average are not $10 million for all small
contractors. We thus conclude that the LBM will provide an
insignificant result when the LBM is performed for small
contractors.

Supporting this conclusion is the Zelenkofske, Axelrod & Co.'s
Percentage-of-Completion Method-Look-Back Surveys. According to the
May 1990 survey we found the following:

a) Nearly 75% of the taxpayers surveyed did not owe the IRS
any interest;

b) 50% of those taxpayers meeting the small contractor
exception had effect; and

c) Less than 5% of the taxpayers involved in the survey
owed LB interest to the IRS of more than $3,000.

As a member of the Continental Association of CPA Firms, Inc.
(CACPA), we have solicited similar data from other CACPA firms
around the country. These responses are similar to our own
findings. Also, the Associated Builders and Contractors, Inc. has
had similar responses with their requests for data.
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summary of- Arguments For the Small Contractor exemption

We believe there is a great need to exempt small contractors for
the following reasons:

1) The administrative burden is immense to the small contractor:

(A) Computations must be performed even though there may
be no effect;

(B) Current de minimis rules provide limited, if any,
relief;

(C) Simplified methods available provide limited, if
any, relief to the small contractor (see Appendix);

(D) The proposed de minimis rules provide insufficient
relief to the small contractor (Appendix);

2) The LBM is not a "watchdog" on the construction industry as
intended. Most small contractors do not fully understand the
impact of the LBM and are thus not motivated to change
estimates utilized in recognizing income under the PCM.

3) The true "watchdog" on the construction industry is surety and
banking requirements imposed on small contractors which
motivate them to aggressively report higher income and thus
accelerate their tax liabilities.

4) There is no abuse by small contractors in reporting under
the PCM as evidenced by the fact that the LBM has not resulted
in a windfall to the Treasury. In several surveys, it has
been found that the LBM results in minimal interest either
payable by, or receivable to, the contractor.

5) The small contractor is now forced to face not one but two tax
acceleration mechanisms as a result of choosing the
construction industry in which to make a living. Both the AMT
and the LBM are accelerations of tax and interest that will
reverse in the following year or years.

It appears that it was not the intent of Congress to lay such a
heavy administrative burden on the small contractor considering
that Congress made available to these same taxpayers the ability to
utilize more simplified accounting methods for regular tax
purposes.

Conclusion

It is important to note that relief from the LBM for small
contractors can be accomplished without delving into larger AMT
reform issues. No statutory changes to the Alternative Minimum Tax
are necessary -- we are asking simply that the Look-back rule not
apply for AMT purposes.

ABC and the Associated Specialty Contractors believe that smaller
contractors are subjected to an unnecessary compliance burden and
should be exempt fully from the LBM. It is clear that the present
exemption fails to serve as such because of the need to perform
percentage of completion accounting for ANT purposes.

Strengthening the exemption falls fully within the context of
simplification, if not a technical correction, and deserves your
support. We urge that the Tax Simplification Act of 1991 be
amended to include a provision exempting small contractors from
look-back.
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DATE: March 15, 1991

TO: Robert Scarborough

Department of the Treasury

FROM: Richard R. Shavell, CPA

RE: SHIM Under Section 1.460(d)

BACKGRO&D:

The Simplified Marginal Impact Method (SMIM) simplifies the tax
computation for some taxpayers under the Look-Back Method (LBM) by
eliminating the need to redetermine their tax liability on a
hypothetical basis under Step Two of the LBM. The hypothetical
underpayment or overpayment is determined by multiplying the
hypothetical amount computed under Step One of 'the LBM by an
assumed marginal rate.

In certain situations the SHIM must be utilized by taxpayers and in
other circumstances it can be elected. When SHIM was originally
enacted as part of the 1988 Tax Act (TAMRA), the requirement was
that all widely-held passthrough entities (S corporations,
partnerships, and trusts) that performed domestic contracts were
required to use SHIM. This initial provision required that the
SHIM be applied at the entity level.

The language found in the Code expressly disallows the use of SHIM
by a closely-held passthrough entity. Because of concerns about
the administrative burden under Step Two, regulations issued in
1990 extended the use of SHIM to entities performing contracts not
covered by the statutory provisions. Chart I reflects in summary
form the level at which the SHIM must be determined.

Whether or not the SHIM provides sufficient benefit to taxpayers
who make the election available under Regulation Sl.460-6(d).

Electing taxpayers under the SHIM are provided limited relief from

the administrative burden caused by the LBM.

RECOMMENDATIONS:

1. Small contractors

a. Exempt small contractors from the LBM;
b. Alternatively, provide that small contractors electing

under SHIM are not liable for look-back interest if they
were not subject to AMT in a particular year;

2. Eliminate the overpayment ceiling;

3. Permit all electing taxpayers to apply the SHIM at the entity
level;

4. The mandatory use of SHIM by widely-held passthrough entities
should be made elective.

DISCUSSIO s
Small Contractors

The small contractor under 460(e) who does not utilize the
percentage-of-completion method (PCM) for regular tax purposes
should carefully consider the election to use the SHIM. The only
impact of the LBM is if the small contractor is also subject to AMT



410

because under the AMT rules PCM is required to be used in
determining AMTI (alternative minimum taxable income). A mni.Q
disadvantage to the small contractor of electing_ the simolified
method Aj foregoing the benefit in later yearn 2 he corresponding
increase in the hypothetical AMT credit carryover.

The following analysis mirrors Exanple 7 under 1.460-6(h)(8),
except for the fact that the taxpayer elected the SHIM.

Should a small contractor be subject to AM?, and under Step
One of the LBM determines that he has underreported his gross
profit during the prior year (1988) under PeM, he will have a
higher hypothetical AMT. LB interest is then charged on this
underpayment from the due date of the prior year's return
until the due date of this year's return (1989).

Assume that during this year (1989), the contractor's gross
profit was to reverse itself and regular tax is higher than
tentative minimum tax. During 1990 when the LBM is performed,
assume that the Step One calculations looking back to 1989
result in a minimal underpayment or overpayment and that AMT
is still not a factor in determining the tax liability for
this year (1989).

In performing the LBM, the prior hypothetical calculations are
also taken into account. Thus the 1988 increase in
hypothetical AMT results in an increased hypothetical AMT
credit carryover. Recalculating the tax for 1989 under Stop
Two of the LBM results in an overpayment of tax for 1989 (this
assumes no limitation on the AMT credit during 1989).

For example, assume two situations as follows with differing
regular tax liabilities:

Case 1 Clase 2
AMT NoAT

Regular Tax $. 0 $322,000

AMTI 100,000 100,000
Tax Rate . 2Q% 20%

Tentative Minimum
Tax 20,000 20,000

Regular Tax .00 3Q,00

AMT , 15,00

Further assume that under Step One of the LBM there is hypotheti-
cally underreported income in the amount of $10,000. If the actual
method is used, Case 1 would have a hypothetical underpayment of
$2,000 ($10,000 X 20%) of tax, whereas in Case 2 there would be no
effect. The $2,000 increase to tentative minimum tax will result
in no additional taxes under Case 2 ($22,000 versus 30,000 still
results in no AMT).

However, if the SHIM was elected under Case 2, there would have
been a hypothetical underpayment of $2,000 on which to calculate
look-back interest. This is because a-cording to the above quoted
sentence, the fact that the taxpayer was not subject to AMT is not
taken into account.

One must then question the advantage of SHIM to the small con-
tractor. AMT is the acceleration of tax to the small contractor as
a result of a timing difference from using an advantageous
recognition method. However, the LBM is aimed at correcting
another timing difference, namely estimates being utilized under
PCM. Here, SHIM does not provide the correct timing result to the
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small contractor because the liability under the LBX may never
reverse when the liability under the SHIM arises in a year when the
contractor is not in an AMT position.

Limited Benefit of SMIM

ZA experience is that under typical circumstances the SHIM will not
sianif cantlv reduce the adninietrative burden of the LaM. This is
because the majority of the administrative burden is found under

With this result, the taxpayer is entitled to LB interest from
the due date of the 1989 return until the due date of the 1990
return. This is the same length of time and the same amount
of LB interest that was required to be paid by the taxpayer in
the prior year. If interest rates do not differ significant-
ly, the true effect is insignificant to the taxpayer -
interest went out and was returned one year later in the same
amount.

The above example shows the limited effect of the SHIM on the small
contractor and further supports the position that small contractors
should be exempt from the LBM. Also highlighting this point is the
Zelenkofske, Axelrod & Co., Ltd. 's Percentage-of-Completion Method
Look-Back Survey which reflects a lack of abuse under PCM by the
small contractor and thus minimal impact of the LBM on that class
of contractor.

The benefits of the simplified method are the apparent easing of
the administrative burden by foregoing the complex calculations
found in Step Two of the LBM. However, the typical small
contractor electing the SHIM would actually forego any benefits of
the increased hypothetical AMT credit, the AMT exemption, and the
allowable credits that offset AMT. It appears that this is a major
disadvantage in electing the simplified method if you are a small
contractor.

Another issue is found in Regulation Section 1.460-6(d) (2) (i) which
raises an interesting predicament for the small contractor electing
SHIM. This section reads in part;

The hypothetical underpayment or overpayment of tax for each
year of the contract (a "redetermination year") is determined
by multiplying the applicable regular tax rate by the increase
or decrease in regular taxable income (or, if it produces a
greater amount, by multiplying the applicable alternative
minimum tax rate by the increase or decrease in alternative
minimum taxable income, whether or not the taxpayer would have
been subject to the alternative minimum ta)) as a result of
reallocating income to the tax year under Step One.

Does this mean that the small contractor must pay LB interest on an
amount of hypothetical underpayment even if the contractor was not
liable for AMT in the prior year? We then must question why would
the small contractor consider electing the simplified method under
the LBM.
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Step One not Step Two of the LBM. This conclusion is echoed by a
commentator (W. Eugene Seago) on the LBM:

Not much is gained in terms of reduced costs of compliance by
electing the SMIM, unless the taxpayer has complex credit
carryovers. That is, the income for contract years and for
those years affected by carryovers to and from contract years
must (still) be recomputed. (The Journal of Taxation,
December 1990, p.390).

Overayment Ceiling

Certain taxpayers that experience wide fluctuations in income could
be adversely affected by the Overpayment Ceiling. It would appear
that this rule is a "heads I win, tails you lose" type of arrange-
ment. With the upside to the IRS and not to the contractor, it is
questionable whether a contractor would elect SMIM.

Level of Application

To truly ease the administrative burden under Step Two of the LBM,
the SMIM should always be applied at the entity level. The
Service's concern that there would be no practical application of
the overpayment ceiling (see Preamble to Regulations) should not be
an issue. The issue is the timing of income recognition and not
tax. It is recognized that permanent* differences in tax is not
feasibly addressed by the LBM but only timing differences (see
Preamble) can be addressed. "Accordingly, the look-back method
does not replace the requirements to properly estimate total
contract price and contract costs in reporting income under the
percentage of completion method for each year of a contract."

If the overpayment ceiling were removed as discussed above, the
Service's concern here is unnecessary and all entities could apply
SMIM at the entity level.

Mandatory Use of SMIM

It is not clear why widely-held passthrough entities are treated
differently than other passthrough entities in that they must
utilize the SMIM. This is arbitrary application of the require-
ments under the SMIM and the LBM and should be corrected.

/mhs:wpl9

cc: Stephen F. Deviney, CPA
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CONLUNIQIN

The propo.,d 10% rule will not preclude the small contractor from facing the complications under Step Two
of the LBM. Further, the proposed rule will exacerbate the administrative burden already facing the small
contractor under Step One of the LBM.

The small contractors' exception from LBMprovided in the 1986 Tax Reform Act was unintentionally nullified
by the requirement that they perform LBMfor AMTpurposes (we have found no language in the Committee
or Conference report to indicate it was intentional policy). The administrative burdens far outweigh the
intended and perceived benefits to the Treasury. Simplification is not just warranted here but also
desperately needed.
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STATEMENT OF THE AIRCRAFT OWNERS AND PiLOTs ASSOCIATION

Mr. Chairman, my name is Thomas B, Chapman. I am Vice President and Legis-
lative Counsel for the Aircraft Owners and Pilots Association.

AOPA represents the interests of 300,000 individual members who own and fly
general aviation aircraft to fulfill their personal and business transportation needs.
That is 60% of the active pilots in the United States. AOPA members own or lease
62% of the aircraft in the general aviation fleet.

We appreciate the opportunity to present this statement for the record to the Sub-
committee on Taxation and express our views on an issue of great concern to the
general aviation community. We ask the Subcommittee to consider, through the tax
simplification process, modifying the way the excise tax on aviation gasoline--or
avgas-is calculated and levied.

We ask the Subcommittee to make this change because the current tax structure
links the aviation gasoline tax to the tax on motor gasoline. As a result of this un-
necessary link, the net tax of 15 cents per gallon on aviation gasoline is divided and
levied on both the manufacturing and retail levels. Severing the relationship be-
tween the avgas and motor fuel taxes would result in a simpler and more managea-
ble collection process.

In addition, maintaining the current tax structure could have a costly and poten-
tially devastating impact in the future. Due to the current relationship between the
taxes, it is unlikely that the motor fuel tax rate could be increased without also in-
creasing the avgas tax--even if Congress did not intend to increase the avgas tax. If
such a scenario were to occur, Congress would be forced to devise a mechanism to
compenaatp the avgas user for the unintentional increase in the tax. This would
probably require the imposition of a burdensome and costly refund system with
which the consumer must comply and which the Internal Revenue Service must ad-
minister.

The realistic possibility of such a scenario was made apparent just a few weeks
ago. The general aviation community was caught in the middle of the heated battle
over the five cents per gallon motor fuel tax increase which the House is consider-
ing as part of the reauthorization of the Surface Transportation Assistance Act. Be-
cause of the link between the motor and avgas taxes, complicated by an erroneous
belief that it is impossible to distinguish between motor gasoline and avgas, the
House was considering increasing the avgas rate and forcing the user to apply for a
refund.

A refund scheme would theoretically address the tax rate problem. But there is
no doubt that such a mechanism would unreasonably burden the user, as well as
the Internal Revenue Service, should every aviation gasoline consumer be forced to
obtain a tax refund.

Again, the unnecessary link between the two taxes is the basis of the problem.
There is no reason why avgas and motor fuel cannot be taxed separately. The two
fuels are very distinct products. Aviation gasoline is cleaner and more thoroughly
refined than motor gasoline, and it is blended to a distinct formula. Because avgas
contains small amounts of lead, the two fuels cannot be mixed. They are refined and
distributed within separate systems.

Currently, the 15 cents per gallon tax on avgas is levied on two levels. A tax of 14
cents per gallon is imposed on the manufacturers' level under Code Section 4081
and a one cent per gallon retail tax is levied under Code section 4041. Section 4041
establishes the retail portion of the aviation gasoline tax by subtracting the motor
tax rate from the net tax rate of 15 cents per gallon on avgas. In other words, the
current motor tax of 14 cents is subtracted from the net avgas tax of 15 cents, yield-
ing a retail tax on avgas of 1 cent per gallon.

(414)
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If this method of calculating the tax is retained, a refund mechanism would be
needed to bring the net avgas tax to its intended level of 16 cents-should the high-
way tax rate ever be increased above 15 cents per gallon. We recognize that an in-
crease in the motor fuel tax is far from becoming law. But eliminating the possibili-
ty of a complicated refund mechanism, coupled with the simplification of the collec-
tion process, merits consideration of an alternative approach.

One solution to simplify the tax structure and alleviate the potential burden on
the IRS and the consumer would be to tax avgas separately under Section 4081, and
collect the entire 15 cents at the manufacturers' level. This change could be accom-
plished by adding a new paragraph setting the manufacturers' tax rate for aviation
gasoline at 15 cents per gallon and by also deleting the provisions of Section 4041
that impose a retail tax.

This is only one possible solution. There may be other alternatives, and we would
support any approach that would simplify the tax structure and eliminate the ne-
cessity of a complicated and burdensome refund mechanism in the future. We cer-
tainly offer our assistance.

Other general aviation organizations have expressed their desire, as well, to see
change in this area. In addition, initial reaction from the major refiners of aviation
gasoline has been supportive of such an action.

Again, Mr. Chairman, we appreciate the opportunity to offer testimony on this
subject. We are always available should you have questions or need additional infor-
mation.
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STATEMENT OF AMERICAN COUNCIL ON EDUCATION

The American Council on Education (ACE), the National Association of College
and University Business Officers (NACUBO), and the College and University
Personnel Association (CUPA) applaud the leadership of Senators Bentsen,
Packwood and Pryor on pension simplification issues. ACE, NACUBO, CUPA and
other higher education associations that support this statement represent the
majority of the nation's colleges and universities.

During the debates surrounding the passage of the Employee Retirement Income
Security Act of 1974, the pension plans of higher education were cited by Senator
Jacob Javits for their leadership in pension design issues, especially vesting and
portability. Since 1974 colleges and universities have amended their retirement
plans to comply with numerous changes in the federal tax requirements for pension
plans. The most significant change was the Tax Reform Act of 1986 which applied
nondiscrimination rules for the first time to the 403(b) retirement plans of
educational institutions effective with plan years beginning on or after January 1,
1989. "

Higher education believes that equitable pension benefits for all employees is an
important public policy goal, but complicated micro-management of retirement
plans burdens and frustrates employers and reduces the resources available to
provide benefits to employees. The areas targeted for simplification can greatly ease
the burden of pension plan administration for colleges and universities and help
the individual taxpayers understand and comply with the law. In particular, the
"Employee Benefits Simplification and Expansion Act of 1991" (S.1364) provides a
workable framework for employers while reinforcing existing pension policy.

Simplifying the 401(m) Matching Test

We encourage the Finance Committee to extend relief to pension plans in which
employees share in saving for their future security and to which employers make a
substantial matching contribution or a minimum contribution for all employees.
Design-based safe harbors, as proposed by Senators Bentsen and Pryor, offer a simple
method of compliance yet assure equitable treatment for lower paid workers. The
majority (75%) of defined contribution 403(b) pension plans at colleges and
universities are contributory, fully vested plans. All but a handful of these plans
provide at least a dollar-for-dollar match of employee elective contributions. Many
provide an even greater matching contribution.

The 401(m) matching test duplicates, in most aspects, the Average Deferral
Percentage (ADP) test under Section 401(k) of the Internal Revenue Code. 401(k)
plans primarily supplement the basic pension benefits provided through defined
benefit plans. In contrast, the matching 403(b) pension plans provide the asic
retirement plans at colleges and universities and other educational employers.

Recent trends in pension plan design show an increasing preference for defined
contribution pension plans, especially among midsized and small employers.
Design-based safe harbors that require employers to offer fully vested matching
contributions as a trade off for relief from administrative complexity should help to
make pension benefits more portable.

Since the passage of the Tax Reform Act of 1986, colleges, universities and schools
have struggled with the matching test under Section 401(m), with no specific
regulatory guidance on how these requirements apply to 403(b) retirement plans.
The notices published by the IRS offering safe harbors for 403(b) plans addressed
only noncontributory plans and suggested a "good faith" standard for other areas of
compliance. In the recently released final regulations covering nondiscrimination
testing under Section 401(m) the IRS prohibited the use of restructuring for these
plans. Based on the experience of the last two years, many of the academic pension
plans met the 401(m) test's current parameters. Some colleges have increased
participation in their plans by reminding employees about the many benefits of
joining the pension plan and other colleges have offered an across-the-board, base
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contribution (acting as a qualified nonelective contribution) for all employees of 3%
or more.

Employers in higher education welcome the comfort that design-based safe
harbors provide and the corresponding reduction in excessive administrative cost
and burden. The employer contributions required under S.1364 would provide
meaningful benefits. The 100% match safe harbor would result in a total
contribution of at least 6% for participants. The other safe guards of S.1364 would
prevent these plans from favoring highly compensated employees. Full and
immediate vesting of employer matching contributions represents a significant
enhancement to nonhighly compensated employees who make frequent job
changes. The 403(b) plans at colleges and universities already fully vest benefits for
all plan participants. The bill's written annual notice requirement would guarantee
that employers inform employees about plan benefits and would result in broad
participation. Complying through a safe harbor would eliminate the massive
collection of employee payroll data every year greatly reducing the plan's
administrative cost. Already the new layer of complexity imposed by numerical
nondiscrimination standards has forced a number of educational institutions to add
staff to collect data and test or to pay substantial sums to benefit consultants on a
yearly basis.

Importantly the safe harbor approach allows employers who want more flexibility
to still test under the existing rules. Representative Rostenkowski has suggest
replacing the existing 401(m) matching test. H.R. 2730 would use the average
contribution percentage (ACP) for the nonhighly compensated employees in the
prior year and limit the current contribution for each highly compensated employee
to two times that ACP amount. While this proposal reduces the year-end
uncertainty and eliminates adjustments to satisfy the 401(m) test, H.R. 2730 still
requires extensive data collection and testing. By replacing the existing test rather
than allowing a statutory safe harbor, H.R. 2730 would involve costly
reprogramming of testing and payroll systems.

Rollovers and Transfers

A recent report to Congress on mandatory retirement in higher education
conducted by the National Research Council cautioned, "In the context of ensuring
an adequate pension income over time, allowing faculty to withdraw pension funds
at or before retirement is less desirable. The Committee believes the goal of
providing pensions for faculty members is to ensure a continuing standard of living
in retirement. It believes colleges and universities can best achieve this goal by
providing payments over the course of a retirement." We agree that preserving
pension assets and guaranteeing lifetime income are crucial aspects of pension
plans.

In fact, the higher education pension system has offered a model for pension
portability. In recent years, some colleges and universities have introduced
flexibility to allow plan participants to "cash out" all or part of their pension funds at
retirement or termination. While this option transfers control over pension assets
to the employee who can reinvest or spend as he or she desires, it also passes a
responsibility. Statistics from the Employee Benefit Research Institute and the
Department of Labor analyzing what happened to the $48 billion workers received
in 1988 as lump sum distributions from pension plans are disturbing. The numbers
suggest that workers may take this responsibility lightly. Inadvertent cash outs from
the nation's pension system could weaken footings of a sound national policy that
provides income for workers when their careers are over. Premature use of these
assets might exert pressure to increase Social Security benefits just when the baby
boom generation begins drawing benefits.

Simplifying the rollover rules would provide relief for the individual taxpayer.
Participants are often unaware of or may be wrongly advised about the current
requirements for a triggering event or at least a 50% distribution for a partial
rollover. At times employees can fall unsuspectingly into a tax-trap. Allowing
rollovers of any pension distribution, except amounts required under the



418

minimum distribution rules, would preserve pension assets for their important and
intended purpose. The approach in S. 1364 greatly simplifies the complicated
rollover rules.

The direct transfer mechanism that Senators Bentsen and Pryor propose in
S. 1364 addresses the concern former Labor Secretary Elizabeth Dole expressed for
employees who spend their lump sum pension distributions on BMWs rather than
save the funds for their future. The benefit of compounding these funds in an IRA
or other pension plan is significant and difficult to replace. For example, an
employee who saved $2,000 each year in a pension plan between the ages of 31 and
40 with no further contribution would have an accumula4on of $191,210 at age 65
based on earning 8.25% annualized investment return. If -he employee terminates
employment at age 40 and chooses to spend the lump sum rather than preserving it
for retirement, a $2,000 contribution every year from age 40 until age 65 would only
replace $158,359, assuming the same 8.25% interest rate.

While S. 1364 would not prevent a terminating employee who wanted cash from
taking it, the bill would put the brakes on any rash or inadvertent action by
requiring the plan to transfer the money to an IRA or other pension plan. This is
not a perfect answer, but this step would add an automatic delay and would Olve
lump sum recipients more time to consider the full implications of their actions.

Minimum Distribution Relief

Employees of colleges and universities who decide to continue workin* beyond
age 70 have a difficult time reconciling the conflict that exists between social policy
and tax policy. While eliminating the half-year from the starting age criteria would
help, the individual taxpayer has more significant problems with the minimum
distribution rules. Faculty and staff over age 70 are totally confused when informed
that while the Age Discrimination in Employment Act as amended encourages
them to stay in the workforce, tax laws require employees over 70 1/2 to start
income from the pension plans to which they still contribute. The complicated
calculations and adjustments are manual and may take several weeks to finalize.
Each year the taxpayer must start over again and adjust the minimum distribution
amount to reflect the prior years' contribution. The proposal in S. 1364 to limit the
minimum distribution requirement to active employees who are 5% owners and to
IRAs would apply more consistent, public policies to workers over age 70. With the
uncapping of mandatory retirement for tenured faculty, the level of confusion will
increase unless Congress provides some relief.

Section 457 and Nonelective Compensation

In recent years, Congress has passed legislation designed to protect the rights of
older Americans who remain active in the workforce. Amendments to the Age
Discrimination in Employment Act have uncapped the mandatory retirement age
for the general workforce but allow an exception for tenured professors until 1993.
Th, Committee on Mandatory Retirement in Higher Education which studied this
issue for Congrebs released its report on May 21, 1991. The Committee found that
the evidence did not support continuing the exemption for tenured faculty. They
recommended the use of early retirement incentives as an alternative and urged
institutions to consider using this important tool to ease the impact of uncapping.
Realizing that such incentives pose special challenges for the defined contribution
plans prevalent in higher education they recommend that "Congress, the Internal
Revenue Service, and the Equal Employment Opportunity Commission permit
colleges and universities to offer faculty voluntary retirement incentive programs
that: are not classified as an employee benefit, include an upper age limit for
participants, and limit participation on the basis of institutional needs."

Defined contribution retirement plans do not have the flexibility to incorporate
early retirement incentives similar to those that defined benefit pensions offer.
Because of the annual contribution limits under Section 415, there is no directly
comparable action that a college's defined contribution pension can provide
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equivalent to adding five years of service to a defined benefit formula for early
retirees. Generally, under a defined benefit plan additional years of service still fall
within the limits of Section 415 while the actual funding for these incentive benefits
is spread over several years. Defined contribution plans build-up retirement
benefits by compounding contributions with interest over a working career.

Funding an early retirement incentive under a defined contribution retirement
plan typically involves purchasing an annuity. An increase In monthly pension
income of $100 could easily cost $12,000 for an employee age 60. Even a modest
incentive could exceed the $30,000 contribution cap under Section 415 for defined
contribution plans. Colleges and universities cannot accelerate several years of
contributions Into their retirement plans as a voluntary incentive to encourage
early retirement.

Prior to the Tax Reform Act of 1986 (TRA86), colleges and universities offered
early retirement incentives as deferred compensation. TRA86 applied the limits
under Section 457 to deferred compensation plans of nonprofit employers. In
addition, the unfunded nature of Section 457 contributions prohibits private
colleges and universities from using a 457 plan for the majority of their employees
since ERISA requires funding for all but "top hat" plans. We suggest that the
Finance Committee enact provisions in H.R. 2641 that would amend Section 457 of
the tax code so that the $7,500 limit does not apply to nonelective deferred
compensation, as defined by the Secretary. We urge Congress, at a minimum, to
specify that nonelective deferred compensation does not include early retirement
incentive payments.

Definition of Highly Compensated Employees

We believe that the proposals to simplify the definition of highly compensated
employees based on one indexed salary level would reduce the administrative
burden and not target middle income employees unfairly. S. 1364 relaxes the
requirement that tax-exempt employers have at least one highly compensated
employee. This would ease compliance for 74 colleges that according to the 1990-
1991 CUPA CEO salary survey have presidents who earned less than $61,000.
Among midsized four-year colleges, the average salary for the highest ranking full
professors is $45,000 a year. Most importantly, this provision will help the majority
of independent schools with compensation levels well below these figures.

Leased Employes

We agree that the current historically performed test to determine if leased
employees should be included in nondiscrimination testing is unworkable. Some -
colleges and universities have always contracted out their food service activities and
an increasing number have done so in the last ten or more years. Under this type of
contract, the educational institutions have no performance control or information
on these employees. We concur that a control test is a more practical standard.

Small Employer Plans

If the experience of the education community is any guide, reducing the
complexity for small employers should achieve the goal of all the simplification
proposals: expanding pension coverage for the nation's workforce. Most nonprofit
colleges and universities are very similar to small employers: they cannot spend
large amounts of dollars on plan administration and they seek to maximize every
dollar to provide benefits for employees. Based on surveys completed by Teachers
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Insurance and Annuity Association and the College Retirement Equity Fund (TIAA-
CREF), pension plan coverage is virtually universal in the academic community.By 1980, 97% of four-year colleges employing 99.7% of all full-time faculty and
administrative staff had retirement programs. The coverage status of clerical-service employees was equally impressive. 90.2% of institutions which employed98.9% of clerical-service employees at four-year colleges offered retirement plans.The statistics for two-year colleges are comparable. These figures are significantwhen compared to the fact that only 55% of the nation's workforce is covered by a
pension plan.

The fact that the 403(b) plans that are prevalent in higher education were simpleand very inexpensive to administer and easy for employees to understand,
encouraged and made possible the broad expansion of pension coverage in highereducation. Keeping it simple works. Expanding Simplified Employee Pension Plansto a broader range of small employees or offering PRIME accounts to small
employers, should result in expanding the nation's pension coverage.
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STATEMENT OF THE AMERICAN PETROLEUM
INSTITUTTE

The American Petroleum Institute (API) represents over 250 companies
involved in all aspects of the oil and gas industry, including explora-
tion, production, transportation, refining and marketing. In addition
to comments on specific provisions in the captioned bills, API would
like to present again several simplification proposals made in the past.
API welcomes this opportunity to comment, particularly since it has
become increasingly difficult, and disproportionately expensive, for
U.S. petroleum companies to discharge their tax compliance obligation
in this era of explosive growth of statutory and regulatory complexity.

I. GENERAL COMMENT

Over the years, particularly because of the changes brought about by the
Tax Reform Acts of 1984 and 1986, the Internal Revenue Code and the
regulations thereunder have created the most complex income tax system
in the world. This complexity jeopardizes the efficiency of the system
in that the collection cost (both to the government and taxpayer)
becomes unreasonable as compared to the revenue; such complexity also
jeopardizes viability in that enigmatic or conflicting aspects of the
Code or regulations fail to become operative as intended.

Complex statutory provisions bring a tendency to leave the detail to
administrative implementation. The latter often takes years, creating
long periods of uncertainty and uncontrollable exposure for taxpayers;
when administrative guidance is finally issued it is often too biased
against the taxpayer. It then may take even longer to correct the
administrative excess either through the burdensome regulations comment
and hearing process, or sometimes even through further legislation.

As expressed in a submission of last February to the tax-writing
committees, API has welcomed Chairman- Bentsen's tax simplification
initiatives. Despite the rather limited scope of the simplification
bill, we highly commend it as a first step in the right direction and
hope the process will lead to more extensive simplification improve-
ments. And we would hope that the Committee, when evaluating any
simplification proposal, would be mindful of the primary qualities of
a found tax system: simplicity, efficiency (proportionality of com-
plihnce cost to incremental revenue), viability (intelligibility and
administrability of a rule), and equity.

II. S. 1394, THE TAX SIMPLIFICATION ACT OF 1991

A. Foreign Provisions

1. Substitution of the Passive Foreign Corporation for the
current full inclusion rules of present law.

Until the enactment of the passive foreign investment company rules in
1986, there was no overlap between the U.S. taxation of passive versus
active foreign corporations. However, in 1986 Congress passed the
passive foreign investment company ("PFIC") rules with the intent of
imposing current U.S. taxes on the U.S. shareholders of publicly held
foreign corporations whose activities or assets were predominantly
passive. In essence, the PFIC rules were designed to eliminate U.S. tax
deferral for investors in offshore mutual funds. Unfortunately, the
statutory definition of a PFIC unwittingly includes certain foreign
operating subsidiaries. The PFIC rules overlap the U.S. tax rules
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covering controlled foreign corporations. This creates unnecessary
complexity and forces U.S. oil companies into costly information
gathering and reporting regarding foreign Corporations and to make
"qualifying elections," but does not raise any additional tax revenues,
i.e., active foreign corporations meeting the PFIC definitions typi-
caiy either have no earnings or all their earnings constitute subpart
F income.

Consolidation of the various U.S. tax rules covering investments in
passive foreign corporations (PFCs) by individual investors is
worthwhile and simplifies the Code. However, such a consolidation
should not result in an expansion of the anti-deferral rules, par-
ticularly not in the case of controlled foreign corporations (CFCs)
which are already subject to the encompassing anti-deferral regime of
subpart F. The reduction of the passive income threshold from 75 to 60
percent of gross income is a bad idea, complicates the administration
of the Code, and continues the overlap problems of the PFIC regime.
Similarly, the elimination of the high-tax exception for CFCs (current
Code section 1293(g)) appears to be aii unwarranted denial of an
established subpart F relief. (The Technical Explanation of the Tax
Simplification Act of 1991, JCS 10-91, at page 41, discount the
importance of this exception when describing this aspect of the passive
foreign corporation regime as preservation of current rules.) The high-
tax exception had been added by the Technical and Miscellaneous Revenue
Act of 1988, P.L. 100-647, to coordinate the rules applicable to CGCs
under subpart F and under the PFIC regime. (see H.R. Rep. No. 100-795,
at 271 et sep.) There is no reason to reverse that result because PFCs
replace PFICs.

As indicated in previous API submissions, foreign affiliates of U.S.
multinationals actively engaged in foreign oil and gas exploration and
production or refining business activities can fall within the defini-
tion of a PFIC in a year in which it has no foreign oil production or
incurs negative gross margins due to high raw material costs. In order
to comply with U.S. PFIC rules, U.S. oil multinationals have had to
apply the PFIC asset and income tests to each foreign affiliate and to
make "qualifying PFIC elections" for foreign affiliates which fall
within the PFIC definition. Typically, such corporations had no
earnings and profits or their earnings and profits were already subject
to U.S. taxation under the subpart F rules. As proposed, API cannot
support the passive foreign corporation rules. Either the rules need
to be written so as to apply only to noncontrolled foreign corporations,
or the definition of a passive foreign corporation has to be modified
so as to exclude foreign affiliates with no earnings and to substitute
a gross revenue for the gross income test.

2. Modifications to provisions affecting controlled foreign
corporations.

a. Treatment of income from the disposition of the stock
of a lower-tier CFC.

API supports the proposal to adjust an upper-tier CFC's basis in a
lower-tier controlled foreign corporation to reflect undistributed
previously taxed subpart F earnings of the lower-tier corporation. The
failure to have such a rule is either a trap for the unwary or neces-
sitates costly and time consuming efforts to restructure a transaction
to avoid double inclusion of income. Furthermore, API supports the
proposed adjustment to the characterization of.-certain CFC gains
realized on the disposition of stock in a related foreign corporation
as dividends under the principles of Code section 1248 but believes that
the same country exception set forth in section 954(c)(3) should apply.

API supports the proposed reduction in the subpart F income reportable
by a U.S. shareholder in the year it acquires shares in a CFC from
another U.S. shareholder.

b. Foreign tax credit in year of receipt of previously
taxed income.
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API opposes the repeal of rules permitting an indirect foreign tax
credit to be claimed with respect to a distribution of previously taxed
earnings and profits. Being elective, this provision does not cause
compliance problems but serves as a safeguard against double taxation
in extraordinary circumstances.

3. Translation of foreign taxes into U.S. dollar amounts.

API supports the concept that section 986(a) of the Code must be amended
but believes that the appropriate exchange rate for foreign taxes should
be the same rate as used for related income inclusion. The adoption of
any rule other than the use of the same rate for taxes and income
creates unnecessary complexity and causes a mismatching of income and
foreign tax credits.

4. Foreign tax credit limitation under the Alternative Minimum
Tax,

API supports the proposal to allow an elective use of regular tax
foreign source income in the numerator of the foreign tax credit
limitation fraction. However, API believes greater simplification will
be achieved through continuing the pre-1990 sourcing rule of former IRC
S59(a)(1)(C) for purposes of determining post-1989 ACE calculations.

B. Partnership Proceedings under TEFRA

In the partnership area the TEFRA audit procedure changes are welcome
relief from perplexing, and often unfair, results of the current rules.
A few comments on particular aspects of the proposal.

1. Expand small partnership exception.

Under the proposal a corporate partner would no longer disqualify a
partnership with 10 or fewer partners from being excepted from the TEFRA
rules. The removal of the disqualifying taint from corporations is
welcome; if for any reason a particular venture wants to be subject to
the TEFRA rules, it could still so elect.

2. Extend time for filing of a request for administrative
adjustment.

The synchronization of the time for filing a request for administrative
adjustment with the statute of limitations for partnership items (i.e.,
period expires six months after statute has run) is a laudable reioval
of an unintended trap for the unwary in the current TEFRA. We also
commend the retroactive effect of the proposed amendment.

3. Suspend interest upon delay in computational adjustment
resulting from TEFRA settlement.

This is another example of a welcome and fair extension of the taxpay-
er audit and assessment rules to the partnership audit arena.

C. Mandatory Consistency Requirement for Large Partnerships (Act
Section 202)

Under current law, a partner may either report all partnership items
consistently with the partnership return or notify the IRS of any
inconsistency by filing Form 8082 with his tax return. The Act proposes
that a partner of a large partnership, as defined for audit purposes,
be required to treat partnership items on its tax return consistently
with the treatment of such items on the partnership's tax return, even
if such partner has knowledge of an error in the partnership's return
or in the information return (Form K-l) furnished to such partner. Act
Section 202, proposed 1.R.C. Section 6241(a). The sole purpose of the
consistency requirement is to permit matching of the items on the
partnership's return to the items on the partners' returns.

API opposes the proposed mandatory consistency requirement. In the case
of oil and gas partnerships, the Code permits, and in some cases
requires, items attributable to oil and gas activities to be reported
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differently by a partnership aad its partners. For example, the amounts
of IDC, depletion, items affected by a Section 754 election and items
subject to the passive loss rules could be different on the partner's
return. A great deal of time and resources would be spent to reconcile
inconsistencies that are mandated or permitted by law and yet very
little revenue would be generated by such efforts. Current law is
sufficient to monitor compliance and to ensure matching between the tax
returns of a partnership and its partners to the greatest extent
possible.

D. Minimum Tax Provisions

We welcome the substitution of a 120 percent declining bala,,cs depre-
ciation method for the current two track depreciation system in
computing Alternative Minimum Tax taxable income on the one hand, and
Adjusted Current Earnings on the other hand. This is truly a
simplification measure which barely affects the present value cf the
depreciation deduction.

III. RESUBMISSION OF API SIMPLIFICATION PROPOSALS IN THE TAXATION OF

FOREIGN SOURCE INCOME

A. Adopt active/passive income dichotomy.

1. For Foreign Tax Credit.

The post-1986 foreign tax credit limitation regime fractionates foreign
source income into nine basic baskets, with an unlimited number of
separate baskets for dividends from each noncontrolled section 902
corporation, and additional categories for income governed by certain
tax treaty provisions, income from certain listed foreign countries, as
well as further limitations for foreign oil and gas extraction income
and foreign oil related income.

This prodigious set of rules, requiring extensive, nonproductive
accounting and reporting efforts, must be viewed against the basic
policy goal of preventing the use of foreign taxes on foreign business
income to shield foreign passive income from U.S. tax. The substitu-
tion of two tax credit categories, business income and revised subpart
F "passive income," would suffice to achieve the objective. Unlimited
cross-crediting within these respective baskets of active/passive income
will restore U.S. tax competitiveness for foreign operations, harmo-
nizing the U.S. with foreign tax systems which either allow unlimited
crosscrediting or adhere to territorial taxation.

Taxpayers engaged in an active business should be permitted to cross-
credit foreign taxes and to average their effective foreign business
tax rates. The location of business operations is determined by non-
tax factors; removal of limitations on cross-crediting is a prerequi-
site for preventing double taxation of foreign source income. Aside
from these policy reasons, a substitution of an active/passive basket
system for the current fractionalized categories would be one of the
most important steps to simplification in the area of foreign source
income taxation.

2. Denial of deferral.

Similarly, a simple active/passive dichotomy should be adopted for
purposes of denial of deferral. As described in the concise summary of
the JCT Technical Explanations to the Simplification Act, at p. 36,
there are under present law seven anti-deferral regimes in the Code
which obviously overlap. As expressed in our comments above, the
proposed simplification is inefficient.

Subpart F alone, the most important of the anti-deferral regimes,
comprises five categories of income, with subcategories; for example,
foreign base company income (FBCI) itself consists of foreign person
holding company income, foreign bass company sales income, foreign base
company services income, foreign base company shipping income, and
foreign base company oil related income.
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The extension of a workable foreign tax credit passive basket defini-
tion to subpart F would be a substantial simplification, would bring
about more efficiency and viability of the system, and would still
preserve the overall goal of current taxation of offshore passive
income. The subpart F categories of foreign base company sales income,
foreign base company service income, foreign base company shipping
income, and foreign base company oil related income should be elimi-
nated. If there is perceived abuse with respect to sales and service
income, there is the arm's length pricing backstop of Code section 482.
Also, to penalize shipping and oil related income with deferral loss is
in conflict with the basic notion of subpart F being designed to capture
movable passive income which would be earned at any rate by the U.S.
taxpayer. Obviously, oceangoing vessels are operated on the high-seas
not for tax avoidance purposes; similarly, the location of downstream
processing and distribution of oil and gas are governed by business
requirement and not tax regimes (for example, the European refineries,
although highly taxed, may still give rise to subpart F income because
under present law the high taxed income exception does not apply).

B. Eliminate separate limitation categories for dividends from
noncontrolled section 902 companies.

Simplification of the multiple foreign tax credit basket limitations
must include the elimination of separate limitation baskets for divi-
dends from each noncontrolled section 902 corporation (a foreign corpo-
ration with at least ten percent and not more than fifty percent of the
stock owned by U.S. persons holding not less than ten percent each).
Since each noncontrolled section 902 corporation requires a separate
limitation, U.S. multinationals with ownership interests in hundreds of
such foreign corporations have a corresponding number of separate FTC
baskets.

Conducting foreign operations through such corporate participation has
been mandatory in the past because of host country laws or simply
because of economic (e , risk) considerations. Joint ventures in the
newly opening markets of Eastern Europe make the "normalization" of the
U.S. tax treatment of such venture participation through less than
controlling stock ownership even more important. Since in these
situations business activities carried out through noncontrolled section
902 corporations do not differ from those carried out through CFCs,
dividends from either should be categorized in the same manner for
purposes of the FTC limitation. All dividends eligible for the section
902 deemed paid credit should be subject to the same FTC look-through
rules as dividends received from CFCs.

C. Extend look-through to right to income stream.

While present law in certain instances "looks through" the apparently
passive income at the underlying business activity, the piercing of the
"passive" veil should become a general principle. Consequently,
characterization of income from disposition of business investments must
not depend on the legal form of the disposed asset. If the underlying
income stream qualified as business income, the realization from the
disposition of this earning opportunity (merely an acceleration of the
future income stream) should also be treated as active income.

1. Look-through upon sale of stock of a controlled foreign
corporation.

Gain from the sale of stock in a foreign corporation is "passive income"
for foreign tax credit limitation purposes. On the other hand,
dividends from controlled foreign corporations are treated like the
underlying earnings and profits.

As to sourcing, gain from the sale of stock of an at least 80 percent
owned foreign subsidiary'is sourced foreign if sold in the foreign
country of an active business which was the source of more than 50
percent the of gross income (during the last three years) of the
corporation. Different, more stringent requirements apply for the
sourcing of gain from the sale of stock in a lesser holding.
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An extension of the look-through rules from the dividend treatment to
the gain on the sale of the stock (the right to future dividends) would
mean simplification and fairness. Similarly, instead of having two sets
of sourcing rules for controlled foreign corporations, it would be
simpler to extend the set of rules for at least 80 percent owned foreign
corporations to all controlled foreign corporations.

2. Partnership look-through

Consistent with the look-through for the income stream from partner-
ships, clarification is needed that gain on the disposition of the right
to such income streams, i.e., the disposition of the partnership
interest, should be active or-passive income, depending on the nature
of the underlying partnership assets. This look-through reflects
appropriate aspects of the aggregate theory of partnership taxation and
continues to be applied in related contexts. To illustrate, according
to Rev. Rul. 91-32, 1991-20 I.R.B. 20, a foreign partner's gain or loss
upon the disposition of an interest in a partnership is considered
effectively connected with the partnership's U.S. business operations
to the extent the partnership's disposition of its assets would have
resulted in effectively connected U.S. gain or loss. The clarification
should apply for purposes of the foreign tax credit categories,
sourcing, and the rules on loss of deferral.

D. Repeal the High-Tax Kick-out

Codq section 904(d)(2)(A)(iii)(III) excludes from passive income any
"high-taxed" income, i.e., income subject to an effective foreign tax
rate in excess of the-U.S. rate. Congress expected a balance of
administrative convenience against the increased sheltering
opportunities that might be gained from fewer groupings (1986 Blue Book,
at 881).

Undoubtedly the Internal Revenue Service and the Treasury Department
were mindful of that goal of administrative convenience. Nevertheless,
Reg. section 1.904-4(c) still leads into a byzantine implementation
regimen which includes the creation of separate groupings to which the
high-tax test is applieT. Unfortunately, the statutorily mandated rule
is complex per se and was not made simpler through regulations.

The following mandated income groupings require allocation and appor-
tionment of taxes and expenses to determine the effective rate. First,
if received or accrued by a U.S. person other than through a foreign
qualified business unit (QBU) or because of subpart F, the following
income shall be treated as separate items of income, depending on
whether the particular amount was subject to

no foreign withholding tax;
a foreign withholding tax of less than 15%; or,
a foreign withholding tax of 15% or greater.

Second, amounts included in the gross income of a U.S. person because
of subpart F or through a foreign OBU shall be grouped according to CFC
or QBU. Moreover, certain rents and royalties and partnership
distributions to which look-through does not apply are also grouped
separately.

Only foreign taxes payable in the year of income inclusion have to be
considered for the test; thus, foreign taxes which became due upon
distribution of previously taxed income, section 959 of the Code, do
not have to be considered with respect to the earlier inclusion.
However, subsequent adjustments due to differences in accrued and actual
payable taxes have to be considered with respect to the earlier income
inclusion. Similarly, if the effective rate of the foreign tax is
reduced upon distribution of the underlying income (e.g., German split-
rate system) and the distribution adjusted rate would not be within the
high-tax test, then the taxpayer may recategorize the income as passive
income. The regulations also prescribe the same principle for the high-
tax exception from subpart F income inclusion under section 954(b)(4).
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Every attempt to state these rules illustrates the innate complexity.
The underlying policy goals of the rule seem to have been twofold: to
prevent taxpayers from 1) cross crediting high withholding taxes on
portfolio dividends, and 2) diverting expense allocations from active
income to manipulatively shifted passive income (Cf., 1986 Blue Book,
at 879; these concerns apparently are still alive, see JCT, FAcss AVVrnmiJ
TIrn mYoUA CmOwP VUn 1 TOrn [unitSAT= S at 127, et seq., JCS 6-91). We
respectfully question these tax policy concerns as speculative because
the projected tax avoidance would be rather sporadic and does not
justify a complex set of rules that is difficult to administer. Why
would a U.S. taxpayer invest in a country with a higher than the U.S.
rate? (Cf., Tillinghast, IwmunTm TAx SZNPLIICAW, 8 The American Journal
of Tax policy , at 220 (1990)). While one can see why there should be
no cross-crediting between business income and passive income, we see
no reason why there should not be cross-crediting within an active and
passive basket, respectively. After all, while the U.S. adheres to
worldwide taxation of her citizens and corporations, she also does not
want double-taxation which in turn presupposes liberal cross-crediting
rules.

E. Foreign exchange gains/losses by CFCs

Short of adopting extensive, expensive, and complex accounting systems,
a U.S. shareholder has to report with respect to a controlled foreign
corporation the net foreign currency gains as foreign personal holding
company income under subpart P and categorize it as passive income for
foreign tax credit limitation purposes. Only if a U.S. shareholder is
willing to keep the detailed accounting, tracing and testing of each
transaction under the qualified business and hedging tests, can it
report the gain or loss from a currency transaction in the course of an
active business as general limitation income. Considering that the
number of currency transactions of a larger foreign operation may be
legion, one can easily see the complexity, often bordering on practical
impossibility.

The current regime appears to be unjustified because most, if not all,
currency transactions of a foreign operating company are connected with

-conduct of the business. Thus, the current system pays a high price in
efficiency for the dubious success in preventing unjustified tax
deferral for true speculative transactions. We believe that the
benefits from simplification for the majority of the transactions should
prevail over the concerns of not capturing all perceived abusive
deferrals. Moreover, since tax deferral on net currency gains would be
consistent with generally accepted tax and accounting principles,
excepting currency gains from loss of deferral would be a positive
response to the Chairman's fourth criterion for simplification.

F. Repeal the limitation on use of Foreign Tax Credit against
Alternative Minimum Tax.

The 90 percent of Alternative Minimum Tax limitation on the use of the
Foreign Tax Credit was part of a general floor in the use of loss carry-
overs and tax credits. The concern was that absent a special rule, a
U.S. taxpayer with substantial economic income for a taxable year
potentially could avoid all U.S. tax liability for such year so long as
it had sufficient such credit and losses available.,

However, the FTC serves a function distinct and different from the net
operating loss carryover or the investment tax credit, the other tax
attributes whose utilization is limited for ANT purposes. The net
operating loss carryover rules are designed to overcome the hardships
that may result from the annual accounting concept. The investment tax

- credit is designed to foster investment in productive capital. Both
provisions developed only over time and do not have the systematic
cogency of the FTC.

' 1986 Blue Book, at 436.
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As the logical and Uystematical result of the U.S. claiming world wide
taxing jurisdiction over U.S. corporations, the FTC has been a fixture
of the U.S. tax system since 1918. With the adoption of worldwide
taxing jurisdiction, the U.S. ceded primary taxing Jurisdiction to the
host country. To deny a full offset of ANT with FTC violates this
principle of secondary U.S. taxation of foreign source income.

The AXT's rationale to assure U.S. tax payments on economic income is
inappropriate with respect to foreign source economic income because
the result is double taxation. While the ANT envisions acceleration of
tax payments which otherwise will become due in the future (only
deferred because of preferences), the availability of FTCs reflects that
an appropriate tax has already been paid by the particular taxpayer.
There is no economic income which escapes taxation. The ANT FTC cap
should be repealed.

G. Except foreign persons without effectively connected U.S. income
from the Uniform.Capitalization Rules.

The application of the UNICAP rules to foreign persons was not a concern
of Congress; it emanated from the Service's regulatory implementation
which violates all criteria of sound tax policy, i.e., simplicity,
equity, efficiency and viability..

The superimposition of UNICAP compliance rules creates unnecessary
additional complexity. While the rationale of UNICAP is equity, the
attempt to equalize the tax postures of foreign persons is futile
because of the ever changing tax regimes imposed by the foreign
sovereigns.

Nor is the extension of UNICAP criteria to foreign persons, with no
effectively connected U.S. income, cost effective; while the addition-
al administrative costs are evident, U.S. tax revenue acceleration is
extremely doubtful. In fact, the prevailing excess foreign tax credit
position of U.S. taxpayers with foreign operations cancels out any U.S.
tax acceleration from increased earnings and profits in foreign cor-
porations from a deferral of cost recovery.

When it comes to testing the effectiveness in promoting the nation's
economic goals, burdening foreign operations with UNICAP rules, in
addition to the local cost recovery regimes, is counterproductive. It
places the foreign operations of U.S. taxpayers at a competitive
disadvantage.

Compliance with Code section 263A requires the addition and maintenance
of a layer of accounting, the cost of which is, in the case of a foreign
person with no effectively connected U.S. income, not only dispropo r-
tionate to the benefits from the envisioned policy goal of uniformity,
but also adds to the disadvantages foreign operations of U.S taxpayers
face from overreaching U.S. regulations. Moreover, uniformity in ap-
plication of U.S. costing rules (as a means to neutralize any
differences in tax treatment as an investment criterion) becomes
meaningless in view of host country rules which in themselves create
unsurmountable differences affecting the investment decisions.
Therefore, API recommends the statutory exemption of foreign persons
without-effectively connected U.S. income from the UNICAP rules.

B. Dual consolidated loss rules.

Code section 1503(d) denies the use of net operating losses (dual
consolidated losses) of U.S. companies that could reduce foreign taxes
of other entities. Section 1503(d)(2)(B) authorizes regulations that
would except U.S. corporations from this loss disallowance to the extent
their losses do not offset the income of foreign corporations for
foreign tax law purposes. The dual consolidated loss provisions were
enacted to correct a perceived abuse where taxpayers formed a dual
resident corporation ("DRC", i.e., a U.S. corporation taxed as a
resident by a foreign country) T-0solate expenses in the DRC and use

Preamble of Temp. Reg. secon 1.263A.1T, 62 FR. 10069.
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the consolidation rules of both the U.S. and the foreign country to
offset the income of companies in different taxing jurisdictions with
the DRC's loss.

Temporary regulations issued in 1989' ignore the above Congressional
authorization, significantly expand the definition of DRCs and dual
consolidated losses beyond Congressional intent, and impose burdensome
administrative requirements on taxpayers with foreign operations.
API believes Congress should amend section 1503(d) to clearly define
abusive cases and limit loss utilization only in such cases. API
recognizes the Congressional purpose underlying section 1503(d) and
believes regulations are appropriate to deal with truly abusive cases.
There is no abuse where losses incurred by U.S. companies engaged in
active business operations in a foreign country may be utilized by other
related taxpayers in the same country.

Furthermore, API believes the implied exemption of Code section 1504(d)
corporations from the application of section 1503(d) should be clarif-
ied. Alternatively, if section 1503(d) was meant to include section
1504(d) corporations, the dual consolidated loss rules should apply to
a Canadian corporation under a section 1504(d) election only if and when
such a Canadian corporation is merged or amalgamated with another
Canadian corporation. Under Canadian income tax law, merger or
amalgamation are the only ways in which one corporation can avail itself
of the losses of another corporation.

I. Repeal of Code section 1491.

Code Section 1491 imposes a 35 percent excise tax on transfers of
appreciated property to foreign partnerships, trusts, and corporations.
This regime represents an obsolete, unnecessary complexity which can be
dispensed with because of subsequently developed mechanisms for the-
appropriate taxation and reporting of transfers of appreciated property
to (1) partnerships under section 704(c), (2) trusts under section 668,
and (3) corporations under section 367. Thus, the regime should be
repealed as obsolete and superfluous.

I T.D. V61, 9-7-9.



430

STATEMENT OF THE AMEmCAN PUBLIC POWER
AssocIATION

The American Public Power Association the national service organization
representing more than 1,750 municipally or other local publicly owned electric
owner systems, believes that there is much that can be done to simlify the tax
code provisions governing the use of municipal bonds. Some changes made in the
Tax Reform Act of 1986 have had a negative impact on the ability of state and
local governments to issue tax-exempt bonds to finance essential public
services and infrastructure.

We applaud the efforts of the Comlttee to simplify the tax code and commend
Chairman Bentsen and Senator Baucus for their leadership and commitment to make
meaningful change. We view the efforts begun by this Committee as a positive
step in the right direction, but we caution the Committee to recognize that
these efforts, while they are appreciated, are only a beginning. Long-term and
truly meaningful reform can only occur when the Committee goes the full mile
and enacts reforms included in the Final Report by the Anthony Commission on
Public Finance. We believe that this document holds the key for a healthy and
productive tax-exempt bond market that will serve the needs of state and local
government capital Improvement program, while eliminating the opportunity for
abusive transactions.

The American Public Power Association is pleased to Join with the Government
Finance Officers Association and other state and local governjlent organizations
in submitting a Joint statement for the record. In addition to the comments
presented In that joint statement S. 1394 and other tax simplification
legislation, APPA submits this statement for the record concerning an issue of

':.unique concern to public power -- the singling out of public power by placing
more stringent private use restrictions on public power issuers. This
statement addresses that concern and urges the Committee to carefully
reconsider this issue as It continues its efforts toward simplification. In
addition, our testimony endorses S. 913, legislation introduced by Sen. Baucus,
in particular, those provisions addressing current restrictions on arbitrage
earnings. We urge this Committee to consider S. 913 as you continue your
efforts toward reform.

A WORD ABOUT PUBLIC POWER

Public power systems are electric utilities owned and operated by local and
state government -- cities, counties, and other public bodies. The rates and
policies of public power systems are set by locally elected or appointed
governing boards. As such, public power systems are directly accountable to
the public -- local citizens they serve. Public power systems differ from
"investor-owned utilities" (IOUs) in that publicly owned systems are non-profit
organizations operated by and for the local community, while investor-owned
systems are owned by private stock holders and provide electricity for a
profit.

There are 1,982 publicly owned local electric systems In the United States
today, and 63 publicly owned Joint action agencies. Joint action agencies are
organizations formed by several public power systems, acting in concert, to
plan, build and operate efficiently sized power plants and other facilities and
coordinate power contracts to meet the needs of their member systems. Through
economies of scale, these joint action agencies have enabled public power
systems in small communities to provide electric service at reasonable rates
that would not otherwise be possible.

Small public power systems are not uncommon. In fact, the bulk of public power
systems are small: 75 percent of our public power systems today serve
communities under 10,000 people. The median size public power system serves
1,696 customers.

Combined, small and large public power systems serve 15 percent of all power
customers in the United States. From the largest system, the Los Angeles
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Department of Water and Power, serving 1.3 million customers, to one of the
smallest, Radium, Kansas, serving 17 customers, they have one common thread --
each system was created-through the efforts of local citizens to control what
they deemedwas important -- all through local referendum and action.

The reason for creating public power systems vary, but the benefits they offer
are generally the sam. Unlike IOUs, public power systems have only one
constituency: their customer-owner. On average, residential rates for
customers of locol public power systems are 23 percent below those charged by
investor-owned utilities. We believe there are a variety of reasons for this.
For example, as local public agencies, they are accountable directly to their
customer-owners, and are practitioners of rigorous cost control measures.

Because they are consumer-owned, public power systems offer the consumer a
direct voice in the establishment of service policies and rate structures as
well as the design and siting of utility facilities. In addition, because they
are publicly owned and accountable to their local and state governments, local
officials can integrate utility operations with other local government
services.

TAX-EXEMPT BONDS: THE ESSENTIAL LINCHPIN FOR LOCAL INFRASTRUCTURE PROGRAMS

Public power, an Important part of the capital intensive, local governmental
infrastructure system, is heavily dependent on the use of tax-exempt financing
in building and operating essential public facilities. Like locally owned
solid waste disposal systems, water and wastewater systems, local roads and
bridges, these high cost public works projects traditionally have been financed
by tax-exempt bonds to keep project costs feasible and permit Issuers to
amortize the costs of the projects over time.

Tax-exempt municipal bonds have served an important role in meeting the
nation's infrastructure needs. Yet, there is little question that the state of
the nation's public infrastructure -- highways, bridges, water and waste
systems to name a few -- is deplorable. Studies have clearly indicated that
our failure to invest in public infrastructure has led to a national crisis.
This lack of investment has affected the nation's productivity and our ability
to compete in the global market place. A recently released study by the
Economic Policy Institute substantiates that infrastructure investment has a
direct relationship to our rate of productivity growth, a rate which has
steadily declined over the past decade.

What has led us to this state? Under fiscal retrenchment policies of the
1980's, the federal government steadily withdrew its support to state and local
governments for infrastructure programs, slowly dismantling them. During this
same period of time, the federal government exacerbated the state and local
government fiscal condition by increasing direct mandates on these governments.
States and localities could not make up the difference. According to a survey
of City Fiscal Conditions in 1989 conducted by the National League of Cities,
36 percent of municipalities reduced capital spending that year. The majority
of the cities participating In this survey cited the lack of federal funding as
the major reason for this drop.

Local governments are being squeezed on one hand by the radical decrease in
federal support and on the other by the rising demand for services. To cope,
most state and local governments have had no choice but to moved Increasingly
to debt financing. In 1981, 37.5 percent of infrastructure investment was
financed by debt. By 1989, the figure had increased to 53.9 percent. Today,
the use of tax-exempt municipal bonds is more important than ever before.

But local communities are finding that the financing of important capital
improvements has become increasingly difficult. Many local communities have
reached the limit of their ability to raise revenue through local taxes. These
tax limitations place restrictions on borrowing. At the same time, recent
changes in the tax code have encumbered the ability of local governments to
finance projects with tax-exempt bonds due to restrictions placed on the use of
the bonds or because certain changes have reduced the market for such bonds.
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We believe public power, and all such traditional governmentally-owned
operations, should be able to access the tax-exempt bond market in a reasonable
manner. The Rebuild America Coalition, In its November, 1989 report, called on
Congress to eliminate unnecessary federal restrictions on the use of tax-exempt
financing for infrastructure purposes as one of five legislative goals. APPA,
a member of the Rebuild America Coalition, urges Congress to carefully consider
this report and to remove certain unnecessary and burdensome restrictions.

PROBLEMS ARISING FROM THE 1986 TAX REFORI ACT EFFECTING TAX-EXEMPT BONDS

The Tax Reform Act of 1986 (TRA '86) made a number of sweeping changes
affecting the municipal bond market. TRA '86 fundamentally altered the supply
of and demand for municipal bonds that make up the two sides of the municipal
bond market. On the demand side of the market, for example, these tax law
changes essentially eliminated the commercial bank demand for tax-exempt bonds.
Changes In the Alternative Minimum Tax (ANT) affected other institutional
demand sectors of the market for municipal securities, leaving the individual
investor as essentially the sole major source of demand for municipal bonds.

APPA is concerned about the effect TRA 86 has had on the market demand for
municipal securities and we urge you to give serious consideration to Improving
market conditions for municipal bonds as you continue your efforts toward
simplification.

We believe that, without increasing the supply of municipal bonds, market
administration can be simplified, and demand can be diversified by adopting
more universally applicable provisions applied to institutional investors and
loss provisions that target specific demand factors to the detriment of market
vitality.

There are two other areas of concern arising from changes made in the 1986 Act,
specifically the private use restrictions -- in particular the $15 million
private use restriction placed only on public power, and no other traditional,
publicly owned Issuer of tax-exempt bonds -- and the burdensome and extremely
complex arbitrage rebate provisions.

Private Use Restrictions

Before TRA '86, up to 25 percent of the proceeds of tax-exempt bonds could be
used in a trade or business other than that of a state or local governmental
body. TRA '86 reduced this percentage to 10 percent for all issuers of
tax-exempt bonds including, of course, public power.

However, the 1986 Act also required that public power Issuers meet a more
stringent test of the lesser of 10 percent, or $15 million, which can be used
in a trade or business other than a state or local government or public body.
Because power systems are highly capital intensive, with new power plants often
costing between $500 million and $1 billion, and because the scale and cost of
facilities are so large, this additional limit on public power projects is
almost always $15 million, rather than the 10 percent. The percentage limit on
public power, consequently, Is far less than the 10 percent placed on all other
general purpose traditional governmental issuers of tax-exempt bonds.

We believe that this arbitrary singling out of public power is unwarranted and
ignores the basic economic and technical realities of providing electric energy
from publicly owned facilities. We also believe that limitation is not
grounded in any sound public policy rationale.

A utility's service area may grow at a rate of only 2 to 3 percent each year,
but electric power plants take from five to twelve years to build. It would be
extremely cost inefficient and a waste of local taxpayers' dollars to attempt
to build a system at the same rate as the rate of growth. Therefore, prior to
1986, public power systems would sell some of the output of a new plant to
neighboring electric utilities, most of whom were Investor-owned or
cooperatively owned, who needed the power during the plant's early years of
operation so the system can plan for growth wh 1 e providing a cost efficient
service. This type of planning is traditional in the electric utility industry
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and economically Imperative for facilities that have relatively long lead
times. It's really no different than deciding a master school facilities plan
that a community 'grows Into. Yet public power -- unlike all other local
government Infrastructure activities -- has this additional $15 million
restriction, making it almost impossible to conduct such long term planning and
inter-utility cooperation in a cost effective way.

Also, due to economic conditions or other factors, a public power utility may
find that facilities started ten years ago to meet their forecasted customer
needs, in fact, will not be required fully for several years. The special $15
million private use restriction for public power prevents the effective sale of
the output of such facilities during such periods by public power systems to
neighboring investor-owned or cooperatively-owned utilities even though those
neighboring utilities could economically use such facilities for their
customers' needs. In sumary, the combination of the capital intensive nature
of electric utilities and the special $15 million private use restriction on
public power severely inhibit the ability of utilities to optimize the economic
efficiency of their planning for the benefit of all electric consumers and the
economy generally.

In fact, the Anthony Commission recognized the arbitrary nature of this
provision in its final report, "Preserving the Federal-State-Local Partnership:
The Role of Tax-Exempt Financing" issued last fall. The report asserts that
"the Comission is unaware of a valid public policy reason to app] the pr vate
business test differently for different ty es of facilities, and "to limit the
private use portion of bonds issued to finance public power and other output
facilities to $15 million appears to be totally without merit.". The ComMssion
called for the elimination of the $15 million restriction recognizing that *in
an era when central power plants routinely cost hundreds of millions of
dollars, this $15 million restriction effectively eliminates the private use
percentage threshold.' APPA urges the comittee to give serious consideration
to ths report and ts recommendations.

The special public power private use restriction, as well as the absence to
date of private use regulations, adversely imacts planning and operations.
While no legislation has been introduced that would ease the private use
restriction, we continue to urge this committee to consider this issue as you
pursue simplification legislation.-

A partial solution proposed by members of APPA's Ad Hoc Task Force on Bond
Issues is to provide a safeharbor of five years where a public power system
could sell power to an investor owned utility or a rural electric cooperative
exceeding the $15 million restriction without penalty. At the end of the five
year period, the utility would be required to comply with the $15 million
restriction. This would give the issuer the opportunity to grow into the
facility while permitting a far more efficient use of the facility and
taxpayers dollars which financed it.

Arbitrage Rebate Requirements

In passing the 1986 tax changes, Congress stipulated that all arbitrage
earnings on all types of municipal bonds proceeds be rebated to the U.S.
Treasury, while providing an exception for small issuers, defined as government
units and their subordinates that issue not more than $5 million in
governmental bonds In any one calendar year.

The Treasury Department issued proposed rules to Iqlement the law in may of
1989. These rules were administratively burdensome and unnecessarily comlex.
As such, the arbitrage requirements have significantly increased the cost of
borrowingobadding to the cost of issuance and administration.

In 1989, Congress responded to the problems arising from this complex set of
regulations by enacting the *two-year rebate rule', permitting Issuers of bonds
for construction projects to avoid some of the rules, administrative burdens by
meeting a set spend-out schedule in dispersing the proceeds. We appreciate
this Congressional response, but the passage of the two-year rule did not
significantly reduce the costs or lessen the administrative burden. Part of
the problem is that construction bond issuers often split one bond issue into
two or more in order to meet the two year spend-out schedule. Issuers enter
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the market more frequently to comply with the requirement that no more than 25
percent of bond proceeds be spent on equipment. These additional bond sales
increase costs of issuance.

Until this past April when the IRS released revised regulations, most issuers
required the assistance of financial advisors, bond counsel, and accounting
firms to decipher the arbitrage regulations and to establish appropriate
tracking programs In order to meet compliance. The small issuer exception has
been only partially beneficial. Many small municipalities issue more than what
is currently allowed under the exception provision. Increasing the exception
would greatly benefit a large number of smaller issuers.

The arbitrage requirements have discouraged refunding. In some cases, issuers
fall to refund pre-1986 debt when refunding could lower their debt, because the
Issuer simply wants to avoid the arbitrage rebate regulations and the resultant
administrative burdens Implicit in them. If arbitrage rebate were not a
factor, the savings on debt service could be put to better use for other
priority projects.

Because of issuer complaints and Congressional attention to the complexity of
the arbitrage regulations, the IRS revised its regulations. While the
revisions appear to be a definite Improvement, they remain incomplete and do
not relieve issuers from the burdens of hiring outside financial advisors, bond
counsels, and of establishing expensive tracking systems to ensure that
coMliance is met. Yet to be issued are provisions Implementing the 'two-year
rulef and the trFansfer proceeds rule. We urge IRS to move expeditiously in
promulgating rules covering these provisions.

THE TAX-EXEMPT BONO SIMLIFICATION ACT IS A STEP TOWARD REDUCING THESE BURDENS

S. 913, legislation introduced by Sen. Baucus, makes a number of improvements
which will reduce the administrative costs to issuers and alleviate some of the
administrative burdens. This legislation makes sense because it eases
restrictions on issuers at a time when state and local government, particularly
small jurisdictions, need the support of the federal government to meet the
rising costs of infrastructure programs.

Specifically, we endorse the provisions that increase the small issuer rebate
and bank deductibility exceptions. These two provisions will make a marked
improvement in the ability of smaller entities to issue bonds, lowering
issuance costs and expanding the market for such bonds. Increasing the bank
deductibility exception provides a safe investment vehicle for local banks
ensuring the security of their investment portfolios. By bringing banks back
into the market, this legislation would reduce interest rates, thereby lowering
project costs. Everyone benefits -- the issuer, the banks and the entire local
community.

The provision permitting issuers to retain 10% of arbitrage earnings providing
an incentive for issuers to earn as much investment income as possible without
placing the investment at risk is an important step toward recognizing the
costs implicit in these regulations and reimbursing issuers for their
administrative costs. While the issuer is give the opportunity to recoup
administrative costs, the federal government increases its revenue as issuers
place their bond proceeds in higher yield investments. This determines
provision benefits the federal treasury, the local issuer and the community
served by the issuer.

CONCLUSION

We believe that the tax simplification process provides an excellent
opportunity to remove burdensome requirements and to make tax-exempt financing
more efficient. The need for tax-exempt financing has never been as important
as it is today. The time has come to wrestle with the hard issues of
meaningful reform. APPA believes that reform lies in the framework established
by the recommendations included in the Final Report of the Anthony Commission
on Public Finance and legislation introduced by Sen. Baucus, S. 913. We urge
Congress to enact th!;.important legislation which will ease some of the
financial and administrative burdens placed on tax-exempt municipal bonds
without increasing the potential for abuse or rolling back the tax code to pre
1986. S. 913 is a sensible approach and it deserves Congress' full support.
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VCe Preesertt12r te September 10, 1991

Wayne Hosier
Committee on Finance
United States Senate
SD-205 Dirksen Building
Washington, D.C. 20510

Re: Section 107 of the Tax Simlification Act of 1991

Dear Mr. Hosier:

Boston Celtics Limited Partnership ("BCLP") is a master
limited partnership with in excess of 80,000 partners. BCLP has
a taxable year ending June 30. As discussed below, we believe that
with respect to a fiscal year partnership such as BCLP, requiring
information to be provided by the 15th day of the third month
following the close of the partnership's tax year (June 30 for
BCLP) does not further the purposes behind the proposed change and
will place an unnecessary burden on the partnership and its
partners.

Section 107 of the Tax Simplification Act of 1991 proposes to
amend the Internal Revenue Code to require that partnerships with
over 250 partners furnish information returns to their partners by
the 15th day of the third month following the close of the
partnership's tax year. The stated reason for this provision is
that the receipt of such information returns by individual partners
on April 15 or later as is currently allowed makes it difficult for
such individuals to use the information contained in such
information returns in filing their personal tax returns or making
tax payments on April 15. Thus, the provision will require
calendar year partnerships to file such information returns no
later than March 15, thereby providing individuals sufficient time
to properly file their returns on April 15.

A centralized reporting system has been developed under which
brokers report changes in ownership of units in master limited
partnerships held in street name to a single firm, which sends the
appropriate information to the various master limited partnerships.
This reporting is done generally on an annual basis in February in
order to provide such information to the various master limited
partnerships in time for filing information returns with partners.

,OSTON CELTICS LIMITED PARTNERSHIP, 151 Merrimoc Street* Boston, MA 02114 * Telephone 6171523-6050
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BCLP is one of only two fiscal year master limited
partnerships of which we are aware. Because reporting of
transactions involving units held in street name is generally done
annually to allow calendar year partnerships to timely file their
information returns for partners, BCLP does not receive information
concerning transactions in units held in street name until
approximately seven months after the end of its taxable year. To
require BCLP to furnish the information by the 15th day of the
third month following the close of its fiscal year (September 15)
would result in BCLP having to send out information returns to its
partners which would be incorrect for any partner that either
acquired or disposed of partnership units between December 31 and
the end of the fiscal year. Moreover, sending out information
returns in September will result in greater risk that such returns
will be misplaced prior to the time for completing the individual's
return.

We request that consideration be given to amending the
proposed provision to provide that the due date for information
returns to partners include extensions of time for filing the
partnership return, but in no event may the due date be later than
March 15 following the calendar year in which the partnership's
taxable year closes. Such a provision would provide partners with
required return information in sufficient time to allow timely
filing of returns, while eliminating the undue burdens placed upon
fiscal year partnerships and their partners by the current
proposal.

Thank you for your consideration of this matter. If you have
any questions, please call.

Sincerely,..

ph G. DiLorenzo

JGD: bJr
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STATEMENT ('F'IrI (E() TAx S'uuNy (GROIJP

Proposals for Sixplification
of U.S. International Tax Rules

In connection with the renewed joint Congressional effort to
develop tax simplification proposals and the introduction of S.
1394, the Tax Simplification Act of 1991, the Tax Study Group has
identified certain priority concerns that it believes should be
addressed in any simplification legislation:

1. Translation of Foreign Tax Payments. For purposes of
calculating both the indirect and direct foreign tax credit,
we propose that the general rule, which requires income and
expense items to be translated at the appropriate exchange
rate as defined in section 989, be extended to the
translation of foreign taxes.

2. Uniform Inventory Capitali ztion. We propose eliminating
the application of the uniform inventory capitalization
rules of section 263A to foreign corporations not engaged in
a U.S. trade or business. In our view, the revenue gained
by applying these rules to foreign persons not engaged in a
U.S. trade or business do not justify the costs and
complexities these rules generate.

3. Elimination of Unnecessary E&P Computations. We propose the
grant of authority (or confirmation of existing authority)
to the Treasury Department to equate the earnings and
profits of U.S. owned foreign corporations with restated
foreign book income calculated in accordance with U.S.
generally accepted accounting principles ("GAAP").

4. Passive FOreign Investment Company (PFIC) Rules. We propose
that the PFIC provisions of existing law, or the unified
anti-deferral proposal contained in S. 1394 for passive
foreign corporations, be amended to exclude controlled
foreign corporations (CFCs), the passive and other types of
income from which is already subject to current taxation
under Subpart F.

5. Non-Controlled Section 902 CorporatQfs. Because non-
majority investment in foreign corporations is a common, and
many times essential, practice for U.S. companies competing
in a global marketplace, we recommend that shareholders of
section 902 non-controlled corporations be allowed a
modified look-through to the income earned by the foreign
corporation in order to categorize income for foreign tax
credit purposes, with a single foreign tax credit basket
combining all such corporations for which look-through is
not elected.

6. High Tax Kick-out Rule. We recommend that the high-tax
kick-out rule for passive income for purposes of calculating
the foreign tax credit be eliminated.

7. Section 6046 Information Reporting. We propose that the
section 6046 information reporting requirements be revised
to reduce the burden of tracking insubstantial foreign
minority investments.
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Below is an expanded discussion of these recommendations.

1. Reconsider the Approach to Translation of Foreign Tax

Where a U.S. corporation operates overseas through a foreign
subsidiary, the income earned by the foreign subsidiary is
generally not subject to U.S. taxation until a deemed or actual
dividend is paid. The U.S. parent is eligible for an indirect
foreign tax credit for foreign taxes associated with the income
out of which the dividend is paid.

Prior to the Tax Reform Act of 1986 ("TRA of 1986"), the foreign
taxes associated with a deemed or actual dividend were translated
into U.S. dollars, under authority of Bgn Au±Sg., 39 BTA 825
(1939), at the exchange rate prevailing at the date of the
distribution. The TRA of 1986 changed the translation method for
foreign taxes to the spot rate on the date the foreign taxes are
paid to the foreign tax authorities. This separate transaction
translation rule (which also applies to translations by foreign
branches) is an exception to the fundamental foreign currency
principle adopted in TRA of 1986. The fundamental principle
provides that foreign subsidiaries and foreign branches
constituting a Qualified Business Unit (QBU) are generally to
utilize a functional currency approach for translating their
income and liabilities at the appropriate exchange rate as
defined in section 989(b) of the Internal Revenue Code of 1986
(all section references hereafter are to the Internal Revenue
Code of 1986).

The effect of the transaction method for foreign taxes is to
require hundreds, and for some companies thousands, of separate
calculations. This is due to the required translation of the
multitude of tax payments at all foreign government levels and
the required retranslation and adjustment of a taxpayer's prior
tax filings whenever the tax is accrued and paid on different
dates under different prevailing exchange rates.*

We propose that, as in the case of all other translations, a QBU
or a U.S. shareholder of a controlled foreign corporation
determine the foreign taxes in the functional currency of the QBU
or CFC for purposes of both the direct and indirect foreign tax
credit computations in the same manner as any other liability. A
QBU or CFC would use the rules that generally govern the
translation of income and expense under the appropriate exchange
rate as defined in section 989. The result would be:

1. A U.S. shareholder of a CFC using a foreign functional
currency would translate foreign taxes at the spot rate on the
date the distribution is included in income (section 989(b)(1));

2. In the case of an actual or deemed sale of stock in such a
CFC, the foreign taxes would be translated at the spot rate on
the date the dividend is included in income (section 989(b)(2));

3. Foreign taxes attributable to subpart F income (and to other
types of income that are deemed remitted) would be translated at
the weighted average exchange rate for the CFC's taxable year
(just as the subpart F inclusions are translated under section
989(b)(3));

"This is a very real problem since many foreign countries
require taxes associated with a particular tax year to be paid
ovor a different twelve month or longer time period.
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4. Foreign taxes claimed as direct credits would be translated
for entities with a foreign functional currency at the weighted
average exchange rate for the taxable year of the QBU (section
989(b)(4)); and

5. Where a CFC's or QBU's functional currency is the dollar,
the translation would be based on the tax payment date consistent
with current law.

The result of this proposal for entities with a foreign
functional currency is to preserve the effective foreign tax rate
for foreign tax credit purposes rather than, as under present
law, fix an amount of tax in U.S. dollars at a point in time when
the amount of foreign currency units convertible into U.S.
dollars is not relevant to the P.3. taxpayer and the U.S.
Treasury because the earnings upon which those taxes are paid
have not been remitted into the U.S. tax system; Thus, current
law results in increases or decreases in foreign tax credits
purely as a result of movements in exchange rates, rather than on
the basis of payments to or refunds from foreign taxing
authorities. The proposal, on the other hand, properly
preserves the ability of the U.S. to always collect the residual
tax on income that incurs foreign tax at less than the U.S. rate
but not on income that incurs foreign tax at higher than the U.S.
rate. Moreover, the proposal takes into account the exchange
rate that should be relevant to both the U.S. taxpayer and the
U.S. Treasury -- the rate on the date the earnings are remitted
(or deemed remitted) to the U.S. taxpayer and convertible into
U.S. dollars.

S. 1394 proposes that the Treasury Department be given regulatory
authority to permit payments by foreign corporations to be
translated into U.S. dollar amounts using the average U.S. dollar
exchange rate for the taxable year during which the tax payments
were &a. Such change would achieve some degree of
simplification, but would still leave taxpayers who do business
in many different countries with a substantial record keeping and
compliance burden. In the year taxes accrue, they would have to
be translated at two rates: the average rate for taxes paid
during the year and the year-end spot rate for taxes accrued but
unpaid. Payments in years following would have to be tracked by
year and adjustments to the pools of creditable taxes would have
to be calculated. This proposal would be improved if the
translation of foreign taxes were made at the average rate for
the year in which the foreign taxes accrue. This would
significantly reduce the administrative effort of tracking
payments by year and recalculating the pools of foreign tax
credits. Since most foreign taxes are paid in the year they
accrue and the following year, the resulting tax credits would
not be substantially different than under the present law rule of
translation as of the payment date.

2. Bliminate Agglioation of Section 263A to Foreign Persons

Section 263A provides uniform capitalization rules for costs
incurred with respect to property produced and property acquired
for resale. This section was enacted in TRA of 1986 because it
was thought that prior law capitalization rules did not
adequately ensure correct matching of income and expense. The
preamble to the temporary regulations to section 263A, which were
published in March and August, 1987, made it clear that the rules
apply to any person producing or acquiring property, whether or
not that person was engaged in a U.S. trade or business.

U.S. corporations have already incurred considerable
administrative costs in attempting to apply these rules to
domestic activities. It is our view that the revenue gained by
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applying these rules to foreign persons not engaged in a U.S.
trade or business, such as CFCs, does not justify the costs and
complexities these rules generate. The additional complexities
and costs are due to the fact that the uniform capitalization
rules generally must be applied by foreign nationals who often
have little familiarity with U.S. accounting and tax principles
and with the English language. Moreover, particularly in the
case of non-controlled section 902 corporations, there is much
difficulty in forcing these foreign corporations to apply these
rules because it does not have any beneficial impact on their
business. Although the Internal Revenue Service ostensibly has
provided some relief in this area, through the issuance of Notice
88-104, 1988-2 C.B. 443, little use has been made of this
administrative relief. This is because the Notice does not
provide any adjustments for timing differences that are not
present in the case of foreign assets, namely depreciation.

Applying these rules to foreign persons not engaged in a U.S.
trade or business impacts U.S. corporations with CFCs primarily
in three ways: (1) determining the amount of a taxable
distribution under section 316; (2) determining the amount of
deemed paid foreign taxes under sections 902 and 960; and (3)
determining the amount of the earnings and profits adjustment
under section 864(e). Because corporations generally do not
distribute all of their earnings and profits, and most affected
U.S. multinationals (j.g., capital intensive rather than
financial companies) are currently in excess foreign tax credit
positions, we believe that the revenue effect of not applying
section 263A to foreign persons not engaged in a U.S. trade or
business should be minimal.

Because the revenue effect in not applying section 263A to
foreign persons not engaged in a U.S. trade or business should be
minimal, but the costs and complexities under current law, both
for the Internal Revenue Service and taxpayers, are tremendous,
we recommend that application of section 263A be limited only to
those persons that are engaged in a U.S. trade or business.

3. Unneoessarv S&P Connutationst Use of GAAP

Earnings and profits (E&P) is relevant in a number of contexts in
the foreign tax area. E&P is used, for example, to measure the
amount of a distribution received from a foreign corporation that
is a dividend, the amount of foreign taxes deemed paid for
purposes of the deemed paid foreign tax credit, the amount of
subpart F inclusions, and the amount of section 1248 gain treated
as a dividend.

Under section 964, E&P of a foreign corporation must generally be
computed according to rules substantially similar to those
applicable to domestic corporations. A foreign corporation,
however, cannot normally calculate E&P in the same manner as a
domestic corporation. Generally, a domestic corporation
calculates E&P by making adjustments to U.S. taxable income. A
foreign corporation, however, must use foreign book income or
foreign taxable income as a base, as it does not have a
comparable U.S. taxable income figure. This adds tremendously to
the complexity of computing E&P. In addition, particularly in
the case of a non-controlled foreign corporation, or in the case
of pre-acquisition years of a controlled foreign corporation, it
may be difficult or impossible for the U.S. shareholder to obtain
the information necessary to compute E&P.

While foreign corporations do not compute U.S. taxable income,
they frequently adjust foreign book income to conform with U.S.
generally accepted accounting principles (GAAP) for financial
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statement reporting purposes. There are numerous differences
between GAAP and E&P. Many, if not most of these relate to
timing differences. These timing differences may have little or
no impact on the U.S. tax paid, particularly in light of the Tax
Reform Act of 1986 which reduced U.S. tax rates and eliminated
many potential areas of abuse. As an example, the Tax Reform Act
of 1986 modified the section 902 deemed paid credit so that the
credit is computed by reference to a pool of post-1986
undistributed earnings. This change has greatly reduced the
significance of adjustments which merely shift income and
deductions between periods.

In summary, the current E&P rules for foreign corporations result
in significant complexity, and compliance is burdensome, and in
some cases impossible. We therefore propose that the book income
of foreign corporations, as adjusted for U.S. GAAP, be permitted
as a measure of E&P. Exceptions could be permitted for a limited
number of extraordinary items. This will significantly reduce
the complexity of the existing rules and the administrative
burden on taxpayers. The Treasury Department may currently have
sufficient regulatory authority to implement this proposal." We
would ask that Congress take the appropriate steps to confirm
that Treasury has such authority and direct Treasury to develop
regulations effecting this change.

4. liminate Passive lorei Lavestent CoMany and Controlled
0 Foreign Corgoration Overlag

Current taxation is generally required for passive investments in
the United States (whether made directly or through a regulated
investment company). U.S. investors holding passive investments
through a foreign corporation, however, are generally subject to
U.S. tax only when the corporation's earnings are remitted as a
dividend or when the investor sells his shares in the foreign
corporation. The Foreign Personal Holding Company (FPHC) rules
and later, the subpart F rules, were enacted to limit the
incentive for U.S. investors to invest abroad rather than within
the U.S. by taxing U.S. shareholders currently on certain
categories of foreign income even though such income was not
distributed to them. Nevertheless, many U.S. individuals with
portfolio investments abroad (eLg., in foreign mutual funds) were
able to escape current taxation as the FPHC and subpart F
provisions apply only where there is a significant concentration
of U.S. ownership and other conditions are met.

The Passive Foreign Investment Company (PFIC) rules attempt to
put U.S. and foreign passive investments on equal footing. The
rules apply without regard to ownership or control but by
reference solely to the level of passive income or passive income
producing assets within the foreign corporation. Under the
rules, current or the equivalent of current taxation is imposed
on the U.S. shareholder's entire portion of income from a PFIC.
Income taxed under subpart F rules continues to be so taxed with
the balance of the income taxed under the PFIC rules.

Although intended to curtail the tax advantage of income deferral
for U.S. investors in foreign mutual funds, the PFIC provisions
can also apply to CFCs that are basically operating companies and
which are not the intended target of the PFIC legislation.

*Regulatory action to utilize GAAP rules for foreign income
simplification has been advocated for their utility in other
contexts including calculating currency gain or loss under the
dollar approximate separate transactions method under I.R.C.
section 985.
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The PFIC provisions should be amended to exclude CFCs, the
passive and other types of income from which is already subject
to the subpart F taxing regime. This would limit the PFIC
provisions to their intended purpose of eliminating perceived
abuses relating to overseas mutual funds. An alternative that
would significantly reduce the CFC/PFIC overlap would be the
elimination of the asset test, thereby limiting application of
the PFIC rules to corporations earning the measure of passive
investment income originally targeted by the legislation.

5. Change Separate Income Limitation for on-controlled Seotion
902 Corporations

A section 902 non-controlled corporation is a foreign corporation
the voting stock of which is 10 percent or more owned by a single
U.S. company, yet is not a CFC since 50 percent or less of either
the total combined voting power of all classes of voting stock or
the total value of the corporation is owned directly, indirectly
or constructively by U.S. shareholders. Under current law, a
separate foreign tax credit calculation is required for dividends
received from each section 902 corporation. That is, only the
foreign taxes associated with the dividends from each section 902
corporation are creditable against the U.S. tax on that income.
The justification for this rule appears to be that Congress does
not consider non-majority ownership interests to be an integral
part of a company's worldwide business (General Explanation of
the Tax Reform Act cf 1986, page 868).

The separate limitation for dividends from each section 902 non-
CFC creates a considerable compliance burden for U.S.
corporations and their affiliates, which may have dozens, or even
hundreds of investments in section 902 non-CFCs. We believe that
it is appropriate to examine whether, in the light of other
provisions such as passive foreign investment company rules and
the complexity involved, it is really necessary to retain a
separate limitation for minority investments. If a minority
investment rule is retained, it should be modified.

Under present law, a separate allocation of expenses under the
section 861-8 regulations must be made to each non-controlled
entity (whether or not dividends are paid). Moreover, if no
dividend is received from a section 902 non-CFC for the year,
then the separate foreign tax credit calculation for each such
entity will show a foreign source lose after the required
allocation of expenses under the section 861-8 regulations. Each
such foreign source loss must be reallocated to each of the other
separate limitation baskets with foreign source income under
section 904(f)(5). In a later year, when there is a dividend
from the particular section 902 non-CFC, the prior losses in such
separate limitation basket must be reallocated back from each of
the other separate limitation baskets initially affected.

In contrast, a U.S. taxpayer in a CFC is allowed, for foreign tax
credit purposes, to allocate dividends from the CFC to the
separate foreign tax credit baskets based on the underlying
nature of the income out of which the dividends are paid. This
look-through for CFCs is premised on the notion that the CFC is
an extended arm of the U.S. taxpayer's business. Expanding this
concept to include non-majority interests would be wholly
consistent with today's business environment in which U.S.
companies find it necessary to combine efforts with other
domestic entities or with foreign companies in order to better
compete in today's global marketplace.

We recommend, therefore, that shareholders of section 902 non-
controlled corporations be allowed to look through and categorize
dividend income for foreign tax credit purposes based on the type



443

of income earned by i.he dividend paying entity. Because of the
potential difficulty a non-majority shareholder may have in
accessing information from the non-controlled entity, we would
propose that a simplified look-through rule be adopted. The
simplified look-through rule would permit dividend income to be
categorized based on the nature of the income earned by the
foreign corporation as classified in a standardized report, such
as its foreign tax return or financial statements. This would
relieve non-majority shareholders from the difficult task of
ascertaining the nature of income earned by subsidiaries and sub-
subsidiaries of the foreign corporation, a requirement that
exists in the present look-through rules for CFCs.

Substantial further simplification would be achieved by
aggregating non-controlled foreign corporations for which a look-
through election is not made by a taxpayer into a single separate
foreign tax credit limitation rather than a foreign corporation-
by-corporation limitation. This would further address the
problem of requiring, as under present law, an inordinate number
of expense allocations, loss reallocations and other
calculations.

6. Uimtnate the Niah Tax lick-Out Rule for Passive no"e

The TRA of 1986 established separate income "baskets" for foreign
income for purposes of calculating an individual's or a
corporation's foreign tax credit for U.S. tax purposes. The
separate categories were established to prevent taxpayers from
using high foreign taxes paid on one type of income to reduce or
eliminate the residual U.S. tax on other types on income.

The separate passive income basket generally includes dividends,
interest, annuities and certain rents and royalties. To further
ensure that there is no substantial averaging of foreign tax
rates within the passive basket, the 1986 Act adopted a
mechanical rule to recategorize high-taxed passive income (income
taxed at a foreign rate in excess of the highest U.S. rate) as
general limitation basket income.

Very complicated rules exist for purposes of determining whether
an item of income is high-taued. Generally, income from each
defined Qualified Business Unit (QBU) and individual QBU of each
CFC is allocated to one of three categories. The income is then
either subgrouped with other income based on rate of withholding
tax incurred, bifurcated based on whether the income is from
within or without the QBU's foreign country of operation, or
further isolated depending on the specific nature of the income.
once this lengthy dissection is complete, the taxpayer must then
allocate and apportion expenses among each separate grouping to
determine whether the income in that grouping is highly taxed.
The analysis is further complicated by special rules that apply
to the extent additional foreign tax is incurred on income
previously taxed for U.S. purposes.

We recommend that the high-tax kick-out rule for passive income
be eliminated to reduce the inordinate compliance burden
associated with administering a rule designed to deal with a
rather theoretical abuse situation.

We offer an alternative recommendation in order to address the
apparent concern that absent the high-tax kick-out rule, a CFC
might intentionally borrow to incur high taxed passive income to
achieve an averaging of foreign tax credits with low taxed
passive income. As has been done in other cases, the current
rules could be replaced with anti-abuse authority that gives the
Internal Revenue Service the ability to disregard a transaction
that is motivated solely by tax avoidance. Such authority, with
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an illustrative example (eg., the example provided in the

General Explanation of the TRA of 1986 (p. 879)), would be vastly

preferable to the complex machinery of the current high-tax kick-
out rule.

7. &gyised4 ection 6046 RoDortina for ioroiqa Minority

Section 6046, adopted in 1962, requires that U.S. shareholders
owning or acquiring direct or indirect interests (by value) in
foreign corporations file information returns reporting (i) each
direct or indirect acquisition of a 5 percent or greater
interest, (ii) each 5 percent or greater interest, (iii) any
reduction of an existing interest below 5 percent. Shareholders
required to file under this provision must report information
consisting of income statements, balance sheets, costs of gbodw
sold, taxes paid or accrued and other information. U.S. persons
who are or become officers or directors of such foreign
corporations must also file information returns. The 5 percent
investment threshold for filing is not otherwise relevant for
U.S. tax purposes and creates administrative complexity for
taxpayers.

Failure to file required information returns carries a monetary
penalty for each such interest for which there is a failure to
file.

In contrast to the 5 percent tests under section 6046, indirect
foreign tax credits are available for taxes paid by first, second
or third tier fbreign corporations at least 10 percent directly
or indirectly owned (by voting stock) by a U.S. corporate
shareholder. Foreign tax credits are not available for taxes
paid by foreign corporations below the third tier. The
proliferation of corporate owned foreign subsidiaries and joint
ventures involving minority U.S. investments has greatly
increased the problem of monitoring the transactions subject to
section 6046 reporting and obtaining required information. For
example, a foreign subsidiary of a U.S. company may enter into a
foreign joint venture that has or subsequently will acquire
numerous small investments in foreign suppliers or distributors.
It is difficult or impossible for the U.S. investor to obtain
timely information on such investments.

In the case of U.S. corporate shareholders, the threshold for
reporting acquisitions of foreign stock under section 6046 should
be increased to the 10 percent voting stock threshold that is
relevant for the foreign tax credit. It is also recommended that
reporting not be required where the foreign corporation is in a
tier lower than that permitted for indirect foreign tax credits
and the investment is de minimis in amount.



445

CEO Tax Study Group Member Companies

Baxter International

Du Pont Company

Emerson Electric Co.

Genentech, Inc.

General Electric Company

General Motors Corporation

Hallmark Cards, Inc.

Hewlett-Packard Company

Honeywell, Inc.

IBM Corporation

Levi Strauss & Company

Merck & Company, Inc.

3M Company

PepsiCo, Inc.

Philip Morris Companies, Inc.

The Pillsbury Company

The Procter & Gamble Company

Quaker Oats Company

Sara Lee Corporation

Westinghouse Electric Corporation



446

STATEMENT OF THE COMMONWEALTH EDISON
COMPANY

INTRODUCTION

Commonwealth Edison Company is an investor-owned
electric utility serving 3.2 million customers in the northern
third of Illinois, including the City of Chicago, and has nearly
20,000 common law employes.

The Edison Electric Institute (EEI) is the association
of electric companies. Its members serve ninety-six percent of
all customers served by the investor-owned segment of the
industry. They generate approximately seventy-eight percent of
all electric energy in the country and provide service to more
than seventy-four percent of all ultimate customers of
electricity in the nation.

Commonwealth Edison Company and EEI support
simplification of the employe benefits rules because many
provisions of the Internal Revenue Code have increased the
administrative burden imposed on employers while having little
effect on the amount of benefits ultimately furnished to
employes. In particular, we believe that Congress should
simplify the leased employe rules to relieve employers of the
enormous administrative burden created under these rules. The
sponsors of the Employee Benefits Simplification and Expansion
Bill of 1991, S. 1364, which was introduced by Chairman Bentsen
on June 25, 1991, are to be commended for the bill's significant
change to the leased employe rules.

DAKGROUND

Under the current leased employe rules, individuals who
perform services for an employer (recipient) and meet the
definition of a leased employe are required to be treated as
employes of the recipient for purposes of determining whether the
recipient's plans are qualified for certain tax benefits. To be
considered a leased employe of the recipient, an individual must

be a common law employe of the recipient and must meet three
.er requirements. First, the individual must provide services
rsuant to an agreement between the recipient and a third party.

second, the individual must provide services to the recipient on
a substantially full-time basis for at least one year. Third,
the individual's services must be of a type historically
performed by common law employe; in the business field of the
recipient.

BECTION 301 OF 8. 1364

Section 301 of the bill would replace the third
requirement, the "historically performed" test, with a control
test. Under this test, an individual would be considered a
recipient's leased employe only if the individual performing the
services is under the control of the recipient. This test more
accurately reflects the original intent of the leased employe
rules because only individuals who perform services similar to
the services performed by the recipient's common law employes
would be the recipient's leased employes. Commonwealth Edison
Company and EEI support this change.
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PoPOSALS TO LESSEN ADM NISTRATIVE D MDEN

Even though the control test change contained in the
bill is both desired and needed, it does not directly address the
administrative burden imposed by the leased employe rules. We
urge Congress to enact two additional changes to the leased
employee rules that will greatly reduce this burden.

First, legislation is needed to provide that workers
who are members of a collective bargaining unit ("union
employes") and who perform services for a recipient pursuant to
an agreement with an unrelated third party are not leased
employes of the recipient. The current requirement that a
recipient treat union workers who satisfy the definition of
leased employee as its common law employes does not result in any
additional plan coverage for any of those union workers.
Nevertheless, the recipient is required to incur the expense of
gathering employment data to determine if any of the union
workers have satisfied the requirement that they perform services
for the recipient on a substantially full-time basis for at least
one year.

The basis for this proposal is that the most
fundamental of the plan qualification rules permits an employer
to exclude union employes in determining whether its plan
discriminates in favor of highly compensated employes, as long as
the plan does not benefit any union employes. The unstated
rationale for the exclusion is that the federal government should
not interfere with the collective bargaining process by mandating
whether or to what extent retirement benefits must be provided to
union employes. The definition of union employes who may be
excluded does not require that the employer maintaining a plan be
party to the collective bargaining agreement covering the union

employes. 2 Rather, the law merely requires that the collective
bargaining agreement be between employee representatives and one
or more employers.

Congress could not have intended that a recipient would
be required to provide qualified plan benefits to union employes
outside of the collective bargaining process. The purpose of the
leased employe rules is to prevent a recipient from excluding
from plan coverage workers who would be covered if they were
common law employee of the recipient. Because an employer is not
required to provide benefits to union employes unless the
collective bargaining agreement so provides, the policy
underlying the leased employe rules is not frustrated by
excluding union employes from the definition of leased employee.

If the plan benefits union employes, or if a separate plan is
maintained for the benefit of union employes, all nonunion
employes may be disregarded in determining whether the plan
satisfies the nondiscrimination rules with respect to the union
employes. See Code Section 413; Proposed Treasury Regulation
Sections 1.401(a)(4)-1(c)(6); 1.410(b)-6(e)(l).

In most cases the collective bargaining agreement is between
an employer and an international union. For example, employes of
i tree trimming company whose services are used by Commonwealth
Edison are represented by the International Brotherhood of
Electrical Workers.
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Accordingly, if retirement benefits are the subject of good faith
bargaining with a leasing organization, the employer who is the
recipient of the union employe's services should be able to
exclude such employes in determining whether its plans satisfy
the nondiscrimination rules. Such an exclusion would
significantly reduce a recipient's administrative costs of
maintaining qualified plans.

The second change to the leased employee rules that we
urge Congress to enact is a provision permitting a recipient to
disregard its leased employes in determining whether its plans
are qualified if the number of leased employes performing
services for the recipient is less than 10 percent of the
recipient's common law employes. If a recipient with a large
workforce has such a small number of leased employes, the
recipient should be relieved of the enormous task of collecting

from unrelated third parties the detailed employment data that is
necessary for it to determine whether any of its contract workers
is a leased employe.

This proposal is a straightforward safe harbor similar
to the recordkeeping exception under the proposed regulations
under Section 414(n) of the Code for recipients who have a de
minimis number of leased employes. Under the regulations, a
recipient is not required to maintain employment records for its
leased employes if their number is less than 5 percent of the
number of the recipient's nonhighly compensated workforce.4
Because the recordkeeping exception operates as an exclusion, the
basis for the exception must be that if a small percentage of a
recipient's workforce is comprised of leased employes, the
recipient's intent in hiring such workers is not to increase the
benefits it may provide to highly compensated employes.

Although this proposal would increase the number of
leased employes that may be excluded under present law, it
greatly simplifies the conditions under which a recipient may
exclude leased employes. In addition, the increase in the number
of leased employes that may be excluded is necessary to provide a
recipient with a reasonable margin of error for those workers who
escape identification because, for instance, they provide
installation or maintenance services in connection with an asset
purchase contract or for some other valid reason do not come to
the attention of the personnel department. The proposal does not
enable a recipient to provide its highly compensated employes
with benefits that would be significantly greater than is
possible under the proposed regulations; it merely provides

3
Although we believe that this proposal to exclude leased

employes if their number is less than 10 percent of a recipient's
common law employes is not abusive regardless of the size of the
recipient's workforce, the change is really needed in the case of
a recipient with a large workforce. Thus, if Congress decides to
limit the applicability of this exception, we suggest that it be
available to recipients with more than 500 employes.

4 The proposed regulations also require that all plans of a
service recipient provide that all leased employes are not
eligible to participate and that none of the plans of the service
recipient is a top-heavy plan. J_ proposed Treasury Regulation
Section 1.4 14(n)-3(a) (2) (1i).
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recipients with some assurance that they are complying with the
law. Moreover, the proposal does not undercut the policy
underlying the leased employee rules, and significantly reduces
administrative costs.

Furthermore, the proposal would recognize that, in the
case of large employers such as electric utilities, there are
valid reasons to use the service of independent contractors and
outside firms to supplement their normal workforce during peak
periods or to perform services that are seasonal in nature. For
example, when a new electric generating station or transmission
line is being constructed the services of engineers and
construction workers are required, but once the project is
,mpleted their services are not required any longer. Also, due
weapons training and certification requirements by the Nuclear
;ulatory Commission, Commonwealth Edison Company chooses to use

wie services of outside security firms to provide the required
security ofits nuclear generating facilities because Edison does
not have the expertise in that important area.

QQRQLUI

Commonwealth Edison Company and EEI sincerely
appreciate this opportunity to present our views on the leased
employe rules. Your consideration of our concerns and proposals
is appreciated. Because our proposals greatly reduce the cost of
maintaining a qualified plan without sacrificing the underlying
principles of the leased employee rules, we urge this Committee to
support these proposals and include them in any pension
simplification legislation that may be enacted.
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COMPUTER DEALERS &
LESSORS ASSOCIATION

September 12, 1991

Mr. Ed Mihalski
Chief of Staff
Committee on Finance
205 Dirksen Senate Office Building
Washington, D.C. 20510

Re: S.1394, The "Tax Simplification Act of 1991"

Dear Mr. Mihalski:

The Computer Dealers and Lessors Association ("CDLA") is
pleased to submit written comments on Section 421 of S.1394, the
"Tax Simplification Act of 1991," concerning the corporate alter-
native minimum tax ("AMT"). We respectfully request the inclusion
of this letter in the record of hearings.

The CDLA is the nation's largest association of computer leas-
ing companies. Our 350 member companies engage in the business of
buying, selling and leasing new and used high-technology equipment.
CDLA members account for 75 percent of all computer equipment
leased and used in the United States, a volume estimated to have
reached $25 billion in 1990.

We have concentrated our comments below on the "simplifica-
tion" goals of the bill. We have not addressed "policy" issues in
this context, but note for the record the CDLA's longstanding view
that slow depreciation, including the proposed 120 percent declin-
ing balance method for determining the AMT of a corporation, has a
negative impact on the cost of computer ownership. The CDLA
continues to urge Congress to adopt the 150 percent declining
balance method for depreciating computer equipment to approximate
economic reality and reflect the impact of rapid technological
obsolescence on the cost of computer ownership.

The CDLA welcomes the simplification and streamlining of the
corporate ANT proposed in Section 421 of the bill. Since 1989, the
CDLA has appeared before Congress in support of legislation to
eliminate the adjusted current earnings ("ACE") adjustment to the
AMT and integrate its component items into the corporate AMT
system. The bill takes a significant step in this direction by
integrating the depreciation calculations required for ACE and AMT.
The amendments proposed in Section 421 of the bill will, if

1212 Potomac Street, NW Washington, DC 20007 ' 202/333-0102 ' FAX 202/333-0180
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Kr. Ed Hihalski
September 12, 1991
Page 2

enacted, reduce some of the inordinate And unnecessary time and
expense required for the calculation of, and the recordkeeping for,
the corporate ANT under the present law.

The CDLA is concerned that the simplification proposed in the
bill is prospective only. The simplified ANT provisions would
apply to property placed in service in taxable years beginning
after 1990. The current AMT rules would remain in effect for
property placed in service for taxable years beginning before 1991.
As a result, all corporate taxpayers would continue to be required
to use both the current AMT and ACE rules for the remaining AMT
lives of assets placed In service before the effective date of the
"simplification" reforms in the bill. For these "pre-enactment"
assets, the benefits of "simplification" would not be realized.
The burden of maintaining five or more depreciation schedules for
these assets would not be diminished.[

The CDLA believes it is both possible and desirable to
simplify the rules governing depreciation for pre-enactment assets.
Specifically, taxpayers should be permitted, on an elective basis,
to adopt for these assets a unified depreciation schedule that will
apply for purposes of both AMTI and ACE.2 Such further simplifica-
tion would provide additional administrative benefits to many
taxpayers and to the Internal Revenue Service.

The unified schedule for pre-enactment assets must be crafted
in such a way that it is easy to implement and produces results

I Three different schedules are used to compute federal
tax liability. One is used in computing depreciation for
purposes of regular taxable income, a second is used in
computing depreciation for purposes of alternative minimum
taxable income ("AMTI"), and a third is used in computing
depreciation for purposes of ACE, which is a component of the
overall minimum tax computation. Additional schedules are
required for financial accounting purposes and in determining
state tax liability. The bill would cause AMTI depreciation
and ACE depreciation to be calculated under the same set of
rules, permitting corporate taxpayers to eliminate one of
these sets of depreciation records.

2 The shift to a unified schedule should be elective
with the taxpayer, as some corporations are likely to find
that their compliance burden is minimized if they are
permitted to continue using depreciation schedules already
established for pre-enactment assets.
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Mr. Ed Mihalski
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equivalent to those produced under the present system. This goal
can be achieved in any of several ways. The following discussion
sets forth some alternatives and the policy considerations that may
influence the Committee's choice of one over another. It should be
understood that we do not advocate a system in which the taxpayer
can elect from among all the alternatives discussed; instead, we
anticipate that the Committee would choose one of these alterna-
tives as a unified method of depreciation a taxpayer can elect in
lieu of continued use of dual schedules for AMTI and ACE.

Method I. The cost recovery allowance for pre-enactment
assets-of electing taxpayers, for purposes of both AMTI and ACE,
would be determined as follows. Starting basis (i.e., basis as of
the start of the taxpayer's first taxable year beginning after
1990) would be 25 percent of AMTI basis plus 75 percent of ACE
basis. A starting basis determined in this manner would reflect
the effect of the ACE adjustment to date. This basis would be
recovered by applying the 120 percent declining balance method,
switching to straight line, over the remaining ANTI/ACE life of the
asset. The 120 percent declining balance method would be used to
align this method with the method prescribed under the bill for
post-enactment assets.

Method 2. This method is the same as method 1, except the
starting basis would be ACE basis as of the end of the last taxable
year beginning before 1991. The results are similar to the results
under the more theoretically correct method 1, and additional
simplification is achieved through use of a figure for starting
basis that is readily available from prior year calculations.

Method 3. Commencing with the first taxable year beginning
after 1990, pre-enactment assets of electing taxpayers would be
treated as if they had been under the unified system set forth in
the bill from the date they were first placed in service. In some
respects this alternative is the simplest, because it would permit
electing taxpayers to apply the same depreciation schedules to all
assets (pre-enactment and post-enactment) for purposes of AMTI and
ACE. Our preliminary analysis indicates that this alternative
produces results similar to the theoretically correct results of
method 1.

I It may be appropriate to permit taxpayers making this
election to amend prior year returns in keeping with this
treatment.
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In conclusion, CDLA believes a significant improvement in the
treatment of pre-enactment assets under the bill can be achieved
without harm to taxpayers or detriment to federal revenue.4 We
would be pleased to assist the Committee and its staff in
addressing any technical issues the Committee encounters in the
implementation of a unified cost recovery schedule for pre-
enactment assets.

Sincerely,

Kenneth A. Bouldin
President

4 We note that many taxpayers will effectively leave
dollars "trapped" in the AMTI credit over an indefinite
period of time under any of the alternatives discussed above,
including under present law. Consideration should be given
to providing relief from this inequity.
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STATEMENT OF THE DEPOSIT GUARANTY CORP.

These comments are in response to S. 1394, otherwise known as the Tax Simplifi-
cation Act of 1991 (hereinafter, "the Act"). Deposit Guaranty Corp. and subsidiaries
generally support the provisions of Section 422 of the Act, which repeal the special
change in ownership rules applicable in determining adjusted current earnings
(ACE). The application of these provisions, which require certain taxpayers to re-
state the basis of their assets exclusively for ACE purposes, is perhaps the most
complex and burdensome requirement contained in the Internal Revenue Code.
Through the enactment of the Omnibus Reconciliation Act of 1989, Congress
strengthened Internal Revenue Code Sections 382 and 384, thereby increasing the
reliance upon these Code sections to restrict the use of the built-in losses. The
strengthening of these Code sections has relegated the importance of the ACE
change of ownership rules to the role of being merely onerous back-up provisions,
and the repeal of these rules will remove these burdensome provisions of diminished
importance.

Section 422 of the Act is effective for changes in ownership occurring after the
date of enactment. We urge that the Committee modify the effective date of these
provisions so that the ACE change of ownership rules be repealed for all changes in
ownership occurring after December 31, 1989, as if the rules had never been includ-
ed in the Internal Revenue Code. The repeal of the ACE change of ownership rules
recognizes that these rules are not necessary; however, limiting repeal to changes in
ownership occurring after the date of enactment will effectively continue to apply
these burdensome and unnecessary provisions to a limited number of taxpayers who
have undergone changes in ownership within the two-year period of time during
which the rules were in effect. We feel that the resources of the Internal Revenue
Service, taxpayers, and their representatives are better devoted to understanding
and interpreting permanent provisions of the law, rather than calculating the effect
of a repealed provisions that would have been effective for a period of less than two
years.

Deposit Guaranty Corp., a one-bank bank holding company, acquired an addition-
al banking operation (which included a holding company, a bank, and other subsidi-
aries) during 1990. The acquisition resulted in a change in ownership under the Sec-
tion 382 rules. As a result of the ACE rules, the acquired banking operation is re-
quired to restate its basis in all of its assets to reflect each asset's fair market value
as of the date of the change in ownership. The impact of implementing the ACE
rules in the banking environment is staggering. The basis of every loan, regardless
of face value, must be restated as of the date of change. Similarly, the basis of every
marketable security held by the bank and every fixed asset owned by the bank must
be restated. ACE adjustments are necessary whenever a loan is written off, a mar-
ketable security is sold, a discount is accreted or a premium is amortized, and a
fixed asset is sold or depreciated. The restated basis is used only for ACE purposes-
historical tax basis is used for regular tax purposes. At this point, it appears that
the built-in loss limitations will also apply for regular tax purposes; therefore, im-
plementing the rules for ACE purposes as well adds an additional layer of compli-
ance which will have little if any revenue effect.

Efforts to comply with the ACE rules have thus far had a profound effect on De-
posit Guaranty Corp. and its subsidiaries. The taxpayer, which has historically
maintained a tax department of three persons, has expanded to four full-time per-
sons and hired a fifth temporary full-time person in order to comply with the provi-
sions. Approximately $14,000 has been incurred for the extra personnel in the tax
department. The taxpayer has been unable to find support from outside computer
software vendors to comply with the ACE rules because of the limited number of
taxpayers actually subject to the rules. Two computer programmers worked full-
time from May 1991 to August 1991 in order to capture the information necessary to
compute the major ACE adjustments pertaining to just the bank's fixed assets. Pro-
grammers from the bank's loan operations department are currently being utilized
to write the necessary portfolio. In addition, two temporary data entry clerks have
been hired to create the necessary data base for making the ACE computations for
loans. Other bank personnel set up programs to compute the ACE adjustments for
the investment portfolio and other rea! estate held. Programming costs were budg-
eted to be $12,000 and $16,000, respectively, for the fixed asset and the loan portfolio
compliance requirements; to date costs are exceeding budget. The computer pro-
gramming problems are compounded by the fact that, due to time constraints, the
programs written for 1990 are makeshift in nature and cannot be incorporated as
part of the bank's overall computer production system. The programs written for
1990 will thus have to be written for 1991.
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The Honorable Dan Rostenkowski, Chairman of the Committee on Ways and
Means for the United States House of Representatives, has through a press release
identified seven criteria to be. applied in assessing proposals to be included in the
H.R. 2777, a companion bill to the Act:

1. Whether the proposal would significantly reduce mechanical complexity or rec-
ordkeeping requirements.

2. W ether the proposal would significantly reduce compliance and administrative
costs.

3. Whether the proposal would preserve underlying policy objectives of current
law and not create or reopen opportunities for abusive tax planning.

4. Whether the proposal comports with generally accepted tax principles.
5. Whether the proposal would avoid significant dislocations of tax burdens among

taxpayers.
6. Whether the simplification that the proposal would achieve outweighs the in-

stability resulting from making any statutory change, as opposed to permitting stat-
utory repose.

7. Whether revenue effects of the proposal would comport with current revenue
and budgetary constraints.

In closing, we would like to apply the above criteria to show why the repeal of the
ACE change in ownership rules should be retroactive to changes in ownership oc-
curring after December 31, 1989. We have previously established the effect that the
implementation of the ACE rules is having on our tax department, as well as the
massive computer applications required to implement the rules. The retroactive
repeal of the rules would therefore significantly reduce mechanical complexity, rec-
ordkeeping requirements, and compliance and administrative costs.

We feel that our proposal will preserve underlying policy objectives of current law
and will comport with generally accepted tax principles, as evidenced by the fact
that the repeal of the rules is already included in the Act. Changing the effective
date of the repeal to ownership changes occurring after December 31, 1989, instead
of using the date of enactment as the effective date, will not undermine policy objec-
tives.

We do not believe that our proposal will result in significant dislocations of tax
burdens among taxpayers, nor will the revenue effect of our proposal materially
effect current revenue and budgetary constraints. The fact that we have found little
support from outside software vendors is an indication that the ACE rules thus far
have had limited applicability.

Finally, the simplification that the proposal would achieve clearly outweighs any
instability resulting from making the statutory change. Since the Act already in-
cludes the statutory change, any instability resulting from the change has already
been taken into account by the Committee. Changing the effective date of the repeal
to ownership changes occurring after December 31, 1989, instead of using the date
of enactment as the effective date, will not result in any additional instability, but
will achieve additional simplification.

STATEMENT OF EASTMAN KODAK COMPANY

Mr. Chairman and Members of the Subcommittee: I appreciate this opportunity to
submit comments on behalf of Eastman Kodak Company on pension simplification.
My statement will address specific provision in S. 1364, the Employee Benefits Sim-
plification Act, introduced by Senators Bentsen, Pryor, and others, as well as H.R.
2730, the Pension Access and Simplification Act of 1991, introduced by Chairman
Rostenkowski of the House Ways and Means Committee and H.R. 2641, the Employ-
ee Benefits Simplification Act of 1991, introduced by Congressman Chandler and
others. I will direct my comments to only a few specific provisions in each bill. Most
of my comments discuss those provisions in the bills affecting the proposed pension
coverage and nondiscrimination regulations as they relate to Kodaks retirement
plans.

KODAK PLAN--GENERAL BACKGROUND

Treating all levels of employees equally for retirement benefits is Kodaks long
standing general philosophy. Kodak therefore maintains one defined benefit pension
plan, the Kodak Retirement Income Plan (KRIP), for the great majority of its em-
ployees without regard to business unit or location. (Sterling Drug Company employ.
ees participate in KRIP under the formula carried over from their own plan prior to
acquisition by Kodak in 1988.) The KRIP was adopted in 1928 and currently covers
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more than 70,000 active employees and 30,000 terminated vested and retired em-
ployees and their beneficiaries (plus the roughly 5,000 Sterling participants). Since
1981, the KRIP benefit formula has provided a pension at age 65 (normal retirement
age) for each year of participation of 1.3 percent of pay up to the integration level
and 1.6 percent of pay over the integration level.'The benefit formula is designed so
that in combination with social security it replaces on an after-tax basis a partici-
pants final pay at the lower salary levels.

The following examples of final pay replacement on an after-tax basis (including
social security) are illustrative:

Age 65/35 Years of Service Age 62/30 Years of Service

$30,000 = 100% $30,000 = 87%
$50,000 = 92% $50,000 = 78%
$100,000 = 75% $100,000 = 64%
$200,000 = 62% $200,000 = 53%

Kodak has historically provided a partially subsidized early retirement benefit.
Prior to Septemberi, 1990, the KRIP provided a 100 percent benefit at age 60 with
30 years of service. For earlier retirements, there was a 5 percent per year actuarial
reduction from eligibility for a 100 percent benefit. Age 55 was the minimum early
retirement age.

September 1, 1990 KRIP Changes. On September 1, 1990 significant (and costly)
improvements were made in the plan. A 75/85 early retirement benefit was added,
giving participants with a combination of service and age of 75 a 50 percent benefit
and participants with a combination of service and age of 85 a 100 percent benefit.
A lump sum optional form of benefit was also added for all participants. These im-
provements were made to reflect Kodaks need for a more flexible and mobile work-
force to meet the competitive demands of emerging technologies.

SPECIFIC COMMENTS

1. Average accruals under the proposed 401(aX4) regulations
.Last year, the Treasury Department issued proposed regulations under Code sec-

tions 410(b) and 401(aX4). The Department has stated that the proposed rules are
designed to be a single coordinated nondiscrimination rule. Under section 410(b), an
employers plan must meet a minimum coverage requirement. This requirement can
be met in one of three ways:

(1) 70 percent test. The plan covers 70 percent of the employers nonexcludable non-
highly compensated employees (NHCEs).

(2) 70 percent ratio percentage test. The percentage of NHCEs benefitting under
the plan (stated as a percentage of all nonexcludable NHCEs) is at least 70 percent
of the percentage of the highly compensated employees (HCEs) benefitting under
the plan (stated as a percentage of all nonexcludable HCEs).

(3) Average Benefits Test. The plan meets a two pronged test:

(a)Nondiscriminatory classification test. The plan covers a classification of employ-
ees that (i) is a reasonable bona fide business classification and that (ii) satisfies
either an objective safe harbor test or an unsafe harbor test.

(b) Average benefits percentage test. Under all plans of the employer, the average
benefits of the NHCEs as a percent of compensation equals at least 70 percent of the
average benefits of the HCEs, as a percent of compensation.

In addition to satisfying section 410(b), under Code. section 401(aX4) a plan must
not discriminate in favor of HCEs. Under the general rule as provided by proposed
regulations, a plan satisfies this test only if there is no HCE under the plan with an
accrual rate that exceeds the accrual rate for any NHCE. This test must be met
separately for both the normal accrual rate under the plan (generally, the rate at
which a participant accrues a benefit at normal retirement age) and the plans most
valuable accrual rate (generally, the rate at which a participant accrues subsidized
early retirement and other optional benefit forms under the plan.) A number of safe
harbors are provided, some of them design-based. These are so restrictive, however,
that many plans, particularly plans of large employers with subsidized early retire-
ment benefits like Kodak, will not meet them. Such nonqualifying plans must be
tested under the general rule.

For the purpose of section 401(aX4) testing the regulations permit an employer to
restructure any plan into a number of smaller plans, each one with the same accru-
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al rate (or alternatively, with the same accrual rate segments). I Restructuring os-
tensibly permits employers to create plans each of which by definition passes sec-
tion 401(aX4), since within each 401(aX4) plan created by restructuring, no employee
has an accrual rate more valuable than any other. The purpose of the restructuring
rules apparently is to recognize that, even in the absence of these rules, employers
could amend their existing plans to create separate plans, a practice that wouldac-
complish the same objective at greater cost.

Each 401(aX4) plan created by restructuring must pass the minimum coverage
rules of section 410(b). Because of an employers ability to restructure in this
manner, it could be said that a plans failure to pass section 401(aX4) ultimately is a
failure only of section 410(b). Each plan can be restructured so that each component
401(aX4) plan consists of all benefits with a single accrual rate. A plan can fail only
if a highly compensated employee is in a component plan that lacks a sufficient
number of NHCEs to pass the minimum coverage requirements. 2

PROBLEMS WITH THE PROPOSED TEST

The basic problem with the proposed section 401(aX4) test is that a plan can flunk
if any HCE accrues a bigger benefit than any NHCE in any year. This means that if
a formula produces nonuniform accrual rates 3 for employees of different ages and
lengths of service, a plan is virtually certain to fail. Any plan covers HCEs and
NHCEs of varying ages and lengths of service; if the accrual rate (normal or most
valuable) is nonuniform it is very likely that in some year one HCE will have a
higher accrual rate (normal or most valuable) than some NHCE. Most defined bene-
fit plans have accrual rates that are to some degree contingent on age and years of
participation-and therefore nonuniform.

Just about the only kind of defined benefit plan with a uniform accrual-rate, un-
affected by contingencies of age and service, is one with a normal retirement age of
65 (regardless of when participation begins), with no subsidized early retirement
benefit, no caps on years of credited service, and no actuarial increases for individ-
uals who work past the normal retirement age. Plans with enhanced benefit fea-
tures are certain to have nonuniform accrual rates; a common example is seen in
plans with subsidized early retirement based on a combination of age and years of
service (such as the Kodak plan). Differing most valuable accrual rates occur in
such plans for the simple fact that individuals hired at younger ages with potential-
ly longer periods of service will be nearer to the time of full unreduced early retire-
ment than others; they will accrue early retirement (i.e., most valuable) benefits
faster than individuals hired at older ages who are projected to have relatively
shorter periods of service.

For example, consider the following plan of employer X. The plan is a defined
benefit plan that provides a benefit at age 65 equal to 1 percent of compensation,
times a participants high 3-years average compensation, times years of service. A
subsidized early retirement benefit is available equal to 100 percent of the normal
retirement benefit for participants whose age and service equals a total of 75 years.
The plan covers the following participants: 4

Participant Compensation Age At Hire

A . ................................................................. ........................... ..................................... ................ $ 7 5 ,0 0 0 3 5
B ................................................................................................................................................... $ 4 0 ,0 0 0 3 0
C .......................................................................................................................................... ......... $ 4 0 ,0 0 0 3 5
0 .............................................................................................. ... ............................................... $ 4 0 ,0 0 0 50

While the normal accrual rate is nondiscriminatory, 5 the most valuable rates may
be discriminatory under the proposed regulations. This is because A's most valuable

I Under a de minimis "grouping" rule, a permissibly restructured 401(aX4) plan is created if
all accrual rates in each component plan fall within a range of 5 percent (not 5 percentage
points) above or below a midpoint rate selected by the employer.

2 If the restructured component plan does not pass the 70 percent ratio percentage test, the
average benefits test (with its attendant complex tests) would have to be met.

3 This applies to either the normal accrual rate or the most valuable accrual rate.
4 This participant group could either be the actual employer population or it could be merely

one component of a restructured "plan."
5 The plan's benefit formula may for any number of reasons not meet any of the design based

safe harbors under the proposed section 401(aX4) regulations. For instance, the compensation
Continued
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accrual rate (that is, for early retirement benefits) is greater than D's most valuable
accrual rate (for early retirement benefits). This is because A will be eligible for un-
reduced early retirement at 55, which D will not be eligible for unreduced early re-
tirement until age 621/2.

The example here is of most valuable accrual rates that are discriminatory under
the proposed regulations. But a similar problem exists for many plans that follow
common methods of computing normal retirement rates. For example, in a plan
using the typical 30-and-out formula, credited service is limited to 30 ears. Employ-
ees with more than 30 years of service have a lower accrual rate than employees
with less than 30 years of service. If any HCE has less than 30 years of service, and
any NHCE has more than 30 years of service, the plan will flunk the basic test. A
similar problem exists with respect to plans that provide actuarially increased bene-
fits for employees who retire after age 65, and plans that in any way link full retire-
ment benefits to years of participation.

USE OF AVERAGE ACCRUAL RATES WOULD SOLVE THE PROBLEM

Restructuring is an inadequate solution. The problems of the proposed section
401(aX4) test are apparently intended to be addressed by the proposed restructuring
provisions. Restructuring does help with some testing problems (for example, it per-
mits testing of plans where different benefit formulas apply to employees in differ-
ent plants or divisions). But restructuring does not address the two fundamental
roblems of the proposed rule. The first is its extraordinary cost and complexity.
yen after restructuring, the test has to be run twice--once for a plans normal ac-

crual rate, and once for its most valuable accrual rate. Because accrual rates may
change every year, a plan may have to be restructured every year, even if the formula
remains unchanged.

The more basic problem unsolved by restructuring is the highly arbitrary nature bf
the proposed test. Because of his or her age and service with the employer, a highly
compensated employee may accrue a benefit at a higher rate than any NHCE under
the plan. This means a plan with a nondiscriminatory design can fail to pass merely
because of accidents in the composition of the ages and lengths of service of plan
participants. Because the result is the accidental outcome of a plans demographics,
a plan that has passed in any one year--or many years in a row-may fail to pass
in any year.

The arbitrariness of the test is compounded by the proposed requirement that-
even though a plan must pass section 401(aX4) for both normal and most valuable
accruals-restructuring can be performed only once. That is, the same 401(aX4)
plans that result from one restructuring (for example, to pass the test for most valu-
able accruals) must also be tested for normal accruals. It is easy to see that the ben-
efits of any group of employees in a restructured plan, selected because they pass
for most valuable accruals, might by chance happen to fail the test for normal ac-
cruals (or vice versa). Of course,. they might also happen to pass both tests. The
point is that whether the restructured plan passes or fails is the result of demo-
graphic accident, rather than of the fairness of the plans design.

The Kodak plan is an example of these points. Among the 70,009 employees cov-
ered by the plan, one is a relatively lower paid HCE who began work with Kodak at
the age of 16 and is now in his young 30's. His most valuable accrual rate (the rate
at which he is earning a subsidized early retirement under the 75/85 early retire-
ment feature added in September of 1990) is projected to vastly outpace the most
valuable accrual rate of all but a few NHCEs. Restructuring does not help this prob-
lem, because an insufficient number of NHCEs happen to have this individuals par-
ticular work history.6 The benefit accrued by this single individual could disqualify
the whole plan, even though subsidized early retirement is available to all on a non-
discriminatory basis.

H.R. 2641 (Chandler) would permit a plan to pass if the average accruals of HCEs
were no greater than the average accruals of NHCEs. Kodak strongly supports this
approach. Under this test, if a plan has a nondiscriminatory design, the accidental
occurrence of a high accrual rate for a small number of HCEs will not disqualify the
plan. In testimony before the House Ways and Means Subcommittee on Select Reve-
nue Measures, Kenneth Gideon, Assistant Secretary of the Department of the Treas-
ury ("Assistant Secretary Gideon statement"), urged that Congress not adopt an av-

definition may not comply with the necessary requirements for safe harbor treatment because of
the use of rate of pay.

6 The number of NHCEs is insufficient for the KRIP to meet the 70% ratio percentage test of
section 410(b).
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erage accrual rule because the Department is in the process of modifying the re-
structuring rules. It is my firm belief that tinkering with the restructuring rules is
inferior to replacing the basic test with an averaging rule. The basic problem is with
the proposed 401(a)4) test itself None of the proposed modifications I have seen (such
as so-called matrix restructuring) address the fundamental problem of the test: it is
complicated expensive and arbitrary.

An average accruals test-or a modified average accruals test-will prevent dis.
crimination as well, at much less cost, than the proposed test

Some have objected that to permit a test for average accruals would defeat the
policy objectives of the proposed section 401(aX4) test: to forestall an unjustly high
accrual rate by a few HCEs, and to prevent the hiding of disproportionately gener-
ous benefits for a few HCEs behind the otherwise acceptable average accrual rates
of other HCEs. Viewed in this light, the proposed test is consistent with the overall
thrust of other parts of the rules governing qualified plans (for example, the section
415 limits and the $200,000 compensation limit under section 401(aX17)).

But if this is the purpose of the proposed rule, it accomplishes its objective very
badly. That is, the proposed test is complex, costly and arbitrary in its results, but
these disadvantages are not justifleil by any significant reduction in discrimination.
In fact, because the rule is so rigid, drafters of the proposed regulation have includ-
ed looseners to offset its harshness. These looseners permit really egregious discrim-
ination, especially by small plans. At the same time, the basic test can by accident
disqualify plans providing very good benefits to rank and file employees. If Congress
is concerned with enforcing fairness in pensions, this goal could be accomplished
just as well, and at much less cost, by a rule permitting testing of average accruals,
accompanied by a simple rule to prevent disproportionately generous accruals for a
small number of highly paid individuals. These points are explored in the next few
paragraphs.

Without testing average accruals, a de minimus failure can disqualify even a
plan providing very generous benefits to rank and file employees. This statement
has already pointed out how accidents of demographics can cause a plan to flunk
the proposed test. This can happen even if on average benefits provided to NHCEs
are significantly more generous than those required under the minimum coverage
rules. For example, even if an employer plan provided benefits for NHCES that were
twice as generous (as a percent of pay) as the benefits provided for HCEs, the plan
could be disqualified because of one failure involving a de minimus amount of bene-
fits.

De minimus accidental disparity should not be offensive in benefits that are
available without discrimination. Of course, Congress wouldn't have retained sec-
tion 401(aX4) if its objectives were merely to ensure that benefits in the aggregate
satisfied some target. But it seems that if in the aggregate a plan delivers signifi-
cant benefits to nonhighly paid employees--benefits in excess of the minimum re-
quired under section 410(b)-and if on average high paid employees accrue the same
benefit as low paid employees, it does not offend public policy if a very small
number of highly paid employees receive high benefit accrual rates. This appears
fundamentally different from a small plan designed with the specific intent of bene-
fitting only a few top management personnel, and which is in fact available in a
discriminatory manner.

While proposed test does little to increase fairness of plans such as the Kodak
plan, it permits significant discrimination elsewhere. If the intent of the proposed
rules is to deny the opportunity of a small number of highly paid employees to
design discriminatory benefit packages, they fail spectacularly in their objective. A
provision of the regulation permits defined contribution plans to be tested on a de-
fined benefit basis (and vice versa).8 The result of this rule may in certain circum-
stances be viewed as discriminatory. Under this rule, a highly paid professional can
easily design a defined contribution plin in which contributions for herself are more
than four times the contributions (as a percentage of compensation) for any non-
highly paid support staff in the plan. This disparity is allowed even though defined
contributions plans have none of the policy safeguards associated with defined bene-
fit plans: notably, risk shifting, and a tax on excess reversions. This feature of the

T This assumes that the accruals come from plan features that are available to a nondiscrim-
inatory group of employees and that the benefitted employees themselves are not in the position
to influence the benefits package.

s This testing methodology is not new. It merely follows longstanding Service and Treasury
policy which is consistent with the section 401(aX4) statutory mandate that there be no discrimi-
nation in favor of highly compensated employees in "contributions or benefits."
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proposed regulations is already being touted in estate planning magazines as a sig-
nificant wealth accumulation device for owners of small business.

This particular feature of the proposed regulations is not an accidental oversight,
but part of the overall package of features designed to soften the impact of the sub-
stantive rule by allowing greater design flexibility. This is a significant symptom of
the Section 89 syndrome: A rigid numerical rule is accompanied by a myriad of ad-
junct rules and exceptions, all designed to make the basic rule politically more ac-
ceptable. But the effect of all these rules is twofold: First, they create a complicated
and expensive test. Second, they have unintended results-in this case, ludicrous re-
suits. To my mind a rule is not defensible when it potentially disqualifies a plan
such as Kodaks, that covers large numbers of nonhighly compensated employees,
with enhanced benefits that are available to all. At the same time, it deliberately
blesses an estate planning technique for high income professionals with inadequate
plans.

If Congress wishes to prevent undesirable discrimination, a better rule would
permit averaging of accruals, but with a limitation on accruals by any high paid
employee. The proposed rule accomplishes little in the way of real reduction in dis-
crimination, and accomplishes this meager result at great cost. This problem is in-
trinsic with the basic proposed rule. Restructuring; is an inadequate solution. And
variations of restructuring (such as matrix restructuring which has been suggested
by some benefits consultants and apparently accepted by the Service, according to
recent press accounts) only pile complication upon complexity, without addressing
the fundamental problem of the proposed test. Permitting testing of average accru-
als would avoid these problems. If Congress is concerned that testing average accru-
als would permit accrual of inequitably rich benefits for some high paid individuals,
a simpler approach would address this problem directly. For example, one rule
might limit the accruals of any NCE in the plan to a multiple (for example 200%) of
the average accruals by the NHCEs.

A similar solution is suggested by the pension simplification pamphlet prepared
by the staff of the Joint Committee on Taxation. 9 The pamphlet suggests that each
NHCE accrue a benefit no less than the average benefit accrued by the HCEs.

While I believe this kind of approach is useful, I am concerned about the exact
rule as suggested by the Joint Committee staff. The biggest problem with the pro-
posed approach is that it doesn't work for most plans.1 0 It can work only if all the
NHCEs accrue a benefit at a uniform rate that is equal to or greater than the aver-
age accrual rate of all HCEs. The uniformity requirement is absolute. If the average
NHCE accrual rate equals the average HC accrual rate, no NHCE can accrue at a
lesser rate. This is true even in a plan in which the average accrual rate of the
NHCEs vastly exceeds the average of the HCEs, so most NHCEs accrue bigger bene-
fits than most HCEs. Even in this plan any NHCE that accrued a lower rate than
average could potentially disqualify the whole plan.

In addition, the philosophy underlying the rule is a new departure from tradition-
al pension policy. The fact that certain individual NHCEs receive low benefits is not
the explicit concern of pension policy even as reformulated in the Tax Reform Act
of 1986, provided that on average low paid employees in a (restructured) plan re-
ceive a benefit commensurate with that received by high paid employees. This can
be seen in the essential structure of the coverage rules, which permit an employer
to exclude a significant number of low paid employees from any pension participa-
tion at all. For example, an employer that covers all of its HCEs in a single plan
can exclude up to 30 percent of its NHCEs. The pension coverage and nondiscrim-
ination rules have been designed first to ensure that aggregate benefits are spread
fairly among high paid and low paid employees, and second to ensure that no high
paid employee receives an unfairly rich pension benefit compared to the employers
rank and file. But except for top heavy lans, the rules have not been designed to
ensure a minimum benefit for each NHC

Because of these objections, I believe a more acceptable variant of the Joint Com-
mittee staff suggestion would involve a cap on the permissible accrual of any HCE.
This rule might be particularly effective if combined with the restructuring rules.
Many defined benefit pension plans provide benefits to employees of different divi-
sions, locations, plants, etc., under different formulas. These varying benefit formu-
las may provide vastly disparate benefits. The restructuring rules under the pro-

9Simplification of Present Law Tax Rules Relating to Qualified Pension Plans, prepared by
the Staff of the Joint Committee on Taxation, JCS-24-90. August 6, 1990.

10 There are many reasons why a participant may not accrue a benefit in a particular year.
For example, a participant may be required to work 1,000 hours to get an accrual so that any
participant who does not have 1,000 hours in a year will accrue no benefit.
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posed 401(aX4) regulations have been designed to deal with this type of situation. If
the restructuring rules (especially the group restructuring rules of Prop. Reg. sec-
tion 1.401(aX4)-9(dX2XiXA)) were permitted to be applied before the application of the
suggested variant of the proposed Joint Committee staff rule, there may well be a
workable alternative to the general rule of the proposed regulations.

2. Rate of pay
Last year Treasury also issued proposed and temporary regulations defining par-

ticipants compensation for purposes of the pension nondiscrimination rules under
section 414(s). The proposed rules provide an acceptable definition of compensation
and several safe harbor definitions. In addition, an employer may use any definition
of compensation provided it is reasonable and does not by design favor highly com-
pensated employees. In addition, the definition must satisfy an objective test for dis-
crimination.

A definition passes this test only if the percentage of compensation included
under the alternative definition for HCEs (as a percent of compensation calculated
under the basic method) does not exceed by more than a de minimus amount the
percentage of compensation included for NHCEs (as a percent of compensation cal-
culated under the basic method). Put another way, the alternative definition cant
include a higher proportion of pay (as calculated under the general rule) for HCEs
than for NHCEs.

However, under the proposed regulations, employers must use actual compensa-
tion, rather than rate of pay--even if the use of rate of pay would be nondiscrimina-
tory. This adds to the complexity of the rules without having an effect on discrimi-
nation. A brief description of the Kodak plan may explain this point. Under the
Kodak plans compensation formula benefits are based on a participants high 3-years
actual compensation, generally excluding bonuses paid to eligible employees based
on company performance (defined as a return on assets). In certain limited situa-
tions, however, actual compensation is adjusted upward for any affected participant
to take into account a participants rate of pay. These situations include but are not
limited to breaks in service because of unpaid leave for military duties, parental
leave, and family leave; and reduction in pay because of disability.

In these types of situations, Kodak provides benefits based on an individuals rate
of pay before the break in service. We believe that allowing Kodak to define com-
pensation as rate of pay to accommodate this practice would greatly reduce the test-
ing burden of the new rules. H.R. 2641 would require that employees :ate of pay be
among the acceptable definitions of compensation included in Treasury regulations
under section 414(s). Kodak supports this provision. Of course, as for any other al-
ternative definition of compensation, rate of pay should be acceptable only if it is
reasonable and nondiscriminatory, and meets the objective test set forth in the pro-
posed regulation. Kodak has determined the use of rate of pay by its plan in these
situations would satisfy all these principles. I

The Joint Committee Staff pamphlet on pension simplification notes that some ob-
servers argue that the compensation used for plan testing purposes should be actual
pay, not approximations thereof. If the use of rate of pay is nondiscriminatory in
design and in effect (as defined under the objective test), it is difficult to see an over-
whelming public policy justification for the use of actual pay, rather than a reasona-
ble approximation. As with other elements of the rules, I believe a balancing test in
this case is appropriate. A rule that excludes the use of rate of pay promotes only
very small increases in accuracy in return for an enormous increase in the cost of the
test. 12

An alternative approach would be to expand the rule provided in S. 1364 and H.R.
2641 governing contributions to a qualified plan for an employee who becomes per-
manently and totally disabled. Under the provision as proposed in the two bills, if a
plan provides for continuation of contribute is on behalf of all participants who are
permanently and totally disabled, contributions may be based on participants pre-

IThis assumption is based on Kodak's ability to use the aggregate testing method set forth
in the preamble to the proposed regulations. The preamble, however, conditions the use of the
aggregate averaging method "only if it does not produce distortion as a result of the extra
weight given employees with higher compensation in the relevant group." It has been suggested
by some individuals in the Service and Treasury that the aggregate method may not be appro-
priate in certain cases and that individual percentages may need to be done, in which case the
test would not be met if there is any one participant who receives no actual compensation for a
year, because, for example, the person was on family leave.

' 2 If a nondiscriminatory definition of rate of pay cannot be use in testing for nondiscrimina-
tion under section 401(aX4), other compensation data will need to be gathered to perform the
required tests. This can greatly increase administrative costs.
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disability compensation without regard to whether the participant is highly compen-
sated. A similar rule could be fashioned for plans that provide benefits based on pre-
leave compensation for all employees who are absent for a variety of reasons, in-
cluding family leaves, or leaves for military service; and for all participants who
take disability pay. Because the rule would be available only if the employer adopt-
ed the practice with respect to all employees in like situations, it would not be dis-
criminatory.

In his statement before the House Ways and Means Subcommittee on Select Reve-
nue Measures, Assistant Secretary Gideon expressed concern that the proposed
modification would permit plans to make contributions during disability only during
years when the only disabled participants in a plan are highly compensated, and to
delete the contribution provision in years when the only disabled participants are
nonhighly compensated. Kodak would support a reasonable rule prohibiting abuse
or manipulation of this provision.

8. Social Security Supplements
Kodak also supports the provision- of H.R. 2641 that would modify the proposed

regulations governing the use of social security supplements. For any employer that
provides generous early retirement benefits, as does Kodak, the use of social securi-
ty supplements is a rational way of providing benefits for individuals who have not
attained social security retirement age. Social security supplements deliver benefits
to those participants most in need of benefit supplementation (early retirees) with-
out inappropriately raising the replacement income ratios for benefits provided
after normal retirement. Without using social security supplements, it can be diffi-
cult to provide a generous early retirement package and still avoid a benefit formu-
la that delivers a replacement ratio (when social security is included) in excess of
100 percent for benefits after social security retirement age.

The proposed regulations would make it difficult for Kodak to deliver early retire-
ment benefits through the use of social security supplements. The proposed regula-
tions adopt a position that differs from current practice under Revenue Ruling 81-
202, 1981-2 C.B. 93 with respect to social security supplements and other ancillary
benefits. Under Revenue Ruling 81-202, ancillary benefits are normalized in testing
employer-provided benefits for discrimination. (Generally, a normalized ancillary
benefit is the benefit expressed as the actuarially equivalent life annuity commenc-
ing at age 65). Under proposed regulations, by contrast, ancillary benefits are sub-
ject to separate discrimination testing, and may not be tested as part of the regular
employer-provided benefit. As a result, if Kodak were to enhance its early retire-
ment benefit package with the use of social security supplements, these supple-
ments could not be tested with the rest of the benefit package.

We believe that it is appropriate to treat social security supplements like subsi-
dized early retirement benefits, rather than as ancillary benefits, for purposes of
testing plans for discrimination. With one notable exception (discussed below), social
security supplements are treated like early retirement supplements for every other
provision of the Code. They are treated as early retirement subsidies for purposes of
the funding rules of section 412; the limitations on contributions and benefits of sec-
tion 415; and the calculation of liabilities under section 401(aX2). Like early retire-
ment subsidies, social security supplements are guaranteed as retirement benefits
under Title IV of ERISA. The two are treated the same under the Age Discrimina-
tion Act in Employment (ADEA).

Social security supplements are treated differently from other early retirement
subsidies in one important respect: social security supplements are not protected
from cutback under section 411(dX6). Kodak supports the provision in H.R. 2641 that
would permit social security supplements to be taken into account for general non-
discrimination testing only if protected against reduction or elimination under sec-
tion 411(dX6). We note that Assistant Secretary Gideon's statement before the House
Ways and Means Subcommittee on Select Revenue Measures does not oppose a stat-
utory provision subjecting certain social security supplements to the anti-cutback
rules, provided social security supplements are appropriately defined. We applaud
this endorsement and urge the Subcommittee to adopt this position.

However, we have reservations about another portion of the provision under H.R.
2641, which provides that social security supplements are disregarded in testing per-
mitted disparity under section 401(1). We believe that, if protected against cutback,
supplements should be treated like early retirement subsidies for all purposes. Ac-
cordingly, we believe that a social security supplement should be treated as an em-
ployer provided benefit in determining the extent to which a plan provides an inte-
grated benefit before social security retirement age.
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4. 401(k) testing
S. 1364, H.R. 2730 and H.R. 2641 contain modified rules for testing elective defer-

rals to a cash or deferred arrangement under section 401(k). Kodak has serious res-
ervations about all the proposed methods. It is Kodaks position that the proposed
average deferral percentage (ADP) test governing 401(k) deferrals adequately meets
the task of preventing discrimination; there is no reason for adopting new or alter-
native rules. In particular, Kodak is concerned about the new test proposed in H.R.
2730.

Under present law, contributions to a 401(k) plan are tested by comparing the av-
erage deferrals of HCEs with the average deferrals of NHCEs. H.R. 2730 replaces
the present law tests with a test under which no HCE can defer an amount in
excess of 200 percent of the average deferral percentage of the NHCEs in the previ-
ous year. Unlike the test of present law, the proposed test in H.R. 2730 would act as
a cap on the deferrals of each HCE.

Our primary concern is that the provision as proposed by H.R. 2730 is not simpli-
fication, but the creation of substantive new pension policy. Its primary effect will
be significantly to reduce allowable deferrals by certain members of the class of
HCEs. To understand this, it is important to remember that the $7000 (indexed) cap
on 401(k) deferrals is the most significant constraint on the deferrals of the most
highly paid among the HCEs. Even with the $200,000 limitation on includable com-
pensation, the $7000 cap means that the highly paid employees are effectively limit-
ed to a deferral of 3.5 percent of compensation. Clearly, this is not the category of
employees whose deferrals will be affected by the proposed test provided in H.R.
2730. The category of HCEs whose deferrals will be most significantly reduced by
the proposed test are those middle income employees whose wages are just high
enough to classify them as highly compensated. For those in this category who have
reached middle age, elective deferrals under a 401(k) plan are an important source
of retirement savings in the years following savings for other purposes, such as a
house and children's college education.

It is also my belief that none of the proposed tests is simpler than the test of
present law. A uniform cap based on NHCEs deferrals of the previous year has the
deceptive appearance of being less error prone than the present law ADP test. But
because under present law the deferrals of the HCEs are averaged against one an-
other, it is quite possible that in any-one year no excess deferrals will occur. With a
single cap applied to every HCE, deferrals do not offset one another. It is almost
certain that at least some HCEs every year will defer excess amounts. This is more
likely than might at first appear for several reasons. Some HCEs will overestimate
the amount of income they will earn during the year, and underestimate wage re-
ductions because of disability, job relocations and so forth, and will defer too much
as a percent of compensation. Some, participants with compensation near the HCE
dividing line will not know they are HCEs until the end of the year. In a large plan
such as that maintained by Kodak that covers thousands of HCEs, mistaken esti-
mates of this kind are certain to occur.

In sum, I believe the proposed test as stated in H.R. 2730 is a shift in policy,
rather than simplification. It will significantly affect the pattern of deferrals, and
will not affect the tendency of elective deferrals to yield errors resulting in excess
deferrals.
5. Mandatory Plan Transfers

Kodak has significant concerns about the provision in S. 1364 that would require
a plan administrator to transfer all preretirement distributions in excess of $500 to
an IRA or qualified defined contribution plan that accepts such transfers. This re-
quirement would be imposed whether or not the participant requested such a trans-
fer, and whether or not the participant had designated a transferee plan or IRA.
This proposal would create an administrative burden that far exceeds its value in
promoting pension portability. In particular, Kodak is concerned about the cost of
setting up and administering IRAs for participants who did not establish them. We
are concerned that the scope of an employers responsibilities under this kind of re-
quirement have not been thought through. It is Kodaks strongly held position that
maintaining individual financial arrangements for plan participants goes far beyond
the proper scope of a plan fiduciary and administrator.

The transfer provision as provided in H.R. 2730, and recommended by the Admin-
istration in its POWER proposal, is a much more sensible approach to encouraging
retention of pension money in retirement arrangements. The proposal would enable
employees to request the transfer of funds to a qualified plan or IRA. The plan ad-
ministrators responsibility would begin and end with ensuring the proper transfer.



464

The burden of establishing a suitable IRA would be on the plan participant, which
is where it belongs.

6. Lump Sum Distributions
Another provision contained in S. 1364 and H.R. 2730 is of significant concern to

Kodak. In the Tax Reform Act of 1986, Congress enacted a 15 percent excise tax on
excess pension distributions. For 1991, the tax is imposed on annual distributions in
excess of $150,000. (This amount is scheduled to increase with inflation in the first
year after the year that $112,500 as adjusted for post-1986 inflation equals $150,000).
The purpose of the tax is to limit the amount of tax favored savings that any high
income individual can accumulate. As part of the provision, Congress also provided
a special alternative limit for lump sum distributions, equal to 5 times the limit on
annual distributions (i.e., equal to $750,000 in 1991). As a technical provision accom-

anying the elimination of forward averaging for lump sum distributions, the two
ills would eliminate the special alternative limitation on excess pension distribu-

tions.
I believe that elimination of the special limitation is not appropriate in the con-

text of pension simplification. While the special alternative limitation is technically
linked to the lump sum provisions of the Code, there is no policy connection be-
tween the two provisions. Elimination of forward averaging for lump sum distribu-
tions is provided by the three bills as part of a package rationalizing pension distri-
bution policy generally. In return for an elimination of forward averaging, affected
individuals receive more liberal treatment of rollovers among qualified plans and
IRAs. On the whole, the package is designed to make pension distribution policy
more simple and rational.

The $750,000 limitation, on the other hand, was enacted as part of an overall
package in which Congress determined the equitable treatment of large pension ac-
cruals. Many individuals have acted in reliance on the availability of this special
limitation. Elimination of the special limitation merely defeats these justifiable and
settled expectations, without any offsetting provision providing more rational pen-
sion policy. Unlike individuals affected by the elimination of forward averaging, in-
dividuals affected by this provision are given no compensating pension relief.

The elimination of the $750,000 limitation cannot in fairness be labelled pension
simplification. It represents a substantive policy change in the treatment of individ-
uals who have accrued large pension benefits. It defeats expectations with regard to
a matter that was viewed as settled by the Tax Reform Act, and frustrates the le-
gitimate planning of individuals who acted in justifiable reliance on the provisions
of that Act. The provision does not belong in this simplification package.

CONCLUSION

Thank you for the opportunity to present these comments.
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STATEMENT OF TIE EInSA INTI)T Vy COMMI'rrIEE

The ERISA Industry Committee (ERIC) is an association of over 120 of America's
largest corporations. ERIC represents a broad cross-section of major ermployecrs that collectively
maintain comprehensive benefit plans for over 25 million employees an6 their dependents. ERIC has a
vital inte rest in legislation affecting the maintenance and operation of voluntary employer'provided
benefit plans,

TIML.OPUSED RjGS1,&DJVN

We appreciate the opportunity to present ow, -.;vws on S.1.364. the Employee Benefits
Simplification and Expansion Act, introduced by Sens. Bentsen, Pryor, ct al.

In this statement we also present our views on certain aspects of the Administratlion's
"POWER' proposal (Pcnsion Opportunities for Workers' Expanded Retirement), on KR.27.1 (the
Pension Access and Simplification Act of 1991, introduced by Rep, Dan Rostenkowski, D-l1.). and on
II.R.(41 (the -mployee Benefits Simplification Act of 1991, introduced by Rep Rod Chandler, R.
WA) We may in the future supplement this testimony with additional comments on these and other
pension access and simplification proposals.

Each of the bills contains both provisions that we favor and provisions that we oppose
A number of the provisions that we fasor will help employee benefit plans to provide benefits more
effetvely and efficiently. We very much appreciate the efforts of the bills' sponsors to propose
legislation that is intended to make it easier for an employer to provide its employees with retirement
security benefits and to make it easier for employees to understand what their benefits are Each of the
bills contains provisions that will allow employers to spend more of their budgets on benefits and less
on plan administration,

Iloever, the bills also contain provisions that will hurt our employees, and hurt them
substantially . Sonc of the proposed proisions will reduce what employees can sve for retirement
Others ,tl ,e,,rels reduce the value of the benefits that retirement plans pro.id. Still other provision,,
will damage the employee benefit system as a whole by further eroding the confidence thai employee
and empl vers hase in the system's stability and integrity.

While S 11644 and II R 241 do not contain many of the provisions that we oppose, ,e
are also concerned that both S 14 and 1t R 21) will lose federal revenues and, if enacted, will in the
cour.)c of the legislative process be coupled with provisions that will tut back retirement benefits Thus,
when the bills are considered in their entirety, we believe that they will damage our employees and the
plans it. which the) participate.

As a result, we cannot support the bills in their present form, The bills would sacrilfie
the interests of our employees in order to make it easier to administer our plans. We arc committed to
legislation that facilitates plan administration, but not at the expense -- or the potential expcn,c - of
our emp!oyces

In addition, we have strong reservations about broad-based pension legislation at this
time. Our reservations are based on the constant changes required by the overwhelming volume of
pension legislation enacted in recent years Taken together, the three bills contain over 30 new changes
to pension law.

We also are concerned that many recent amendments have provided little or no lead
time for employers to comply or employees to adjust. The proposed effective dates for many of the
provisions in all of the bills now before the Subcommittee have heightened our concern about the lack
of sufficient time to comply.

These problems are more than mere inconveniences. Providing retirement income
security to employees requires long-term planning. But constant change prevents long-term planning
In many cases, employers and employees may actually be better off with current law, even if current las,
appears more complex.

('onstant change is costly for major employers and even prohibitive for medium and
small employers, Each revision required in computer systems, administrative procedures, employee
communications, and plan design costs money that would be better spent on benefits, Sin;ll and
medium-sized employers often drop their plans rather than pay attorneys' and consultants' fees for yet
another round of change,. More-s-er, constant change is upsetting to employees who look to retirement
security programs as a safe, non-volatile program that they understand. It is unreasonable to expect
employees to participate in plans when they are being told that their savings will no longer enjoy the tax
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treatment that was promised to them in the past as an inducement to save. 'Bait and switch* legislation
discourages participation in the employee benefit system. Faced with the confusion of shifting ground
rules, employers and employees alike lose their incentive to get into or to stay in the system.

We believe it is possible to fashion legislation that would simplify plan administration
and employee communications without disrupting established systems and employee expectations. We
would support such legislation. We believe it is possible to make some progress toward these goals
without raising revenue concerns for the Committee or the Congress. Each of the proposed bills
contains provisions that will meet these goals. There is no need to couple those provisions with others
that raise serious policy concerns or break promises to employees,

A number of the proposals being considered by the Subcommittee are designed to
increase access to the employee benefits system, not to simplify it. We favor increasing the access of
employees to 401(k) plans and other plans, and we look forward to working with the Subcommittee to
achieve this objective. However, as we have explained, we believe that there is a significant risk the bills
before the Subcommittee will cause fewer employers to sponsor retirement plans and fewer employee,
to participate in existing plans. Constant change coupled with the withdrawal of important incentives on
which employees have relied will strongly discourage the continuation and growth of employer.
sponsored plans and may nullify the positive effect of new access proposals.

Thus, each proposed change in the law should be analyzed carefully to determine
whether the proposal is likely to enhance or diminish the benefit system. If Congress is determined to
reduce the burden on employers and the confusion among employees in the benefits area, Congress
should follow the guidelines that ERIC presented to the Subcommittee on Private Retirement Plans and
Oversight of the Internal Revenue Service of the Senate Finance Committee in a statement for hearings
held August 3, 1990:

Identify discrete areas (such as the leased employee rules; where simplification will
reduce the administrative and compliance burdens on plan sponsors, the Internal
Rcsenue Serice, and the put.bic without imposing rigid constraint, on plan design,

carefully consider the costs, including the compliance costs, of imposing any new rules
on employee benefit plans;

reject proposals that will upset the retirement planning of employees, retirees, and
their families;

reject proposals that arc likely to curtail existing plans or discourage the formation of
new plans;

select more realistic effective dates for any new rules that are enacted, and insist that
the Internal Revenue Service allow taxpayers to act on the basis of a reasonable good
faith interpretation of the law until a reasonable period of time after a complete set of
final regulations is issued, and

insist that the Internal Revenue Sersice comply with the Administrative Procedure Act
when issuing legislative regulations.

We believe that adherence to these guidelines will dramatically reduce the confusion.
uncertainty, and complexity that now envelop the administration of employee benefit plans and that
discourage employers from establishing plans for their employees and employees from enrolling in
them. Although some of the provisions of the bills before the Subcommittee meet these guidelines,
many do not.

SPECIFIC COMMENTh

We oppose the foiowing speCiftc proposal:

1. Rca of Averaging and Capital Gain Provisions.

Under current law, an employee who receives his or her full account balance in a
single lump-sum distribution is entitled to have the tax on the distribution calculated on the basis of
five-year averaging. In addition, an employee who attained age 50 before January 1, 1986, may have the
tax on a lump-sum distribution determined on the basis of ten-year averaging, and may also treat part
of the distribution as long-term capital gain.

Each of the bills, as well as the Administration's POWER proposal, would repeal these
provisions, either in full or in part. We strongly oppose repeal of the lump-sum distribution provisions,
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Employees have saved and made their retirement plans on the basis of the lump-sum
distribution provisions. Congress should not now pull the rug out from under the many thousands of
employees who have relied on these provisions in choosing to participate in employer-sponsored savings
and 401(k) plans and in making their financial plans. Particularly for an individual who intends to retire
in the next few years and who has planned his or her retirement savings with the intent of taking a
lump-sum distribution, repeal will be extremely disruptive and could result in the loss of thousands of
dollars of retirement savings. This is the type of precipitous change that has, in recent years,
dramatically reduced employee confidence in the pension system and employer interest in providing
pension plans.

Repeal of the averaging provisions is particularly inappropriate because Congress has
addressed the treatment of lump-sums Lwi& in recent years.

In 1984, as part of the Retirement Equity Act, Congress prohibited an employer from
completely eliminating a lump-sum option from a plan. Having protected lump-sums in 1984, Congress
should not now do a 180 degree turn and eliminate the tax provisions that make lump-sums so
important to employees.

In 1986, as part of the Tax Reform Act, Congress revamped the tax treatment of lump-
sum distributions: it substituted five.year averaging for ten-year averaging and long-term capital gain
treitment, and protected older employees (those who had reached age 50 by January 1, 1986) with a
'grandfather* rule that allows them to continue to rely on the ten-year averaging and long-term capital
gain provisions. Congress should not renege on the compact that it entered into less than five years
ago. The proposed changes in the tax treatment of lump-sum distributions represent the very kind of
constant tinkering with employee benefits that has led to so much uncertainty an&-has distressed
employers and employees alike during the past ten years. Emploees have a right to expect the
Congress to provide stable rules for their retirement-savings arrangements.

S. 1364 and H.R. 2730 also repeal the special '5 times" rule for purposes of the 15
percent excise tax on large distributions. Under current law, distributions in any year in excess of
$150,000 (indexed) are subject to a 15 percent excise tax. Under the "5 times" rule, the $150,000
threshold for the tax is multiplied by five for lump-sum distributions. We oppose this proposal. The "5
times' rule should be retained.

The 15 percent tax and the '5 times' rule were enacted only recently as part of the Tax
Reform Act of 1986. Precipitous reversal of these rules upsets the expectations of employees who have
planned for their retirement on the basis of current law. There is no reason, in the name of
.simplification,' to disrupt and complicate the lives of thousands of employees by changing rules that
were so recently enacted. To the affected employees, this will be disruption, not simplification.

P Precipitous changes such as these may also lead long service workers to retire earlier
than either they or their employers had expected in order to receive the after-tax benefits they had been
promised. This disrupts the lives of the affected workers and their families, disrupts the workplace, and
reduces productivity.

The averaging provisions are of greatest importance to employees and retirees who
receive relatively modest lump-sum distributions. For example, our preliminary calculations show that
under H.R.2730, the increase in tax levied on a lump-sum distribution could range from a 114 percent
tax increase on a $100,000 distribution to a 409 percent tax increase on a $20,000 distribution. A retiree
receiving a $200,000 distribution of lifetime savings could face a marginal tax rate of 4( percent.

2. Repeal of Employer Stock Rules.

Under current law, when a qualified plan distributes employer stock that has
appreciated in value in a lump-sum distribution, the 'net unrealized appreciation" ('NUA') is not
immediately included in the employee's income; taxation of the NUA may be deferred until the
employee sells the stock, In addition, in the case of employer stock attributable to employee
contributions, taxation of the NUA is postponed even if the stock is not distributed in a lump-sum
distribution.

Both H.R. 2730 and the Administration's POWER proposal would repeal the NUA
provisions. We strongly oppose repeal.

The NUA provisions have been in the Internal Revenue Code for many years as an
incentive for employees to invest in employer stock. Repeal of the NUA provisions will shock and
upset the many thousands of employees who, in reliance on the existing tax rules, have invested in
employer stock through their employee benefit plans. Employees may have chosen employer stock over
other investment choices on the basis of these tax provisions. Employees and retirees will deeply resent
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this turn-about, especially if they find they must sell the stock in order to pay the income tax levied on
them when the stock is distributed. Moreover, not all institutions that offer individual retirement
arrangements (IRAs) will accept rollovers of employer stock and others may impose maintenance fees
that employees and retirees do not now incur. To the thousands of employees who have invested in
employer stock, repeal of the NUA provisions will represent betrayal, not simplification.

Repeal of the NUA provisions also will subvert the objectives of the employee stock
ownership (ESOP) provisions that Congress enacted to encourage employees to invest in employer
stock. Repeal of the NUA provisions will eliminate an important incentive to invest in employer stock
and will encourage employees to sell the stock as soon as it is distributed to them -- contrary to the
objectives of the ESOP provisions.

3. Revision of 401(k) and 401(m) Nondiscrimination Tests.

Under current lew, section 401(k) plans and plans that accept either after-tax employee
contributions or matching employer contributions are subject to nondiscrimination tests that require
annual testing to compare the aggregate deferrals and contributions on behalf of highly compensated
employees ("HCEs') with the aggregate deferrals and contributions on behalf of non-highly
compensated employees ("NHCEs').

S. 1364 and H.R. 2641 provide design-based safe harbors to permit certain plans to
satisfy the nondiscrimination requirements without reliance on annual testing. The preliminary
indications from our members are that the proposed safe harbors are unlikely to be of any value to
virtually all of them. This will definitely be the case if, in order to use the safe harbor, a plan must
cover evSy one of the employer's NHCEs. As drafted, both bills appear to require coverage of 10
NHCEs. A large employer (which typically will have some leased employees and other NHCEs who
cannot be covered) simply cannot meet a 100 percent coverage requirement.

Although we have no objection to the creation of a safe harbor under the deferral
percentage and contribution percentage tests, we vigorously oppose the creation of any safe harbor that
results in a federal revenue loss. We are concerned tlh.t amendments to the nondiscrimination tests
might require a reduction in either the current-law deferral percentage and contribution percentage
tests or in the $7,000 (indexed) limit on 401(k) deferrals. We strongly prefer the current rules to any
reduction in these limits.

H.R. 2730 replaces the current-law tests with a single test under which the maximum
rate at which ea"h I-ICE can defer or contribute is 200 percent of the average deferral or contribution
percentage for the NHCEs in the previous year.

We oppose the substitution of the 200 percent per-HCE test for the current-law tests.
Although the 200 percent per-HCE test might make it easier for a small number of our members to
meet the nondiscrimination tests, it will substantially reduce the amounts that can be deferred or
contributed under the vast majority of our members' plans. Our members report that the impact will
be felt most severely by middle income employees whose wages fall just over the threshold for thc
highly compensated category. Preliminary indications are that many middle-aged employees will have
their allowable contributions cut by one half just as they move into the time in their life when they are
trying to save for retirement.

Moreover, although the proposed 200 percent test has the apararnc of simplification,
it will be substantially more burdensome than the current-law tests. The 200 percent test is a a
employee limit; by contrast, the current-law tests rely on the averag deferral and contribution rates of
both NHCEs and HCEs. Because a per-employee limit makes it essential to identify every single HCE
and to determine his or her precise deferral and contribution rates, the proposed 200 percent test is far
more difficult to administer than the current-law tests. Because the current-law tests are based on

AgU deferral and contribution rates, they are far more tolerant of minor calculation errors and arc
therefore far easier for a large plan to administer.

One aspect of the proposed 200 percent test would be helpful, however. Under H.R.
2730, the current year's limit for HCEs is based on the deferrals and contributions by NHCEs in the
previous year. This aspect of the proposal would help to simplify the administration of section 401(k)
and savings plans; we favor its adoption.

4. Effective Dates.

Many of the provisions in the bills are proposed to become effective as early as 1992.
We strongly oppose these accelerated effective dates.
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The proposed effective dates will not give employers enough lead time to determine
what changes the new provisions will require in each employer's specific circumstances and make the
changes in the plan documents, computer programs, employee communications, and plan administration
that the bills require. Moreover, the proposed effective dates will require plans to make changes in
their operations while they are still in the midst of conforming to previous changes in the law.

Accelerated effective dates make even apparently minor changes burdensome. For
example, S. 1364 changes ages 70 and 59 to ages 70 and 59 wherever they appear in the statutory
provisions that apply to benefit plans. As proposed, this provision will become effective on January 1,
1992. This does not give plan administrators the time they need to change their computer systems to
conform to the change. As a result, for a significant period of time, the affected employees will have to
be identified by hand, rather than by computer, and employees will be confused by rule changes for
which they have had little, if any, warning. There is no need to put employers in this position. The
more far-reaching the change, the greater the problems that are caused for employers and employees
alike.

We recommend that, as a general rule, ito provision become effective before the
beginning of the second plan year that begins after th. date of enactment, and that in the case of a
collectively-bargained plan, the effective date should not occur before the expiration of the lat-to-expirc
of the bargaining agreements in effect when the bill is enacted. Of course, the effective date for
collectively-bargained plans should not be earlier than the effectie date for nonlhargained plans, This
effective date will give employers a minimum of one year to draft plan amendments, prepare revisions
to plan literature, and make changes in plan administration in order to conform to the ne, IA
Exceptions to this general rule for a delayed effective date would include the employee leasing
provisions, the provision regarding permisive aggregation of represented employees, and other
provisions where an earlier effective date is practical

Any changes in the tax treatment of lump-sum distributions and distribution,, of
employer stock should be subject, howccr, to an even later effective date. As we has explained, we
oppose the proposed changes in the tax treatment of lump-sum distributions and in distributions ol
employer stock However, if any changes are made, it is imperatie that a long lead time be provided
so that employees and their beneficiaries will hase ample opportunity to adjust to new rules. We urge
that the "grandfather" rule in the 19Mi Act for ten-year averaging and long-term capital gain be
preserved ar,,' that a similar rule be adopted for any other changes that Congress decides to adopt
MR. 2742 makes a substantial step in this direction by delaying the repeal of five-year averaging for fisc
years.

S. EVA and It.R. 2641 attempt to address the effective date problem by delaying any
requirement to amend a plan until 1993, provided that the plan is operated, in the interim, in
accordance with the changes required by the bill. While we appreciate the intentions of the sponsors of
these bills, a delay in the deadline for adopting plan amendments does not solve the problem. Ecn
before the changes become effective, plans must revise their descriptive literature and administrative
systems to reflect the changes in the law- The need to amend the official plan document is only a part
of a much larger problem.

11. We have significant concerns about the following provisions:

1. Rollovers and Transfers

All of the proposals, including the Administration's POWER proposal, relax the
restrictions on rollovers. In addition, H.R. 2730 requires a plan to transfer distributions to an IRA or
qualified plan at the participant's request. By contrast, S. 1364 requires most distributions to be
transferred directly to an IRA or a qualified defined contribution plan.

Although we have no objection to liberalization of the rollover provisions, we are
concerned that the price for liberalizing the provisions at this time will be too high and will primarily
hurt the lower and middle-income individuals the bills seek to protect. Our members generally report
that their employees have not had significant difficulty in coping with the existing rollover rules. To the
extent that their employees have encountered problems, the problems have just as often stemmed from
the 60-day limit on rollovers, which the bills would not repeal, and from other provisions remaining in
the law, such as the arbitrary two-year limit that applies to distributions following the sale of a business,
as they have from provisions liberalized by the bills.

We are particularly concerned about the effect of using the elimination of the special
rules for lump-sum distributions to *pay for* liberalization of the rollover rules. For example, under the
expanded excess distributions tax in S.1364 and H.R.2730, a retiree can suffer a 46 percent marginal tax
rate if the retiree receives a total distribution of over $150,000 from all plans in which he or she
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participated. Few, if any, retirees know there is such a tax and most will assume it does not apply to
them. These retirees' income security can be decimated if they do not make the appropriate
calculations and roll their money over into an IRA within 60 days.

We also have significant concerns regarding the trustee-to-trustee transfer proposals.
H.R. 2730 fails to make clear that the administrator of (he transferor plan has no obligation to verify
that the transferee plan is an IRA or a qualified plan. If the bill is not revised to make this clear, the
provision will impose intolerable burdens and potential fiduciary liabilities on plan administrators; it will
not be a simplification.

We oppose the mandatory trustee-to-trustee transfer provision in S. 1364. This
provision does not simplify the law. Indeed, it imposes a new policy that may result in complex
regulation and certainly will require massive re-education of employees.

We are particularly concerned that the proposed mandatory transfer provision will
expose employers and plan administrators to the risk of substantial additional litigation under ERISA.
For example, employees who are disappointed with a transferee IRA's investment performance might
institute litigation against the employer for having chosen a transferee IRA that has not performed as
well as the employees believe it should have.

2. Separate Lines of Business.

H.R. 2641 amends the separate-line-of-business provisions to eliminate the
nondiscriminatory classification test and to allow certain headquarters operations to be treated as
separate lines of business.

Although we appreciate the concern about the separate-line-of-business provisions
reflected in this proposal, we have reservations about the proposal. The proposed provision would
significantly change the policies that Congress adopted when it enacted the separate-line-of-business
rules as part of the Tax Reform Act of 1986. If the Treasury Department responds appropriately to the
comments that have been made on its proposed regulations under the separate-line-of-bhsiness
provisions, a statutory change should not be necessary. We will appreciate any efforts that the
Subcommittee makes to see to it that the Treasury Department's final regulations faithfully implement
the intent of Congress to make the separate-line-of-business provisions practical and meaningful.

[I. We fivo the foowing propoaW

1. Leasd Em~ployees.

Under current law, leased employees are treated as though they are common law
employees for certain purposes. Each of the bills that has been introduced replaces the unworkable
'historically.performed test' in the current definition of a leased employee with some type of *control'
test. S. 1364 relies on a *control' test; H.R. 2730 refers to "any significant direction or control,' and
HR. 2641 refers to "primary control of the manner in which services are performed.'

We strongly support the 'control' test in S. 1364. Current law is both overreaching in
scope and incomprehensible in practice. The 'control' test in S. 1364 solves these problems by imposing
a test that is targeted at the abuses at which the leased employee provisions were originally aimed and
by imposing a standard that employers can understand and that the Internal Revenue Service can
administer. Because this provision corrects a statutory provision that has never worked properly, the
provision is effective January 1, 1984, when the employee leasing provision originally became effective.

We have strong concerns about the 'any significant direction or control' test in H.R.
2730. We are concerned that the proposed test could be just as overreaching as current law. Many
employers who rely on the services of outside contractors exercise some influence over how the
contractors perform their services. We are concerned that the 'any significant direction or control" test
is so broad that it will inappropriately cause many of the employees of those outside contractors to be
treated as leased employees.

We also are concerned about the technical explanation of the leased employee
provision in 1H.R. 2730. The technical explanation provides that under the bill,

clerical and similar support staff (e.g., secretaries and nurses)
generally would be considered to be subject to the direction or control
of the service recipient and would be leased employees provided the
other requirements of section 414(n) are met.
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137 Cong. Rec. H4926 (June 24, 199N1). We hase no objection to this explanation to the extent that it
indicates that a firm that leases its secretaries or nurses will be required to treat (he secretaries or
nurses as its leased employees. However, the technical explanation could be interpreted to go beyond
this point and to require that an) secretaries or nurses employed by an outside contractor must be
treated as leased employees. If this provision is enacted, the legislative history should make it clear that
this is not what Congress intends.

2. Permissise Aggregation of Represented [mployes.

Proposed Treasury Department regulations require that, in testing the coverage of
nonunion employees, emplo)ers must disregard their union-represented employees.

H.R 2Y44 allows an employer to aggregate its union and nonunion employees for
coverage purposes if both groups benefit under the plan on the same terms. We strongly support the
thrust of this provision The Treasury's proposed ban on permissive aggregation of union and nonunion
employees is contrary to sound tax and employee benefits policy, and produces anomalous results two
employers providing identical benefits to their employees may receive different tax treatment merely
because a portion of one employer's workforce is represented by a union, shilk the other's ,orkfrcc is

entirely nonunion

By permitting an employer to elect to aggregate its union and nonunion employees,
H.R 2t41 provides a constructie and sensible solution to this problem We recommend, howkescr, that
the provision bv revised to make clear that an employer is not required to cover its union and nonunion
employees under the sam plan in order to be able Ito rely on the permissise aggregation rule If the
employer provides the same benefits to its union and nonunion employees, it should be irrelevant
whether those Ienefits are provided under a single plan or under multiple plans Substance, not form,
should control.

3. lr urd1,

Under current law, employees who participate in tax-qualified plans mut begin
receiving distributions at age 704, regardless of whether they hae retired S t ',4 permits a 71-car.,uld
employee to defer distributions until he or she is actually retired, ex(ep for fise percent owners and
distributions from IRAs. S 1Y4 also requires an actuarial increase in the amount of the employces
accrued benefit where he or she continues to work beyond age 70.

HR. U41 includes a provision that is similar ti the provision in S 1.364, except that it
retains the requirement that distributions begin at age 70 for five percent owners and for individual,,
with account balances exceeding S750,0XJ0.

ERIC supports the provision in S. 13'4. There is no reason to require most emploCecs
to begin receiving retirement plan distributions when they have not, in faci, retired. S 134 rcsols,.s
this problem in an appropriate fashion.

The solution proposed by HR. fA is preferable to current law, but is not ideal H R
2,41 would require plan administrator, to determine the present salue of each employ e's accrucd
benefit to determine whether he or she is aboNc or below the $75A),WX) threshold Thi introduces a
complexity that is both unnecessary and burdensome As a result, we prefer the solution proposed ,) s
1V4 to the solution proposed by H R. 2641.

4 Highly Com n LM .

S. 1364 and H.R. 2011 would limit the definition of ICtE to five percent owners,
individuals earning at least $50,000, and family members of five percent owners, H.R. 2641 permits the
$50,000 test to be applied to the rir year's compensation, while S. 1364 requires the $0,o0X) te,,t t o b,
applied to the c year's compensation.

H.R. 2730 would limit the definition of lICE to five percent owners, individuals earning
at least $65,000 (indexed) in the prior year, individuals in the top 1() of the payroll and who earn at
least $65,000 (indexed) in the current year, spouses and lineal descendants (under age 19) of fisc
percent owners, and the highest-paid individual.

Because HR. 2730 would significantly simplify the definition of HICE, we support this
provision. By combining the elimination of the 20 percent test prescribed by current law with a
reasonable dollar threshold, H.R. 2730 proposes an administrable and reasonable definition of HCE.
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By contrast, coupled with the elimination of the 20 percent let, the $50,000 threshold
in S. 1364 and H.R. 2641 is unrealistically low;, it treats many employees as HCEs who are not treated
as HCEs under current law and who should not be so treated under any realistic view of their
compensation levels. Moreover, although it might not have been intended, S. 1364 bases the definition
on current year's (rather than prior year's) compensation. The use of current year's compensation is
not a simplification; it is an unnecessary complication.

5. Cost-of-!i.na Adjustments.

Each of the bills amends the Internal Revenue Code (I.R.C.) section 415 limits to
provide that cost-of-living adjustments will be made as of September 30 of each year and that increases
will be rounded to the nearest $1,000 (or, in the case of the limit on elective deferrals under section
401(k), to the nearest $100).

We support this provision, Indexation as of September 30 will significantly simplify the
administration of calendar year plans; it will permit these plans to determine the indexed limits before
the beginning of each year. The rounding of the dollar limits will simplify plan administration and will
help to make the limits more understandable to employees.

6. Normal Retirement Age.

H.R. 2730 and H.R. 2641 amend the definition of normal retirement age by replacing
age 65 with the social security retirement age. The revised definition will help to coordinate the
benefits provided by employer-sponsored plans with the benefits provided by social security. With
technical modifications, we support this proposal.

7. Minimum ParticipAtion Requirements.

S. 1364 and H.R. 2641 amend the minimum participation rule by limiting the
application of the rule to defined benefit plans, by reducing the 50-employee requirement to 25
employees, and by changing the 40 percent requirement to the greater of 40 percent or 2 employees. In
addition, H.R. 2641 allows a plan to meet the minimum participation requirement on the basis of once-
a-year testing. We support this provision, particularly support the once-a-year testing provision in H.R,
2641. Testing on a once-a-year basis is far more readable and sensible than the daily testing
requirement that the Treasury Department has proposed. We urge the Subcommittee to consider
extending the once-a-year testing concept to other statutory requirements, including particularly the
coverage and nondiscrimination rules.

8. Nondiscrimination,

H.R. 2641 overrides the 'worst case' requirement, now set forth in the Treasury
Department's proposed regulations, which require that no HCE have an accrual rate that exceeds the
accrual rate of any NitCE. Instead, H.R. 2641 imposes a test that compares the a accrual rates
of HCEs with the ayrAg accrual rates of NHCE-s. We support this provision, which is consistent with
the way in which the nondiscrimination rules traditionally have been applied.

9. Social Saurity Supplements.

H.R. 2641 allows a social security supplement to be taken into account as a benefit
under the nondiscrimination rules if the supplement is protected against reduction or elimination by the
anticutback rule. However, as written, the bill requires a social security supplement to be disregarded
in determining whether a plan exceeds the limits on permitted disparity under the integration rules. We
support the portion of this provision that amends the nondiscrimination rules, but believe the provision
should be amended insofar as it modifies the permitted disparity rules to provide that social security
supplements may be taken into account in determining whether a plan exceeds the disparity rules.

10. EmpIo Transfers.

H.R, 2641 amends the nondiscrimination rules to permit an employee to transfer to a
full-career final-pay plan without violating the nondiscrimination rules. We support this provision.
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STATEMENT OF THE FEDERATION OF TAX
ADM INISTRATO1RS

The Federation of Tax Administrators is an association of the tax collection agencies in the
fifty states, District of Columbia, and New York City. The FTA believes enactment of S 1394, the
Tax Simplification Act of 1991, can make a real contribution toward reducing the complexity
facing those taxpayers who faithfully attempt to comply with both state and federal tax law. As
state tax administrators, we have a commitment to simplification and applaud Congress' efforts in
that regard. Specifically, the FTA would like to urge favorable consideration Section 721 of the
Tax Simplification Act.

Section 721 would permit the Internal Revenue Service to enter into cooperative agreements
with State tax authorities for purposes of enhancing joint tax administration. These agreements
could include the joint filing of federal and state income tax returns, single. processing of such
returns, and joint collection of taxes other than federal income taxes as well as a number of other
ventures which could be accomplished on a joint basis. Agreements entered into may require the
reimbursement of services provided by either party to the agreement.

State tax administrators and the Internal Revenue Service both believe that enactment r,f
Section 721 will enable us to improve our services and simplify matters for our customers, the
taxpaying public. Given that state and federal tax agencies deal with the same wxpayers, it only
makes sense to explore ways of accomplishing our objectives more effectively through joint
cooperative action, rather than each pursuing independent, yet similar, efforts. Enactment of
section 721 will facilitate the development of such cooperative projects and should simplify the tax
system for taxpayers, improve voluntary compliance with our tax laws, and redu-.e the burden
imposed on taxpayers and others.

The most immediate benefit of section 721 will be to permit state tax agencies and the
Internal Revenue Service to develop a program for joint electronic filing of income tax returns. A
successful pilot program was completed in South Carolina during the 1990 return filing reason. A
limited number of taxpayers filed both their state and federal income tax returns electronically,
sending both to the IRS on a single transmission, The IRS, acting as a conduit of data, then
forwarded the state portion of the transmission to South Carolina for routine processing. This pilot
will be expanded for the 1991 filing season to include projects in West Virginia, New York,
Maine, North Carolina, South Carolina, Kansas and Wisconsin. Joint electronic filing cannot be
expanded beyond a pilot stage, however, without the authorization of section 721. The ability to
offer joint electronic filing on a national basis in future years should increase the number of
taxpayers choosing to file electronically. This will, in turn, simplify matters for them, produce
faster refunds, and ease the burden placed on state and federal tax agencies.

Beyond the electronic filing arena, we believe there is substantial opportunity for joint tax
administration efforts in the delinquent tax collection, examination, investigation, wage and
information reporting, and taxpayer service areas as well as many others. These and other joint
cooperative efforts reflect the commitment of both state and federal tax authorities to simplify.
procedures for taxpayers and to reduce the burden they face. We as state tax administrators
anticipate that this commitment toward increased standardization and reduced duplicative efforts
will encourage voluntary compliance with our respective tax systems by making it as easy as
possible for a taxpayer to deal with our complex tax laws.

Section 721 is necessary for the full development of this commitment toward a simpler tax
system. The state tax agencies affirmed the importance of this legislation during the Federation's
1991 annual meeting, when state officials unanimously approved Resolution Fourteen, which
reads in pertinent part:

"'The Internal Revenue Service and the states are increasingly benefitting from joint tax
administration projects ... the rapid growth of technology has opened new vistas for joint
tax administration ... the primary motivation of the federal and state governments in
pursuing those projects is to improve productivity and reduce the burden on the taxpayer...
and the Feeration of Tax Administrators respectfully requests) the Congress to enact this
legislation during 1991."

In accoan with Resolution Fourteen, on behalf of the state tax agencies in the 50 states,
the District of Columbia and New York City, we ask that Congress grant favorable consideration
of section 721 of the Tax Simplification Act of 1991.
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FINANCIAL. EXECI-IVES
INSTITVI T

III %c No-ccin h irI\

SmIcy 121

September 6, 1991

The Honorable Lloyd Bentsen
Chairman
Committee on Finance
U.S. Senate
Washington, D.C. 20515-6200

Dear Chairman:

The purpose of this letter is to provide the comments of Financial
Executives Institute's Committee on Taxation to the foreign
provisions of S. 1394 and its companion H.R. 2777 in the U.S.
House of Representatives. We appreciate this opportunity to
provide our views on this vital issue.

Financial Executives Institute (FEI) is a professional association
of 14,000 senior financial officers in over 7,000 major
corporations. FEI's Committee on Taxation includes the senior tax
officers of over 30 of the nation's largest corporations.

Financial executives responsible for collecting the data, keeping
the records and doing the tax accounting for foreign source income,
foreign source expenses and foreign taxes assign high priority to
simplifying the foreign provisions of the Internal Revenue Code.
our members are encouraged by indications that Congress recognized
that these provisions were more complicated and onerous than they
needed to be to meet Congressional policy objectives. We have
submitted numerous suggestions on how to reduce compliance burdens
without materially affecting the amount of tax due and looked
forward to seeing at least some of these ideas reflected in a tax
simplification bill, along with ideas suggested by others.

Unfortunately, Title III of S. 1394 not only falls short of
accomplishing meaningful simplification of U.S. multinational
taxpayers, but also makes matters worse in many respects. FEI
hopes that the comments set forth below will be helpful in
improving the bill.

1. Anti-deferral Provisions

The several anti-deferral regimes of the Code would be consolidated
into one regime, essentially by making the rules which now apply
to individual investors in foreign portfolio securities apply to
foreign subsidiaries of U.S. business corporations. Since many of
these rules, such as the foreign personal holding company
provisions and the accumulated earnings tax provisirna, do not in
practice apply to U.S. multinationals present law, their repeal or
consolidation, however helpful this might be to individual
taxpayers, would not ease compliance burdens for U.S.
multinationals.
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The bill would eliminate deferral in many cases where it now
applies, for example by repealing the so-called "high tax" and
"export trade" exceptions. The bill doe3 not address the basic
problems which taxpayers have raised regarding PFICs. It makes
matters worse by reducing the income test used for defining
"passive" corporations from 75% to 60%, so that companies which do
not have to comply with such rules would have to do so in the
future.

Some of the concepts embodied in the bill could be made to work.
Relying solely upon subpart F concepts as to how income is to be
included could be helpful. Eliminating overlap by exempting
controlled foreign corporations already covered under subpart F
from the new proposed rules for truly passive investment companies
would greatly improve the bill without changing basic policy.
There is also one important technical problem having to do with
the foreign tax credit "baskets." The bill appears to convert
"general limitation income" into "passive income" when it is
included in the income of the shareholder. There is no reason to
treat income which is earned in the active conduct of a business
as though it were passive investment income.

2. Treatment of controjsjLforeign corporation earnings

FEI applauds the proposal to extend section 1248 treatment to gain
on sales of stock in lower tier controlled foreign corporations.
This rule requires taxpayers to treat such gains as if they had
distributed the earnings of the corporation being sold as a
dividend before selling the stock. The proposal would accomplish
simplification by making it easier for U.S. taxpayers to
restructure their foreign investments to meet changing business
conditions.

The proposal would be improved and compliance problems reduced if
such constructive dividends were treated the same as actual
dividends for all purposes of the Code, including the "same
country" exception from the subpart F rules. We do not see any tax
policy reason for saying that an actual distribution of earnings
from a second tier subsidiary to a first tier subsidiary should be
taxed differently from a constructive distribution of the same
earnings.

FEI opposes the proposal to repeal section 960(a) (3), thereby
denying U.S. taxpayers credits for foreign taxes actually paid by
their subsidiaries. Under present law subpart F income earned by
a second tier controlled foreign corporation is included in the
U.S. shareholder's income in year 1. In year 2 the subsidiary pays
a dividend to its parent, which in turn pays the funds up to the
U.S. shareholder. In order to avoid taxing the income twice the
dividend in year 2 is treated as a distribution of the income
previously taxed in year 1. In year 2, however, the first tier
foreign corporation may have paid taxes on the dividend it
received, thereby generating additional foreign tax credits for use
by its U.S. parent. Under present law the parent may use these
foreign tax credits currently. Under the bill the credits would
be added to a pool and might be used in some future year, or, in
some cases, never. Since the avoidance of double taxation is a key
component of U.S. tax policy, present law should be retained.

3. Translation of foreign taxes

FEI recommends that foreign taxes be translated into U.S. dollars
at the same rate as the underlying income is translated. This
rule, which worked well for many decades, is conceptually correct
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because it preserves the correct effective foreign tax rate. It
is also very easy to administer. There is no revenue impact for
this item.

If an average exchange rate must be used, "it should be for the year
in which the tax is either paid or accrued. The Code permits
taxpayers to claim foreign tax credits on an accrual basis, and
many taxpayers keep their books on an accrual basis. The proposal
contained in the bill would be acceptable and compliance would be
simplified if the proposal were amended to cover taxes "paid or
accrued" instead of being limited to taxes "paid."

4. Alternative minimum tax

The proposal to use the same numerator in the foreign tax
limitation for the alternative minimum tax as is used for the
regular corporate tax would only slightly simplify tax
calculations, but would do so in a manner which would artificially
limit the foreign taxes which a U.S. taxpayer could credit. Using
minimum tax numbers in the denominator while using regular
corporate tax numbers in the numerator mathematically produces a
smaller foreign tax credit limitation than would be produced if
comparable numbers were used in both the numerator and the
denominator. FEI believes that a better solution to having to
reallocate and reapportion expenses for the minimum tax would be
to use the earnings and profits basis of assets both for regular
tax and for the alternative minimum tax.

Again, we appreciate this opportunity to comment on S. 1394 and
H.R. 2777. Please ask your staff to contact Kevin Sabo, FEI's
Manager of Government Relations, if you would like to discuss our
views in greater detail.

Sincerely,

A.E. Germain
Chairman
COMMITTEE ON TAXATION
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LIZ!iI FUTURES INDUSTRY ASSOCIATION
INC.

2001 Pennytvnl Avenue N.W. * Suite 600 * Washington, D.C. 20006-1607 e (202) 466-5460
Telex: 5101012340 FIA WSH Fax: (202) 296-31$1

September 24, 1991

The Honorable Lloyd Bentsen, Chairman
United States Senate Finance Committee
205 Dirksen Building
Washington, D.C. 20510

Re: S. 1394, "Tax Simplification Act of 1991"

Dear Senator Bentsen:

On September 10 and 12, the Subcommittee on Taxation
held hearings on S. 1394. The Futures Industry Association
("FIA") respectfully requests that the following comments on
S. 1394 be included in the hearing record.

The FIA is the national trade association of the
commodity futures and options trading industry. Our regular
membership is comprised of approximately 1GO of the largest
futures brokerage firms, known as "futures commission
merchants" or "FCMs." These firms handle more than 80
percent of the transactions on U.S. futures exchanges. Our
associate members also consist of many commodity trading
advisers ("CTAs") and commodity pool operators ("CPOs"). In
addition, all the U.S. futures exchanges are associate
members of the FIA.

Public commodity pools which are often sponsored by
futures commission merchants are organized as limited
partnerships and publicly distributed pursuant to the
Securities Act of 1933 and the regulations issued by the
CFTC pursuant to the Commodity Exchange Act. It is
estimated that at least $12.5 billion is currently invested
in commodity pools subject to U.S. regulation. Many of
these publicly offered pools have more than 250 participants
and would, therefore, be treated as "large partnerships"
under the proposed legislation.

Title II of S. 1394 contains a series of provisions
that require large partnerships to compute partnership
income, loss, minimum tax liability, capital gains and
losses and tax credits at the partnership level and to flow
through these items to individual limited partners in
simpler fashion. In crafting this measure, a special rule
has been provided for certain partnerships holding oil and
gas properties. Because of the special tax rules applicable
to the income and expenses of such partnerships, it was
determined that the simplified reporting provisions should
only apply on an elective basis.
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In the development of the proposed simplified reporting
regime for large partnerships another unique type of
partnership has apparently been overlooked. Large
partnerships which buy and sell futures, forwards and
options with respect to commodities and which are subject to
the mark-to-market rules of Section 1256 are partnerships
which should similarly be subject to the simplified
reporting regime on an elective basis only. Unlike other
investment partnerships which acquire assets for the
production of income over an extended period, a substantial
portion of the income of commodity pools is derived from
trading activities which generate short and long term
capital gains and losses, subject to special tax rules.

Generally, large partnership investors have committed
to making commodity pool investments on the premise that
such investments will be countercyclical to the performance
of the stock and bond markets and that gains derived from
conodity pools may offset losses in the stock market and
that losses from commodity pools may be available to offset
gains from the sale of stocks or bonds.

Since a major portion of the income of commodity pools
consists of capital gains or losses subject to the mark-to-
market rules of Section 1256 rather than the very different
types of income realized through other large partnerships,
separate treatment under the proposed simplified reporting
regime is warranted.

Indeed, under the simplified reporting rules proposed
in Title II, commodity pools are quite unfairly placed in an
untenable position -- required to recognize and report net
unrealized gain to each limited partner and at the same time
prohibited from reporting recognized net capital losses to
such partners. The FIA believes this situation is entirely
inappropriate.

Unlike many other large partnerships, the current
reporting of commodity pool income, loss, capital gain or
loss, etc. is already quite simple. Gain or loss realized
on "Section 1256 contracts" held at year end are deemed to
be sold for their fair market value. Gain or loss realized
is treated as 60% long term capital gain or loss and 40%
short term capital gain or loss. Additionally, such
partnerships realize interest income on funds held in
reserve.

The Form K-1 provided to each of the limited partners
generally contains the following items: (1) Interest; (2)
Short Term Gain or Loss; and (3) Long Term Gain or Loss. An
additional item reporting gain or loss from certain foreign
currency transactions may also be provided. BecaLse
commodity pools are not subject to the passive loss rules
under Section 469 and are provided with simplified rules for
reporting foreign currency transactions under Section 988,
individual investors do not require further simplification
for the reporting of income, gain or loss, etc. from these
partnerships.
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The FIA believes that the changes proposed in S. 1394
which require connodity partnerships to defer reporting of
net capital losses to limited partners are inconsistent with
the mark-to-market regime. Congress has recognized that
fairness requires that taxpayers be afforded the right to
offset gains and losses produced under that system to the
maximum extent possible. This intent is clearly
demonstrated in Section 1212(c) where a special carryback
rule for offsetting current mark-to-market losses against
earlier mark-to-market gains has been provided.

The FIA urges that new Section 776 be modified to
provide that the term "large partnership" does not include a
partnership, a principle activity of which is the buying and
selling of commodities (not held as inventory), options,
futures, or forwards with respect to commodities. The FIA
is pleased to note that the Investment Program Association
has also requested the Committee to make this important
modification.

Additionally, the FIA urges that the proposed audit
rules for large partnerships be modified in the case of
commodity pools. Because commodity pools, unlike other
large partnerships, may decrease significantly in the number
of investors and in size of investment over a relatively
brief period, the proposed method for the collection of
deficiencies from current partners could be particularly
harsh. In the case of commodity pools, we believe that the
current system of adjusting the tax liability of partners
for the year in which a deficiency arises continues to be
the proper method for the collection of any additional
taxes.

We would be pleased to meet with you and your staff to
discuss this matter in greater detail and supply any
additional information .you may require. Thank you in
advance for your consideration.

Since

oh M. Da rd
e tdenc
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GALLOP. JOHNSON & NiHUMAN
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101 SOUTH HANLEY

ST. LOUIS, MISSOURI 63105

TELEPHONE (314) 862-1200

TELECOPIER 13141 662-ltS

August 6, 1991

Mr. Wayne Hosier
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: S. 1394/h.R. 2777 - Tax Simplification Bill of 1991 - S Corporation Provisions

Dear Mr. Hosier:

In reviewing Title IV of S. 1394/H.R. 2777, relating to S corporations, and in particular
Section 404(b) thereof, relating to permitting S corporations to hold subsidiaries, it would be
extremely useful to also permit S corporations to be eligible shareholders of an S corporation in
situations where an S corporation owns 80% or more of the stock of the corporation. While
permitting S corporations to have 80% or more owned subsidiaries will certainly ease some
concerns over liability issues and other non-tax business reasons necessitating separate entities,
not permitting the subsidiary to also be an S corporation will undoubtedly continue to hamper
structuring in this area. There does not appear to be any revenue or policy reason why
subsidiaries in such situations should not be permitted to also make an S election.

While I agree that affiliated S corporations and C corporations should not be able to join
in filing a consolidated return, it strikes me that there would be no policy reason against
permitting elective consolidated returns for S corporation groups, as is the case under present
law for certain corporate groups (note Section 1504(c) permitting certain insurance companies
to separately file on a consolidated basis and Section 1504(c) permitting certain tax-exempt
organizations to separately file on a consolidated basis).

To summarize, if an S corporation decides to form a wholly-owned subsidiary, there would
seem to be no policy reason why that subsidiary corporation could not also elect S status (this
would be accomplished by permitting S corporations to be eligible shareholders and, for purposes
of the number of shareholder limitation rule, the S corporation individual shareholders would be
counted in making that determination). Again, from a policy perspective, there does not appear
to be any reason why that subsidiary could not independently make the decision whether or not
to make an S election. In addition, if such a rule were adopted, it would seem that there should
also be no policy reason why S corporations, if they so elected, could not file on a consolidated
basis. The rule that an S corporation and a C corporation could not file on a consolidated basis
would obviously continue.

I would be pleased to discuss this further at your convenience.

Since ,y,

/, 
". --

ohn P. Barrie
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GALLOP, JOHNSON & NEUMAN
ATTORNEYS AT LAW

iNTERCO CORPORATE TOWE

,01 SOUTH HANLEY

ST. LOUIS, MISSOURI 63105

TELEPHONE (314) 062-1200

TELECOPIER 1314) *62-1210

August 6, 1991

Mr. Wayne Hosier
Committee on Finance
United States Senate
Washington, D.C. 20510

Re: S. 1364 - Employee Benefits and Simplification and Expansion Bill of 1991 -

Modification of Leased Employee Rules (Section 301)

Dear Mr. Hosier:

We are writing to express concern over the parameters of the proposed changes to the
leased employee provisions provided in Section 301 of S. 1364. There are many industries where
independent contractors provide services at the place of business of the service recipient. It is
very common for these individuals to be governed by the service recipient's general rules and
regulations that may sometimes be imposed by industry standards which are applicable to all
individuals providing services on the service recipient's premises. For example, hospitals generally
have rules and regulations governing all physicians utilizing hospital facilities, regardless of
whether the physician is an employee of the hospital or an outside physician.

If the "control" test proposed in Section 301 of S. 1364 is adopted, it would be very
helpful to have legislative or committee report language which would indicate that general rules
and regulations applicable to all service providers are not to be taken into account in determining
whether or not the requisite control exists or does not exist. We have enclosed for your possible
use suggested committee report language. We have also enclosed a copy of our comments
submitted last year in connection with S. 2901 as it related to this same issue.

We would be pleased to discuss this with you further.

Sinctrely,
/

hn P. Barrie

Michael N. Newmark

Enclosures
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LEASED EMPLOYEE CONTROL TEST
SUGGESTED STATUTORY REPORT LANGUAGE

A person should not be deemed to be under the direction or control of the service

recipient solely because the person is subject to the recipient's rules and regulations which are

applicable to all service providers providing similar services, such as safety and health standards,

confidentiality standards or professional practice standards. Professional practice standards would

include professional standards imposed by a service recipient applicable to all professional service

providers. For example, this would include hospital rules and regulations governing medical

practice applicable to all physicians providing medical services on hospital premises (regardless

of the identity of the person or entity responsible for enforcing such rules). As a result, a

physician providing medical services at the emergency facilities of a hospital would not be treated

as a leased employee solely because the physician is subject to the hospital's rules and regulations

governing medical practice at the facilities.

Alternative Language:

A person shall not be deemed to be under the direction or control of the service recipient

solely because the nature of the services provided by the person requires the person to be subject

to rules and regulations, such as safety and health standards, confidentiality standards and

professional practice standards that are applicable to all service providers providing similar

services.
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STATEMENT REGARDING
EMPLOYEE LEASING TAX PROVISIONS IN THE
"EMPLOYEE BENEFITS SIMPLIFICATION ACT"

(S.2901)

We represent a number of organizations that contract with
hospitals throughout the United States to provide emergency
medical coverage at the hospitals' emergency departments. This
statement sets forth our concerns over the potential application
of existing and proposed employee leasing rules to the emergency
medicine physician practice.

Emergency Medicine Practice. Emergency medicine is a
medical specialty that has been recognized since the early
1970s. Many hospitals find it necessary to contract for
emergency medicine coverage with outside independent emergency
medicine physicians. The hospitals generally contract with
independent organizations who provide for the emergency medical
coverage. This coverage may be for weekends, night shifts (6:00
p.m. to 6:00 a.m.) or on a full 24-hour 7-days a week basis.
This specialized practice is particularly beneficial to rural
hospitals that many times are otherwise unable to obtain
qualified emergency department coverage. Greater usage is also
occurring in urban hospitals. Most of these hospitals are
Section 501(c)(3) organizations, although some are for profit.
In many instances, the hospitals, cost of retaining 24-hour
emergency medical coverage through outside emergency medicine
physicians, including standby costs, is reimbursable through
Medicare.

After a contract with a hospital is obtained, the emergency
medicine physician provider organizations will contract with
qualified emergency physicians to provide the hospital with the
emergency medical coverage. Many of these independent
physicians provide emergency medical coverage through these
organizations on a part-time basis for multiple hospitals and
their availability to provide such coverage may be concentrated
over a period of months, sporadically during the year, certain
days during the year, etc. These physicians typically have
other medical practices independent of their contractual
obligations with the organization contracting with the hospital
to provide emergency medical coverage. A much smaller group of
independent emergency medicine physicians contract with these
organizations on a full-time basis, generally providing
emergency medical coverage only at one hospital.
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In contracting with an emergency medicine physician provider.
organization, the independent emergency physicians are generally
free to choose and change the number of hours they want to work
and what periods of time they want to work within the times
specified in the hospital contract. Emergency medicine
physicians are usually paid a fee on an hourly basis because the
nature of emergency medicine rests upon having qualified
physicians available, rather than the number of patients seen or
the amount of billings.

It is important to note that many of the organizations
contracting with the hospital are not licensed to practice
medicine and do not control how an emergency medicine physician
practices emergency medicine at a particular hospital. The
contracting hospital also does not control these physicians. At
the hospitals, the physicians are subject only to the rules and
regulations required of all physicians, whether hospital
physicians or outside physicians providing medical services on
the hospital premises. These physicians are not entitled to
participate in any of the hospital employee benefit plans.

Emergency medicine physicians generally provide emergency
medical coverage 12 hours at a time. On an annual basis, most
of these physicians would be classified as highly compensated
individuals under the tests for determining such status under
the internal Revenue Code.

Impact of Employee Leasing Rules. Because of the nature of
the emergency medicine practice, the employee leasing tax rules
are of concern to the hospitals, the contracting organizations,
and the independent emergency medicine physicians.

Currently, Section 414(n) of the Code provides that an
individual will be treated as a leased employee of the service
recipient for qualified plan purposes if (1) the services are
provided pursuant to an agreement between the recipient and "the
leasing organization." (2) such person has performed such
services on a "substantially full-time basis" for a period of at
least one year, and (3) such services are of a type historically
performed. in the business field of the recipient, by employees.

The potential application of the "substantially full-time
basis" test and the "historically performed" test to emergency
physicians is of concern. As a result of possible
interpretations of these two tests, there is potentially
significant uncertainty as to the treatment of emergency
medicine physicians vis-a-vis the hospitals (and the
organizations that contract with the hospitals to provide
emergency medical coverage).

With respect to the substantially full-time basis test,
given the unique nature of the emergency medicine practice and
its coverage requirements, it is possible that part-time
independent emergency medicine physicians will sometimes provide
sufficient hours of coverage at a particular hospital to satisfy
the hourly threshold set forth in Treasury's proposed
regulations, and thus come within the substantially full-time
basis test, although this generally can never be determined in
advance. For example, an independent emergency physician who
provides just three 12-hour shifts (6:00 p.m. to 6:00 a.m.) of
coverage per week at a single hospital for each week during a
particular year would provide 1872 hours of coverage during the
year (3 x 12 x 52). We think that all would agree that these
physiciz s on an aggregate annualized basis are highly
compensated. However, because a physician may not be within the
class of highly compensated at a particular hospital under the
existing Code rules, we respectfully urge that this situation be
addressed.
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To clarify the part-time physician situation, the definition
of highly compensated should include an alternative hourly
compensation test. This hourly compensation test would include
in the definition of highly compensated those individuals who
earn in excess of a specified amount per hour. Such a test
would address part-time situations that may exceed the hours of

coverage threshold during a particular year. For example, if
the highly compensated annual threshold is $50,000, we would
propose an hourly threshold of $25 per hour ($50,000 divided by
2,000 hours). Thus, an emergency physician who provides
coverage at a fee of $25 or more per hour would be highly
compensated.

In addition to our concern over the "substantially,
full-time" component of Section 414(n), we are also concerned
about the "historically performed by employees" component.
While many hospitals historically have used independent
contractors to provide emergency medical coverage, a small
percentage of hospitals have used hospital employee physicians
and the "historically performed by employees" component of
Section 414(n) could be viewed as being satisfied.

The physician provider organizations, like other groups
commenting on the leased employee proposal, were not initially
concerned about the "historically performed" test in Section
414(n) because of the historic practice of treating emergency
department physicians as independent contractors. However, in
August 1987, the Internal Revenue Service issued proposed
regulations providing very broad rules that go far beyond the
scope and intent of Section 414(n). We understand that at the

August 3. 1990, hearings on Senate Bill 2901, the Department of
Treasury acknowledged that these regulations were too broad,
that they would be withdrawn, and that more narrow regulations
would be issued in the future specifically addressing the

abusive transactions that prompted the enactment of Section
414(n).

Section 301 of Senate Bill 2901 is intended to simplify and
clarify the intended scope of the employee leasing rules by
substituting a "control" test (a service provider would be
deemed to be a leased employee if the service provider performed
services under the control of the service recipient, assuming
the other requirements of Section 414(n) were satisfied) for the
"historically performed by employees" test in Section 414(n) of

the Code. Given the Internal Revenue Service's interpretation
of the "historically performed" test set forth in its proposed

regulations, the proposed control test would appear to be an

improvement over the existing "historically performed" test. We

are, however, concerned that the proposed "control" test is
still somewhat subjective and subject to varying
interpretations.

To prevent the unintended application of these rules to
particular categories of service providers, we would suggest for
consideration that the Internal Revenue Service be given
specific regulatory authority to exclude specific categories of

taxpayers from the application of Section 414(n) and that the
committee report reflect a Congressional intention not to have

these rules apply to emergency medicine physicians.

In addition, clarification of the control test would be
helpful. In this regard, we would request consideration of

statutory or committee report language along the lines of the
following:
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A person should not be deemed to be under the control of the
service recipient solely because the person is subject to
the recipient's rules and regulations which are applicable
to all service providers providing similar services, such as
safety and health standards, confidentiality standards or
professional practice standards. Professional practice
standards would include professional standards imposed by a
service recipient applicable to all professional service
providers. For example, this would include hospital rules
and regulations governing medical practice applicable to all
physicians providing medical services on hospital premises
(regardless of the identity of the person or entity
responsible for enforcing such rules). As a result, a
physician providing medical services at the emergency
facilities of a hospital would not be treated as a leased
employee solely because the physician is subject to the
hospital's rules and regulations governing medical practice
at the facilities.

CgnrLtUiMig Although the intent behind Section 414(n) was to
prevent abuse, we are concerned that the purpose has been lost
over time and that the rules are being interpreted to encompass
situations not intended by Congress or in need of being
addressed. While we believe the proposed "control" test set
forth in S%%nate Bill 2901 represents an improvement in this
complicated area, we continue to be concerned that such a test
will be subject to varying interpretations. We believe our
suggested clarifications would go a long way in addressing these
concerns.

Date: August 30, 1990

J2 n P. Barrie

Michael N. Newmark

236ECORP:njh

-5-
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INTRODUgION

This statement presents the views of 12 state and local
government organizations on tax simplification relating to tax-exempt
bonds. These organizations greatly appreciate the Subcommittee's
efforts to simplify the tax law and Chairman Bentsen and Senator
Packwood are to be commended for their leadership in this area.

In June, the Subcommittee on Taxation held a hearing on several
bills affecting the issuance of tax-exempt debt, including S. 913--the
Tax-Exempt Bond Simplification Act of 1991. All of the organizations
submitting this statement strongly support all the provisions of S.
913. This statement provides the views of these organizations on S.
1394 -- the Tax Simplification Act of 1991 -- and H.R. 2775, a bill
providing additional simplification provisions.

COMMENTS ON S. 1394--THE TAX SIMPLIFICATION ACT OF 1991

The Tax Simplification Act of 1991 (S. 1394) represents a step in
the right direction toward simplifying the tax-exempt bond provisions
of the tax law. However, the proposed changes only represent a good
beginning; there is much more that can and should be done as is
discussed in the final report of the Commission on Public Finance
established by Congressman Anthony and proposed in S. 913.

The bill contains five provisions related to tax-exempt bonds.
The bond provisions provide for

1. deletion of the $100,000 limit on proceeds that may remain
unspent after six months for certain governmental issuers and
qualified 501(c)(3) bonds otherwise exempt from the rebate
requirement under the six-month exception rule,

2. exemption of earnings on bond proceeds invested in bona fide
debt service funds from the arbitrage rebate requirement and
the spending and penalty requirements of the 24-month
construction expenditure exception,

3. automatic extension of the initial three'year temporary
period for certain construction bonds to four years if at
least 85 percent of the available construction proceeds are
spent within three years and the issuer reasonably expects to
spend the remaining proceeds within the 12-month extension,

4. authority for the simultaneous issuance of governmental bonds
and tax and revenue anticipation notes, and

5. authority for the Treasury Department to exempt certain
taxpayers from the tax-exempt interest reporting requirement.

The overview of the tax-exempt bond provisions in S. 1394 notes
that it is expected that Congress will continue to review as the
subject of possible legislative projects additional simplification
options in two areas affecting state and local government tax-exempt
bonds. These issues are
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1. possible statutory rules for use by governmental units
maintaining non-arbitrage motivated commingled accounting
practices in determining their arbitrage rebate liability,
and

2. possible penalty alternatives to loss of tax exemption for
selected violations of the rules governing qualification for
tax exemption.

Finally, the bill also modifies the tax treatment of large
partnerships, and in doing so, subjects the tax-exempt interest earned
by certain partnerships to income taxation.

Our comments on specific provisions and issues under continuing
review follow.

Arbitrage Rebate

The first two bond provisions (deletion of the $100,000 limit on
unspent proceeds and the bona fide debt service fund exemption) are
aimed at simplifying the arbitrage rebate requirement. While helpful,
these provisions provide only a modicum of relief from a requirement
that is horrendously complex and enormously burdensome. We continue to
believe that the arbitrage rebate requirement should be repealed and
the two areas of federal concern--earlier and larger issuance of tax-
exempt bonds than is actually necessary for the accomplishment of
governmental purposes--should be addressed in some other way. One
option for dealing with these concerns is to permit all issuers to
avail themselves of spend-out requirements similar to those found in
the 24-month construction bond exception to the arbitrage rebate
requirement.

The second and third provisions (bona fide debt service exemption
and automatic temporary period extension) make improvements to the 24-
month construction bond expenditure exception which many state and
local issuers rely on to avoid having to comply with the arbitrage
rebate requirement. The workability of this exception is especially
important in view of the fact that the proposed and temporary arbitrage
rebate regulations issued in May 1989, which were uniformly criti-
cized, have not yet been substantially revised. Recently, IRS proposed
modifications to the rebate regulations. The changes were judged to be
improvements, but they are largely technical and computational and do
not address many of the concerns previously expressed by commenters.

Simultaneous Issuance of Discrete Issues

The simultaneous issuance of certain discrete issues of tax and
revenue anticipation notes and other governmental bonds is a practice
we support, but the provision in S. 1394 dealing with this area is too
limited in its applicability. We propose that the provision be
broadened to permit the simultaneous issuance of all discrete issues,
whether for long-term or short-term debt. Currently, an issuer cannot
go to market on more than one issue at a time without negative
repercussions because of IRS Ruling 81-216. This ruling states that if
an issuer has multiple financings at approximately the same time, the
issues would be considered as a single issue. The IRS has since
defined a separate financing to be those bond sales that are held at
least thirty days apart. Forcing issuers to separate their bond
.ssues by thirty days raises borrowing costs for state and local
governments and increases the total amount of tax-exempt debt sold
which is not consistent with federal tax policy.

IRS Ruling 81-216 has been interpreted to apply to the
simultaneous issuance of AMT and non-AMT bonds. This has created a
problem for issuers in that many capital improvement programs include
both projects for which bonds would be subject to the AMT, and projects
for which bonds would not be subject to the AMT. Thus, an issuer is
left with two relatively unattractive alternatives: to accept the
higher interest rate attributable to the AMT portion of the bond issue
on the entire financing, including that portion for projects the issuer
knows should not be subject to the AMT, or separating the two
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financings by a sufficient period of time (at least thirty days) so
that bond counsel will be able to conclude that two separate financings
have occurred.

Paying the higher "AMT rate" on the entire issue is obviously an
unattractive option. Requiring the two issues to be separated by at
leaot thirty days also is unattractive because it increases the
issuer's costs of issuance by requiring that certain activities, such
as document printing, be repeated. It also increases staff time and
requires more outside legal assistance, both of which increase the cost
of financing. Moreover, the thirty day minimum separation signifi-
cantly increases market risk to tho issuer, in that very significant
interest rate movements can occur during such a period.

The provision in the simplification bill should have broader
applicability to the simultaneous issuance of AMT and non-AMT bonds.
It also should permit multiple short-term borrowings such as bond
anticipation notes and tax and revenue anticipation notes without
penalty as well as other financings that occur within 30 days of each
other.

Tax-ExemPt Interest Reporting Requirement

The bill contains a provision to permit the Treasury Department to
exempt certain taxpayers from the tax-exempt interest reporting
requirement. Presumably it has been burdensome for some taxpayers to
compile and report such information and if the Secretary of the
Treasury determines that such information is not useful for the
administration of the tax laws, the requirement may be waived. We are
fully sympathetic with the need to reduce the compliance burden. On
the other hand, we believe that the data provided to the Internal
Revenue Service provides the basis for more informed policy making. We
question the advisability of this change when so much importance and
emphasis is being placed on the revenue implications of policy changes
without more information about the rationale for the change.

An example of the type of research and policy analysis that has
been prepared using tax return data is the recent work by Daniel
Feenberg of the National Bureau of Economic Research (NBER) and James
M. Poterba of the Massachusetts Institute of Technology and NBER. For
their report, Who Owns Municinal Bonds?, Feenberg and Poterba use data
from 1987 tax returns to analyze the distribution of tax-exempt asset
holdings across tax brackets. They found the tax return data to be
superior to information provided in the Survey of Consumer Finances
because it provided much better information on household marginal tax
rates.

Measuring the revenue cost of tax exemption requires information
not only on the holdings of municipal bonds across sectors, but also
the distribution across different types of households. Prior research
on household ownership of tax-exempt bonds had established that most
such debt was held by relatively high-wealth, high-income households.
Taking into account accuracy problems and deliberate misreporting
problems, the researchers suggest that there is a possibility that the
marginal investors in municipal bonds may face tax rates substantially
below the top-bracket rate, which is at variance with the assumption
currently used to measure the revenue cost to the federal government of
tax exemption.

Commingled Accounting Practices

The development of rules relating to the allocation of investment
income from commingled investment funds and the procedures to allocate
project expenditures to various sources of payment for a project is a
high priority. In 1990, the Government Finance Officers Association
(GFOA) conducted an extensive survey of state and local government
accounting practices to provide technical assistance to the Internal
Revenue Service and the Treasury Department. In addition, a
legislative proposal was drafted by GFOA and the National Association
of Bond Lawyers at the request of the House Ways and Means Committee
staff to provide for simplified accounting rules related to the rebate
of arbitrage on tax-exempt bonds.
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Allocation and accounting rules for arbitrage rebate purposes,
including rules on commingled investments and expenditure of grant
monies, are reported to be a high priority regulation project for the
Internal Revenue Service. Whether guidance is provided through the
regulatory process or the legislative process, state and local
governments should not be required to make expensive and wholesale
changes to their existing accounting systems solely for the purpose of
complying with the arbitrage rebate rules. Governmental issuers employ
a wide variety of methods in accounting for the receipt, expenditure
and investment of bond proceeds and other funds.

The GFOA research has documented the diversity of practice and
demonstrated the need to provide broad, general rules rather than
narrowly drafted rules, A general recommendation is to permit
governmental units to employ any and all reasonable accounting methods
for allocation purposes provided that such methods are consistently
applied either on a cash, accrual, or modified accrual basis.

Alternative Penalty Provisions

Bond penalties should be realistic so that where rules exist they
can be enforced. In the area of tax-exempt finance the only penalty
for failure to abide by the rules is the loss of tax exemption on the
bonds. Under this penalty system, however, it is the private purchaser
of the securities, not the issuer, who is penalized if the issuer
either purposely or inadvertently acts improperly. The potential
threat of taxation puts the bondholder at risk and is reflected in the
interest rate paid on the bonds by the issuer.

A reexamination of this penalty provision is supported because the
enforcement of tax-exempt bond provisions should take into account that
making threats to take away tax exemption is not always the best public
policy. Furthermore, the actual taxation of bond interest may be
difficult to administer if bondholders cannot be found. W'ile the
current law loss of tax exemption penalty is not perfect, it is '

important to recognize the difficulties that would be confronted in
establishing some alternative penalty structure. Since the
circumstances surrounding noncompliance among issuers and situations
vary considerably, any attempt to develop rules that fit all
circumstances would be inordinately complex.

Under current law, the IRS is permitted to impose financial
penalties and other restitution requirements through closing
agreements. This approach does not harm innocent bondholders and
resolves violations by involving all parties to the transaction--
issuer, bond counsel and underwriter. In the 1989 Omnibus Budget
Reconciliation Act, Congress provided clarification that penalties for
promoting abusive tax shelters under Section 6700 of the Internal
Revenue Code may be applied to bond counsel, investment bankers and
their counsel, issuers (both governmental and conduit) financial
advisors, feasibility consultants, engineers and others involved in the
project. Another current law option is to "black list" issuers who
violate the law -- an option, to our knowledge, that has never been
employed.

There are pros and cons with the current law system that must be
carefully evaluated along with the details of any alternative penalty
system. The Anthony Commission on Public Finance has decided to study
this issue and prepare a report with recommendations. We suggest that
any decision on this subject be delayed until that report is available.

TaX Treatment of Large Partnerships

The provision in the simplification proposals affecting the tax
treatment of large partnerships that requires that the tax-exempt
interest earned by certain partnerships be subject to income taxation
is strongly opposed by the organizations submitting this statement.
Tax-exempt interest should retain its tax-exempt character no matter
what percentage of the partnership's assets are tax-exempt securities.
Any limitation on the value of tax exemption--no matter how large or
small--affects the market for tax-exempt debt and cannot be condoned.
Furthermore, any intrusion is a serious precedent and will lead to
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other and more serious violations of tax exemption. The proposed
change is part of a simplification bill. However, this is not
simplification, but rather a significant policy change in the tax
treatment of tax-exempt debt.

COMMENTS ON H.R. 2775--A BILL RELATING TO ADDITIONAL TAX
SIMPLIFICATION

The tax-exempt bond provisions in H.R. 2775 provide meaningful
simplification of the federal tax laws. This bill, introduced by House
Ways and Means Chairman Rostenkowski, has taken an important first step
to eliminate some of the overregulation of the state and local
government debt issuance process and these changes are especially
important now in view of the fiscal difficulties facing many state and
local governments. These provisions should be included in any
simplification legislation approved by the Senate.

The provisions of the bill, which we support with some suggested
modifications, do the following:

1. repeal the unrelated and disproportionate use limit,

2. increase the small-issuer arbitrage rebate exception from a
$5 million annual limit to $10 million,

3. repeal the 150-percent of debt service limit, and

4. permit issuers to elect to terminate the arbitrage rebate
requirement after the initial temporary period and comply
with a yield restriction requirement.

Our comments on these provisions follow.

Dismronortionate and Unrelated Use Limit

Repeal of the five percent disproportionate and unrelated use rule
would accomplish significant simplification without sacrificing
significant policy objectives. We do not believe that there are any
measurable revenue consequences to the repeal of this provision because
there is no indication that there is significant private use financing
provided with governmental bonds and three other current law tests
would continue to limit private involvement.

Small-Issuer Rebate Excestion

Increasing the small-issuer rebate exception helps those
governments most in need of relief. The proposed increase in the
annual limit to $10 million is beneficial, but we recommend a $25
million limit. In addition, we support eliminating the current law
requirement that jurisdictions must have taxing authority to be
eligible for this exception--a requirement that denies issuers of small
water, sewer and other facility bonds rebate relief.

A large number of issues account for a small amount of total
dollar volume in the municipal market, so it is possible to provide a
substantial amount of-simplification at little cost. In 1990, 89.5
percent of all municipal issues were less than $25 million, but these
accounted for-only 28.6 percent of total municipal volume. It is safe
to say that the governmental bonds eligible for the small-issuer rebate
exception are not arbitrage-motivated. These bonds are for core
governmental facilities such as schools, streets and city halls as well
as other infrastructure facilities such as water and sewer systems.

There are several other reasons to increase this exception. Small
issuers go to market infrequently and when they do, they often package
several projects together to reduce issuance costs. Issuers whose
total annual borrowing exceeds the $5.0 million limit should not be
fprced into more frequent and costly borrowing practices. It has been
five years since the arbitrage rebate was enacted and project costs
have escalated during that time. On that basis alone, the $5.0 million
limit is now less adequate than ever.
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It has been argued that the existence of computer programs for
calculating rebate simplifies the rebate requirement substantially and
obviates the need for a higher annual limit. This is not true. The
source of rebate complexity is the mind-boggling tracking of investment
and expenditure transactions through the accounting system and the
collection of the data that is used in the computer program. The
actual calculation of rebate is not a significant compliance problem.

Another reason to expand this exception is because other options
that were to be made available to issuers are not viable options. For
example the Treasury Department's State and Local Government Series
(SLGS) program was intended as a meaningful rebate safe harbor.
Treasury has been unable to date to fulfill the intent of the law which
was adopted in 1986. Rigid administrative requirements limit the
utility of the program, and the Treasury has been unable to provide a
reasonable return on the investment of bond proceeds.

150 Percent of Debt Servic2 Limit

We support the repeal of the current law provision that limits the
amount of proceeds that an issuer of governmental bonds and 501(c) (3)
bonds can invest in nonpurpose investments at a yield above the bond
yield to an amount equal to 150 percent of the current debt service.
Since these bond proceeds are subject to rebate it serves no purpose to
also restrict the yield on the bond proceeds.

Election to Terminate Rebate and Comply with Yield Restriction

We support the elimination of the duplicative yield restriction
and arbitrage rebate requirements. Requiring the yield restriction in
those cases where rebate or the construction bond exception apply is
completely unnecessary. The yield restriction rules were in place
prior to the enactment of arbitrage rebate. Requiring issuers to
restrict the yield they earn on bond proceeds that are invested for
temporary periods to eliminate the earning of arbitrage at the same
time the issuer is subject to rebate or the construction bond exception
can only be described as punitive.

We believe the proposal to impose rebate for some prescribed
period and then to impose yield restriction thereafter is well
intentioned, but it perpetuates the burdensome rebate requirement. We
suggest eliminating rebate altogether, imposing spend-out requirements
during the temporary period after the bond issue and then subjecting
unused bond proceeds to yield restriction. Improving the SLGS program
would facilitate compliance with yield restriction for those
governments with unspent bond proceeds.

OTHER TAX-EXEMPT BOND SIMPLIFICATION SUGGESTIONS

At this time there are two additional simplification suggestions
we want to hold out for consideration by the Subcommittee. Both are
included in S. 913. They are

1. an increase in the bank interest deduction exception annual
limit from $10 to $25 million, and

2. a reduction of arbitrage subject to rebate.

Bank Interest Deduction

The bank interest small-issuer exception is not an unnecessary tax
subsidy to financial institutions. Many small jurisdictions do not
have access to the national capital markets to finance their infra-
structure and other public facilities and rely on local banks to
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purchase their debt. If the locil banks cannot use the bank interest
deduction, borrowers have to find other purchasers, at a higher
interest rate, or they may have to pay higher interest costs to the
local banks, which ultimately means more tax-exempt debt is
outstanding.

The availability of the interest deduction permits banks to offer
lower-cost financing to governmental entities most in need. There is
another advantage that should not be overlooked. Bank investments in
municipal bonds are stable investments. It is in the national interest
to provide banks with incentives to invest in municipal bonds rather
than risky real estate and other investments that have been the focus
of the recent financial crisis in the banking industry.

Reduction of Arbitrage SubJect to Rebate

Permitting issuers to retain some reasonable percentage of their
arbitrage rebate as an incentive for them to maximize investment return
is a sound policy. Whether 10 percent is a large enough percentage is
the question that must be answered. This provision should be viewed as
a revenue-raising provision and any revenue raised should be used to
offset the cost of other tax-exempt bond relief provisions.

CLOSING COMMENTS

S. 1394 and H.R. 2775 are important first steps and represent an
important turning point in federal-state-local relations. It is
apparent that Congress is listening and responding to state and local
governments' financing problems. Further, Congress is now showing
concern about the ability of state and local governments to undertake
public projects and build racessary infrastructure facilities and is
prepared to reverse some of the overly restrictive bond provisions that
were enacted in the 1980s. These developments are welcomed and they
set the course for the restoration of a healthy federal-state-local
partnership.

Questions concerning this testimony may be directed to Catherine L.
Spain, Guvernment Finance Officers Association, 1750 K Street, N.W.,
Suite 200, Washington, DC 20006, (202) 429-2750.



494

STATEMENT OF JOHN B. HUFFAKER

The purpose of this statement is to urge the inclusion in the Simplification Bill (S.
1394) of a measure to simplify the computation and forecasting of interest on estate
tax that is deferred under Sec. 6163. That section allows the payment of tax imposed
on remainders or reversioi.s to be postponed until the executor is entitled to the
trust assets. The correction of a needless problem in present law was the subject of
H.R. 9 in the last Congress and a copy of that bill is attached. The sponsors were
Congresswoman Lindy Boggs and Congressmen Anthony, Murtha and Schulze. The
problem relates to only a few taxpayers so it has had great difficulty in finding the
ear of either the Ways and Means or Finance Committees. However, it is a continu-
ing problem and worthy of correction. While the problem can occur in any jurisdic-
tion it is more likely in Louisiana than elsewhere due to the differences in property
law.

To illustrate the problem, assume Father establishes a trust providing that
income will be paid to his wife for life and at her death the principal is to be paid to
Daughter. Daughter predeceases her mother and daughter's estate tax must be com-
puted. The assets of the taxable estate will include the remainder interest in the
trust valued under the Treasuzy tables that take into account the life expectancy of
the income beneficiary as well as the current discount rate. Under recent legislation
the discount rate adjusts periodically so it will always reflect current economic con-
ditions. The remainder passes under her will but neither her executor nor her heir
are entitled to the trust principal until the income beneficiary dies. This current
value of the remainder is included in the gross estate but the tax on it is subject to
being postponed under sec. 6163 until 6 months after the death of the income benefi-
ciary. This postponement has been permitted since the modern estate tax was en-
acted in 1932 since the executor will not have possession of the trust principal as a
source of funds until after the income beneficiary's death.

If we assume that a substantial part of the gross estate is attributable to the
vested remainder and the balance is attributable to ot' *r assets, the executor must
make a decision whether to use the other assets to pay not only the tax on these
assets but that attributable to the remainder interest. From 1933 until 1975 his deci-
sion was a fairly straightforward one based on the tax on the remainder increased
by interest at the fixed rate provided by statute. Since 1975 the interest rate has
been a fluctuating one reflecting current interest rates. Thus estates that had the
tax computed using a 3V2% discount rate saw the current interest rate rise to 20%.
The total burden of tax plus interest can easily exceed the value of the trust princi-
pal. To guard against this contingency the executor has a strong motivation to pay
as much tax as possible although it defers until the death of the income beneficiary
the receipt by an heir of any inheritance. The practical result is that the election is
limited to instances of necessity (i.e., when the tax on the remainder will exceed the
assets available to pay tax) to avoid the risk of an interest burden that is completely
inequitable.

It is a major simplification to substitute a fixed rate of interest for the fluctuating
one so that the executor can make informed choices about the use of assets to pay
taxes caused by the inclusion of the remainder interest in the gross estate. A fixed
rate will provide an equitable interest burden whenever the tax payment is post-
poned. A high discount rate leads to a low tax and a low discount rate produces a
high tax. Appropriately, the low tax should match with a high interest rate and a
high tax with a low interest rate, neither subject to market fluctuations.

H.R. 5369 provided that the interest rate would be the same as the discount rate
used in computing the value of the remainder. This is a fair rule that would permit
the executor to balance the potential hardship on the estate beneficiaries caused by
diverting assets to pay estate tax against the potential hardship on the remainder-
man if the interest compounds for a long period. As difficult a decision as it might
be, at least the total tax plus interest burden at a future time would be susceptible
of computation. We submit that this is a very meaningful simplification and urge
that the bill include a provision similar to H.R. 5369.

We shall be glad to supplement this statement in any way that the Committee
may suggest.
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IN TilE I(SE O)I OF IIISINTATIVIS

.1i.', 25, i99)
Mr. S'CIiITIZE (for himself. Mr. ,\NTII)NY. Mrs. H0;(;X. id Mr. M.'ItTI! intro-

duIud t11 toih \otilna lill: which v:as re'frrd , the 4'inutilhlttei , on Ws\\ anlld
MHeans

A BILL,
To anneni the Internal Revenue ('ode of 1980' to provide a

lixe(l rate of interest on the 1),sil)oIned estate tax attrihuta-

Wie to -t reversionary or reininder interest in property

Iluidte(i ill the (Stit(.

1 Be it eiiacted hy the Senate and tHouse of IRepi'esenta-

2 ti ves of the United States of A merica i ( 'onress assembled,

31 SECTION 1. RATE OF INTEREST ON ESTATE TAX ATTRIBUTA.

4 BLE TO REVERSIONARY OR REMAINDER INTER-

4) ESTS IN PROPERTY.

6 (a) IN (ENERA,.-Section 6601 of the Internal Reve-

7 nue (.'ode of' 1,986 (relating to interest on un(ierpmiln lit, non-

8 payment, or extension of time for payment, of tax) is ainend-
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I e(1 I1, 1~'I'uZ~~li biisciioi (k) n: mbsvc'tion1 (1) and( lv

2 in seriiu afterr ,uhsvc'tlo 6() t f lo fowi'ina new subsection:

-(k) V.\ri.: O.' I N'TEREST' ON PORTION OF |dSTATE

' T.Ax l'OSTPONEI) NDEIR SE(CTI()N (il(i3(a).-

"1) IN (;IOWNEII,.- lilll (0' tl )ay ient of till

:nlount of tax imposed bv ,hatptr 1! is iostponed as

7 provided in section ( itcrest on the aunount s

8 postponed shall (in lieu fi the annual rate provided by

9 subsection (a)) be paid at the( discount rate (aud corn-

It) pounded annually)for the period of the postponement

I1 under section (16:3(a).

12 "(2) I)usCot'NT uv'ri..-For purposes of para-

13 graph (1), the term 'discount rate' means the rate used

1-4 for purposes (f clm j)ter I I to( value the reversiona ry or

15 remainder interest in property included in the gross

1( vestItev."

17 (h) EjFFE('TIVEI )A\TE.---

18 (1) IN GENERAL.-The amendment imade by this

19 section shall apply to intere.,t oi taxes the )Iayment of

20 which is postpone(d until after October 6, 1988, under

21 section 6163 of the Internal Revenue ('ode of 1986

2 - but only if the value of the reversionary and remainder

23 interests in property included in the gross estate eix-

24 ceeds 45 percent of the value of the gross estate.
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:3

(2) I'X('IEPTION FOR INTEREST PAI) ON OR

- F FOE ("r()IrElA? o,, ss8.-The interest required to

he pa;Ii(d with resl)et to ani ('statte tax )OStponed under

4 section (0I,63 of such (ode Ift e the application of the

0 amendment made i this section Shall not be less than

(1 the interest paid on or before October 6, 1988, with

respect to the estate tax So postponed.

8 (3) EXCEPTION FOR INTEREST FOR PERIOD) TO

9 WHICII 4 PERCENT RATE APPIED.-The amendment

10 made by this section shall not apply to interest for pe-

11 riods to which section 6601(h) of the Internal Revenue

12 Code of 1954 applied (as in effect before its repeal by

1 3 Public Law 93-625).

14 (4) STATUTE( OF IMITATIONS.-If refund or

15 credit of any overpayment of tax resulting from the ap-

16 plication of the amendment made by this section is pre-

17 vented at anY time before the close of the 90-day

18 period beginning on the date of the enactment of this

19 Act by the operation of any law or rule of law (includ-

20 ing res judicata), refund or credit of such overpayment

21 (to the extent attributable to such amendment) may,

- - nevertheless, be lna(de or allowed if claim therefor is

23 filed before the close of such 90-day period.
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4

1 SEC. 2. LIMITATION ON ESTATES ELIGIBLE TO POSTPONE

PAYMENT OF TAX BY REASON OF INCLUDIBLE

REVERSIONARY OR REMAINDER INTEREST.

4 (a) IN (GENERAL.-SUSeCtiOn (a) of section 6163 of the

Internal Revenue ('ode of 1.986 is amended-

61 (1) by striking "the gross estate," and inserting

'(he gross estate and the value ot such interests

8 exceed 45 percent of the value of the gross estate,",

9 and

() (2) by striking "such interest" and inserting "such

11 interests".

12 (b) EFFECTI DATE-The amendment made by this

13 section shall apply to estates with respect to which an elec-

14 tion is made under section 6163(a) of the Internal Revenue

15 Code of 1986 after the date of the enactment of this Act.

0

STATEMENT OF THE INDEPENDENT PETROLEUM ASSOCIATION OF AMERICA

My name is Denise Bode. I am President of the Independent Petroleum Associa-
tion of America (IPAA). I welcome the opportunity to comment on the behalf of our
national association which represents some 5,500 independent crude oil and natural
gas explorers/producers in all 33 states with oil and natural gas production. The
IPAA includes among its members a number of publicly traded master limited part-
nerships, besides the significant number of smaller partnerships in which our mem-
bers maintain interests.

OVERVIEW

Partnerships have long been used by the oil and gas industry as a means of rais-
ing investment capital. The use of partnerships as an investment vehicle is now less
attractive, due in part to the tax provisions enacted in the Tax Reform Act of 1986.
However, a recent survey indicated that 21 percent of independent producers have
raised venture capital through the use of limited partnerships, indicating the ongo-
ing importance of partnerships to the industry. The Independent Petroleum Associa-
tion of America (IPAA) also includes among its members a number of publicly
traded master limited partnerships, besides the significant number of smaller part-
nerships in which our members maintain interests.

'rhe Department of the Treasury and the Coalition of Publicly Traded Partner-
ships have each submitted studies to Congress on compliance and administrative
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issues associated with widely held partnerships. We are concerned that these studies
paid little attention to the problems and concerns that are raised by oil and gas in-
vestments held in partnership form.

IPAA does support the concept of simplified reporting to the extent that new re-
quirements reduce the number of items required to be separately reported to part-
ners. Yet, primarily because oil and gas partnerships that elect the simplified re-
porting benefits under the Act are subject to the loss of percentage depletion bene-
fits, the Act will significantly reduce the attractiveness of oil and gas investments
held in partnership form. Other changes in the Act, primarily those that relate to
changes in partnership audit procedures, are also of significant concern to the in-
dustry.

MINIMUM TAX REFORM IS OF PARAMOUNT IMPORTANCE

Much of the complexity that is prevalent in oil and gas partnerships has resulted
from the impact of the minimum tax laws. The oil and gas industry is perhaps the
most heavily affected by the impact of the alternative minimum tax, with an esti-
mated 75 percent of producers subject to this tax, on an annual basis. The oil and
gas industry is subject to numerous adjustments for purposes of the minimum tax,
resulting from the treatment of intangible drilling costs, percentage depletion, and
equipment depreciation. The need to separately state these items would be eliminat-
ed for the majority of investors if the disparate treatment of these items was modi-
fied.

Domestic producers should be allowed to use their long established ordinary and
business deductions such as drilling costs and the allowance for depletion of the re-
source. At a time when investment in domestic petroleum resources is in a perilous
decline due to problems with oil and natural gas price volatility and lack of capital,
current tax law only serves to exacerbate the problem.

For instance, due to price volatility and the complexities of the minimum tax, a
potential investor may not know if he made a wise decision to drill until almost a
full year after the drilling date. Given the risks an investor must, undertake, he
needs little additional aggravation in the form of punitive and regressive tax provi-
sions. The IPAA feels that Congress would best advance the goals of tax simplifica-
tion and wise energy policy by not penalizing these legitimate business deductions
under the minimum tax.

SIMPLIFIED REPORTING AND PERCENTAGE DEPLETION

Act Section 210 would add a new section 775 to the Internal Revenue Code, which
provides that the simplified reporting requirements would not apply to large oil and
gas partnerships, unless the partnership makes an election to apply these require-
ments. However, a partnership electing the simplified reporting requirements must
forego the benefits of percentage depletion and can only deduct cost depletion.

IPAA supports the elective treatment of oil and gas partnerships to be included
within the reporting provisions. This elective treatment should be preserved in the
legislation in view of the many items that are normally separately stated as a result
of other oil and gas provisions in the Internal Revenue Code (especially the treat-
ment of intangible drilling costs and percentage depletion).

However, we can see no valid reason why large partnerships should not be enti-
tled to compute percentage depletion on behalf of their partners, if they elect to
have the simplified reporting provisions apply. Although percentage depletion now
must be separately reported to partners, there is little reason why this computation
could not occur at the partnership level. Under the existing bill, partners with a
greater than five percent capital interest in the partnership and integrated oil com-
panies are treated as excluded partners. If there is concern that partnership level
treatment would allow depletion to the companies a.Tected by depletable quantity
limitations, these concerns can be easily alleviated by requiring these partners to be
treated as excluded partners. Because substantially all of the remaining partners
would be individuals that likely would not be subject to the 65 percent of overall net
income limitation, there wouldseem to be negligible revenue loss that would result
from the allowance of percentage depletion computed at the partnership level.

Denial of percentage depletion benefits as a condition of obtaining simplified re-
porting runs counter to the tax policy decisions made in enacting the oil and gas
provisions in the Revenue Reconciliation Act of 1990, which expanded the availabil-
ity of percentage depletion benefits in order to improve the economic viability of
production from marginal properties. Percentage depletion remains an important
deduction to investors in oil and gas partnerships, as it acts to "level the playing
field" with investments in nondepletable assets by recognizing that oil and gas
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assets have no residual value, and that replacement costs for oil and gas assets is
significantly greater than assets in nondepleting industries.

The IPAA recommends that there should ibe no limitations on the allowance of
percentage depletion deductions by large partnerships, if the partnership elects to
apply the simplified reporting provisions. In order to advance the goals of simplified
reporting, depletion could be computed at the partnership level, except for those
partners otherwise excluded from the simplified provisions.

We also note that a clarification needs to be made to the exclusion for oil and gas
partnerships from the definition of a "large partnership." Many oil and gas partner-
ships do not directly hold working interests in ol and gas properties, and often hold
these interests through other operating partnerships. The Act should be clarified to
provided that the exclusion applies if 50 percent or more (by value) of the assets of
the partnership (including assets held indirectly thorough other pass- through enti-
ties) are oil and gas properties.

MAGNETIC MEDIA FILING AND OIL AND GAS PARTNERSHIPS

Act section 203 amends section 6011(eX2) of the Internal Revenue Code to provide
that the I.R.S. may require large partnerships with more than 250 partners to file
their tax returns and copies of the schedules sent to each partner on magnetic
media. However, oil and gas partnerships that are not subject to simplified report-
ing may pass out as many as twenty different items to partners. Often, these items
do not fit into any kind of standardized category and are simply listed separately
and referred to in the line items described as 'other items of income or loss" on the
I.R.S. form K-i, reporting the partner's distributive share of the partnership's tax-
able items. It would be extremely difficult to fit these items into the simplified re-
porting categories that would be necessary for magnetic media reporting.

It appears that the purpose of the magnetic media filing requirements is to facili-
tate matching of the information reported by a large partnership to its partnership
returns. Matching requires consistent treatment of partnership items on both the
partnership and partner's returns. However, it is unlikely that items that do not fit
into a standardized reporting category (e.g. those items described as other deduc-
tions on form K-i) would be correctly picked up correctly and accounted for through
any kind of mechanized procedure. In addition, correct matching could not occur
relative to those items for which the partner may make a separate election (e.g. the
section 59(e) election, relating to an optional election to capitalize and amortize in-
tangible drilling costs), or that are subject to partner level limitations (e.g. percent-
age depletion, pursuant to section 613A(dX)). Thus, comparison of the magnetic
media filing would be difficult, if not impossible, ajnd would most likely require part-
ners to spend a large amount of time and money -to reconcile differences if matching
was attempted. For these reasons, the IPAA feels that only those oil and gas part-
nerships that have elected simplified reporting should be subject to magnetic media
reporting.

PROPOSALS AFFECTING ASSESSMENT OF DEFICIENCIES WITH RESPECT TO WIDELY HELD
PARTNERSHIP

Act section 202 provides for a number of changes in the audit procedures of
widely held partnerships, apparently arising out of the Treasury study's recommen-
dation that audit procedures should be changed. However, we question the need for
changes in this area based upon the Treasury Department's conclusion that a signif-
icant amount of unreported partnership income exists from widely held partner-
ships. The Treasury study is notable in that it offers no factual evidence to back up
this conclusion. However, the approach adopted in Act section 202 would severely
damage the ability of partners to resell partner rship interests and would impose an
unfair burden on partners by subjecting them to tax on income they may have
never received.

Certainly the Treasury study is correct in noting that the current TEFRA audit
system is not ideal for large partnerships. For instance, giving each individual part-
ner the right to participate in negotiations with the Service and in court proceed-
ings may result in a cumbersome process. In addition, the requirement that the
I.R.S. must give notice of the beginning of partnership-level administrative proceed-
ings and the resulting administrative adjustments is also cumbersome. However, the
proposed system represents a radical departure form existing partnership tax prin.
ciples, and would appear to violate the principles and stated criteria on which the
simplification bill is based.

We note that most large partnerships and all publicly traded partnerships are
subject to independent audits by certified public accountants. In addition, the Serv-
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ice has audited many "tax-shelter" type nonpublicly traded partnerships. Yet, de-
spite the fact that these partnerships are routinely audited, the Treasury study sug-
gests that the Service is unable to audit these partnerships under current law. We
are not aware of any circumstances where the Service has even attempted to audit
a large publicly traded partnership in the oil and gas industry. However, if relative-
ly minor changes in the notification requirements are made, the Service should be
able to audit most large partnerships using the system that is generally applicable
under current law.

We also believe that most partners report the taxable income that is passed
through to them by the partnership, and that most partnerships take reasonable po-
sitions based on existing tax law in preparing partnership returns. Most partner-
ships have little reason to take aggressive positions on their returns, as a public re-
lations debacle would result with investor partners if significant changes were made
arising out of a partnership audit.

Act section 202 specifically adopts the approach recommended by the Treasury
Department stud that would provide that an item of a partnership shortfall in a
prior year would be treated as a current item of income in the year in which a final
determination of the adjustment is made, and would provide for the collection of
interest and penalties with respect to the shortfall directly from the partnership.
This approach represents a significant departure from usual partnership principles.
The Treasury department proposal acknowledges that the approach would give a
"windfall" to the partner in the year income was understated and would impose an
unfair burden on the partner buying into the tax liability. The Treasury report
minimizes this problem, stating that the "detriment to a partner who buys into a
tax liability of a widely held partnership under the current assessment approach
would be less than the detriment to a shareholder who buys into a corporation with
a similar tax liability."

This statement is erroneous as to its application to the approach adopted in the
Act. For example, a partner that becomes subject to a partnership adjustment may
have reportable income on which he must pay tax. But yet, the partnership may
have otherwise have incurred a loss for the year such that the partner receives no
cash with which to pay the tax. This is different from the corporate situation, where
the corporation (and not the partner) is liable to pay the tax. However, we are not
advocating that the partnership pay (on a nonelective basis) the tax liability on
behalf of the partner. We feel, consistent with current law, that the tax liability is
best collected from the partner that was in the partnership at the time the under-
payment of tax arose.

The new audit provisions would have the effect of severely decreasing the market-
ability and resale of partnership interests. Few partners would wish to purchase
partnership interests with respect to which they could be purchasing contingent tax
liabilities. The problem is especially acute in those partnerships that were formed
for a singular purpose (i.e. an exploratory well drilling program), rather than those
partnerships which operate ongoing businesses. For example, those partnerships
formed for a single business venture often incur losses in the early years of partner-
ship formation and realize income in later years. The earlier loss years are most
susceptible to change upon partnership audit. Few investors would be willing to pur-
chase partnership interests knowing that audit adjustments arising out of the loss
years would be passed through to them.

The Treasury study also indicates that this approach may present serious liquidi-
ty problems for existing partnerships. This is a valid concern. In many audits, by
the time the audit is settled, the collection of interest and penalties associated with
a tax deficiency may be as large as the deficiency itself. election of interest and
penalties from the partnership itself could easily cause partnerships with insuffi-
cient cash reserves to sell assets or liquidate in order to satisfy the interest and pen-
alties. Such a threat would further depress the value of partnership interests.

Again, we believe that the proposed changes in the partnership audit provisions
are unwarranted. If significant changes- must be made, we recommend that the
changes a p ply to publicly traded partnerships only and those partnerships that are
not publicly traded and were formed for purposes of conducting a single business
venture be exempted from the new rules.

ADVANCE OF DUE DATE FOR FURNISHING INFORMATION TO PARTNERS

Section 107 of the Act would amend section 6031(b) of the Internal Revenue Code
to provide that a partnership must supply information returns to partners by the
15th date of the third month following a close of a partnership's taxable year, in
order to better facilitate the partner's return preparation. Most partnerships are
sensitive to the needs of their investor partners to file their returns, and most part-
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nerships work extremely diligently in getting this information out to partners on a
timely basis. Indeed, many partnership agreements provide that this information
must be furnished to partners by March 15 after the end of the calendar year.

It is important that legislators understand the amount of work that must be ac-
complished within an extremely small window of time after the end of a partner-
ship s taxable year. The partnership must first close its books and records for the
taxable year. After the books and records are closed, the partnerships are often au-
dited by independent certified public accountants. Partnerships that have units held
by brokers in street name must collect and process the information necessary per-
taining to the beneficial owners of these interests. After the audit (if one occurs),
the income tax workpapers are prepared and are often reviewed by independent tax
counsel. After the workpapers have been prepared, the return is usually completed
with the assistance of an outside computer services and processing company. The
completion of the finished return requires a tremendous amount of coordination be-
tween staff of the partnership, independent auditors, tax counsel, and computer
services personnel. This work must be completed at a time of year when the work-
loads of all parties involved are exceptionally heavy, placing them under significant
pressure.

A few of the largest partnerships, because of their size and complexity, are unable
to get information returns to partners by the 15th day of the third month following
the close of their taxable year. This partnerships may not be able to meet the new
information reporting requirement in any event. Given the choice of mandatory
compliance with the new due date, the partnerships may have to either close their
books one month earlier in order to have adequate time to prepare the return, or
may take "shortcuts" that would minimize proper review of the return and would
increase the chance for errors. In any event, the chances for an incorrect filing
would be dramatically increased.

In addition, many partnerships that are experiencing financial difficulties are not
able to file their returns on a timely basis. These partnerships may not be able to
afford to hire in-house personnel that are usually necessary to prepare such returns.
In addition, the costs of hiring outside personnel to prepare the returns (usually
from C.P.A. firms) is often prohibitive during the initial months of the year because
of their significant workloads and higher fees during the tax season. These partner-
ships will often file their returns during the summer months in order to save money
on preparation fees. Although inconvenient for partners, the burden of waiting until
the summer months for return preparation may be preferable to the loss in their
investment from the payment of increased fees.

We believe that partnerships should be allowed to extend the due date for filing
their partnership returns (and sending information returns to partners) if reasona-
ble cause for the extension exists. Accordingly, if a due date of two and a half
months after year end is used for partner information returns, we believe that this
date should be allowed to be extended if reasonable cause for a later filing exists. If
it is important that the information returns be provided to partners by an earlier
due date, we recommend that the partnerships be given the opportunity to elect in-
stead to have an earlier year end (such as a November 30 year end). This year end
would allow more time for return preparation, but would minimize any opportunity
for deferral of partnership income.

STATEMENT INDIVIDUAL MEMBERS OF THE REAL PROPERTY PROBATE AND TRUST LAW
SECTION OF THE AMERICAN BAR ASSOCIATION

Mr. Chairman and Members of the Committee: Each of the undersigned holds offi-
cer, council or committee positions with the Real Property Probate and Trust Law
Section of the American Bar Association. The following comments have been pre-
pared in connection with that Section but are being submitted only on behalf of the
undersigned as individuals.

I. TITLE IV OF H.R. 2775: SUPPORT THE OVERRULING OF ALEXANDER V. COMMISSIONER

Title IV of H.R. 2775 would overrule Alexander v. Commr., 82 T.C. 34 (1984), aff'd
760 F.2d 264 (4th Cir. 1985). The Council of the Real Property, Probate and Trust
Law Section of the American Bar Association voted unanimously to support this
provision to the extent it would prevent a "specific portion" as that term is used in
Section 2056(bX5) from being interpreted to include a fixed dollar amount (deter-
mined as of the surviving spouse's death). However, there is concern that this provi-
sion would inadvertently disqualify for the marital deduction pecuniary formula
marital deduction clauses (calling for a fixed dollar amount determined as of the
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estate tax valuation date of the transferor's spouse) that meet the requirements of
Rev. Proc. 64-19, 1964-1 C.B. 682. Pecuniary formula clauses are easier to administer
and more commonly used then fractional share formula clauses. As a result, we be-
lieve that the suggested language of Title IV should be clarified, if necessary, to
avoid the possibility of such an interpretation.

II. H.R. 2645: NOTIFICATION OF CHARITABLE BENEFICIARIES OF CHARITABLE REMAINDER
TRUSTS

It has been suggested that H.R. 2645, which was introduced by Congressman Gib-
bons on June 13, 1991, be included in any simplification legislation. This bill con-
tains certain requirements to insure that the charitable beneficiaries of a charitable
remainder trust for which a tax deduction is allowed are in a position to enforce
their state law rights under such trusts. While we recognize the appropriateness of
a notice requirement and support that concept, we believe generally that the entire
area of protection of trust beneficiaries is more appropriately left to the states. Thus
we urge that some means be found to foster enactment of notice requirements by
the states, rather than adding this complication to the Internal Revenue Code.

If, however, it is determined to accomplish this with a new tax rule, we are con-
cerned that the specific requirements of H.R. 2645 are so invasive that if enacted
they would discourage individuals from creating such trusts or, more likely, from
naming specific charitable beneficiaries, leaving the choice of specific charitable
beneficiary up to the trustees or others. Specifically, we urge you to consider the
following changes to the legislation contained in H.R. 2645, if this approach is adopt-
ed:

(1) Increase the time period for giving notice in order to reduce the administrative
burden imposed on fiduciaries by this legislation and the likelihood of inadvertent
errors;

(2) Delete the requirement that the charitable beneficiary of a charitable remain-
der trust be given a copy of the federal estate tax return (particularly if the trust is
to be funded with a fixed dollar amount) in order to address the privacy concerns of
the individual donors; and

(3) Delete the requirement that the charitable remainder beneficiary receive a
copy of the trust's income tax return in order to address the privacy concerns of
individual donors.

III. JOINDER IN COMMENTS OF LLOYD LEVA PLAINE

Oral and written testimony was given to this Committee on September 10, 1991
by Lloyd Leva Plaine, Secretary of the Real Property Probate and Trust Law Sec-
tion (and Chair of the Estate and Gift Tax Committee of the Tax Section) of the
American Bar Association, in her individual capacity. Several of the undersigned
worked with her on those comments. The undersigned agree with those comments,
and hereby join in them.

MAX GUTIERREZ, JR.
PAM H. SCHNEIDER
LLOYD LEVA PLAINE
JERRY J. MCCOY
DAVE L. CORNFELD
FREDERICK R. KEYDEL



504

INDIVIDUAL MEMBERS OF THE
ESTATE AND GIFT TAXES COMMITTEE

OF THE SECTION OF TAXATION
AND

OF THE SECTION OF REAL PROPERTY,
PROBATE AND TRUST LAW

AMERICAN BAR ASSOCIATION

TAX SIMPLIFICATION PROPOSAL NO. 1

Internal Revenue Code References: S S 642(c), 645(a), 663(b) and
(c), 469(i)(4), 267, 1239, 1244, 1361, 1361(d)(3), 2035,
2038(a)(1), 2056(b)(5), 2523te), and 2652(b)(1)

Subject Area: Equal tax treatment for individuals who utilize
revocable trusts.

Summary of Problem: Under current law, individuals who take
advantage of a funded revocable trust are taxed differently in a
number of circumstances from those who do not. These differences
in tax treatment have no justifiable basis, other than an his-
torical one.

Discussion: In recent years, there has been an increasing estate
planning use of revocable trusts holding assets during the sett-
lor's lifetime. Use of a funded revocable trust offers signifi-
cant non-tax advantages over a traditional estate plan, in that
it provides (1) a convenient vehicle for managing the property of
the settler, particularly in the event of illness or incapacity,
and (2) a means of reducing or eliminating the delay, expense and
potential lack of privacy associated with probate at death.
Revocable trusts avoid no taxes; the income continues to be
taxable to the settler during life, and the trust property is
includible in the settlor's estate for estate tax purposes at
death. Under current law, however, individuals who take advan-
tage of a funded revocable trust are taxed differently in a
number of circumstances than those who do not. We recommend that
those differences, which fall into the following six categories,
be eliminated.
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1. Tax Treatment of Estates and Revocable Trusts
Following Death of Decedent/Settlor

The tax treatment accorded estates and revocable trusts
following the death of the decedent/settlor differs in a number
of respects. A suggested correction for each of those differ-
ences is set forth below.

2. Reocable Trust Ownershio of Section 1244 Stock

Small business stock that is owned by a revocable trust
is not entitled to ordinary loss treatment under section 1244.
Such treatment is available only in the case of an "indi-
vidual."' Section 1244 stock appears to be the only kind of
property, the ownership of which by a revocable trust will
disqualify the settlor from a tax benefit to which he or she
would be entitled if he or she owned that property individually.
We recommend that section 1244 be broadened to permit stock owned
by a revocable trust to be taxed as though it were owned by the
trust's settlor.

3. QSST Income Distributions to Beneficiary's
Revocable Trust

In PLR 9014008 (Dec. 27, 1989), the Service concluded
that if the income of a "qualified subchapter S trust" ("QSST")
is distributed to the income beneficiary's revocable trust,
rather than to the individual beneficiary himself, the trust will
no longer be a QSST. This conclusion was apparently based on a
literal reading of section 1361(d)(3) which states that the term
"qualified subchapter S trust" means a trust --

"(A) the terms of which require that -

(i) during the life of the current income
beneficiary, there shall be only I income
beneficiary of the trust,...and

(B) all of the income... of which is distributed
(or required to be distributed) currently to 1
individual who is a citizen or resident of the
United States."

This recent ruling appears to require that the income
beneficiary of a QSST who has a revocable trust as a will substi-

U Section 1244(d)(4) provides that:

"For purposes of this section, the tern
'individual' does not include a trust or estate."
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tute first receive the income and then subsequently transfer it
to the revocable living trust to prevent termination of the
corporation's S status. This may be difficult or impossible if
the beneficiary becomes incapacitated during his or her lifetime.
Furthermore, to avoid guardianship/conservatorship problems
should a trust beneficiary become incapacitated, many trusts (in-
cluding QSSTs) include boiler plate "facility of payment" clauses
permitting the trustee to make distributions other than only to
the beneficiary individually -- for instance, by direct payment
of the beneficiary's expenses or by payment to "the trustee or
trustees of any trust all the assets of which are then fully and
unqualifiedly withdrawable by" the beneficiary (iAL,, the benefi-
ciary's revocable trust). The holding in this recent ruling
makes such a facility of payment clause a trap for the unwary --
a trap that is contrary to the income tax laws' almost universal
treatment of transactions involving a revocable trust during the
settlor's lifetime as though the trust did not exist and the
transactions involved only the settlor individually (e.., Rev.
Rul. 74-613, 1974-2 C.B. 153).

We therefore recommend that section 1361(d)(3) be
amended to make it possible for a QSST to make distributions to
the income beneficiary's revocable trust without jeopardizing the
trust's QSST status.

4. Gifts Made Within Three Years of Death From
Revocable Trusts

Except in certain narrowly defined circumstances,I' the
Internal Revenue Service has taken the position that gifts made
directly from a donor's revocable trust within three years of
death, including gifts of $10,000 or less which are covered by
the annual exclusion, are included in the donor's gross estate
for federal estate tax purposes. In order to avoid this trap,
individuals with revocable trusts are often put to the inconven-
ience of first transferring the property to be gifted out of
their trusts and into their individual names before making the
transfer to the donee (Leg., by writing the trust owned bank

V An, e.., (i) Rev. Rul. 75-553, 1975-2 C.B. 477 and TAM

8940003 (June 30, 1989) (where the trust instrument directs that
the trust property be distributed to the settlor's estate on the
settlor's death) and (ii) TAMs 9010004 (Nov. 17, 1989), 9010005
(Nov. 17, 1989), 9017002 (Jan. 5, 1990), and 9018004 (Jan. 24,
1990) (where the trust instrument treats the settlor as the only
permissible distributes and does not confer on anyone, even the
settlor himself, the power to direct distributiona to individuals
other than the settlor) -- but note the recent holding in Perkins
Zjtate v. U.S1, 90-2 USTC 1 60,042 (N.D. Ohio 1990) that the
three-year rule applies notwithstanding such trust instrument
provisions.
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account check to the settlor who then endorses the check on the
back to the donee). In the case of an individual who wishes his
trustee to continue his gift program in the event he becomes
incapacitated, the problem becomes more acute. In order to avoid
this trap for the unwary, section 2035 should be amended so that
the transfer tax consequences of making a gift from a revocable
trust are no different than if such gift were made directly by
the donor.

5. Marital Deduction Qualification for Gifts and
Beauests to a Snouse's Revocable Trust

With the advent of the unlimited marital deduction,
interspousal gifts, whether intended or inadvertent, will occur
more frequently than in the past and with loss attention given to
the tex niceties. Where the spouses have revocable trusts,
transfers between them are likely to be, in fact, transfers
between their revocable trusts. However, the marital deduction,
which would seem to most to be so obviously applicable, may turn
out to be technically not available.

often a typical revocable trust may neither contain a
general power of appointment exercisable by the settlor in all
events nor require distribution of all income to the settler at
least annually. ie Treas. Reg. S 20.2056(b)-5(f)(6). In addi-
tion, it will probably not contain typical marital deduction
savings clauses (e g., with respect to unproductive property) and
it may not prohibit the trustee from making distributions to
persons other than the settlor (eg., gifts in the event of the
settler's incapacity).

We therefore recommend that language be added to sec-
tion 2056 to allow transfers directly between typical revocable
trusts without requiring the draftsman of a revocable trust to
insert a detailed savings provision qualifying for the marital
deduction additions to the trust made by the settlor's spouse
during the settlor's lifetime.

6. Equal Generation Skipping Tax Treatment of
Estates and Revocable Trusts Following Death
of Settler rSection 2652(b)(I]

For Chapter 13 purposes, a revocable trust that is a
will substitute should be treated the same as an estate.
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suggested Corrections: The following proposals are intended to
provide equal and fair treatment for taxpayers who should not
logically be taxed differently. They will affect an increasing
number of taxpayers as the use of revocable trusts continues to
grow. No taxpayers will be adversely affected, and there should
not be significant revenue consequences.

1. Equal Income Tax Treatment of Estates and
Revocable Trusts Following Death of Settlor
(Sections 642(c), 663(b) and (c), 469(I)(4),
267. 1239. 1361. and 645(a)

For a limited period following the death of the
settlor, revocable trusts and probate estates should be treated
as nearly as practicable in the same manner for tax purposes. We
suggest that the period for such similar treatment be taxable
years commencing within two years of the year of death if no
federal estate tax return is filed. If a federal estate tax
return is filed, then the period should be extended to include
taxable years commencing no later than six months after the final
determination of the federal estate tax. The treatment should be
applicable to only one such revocable trust. The suggested
wording of such a provision (patterned after section
6654(1) (2) (8)) is set forth in paragraph 6 below. The following
are provisions which should be adopted to accomplish such
simplification:

a. Section 642(cl: Section 642(c) should be
revised to allow revocable trusts a charitable deduction for
amounts permanently set aside for charitable purposes as in the
case of an estate. This proposal has been adopted in a resolu-
tion by the House of Delegates of the American Bar Association in
1989, a copy of which is attached as Exhibit A.

b. Section 663(b) and (c): The deduction for
distributions in the first 65 days of the taxable year under
section 663(b) should be allowed to estates as well as trusts.
Likewise, the separate share rule under section 663(c) should
app!i4 to estates in the same manner as it now applies to
decedents' revocable trusts.

c. Section 469(I)(41: Section 469(1)(4) (and
section 502(d) (2) of the Tax Reform Act of 1986] should be
amended to allow a decedent's revocable trust, during the
extended period for similar tax treatment described above, the
same passive loss exemptions as are available to a decedent's
estate under those sections.

d. Sections 267 and 1239: Section 267 (and
section 1239) should be amended to provide that, during the
extended period for similar tax treatment described above, a
beneficiary of a decedent's revocable trust will be treated as
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unrelated to the trust in the same manner as the beneficiary of
an estate is treated as unrelated to the estate. Such a provi-
sion would eliminate income tax differences in the funding of
bequests, which presently ex:ist, depending on whether the bene-
ficiary received the distribution from an estate or from a
revocable trust.

e. Section 1361: Section 1361 should be amended
to provide that a decedent's revocable trust, during the extended
period for similar tax treatment described above, can qualify to
be a shareholder of an "S" corporation in the same manner as an
estat can during such extended period.

f. Section 645(a): Section 645(a) should be
amended to exempt a decedent's revocable trust, during the
extended period for similar tax treatment described above, from
the requirement that its taxable year be the calendar year,
thereby permitting the decedent's revocable trust, like an
estate, to initially choose any fiscal year as its taxable year.
If the decedent has an estate that is required to file an income
tax return, the taxable years of the estate and the revocable
trust should be required to close at the end of the same month.
Upon close of the extended period, the trust would be required to
convert to the calendar year.

2. Revocable Trust Ownership of Section 1244 Small
Business Stock (Section 12441

We recommend that section 1244(d) (4) be amended to read
as follows:

"(4) Individual defined. For purposes of this
section, the term 'individual' does not include a
trust or estate (other than a revocable trust
which is treated as owned by its grantor under
subpart E of part I of subchapter J of this
chapter )."

3. QSST Income Distributions to Beneficiary's
Revocable Trust rSection 1361(dI(311

We recommend that the following sentence be added at
the end of section 1361(d) (3):

"Distributions to a revocable trust
described in (c)(2)(A)(i) [a grantor
trust] shall be treated as distributions
to the grantor individually."
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4. Gifts Made Within Three Years of Death From
Revocable Trust rSections 2035 and 2038(a)(W)1

As suggested by Janice A. Mays, Chief Tax Counsel of
the Committee on Ways and Means,11 (1) section 2035 should be
amended so that the transfer tax consequences of making a gift
from a revocable trust are no different than if such gift were
made directly by the donor and (ii) section 2035 should be
redrafted to make the current rules more comprehensible. sea
also Proposal No. 5 below, and proposed revision at Exhibit B.

5. Marital Deduction Qualification for Gifts
and Bequests to a Spouse's Revocable Trust
LSectjons 2056(b)(5) ald 2523(e)1

We recommend that section 2056(b)(5) (and section
2523(e)) should be amended so that the last part of that section
would read as follows:

"This paragraph shall apply only if such power
in the surviving spouse to appoint the entire
interest, or such specific portion thereof,
whether exercisable by will or during life, is
exercisable by such spouse alone and in all
events. Where such power in the surviving spouse
is exercisable with respect to any interest in
property and the income therefrom in favor of thesurviving spouse during the remainder of his or
her lifetime, this paragrap~h shall apply to such
interest notwithstanding that:

(i) The surviving spouse is not otherwise

entitled to the income therefrom,

(ii) The property produces no income,
(iii) There are restrictions on the exercise

of such power in the event of the surviv-
ing spouse's alleged mental incapacity, and

(iv) There is a power in any other person acting
on behalf 9f the surviving spouse to appoint
any 2art of such interest to persons other
than the surviving spouse,

and. for the Pur~oses Of sections 2041 and 2514.
notwithstanding the existence of the circum-
stances described in clauses (iii) and (iv) above.

Committee on Ways and Means, U.S. House of Representatives,
"Written Proposals on Tax Simplification," May 25, 1990,
(hereinafter "Ways and Means Committee Print") at 69.
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such Rower shall be treated as though it were
exercisable by such spouse alone and in all
nvont s."

6. Equal Generation Skipping Tax Treatment of
Estates and Revocable Trusts Following Death
of Settler section 2652(b)Il)

We suggest that, at the end of section 2652(b) (1), the
following sentence (patterned after section 6654(1) (2) (B)) be
added:

"Any trust -

(A) all of which was treated (under subpart E of
part I of subchapter J of chapter 1) as owned
by the settlor and

(B) to which the residue of the settlor's estate
will pass under his will (or, if no will is
admitted to probate, which is the trust pri-
marily responsible for paying debts, taxes
and expenses of administration)

shall be treated as an estate during taxable years
of the trust commencing (i) within 2 years of the
settlor'z death or (ii) if a federal estate tax
return is required and filed within that 2 year
period, within 6 months of the final determination
of the settlor's federal estate tax liability."

Contact Person: Lloyd Lava Plaine (202-383-0155) or Carol A.
Rheas (202-429-6220).

STATEMENT OF THE INTERNATIONAL ASSOCIATION OF FIRE FIGHTERS

Mr. Chairman, my name is Al Whitehead, and I am the President of the Interna-
tional Association of Fire Fighters. I appear before you today not only on behalf of
the more than 180,000 professional fire fighters across the nation, but also on behalf
of public pension and deferred compensation plan administrators. This statement
has been expressly endorsed by the National Conference on Public Employee Retire-
ment Systems, which represents some 300 state and local government pension plans,
5 million employees and $600 billion in assets, and the National Association of Gov.
ernment Deferred Compensation Administrators, which speaks for the hundreds of
public sector deferred compensation plans around the nation.

As you are aware, Mr. Chairman, state and local governments are treated sepa-
rate and apart from the private sector in many parts of the tax code. Consequently,
our pension simplification needs are somewhat different than our private sector
counterparts. I would like to focus today on two sections of the Internal Revenue
Code which are currently posing problems for public sector workers and officials:
Section 415, which caps benefits that may be paid by a qualified pension plan, and
Section 457, which governs state and local government deferred compensation ar-
rangements. I will discuss each in turn.

SECTION 415

Section 415 of the Internal Revenue Code was created in 1974 as part of ERISA.
The goal was to prevent taxpayer subsidies of exorbitant pension benefits sometimes
paid to corprate executives. The law posed a two-pronged test to determine a maxi-
mum benefit that may be paid by a qualified, or tax exempt, pension plan: 1) the
benefit may not exceed a specific dollar amount set forth in regulation, and 2) the
benefit may not exceed 100% of annual compensation, a limit determined by aver-
aging the employees' three highest earnings years.

Although the law generally works well in the private sector, several problems
arise when it is applied to public sector pensions. The entire compensation structure
of state and municipal government employees, as well as the federal tax treatment
of such compensation, differs significantly from the private sector. Unfortunately,
Section 415 failed to take into account these differences. The law attempts to apply
uniform rules to very different circumstances.

This problem first came to light several years ago, when local governments-
much to their surprise-found themselves in non-compliance with a law that was
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supposed to restrict the compensation packages of corporate executives. Congress re-
sponded in 1988 with legislation intended to correct the problem. The new law al-
lowed states to exempt current employees from Section 415 limits if it created a new
pension benefit system that would comply with Section 415 for all new hires.

Although well intentioned, the 1988 amendment proved to be inadequate because
it failed to acknowledge the inherent differences between public and private sector
work. Simply giving states and municipalities additional time to comply with Sec.
tion 415 did nothing to address the underlying cause of the law's inequity.

Congress now has before it an opportunity to resolve this issue once and for all, It
is both imperative and urgent that it does so because, even as we speak, state and
local government pension plans are in technical violation of the law. The IRS could
tomorrow disqualify an entire state pension system based on a payment to a single
participant that exceeds the 415 limit. And let us be clear about who disqualifica-
tion hurts. First, it hurts fire fighters and other public employees who will be taxed
on the accrued benefits of their pension plan during the year they are earned. But it
also hurts local governments. Governmental agencies are ultimately responsible for
the obligations of their pension system. If the earnings of the pension fund are
taxed, government may need to contribute funding in order to cover the money paid
to the federal government in taxes. In the end, every American will be affected by
this law as states and local governments find themselves forced to either curtail
services or raise taxes in order to pay their federal taxes.

We are pleased to note that the legislation pending before this committee, S. 1364,
would correct the inequities currently embodied in the law. I would like to take this
opportunity to extend our appreciation to Senator David Pryor for including amend-
ments to Section 415 in his omnibus pension simplification proposal. I would like to
take a few moments to discuss how S. 1364 will address the problems associated
with Section 415.

* Definition of Compensation
The most egregious problem in Section 415 is the use of an inequitable definition

of compensation. The definition utilized by the IRS for purposes of applying the
100% of compensation rule discriminates against public sector employees by failing
to take into account certain features unique to public sector compensation.

For example, employer pension contributions made through the employer pick-up
option (Section 414 (h)) and voluntary contributions made to deferred compensation
plans (Section 457) are not counted as income by the IRS for determining the maxi-
mum allowable benefit, but they are counted as income by pension plans determin-
ing the actual benefit. Consequently, someone whose pension pays only 75% of
annual compensation can still exceed the 100% rule simply because they utilized
these two benefit options.

S. 1364 resolves this inequity by establishing a uniform definition of compensation
which counts employer pick-ups and deferred compensation contributions as income
for purposes of determining Section 415 limitations.

o Survivor and Disability Benefits
As the nation's most dangerous profession, fire fighters see more than their share

of service-connected disability retirements. The application of Section 415 to disabil-
ity and survivor compensation virtually guarantees that fire fighter pension plans
will run afoul of Section 415. Currently, Section 415 requires benefits to be actuari-
ally reduced from age 62 to the present age of the recipient at the time of injury or
death. Because many fire fighters are injured at relatively young ages, the 415 limi-
tation will often be lower than the disability benefit. We therefore support S. 1364's
exemption for survivor and disability benefits from Section 415 limits.

o Excess Plans
The way many private sector pensions avoid disqualification under Section 415 is

through the use of excess plans. These plans are non-qualified adjuncts to qualified
plans through which pension benefits in excess of the 415 limitations canbe paid.
We recognize that private sector practices are not always the beat model for the
public sector, and we therefore are not seeking to replicate private sector excess
plans. We do, however, believe that government entities should be given some flexi-
bility when it comes to establishing a supplemental, non-qualified plan.

Under S. 1364, public agencies could establish excess plans, but those plans would
be subject to severe limitations. Benefits paid by these plans could only be those
benefits which have been earned under the established pension benefit structure.
Unlike the private sector, individual employees would not be able to use the excess
plan as a way to defer compensation. In this sense, the excess plan proposed by Sen-
ator Pryor could be more accurately described as an "overflow" plan since it would
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be used only to pay normal retirement benefits which-through some fluke-
happen to exceed the 415 limits. The creation of this excess plan would allow state
and local governments to pay legitimate, earned benefits to a few employees without
jeopardizing the tax-exempt status of the entire pension plan.

100% of Compensation Test
Section 415's 100% of compensation test was established to curb abuses of the tax-

exempt treatment of pensions by prohibiting corporations from creating compensa-
tion packages that hide wages in the pension fund. The goal is laudable, but is gen-
erally inapplicable to the public sector.

State and local governments, which are watched closely by the press and ulti-
mately accountable to the people, rarely engage in this type of fancy footwork. On
the other hand, public sector pensions sometimes violate Section 415's 100% rule
simply because of the low pay and long tenure common in public service. For exam-
ple, a city hall janitor whose pension benefit is 2.6% of salary multiplied by the
number of years of service will receive a relatively small pension in terms of the
dollar amount, but would exceed the 100% of compensation rule if he or she works
for 40 years (2.6% x 40 years= 104%). Surely, Congress never intended Section 415
to restrict the pension paid to a city hall janitor who is guilty of nothing more than
spending 40 years in public service.

Simply put, Section 415's 100% of compensation rule is not needed and is a severe
detriment to state and local workers. S. 1364 resolves this inequity by exempting the
public sector from the 100% of compensation rule.

Before leaving the subject of Section 415, I would like to take a moment to answer
a question many people have posed to us. If the basic problem is a conflict between
federal law and state pension plans, why not change the pension plans rather than
amending the tax code? The question overlooks one important aspect of state and
local government pension plans. Many of the pensions-especially those established
for disability-are bound by statutory or constitutional strictures against reducing
benefits. Thus pension plans are legally prohibited from reducing benefits so as to
comply with Section 415. The only viable solution is to change the tax code.

Finally, I wish to address the important and valid question of germaneness. Do
the Section 415 provisions of S. 1364 fit the definition of pension simplification? We
believe the answer is an emphatic "yes."

From our understanding, the test of what constitutes simplification has three
components: is the change non-controversial? will the change have a budgetary
impact? and, is the change technical rather than substantive? I shall address each
point.

First, the proposed Section 415 reforms are entirely non-controversial, as demon-
strated by the broad bipartisan support S. 1364 enjoys. S. 1364 is cosponsored by
more than a third of the entire Senate, including both the Chair and the Ranking
Minority Members of the Senate Finance Committee. Second, the proposal will have
a "negligible" impact on f deral budget revenues, according to the Joint Tax Com-
mittee. JTC issued that opinion in a June 6 letter. And third, these proposed
changes are certainly technical in nature for it was certainly never the intent of
Congress to create a pension benefit cap which unfairly disqualifies the pension
plan of virtually every state and local government in the country.

SECTION 457

Mr. Chairman, I would now like to turn your attention to a different section of
the Internal Revenue Code. Section 457 was enacted in 1978 when Congress opted to
provide state and local governments the opportunity to offer deferred compensation
arrangements.

As Section 457 plans evolved, we believe there have been some oversights as well
as areas which need some technical correction that we now respectfully request this
Committee to address. These amendments have been incorporated into legislation
introduced in the other chamber: H.R. 2906, authored by Representative Jim Moody.

First is the absence of a provision allowing for inflationary adjustments in the
maximum contribution an employee may make annually. All other contributory
plans-including 401(k)-are indexed to the rate of inflation. We have been unable
to find any legislative history to suggest that this was an intentional distinction.
Rather, we believe the absence of the indexing provision extending to 457 plans was
an accidental oversight which can be easily corrected. There is simply no tax policy
which supports excluding these programs from others as it relates to indexation.

The second technical change we believe should be made to Section 457 is allowing
for a one-time change in the date selected by the employee to begin receiving pay-
ments from the plan. Currently, workers who have participated in a Section 457
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plan must make an irrevocable election upon separation from service as to the exact
date when payments begin. This may present little problem for many workers, but
creates a hardship for those individuals that have changing retirement require.
ments. It is simply not reasonable to expect someone leaving employment at age 45
to be able to predict whether he or she will want to receive these funds as part of
their retirement in 15 years versus 20 years.

The result is that workers choose the earliest reasonable dates only to find they
may still be gainfully employed when the deferred distributions commence. The ir-
revocable election, therefore, can hinder Section 457's intent which is to provide re-
tirement income for public sector workers.

We believe the solution is to allow a one-time change in the date previously select-
ed. Importantly, such a change to IRC Section 457 need not violate the "made avail-
able" rule since it is only necessary to allow workers to change to a later date. In
this way, plan participants would be prohibited from withdrawing funds on com-
mand by changing to an earlier date.

The final technical correction we recommend for Section 457 is allowing for the
cancellation of a small inactive account. Too often a young person in their first real
job will sign up for a deferred compensation plan only to find that he or she cannot
afford to continue making payments. Lifestyle changes, such as marriage, buying a
first home or having children alter disposable income in such a way that future con-
tributions to the fund become impossible.

These small, inactive accounts are a significant burden to plan administrators.
The funds must be maintained and regular statements must be issued to the benefi-
ciary even though the amount of money in question does not justify the expense and
work involved over a period of years.

We suggest this problem be addressed by allowing individuals to withdraw their
money or the plan to dissolve the account and distribute the funds to the partici-
pant of a 457 plan without penalty if the account contains less than $3,500 and has
been inactive (no contributions made) for two years. The recipient of the money
would, of course, be taxed on the income.

As with our Section 415 proposal, it is fair to ask, do these provisions meet the
definition of simplification? I'm sure you'll agree, Mr. Chairman, that they do.

First, the proposals are relatively non-controversial, and are supported by both
the administrators and beneficiaries of 457 plans, as well as state and local govern-
ments and the employee unions. Additionally, we have received no indication that
the Administration would object to these issues. Indeed, we believe that these provi-
sions are a necessary correction now that the law has had time to mature.

Second, we believe the proposals will have little, if any, budgetary impact. Al-
though the Joint Tax Committee has not yet prepared a revenue estimate, the fact
that one of the three proposed changes will be a revenue raiser (and therefore offset
any potential revenue losses in the other two) virtually guarantees a negligible net
effect on revenue. An indication of the budgetary impact of this proposal can be
gained from a recent survey from the Ohio Public Employees Deferred Compensa-
tion Program. Currently, there are 87,716 participants in the program. Of 65,101
currently deferring, 2,693 are deferring the maximum of $7,500 per year. If each one
of them increased to the maximum deferral as provided H.R. 2906 to $8,475 per
year, their taxable income would decrease by $2,625,675. Of the 15,442 inactive par-
ticipants, 5,565 have account values less than $3,500 and have not deferred for more
than two years. If these individuals were given lump sum distributions under the
proposed deminimus provision, approximately $11,000,000 would become immediate
taxable income. Assuming other state and municipal government plans are similar
(and we have no reason to believe Ohio is in any way exceptional), the data clearly
indicates that this three-part proposal would be revenue neutral.

Finally, the proposals are certainly technical in nature; none of the amendments
fundamentally alters the program or changes congressional policy or intent.

CONCLUSION

In conclusion, Mr. Chairman, we urge this committee to consider the pension sim-
plification needs of the public sector in putting together this omnibus legislation.
The changes we are recommending to Sections 415 and 457 of the Internal Revenue
Code (as embodied in S. 1364 and H.R. 2906, respectively) are reasonable and just,
and we hope you agree that they belong in any comprehensive pension simplifica-
tion measure.

As always, Mr. Chairman, the International Association of Fire Fighters appreci-
ates the opportunity to appear before you, and we look forward to working with you -
on this and other issues affecting the nation's fire service.
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STATEMENT OF THE JAMES FINLAY
INTERNATIONAL, INC.

Introduction

These comments are respectfully submitted by James Finlay
International, Inc. to the Senate Finance Committee on
Taxation with regard to its hearings on September 10 and 12,
1991. The comments specifically relate to S. 1364, the
pension simplification bill introduced by Senator David Pryor
and Finance Committee Chairman Lloyd Bentsen.

Background
James Finlay P.L.C., a U.K. public company based in Glasgow,
Scotland ("Finlay U.K."), began investing in the United States
in 1973 through a newly forried New Jersey corporation, James
Finlay & Co. (U.S.), Inc. ("Finlay U.S."). Finlay U.S. was
created to engage in tea trading. Consistent with the
employee benefits philosophy of Finlay U.K., a defined benefit
plan, qualified under the Internal Revenue Code of 1954, as
amended (the "Code") was implemented for the employees of
Finlay U.S. and was named the James Finlay & Co. (U.S.), Inc.
Pension Plan (the "Plan").

During the period extending from the formation of Finlay U.S.
until 1987, Finlay U.K. made additional investments in the
U.S. In 1980, Finlay U.K. reorganized its U.S. operations and
formed James Finlay International, Inc., a Delaware
corporation ("Finlay International") to be the parent of all
its acquired U.S. operations. Finlay U.S. became a subsidiary
of Finlay International and remained involved in tea trading.
Finlay Energy, Inc., a Texas corporation ("Finlay Energy") was
formed, to consolidate and manage oil and gas investments.
The Plan was amended and restated to be the James Finlay
International, Inc. Employees' Retirement Plan ("Finlay
International Pension Plan"). All employees of Finlay
International, Finlay U.S. and Finlay Energy who meet the
minimum service requirement participate in the Finlay
International Pension Plan.

In 1981, Finlay International purchased Finlay-Cargen
International, Inc., a Wisconsin corporation ("Finlay-Cargen")
(formerly Sajac Company), an inventory management and storage
business. Finlay-Cargen, prior to acquisition, maintained a
qualified retirement plan under Section 401(k) of the Code for
its employees (the "Finlay-Cargen 401(k) Plan or 401(k)
Plan"). Because the employees of Finlay-Cargen were young and
had accumulated significant account balances against which
they could and had borrowed, as part of the negotiations for
the purchase of Finlay-Cargen, it was agreed that the Finlay-
Cargen 401(k) Plan would be maintained. All of the
approximately 150 employees of Finlay-Cargen who meet the
minimum service requirement participate in the 401(k) Plan.

Employees of Finlay International, Finlay U.S. and Finlay
Energy do not participate in the Finlay-Cargen 401(k) Plan,
and employees of Finlay-Cargen do not participate in the
Finlay International Pension Plan. Because of the
parent/subsidiary relationship of Finlay International and
Finlay-Cargen, they are in the same "control group" under
Section 414(c) of the Code. Code Section 401(a)(26) (which
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was adopted under the Tax Reform Act of 1986), contains a
minimum participation rule which requires, in subparagraph
(A), that any qualified plan benefit the lesser of 50
employees of a common control group or 40% of all employees
of the common control group. After the effective date of
Section 401(a) (26) and up until 1987, the Finlay International
Pension Plan had at least 50 participants.

Because of the depressed market in the oil and gas industry,
which began in the middle 1980s and which is continuing,
Finlay Energy lost several employees, to the point that,
currently, less than 50 employees of Finlay International,
Finlay U.S. and Finlay Energy participate in the Finlay
International Pension Plan. The loss of employees has
jeopardized the qualification of the Finlay International
Pension Plan under Code Section 401(a)(26) due to the fact
that 33 employees currently participate in the Finlay
International Pension Plan which is only about 20% of the
total employees of the Finlay International/Finlay-Cargen
control group.

Code Section 401(a)(26)(G) provides that, at the election of
the employer and with the consent of the Secretary, the
minimum participation test of subparagraph (A) may be applied
separately with respect to each separate line of business of
the employer. The term "separate line of business" for
purposes of paragraph (26) generally has the meaning given
such term by Code Section 414(r).

Until Proposed Regulations defining qualified separate lines
of business under Code Section 414(r) were published by
Treasury on February 1, 1991, Finlay International had in good
faith viewed Finlay-Cargen as its only separate line of
business and thus determined that Finlay-Cargen could be
excluded as a member of the control group when applying the
401(a) (26)(A) test. This allowed Finlay International to be
the sole "employer" under Code Section 401(a)(26) because at
least 40% of the Finlay International, Finlay U.S. and Finlay
Energy employees (although less than 50 in number) are
participants in the Finlay International Pension Plan.

The Proposed Regulations on separate lines of business,
however, state that once an entity elects one separate line
of business it effectively has created at least two separate
lines and each separate line must independently meet the
requirements of Code Section 414(r)(2). Under Code Section
414(r) (2) each-separate line must have at least 50 employees.
Because, as set forth in the Proposed Regulations, the Finlay
International/Finlay-Cargen control group is deemed to have
at least two separate lines, and Finlay International, Finlay
U.S. and Finlay Energy do not have a total of at least 50
employees, the Proposed Regulations cause Finlay International
to fail the minimum participation test of Section 401(a) (26).
Thus a pension plan which has benefited employees of Finlay
International for approximately 20 years will lose its
qualification unless proposed simplification measures are
adopted.

Reasons for Chanae
Congress enacted the Section 401(a) (26) minimum participation
rule in order to deal with the abusive situation of an
employer who maintained multiple discriminatory plans within
an existing business. Under that scheme, highly compensated
employees could participate in a plan offering generous
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benefits while lower-paid employees would have no plan or
would be in a plan with minimal benefits. In such cases, it
was often difficult for the IRS to uncover such arrangements
and, if uncovered, to establish discrimination. However, the
rule which was adopted -- to aggregate the employees of the
employer and to apply an arbitrary 50 employee/40% minimum
participation requirement -- creates complexity and operates
inequitably.

The minimum participation rule is a potential source of
complexity because, under Section 401(a)(26), a trust must
satisfy an arbitrary participation requirement during each day
of the plan year. Thus, for example, in the case of an
employer with two qualified plans (similar to Finlay
International) employee attrition can reduce the employment
level to below 50 in one year (or in one day during the year)
and new hiring can increase it above 50 in the following year
resulting in the disqualification of the plan in the first
year and leaving its status uncertain in the next. Such
disqualification would be in no way attributable to an effort
on the part of the employer to favor highly-compensated
employees over other employees. Yet the use of an arbitrary
bright line test creates the anomalous situation of a trust
falling within and out of qualification each year depending
upon the need of a business for employees.

The minimum participation rule also operates inequitably in
that, by applying arbitrary standards which by themselves do
not reveal whether an employer's plan is discriminatory, they
force employers such as Finlay International to discontinue
one or the other of two bona fide plans adopted for good
business reasons and in good faith for the benefit of their
employees.

Simplification Proposals
S. 1364 was introduced by Finance Committee Chairman Lloyd
Bentsen on behalf of Senator David Pryor and others. It
contains amendments designed to simplify various provisions
of the pension law, including, in Section 104 of the bill,
amendment of the minimum participation rule of Section
401(a) (26) (A) by substituting 25 employees for the present law
50 employees. The provision may be applied retroactively at
the election of the taxpayer to the date of enactment of
Section 401(a) (26).

Ways and Means Committee Chairman Dan Rostenkowski has
introduced H.R. 2730 to simplify the pension law. However,
H.R. 2730 does not contain a provision amending the minimum
participation rule. H R. 2641, a bill introduced by
Congressman Chandler, does incorporate the minimum
participation rule change of S. 1364. H.R. 2742, a bill
introduced by Congressman Cardin, also incorporates the
minimum participation rule change of S. 1364.

Discussion
James Finlay International, Inc. supports adoption of Section
104 of S. 1364. However, while lowering the 50-employee limit
to 25 employees would solve James Finlay's problem for the
current year and achieve some simplification by reducing the
number of employers who may need to restructure their pension
plans, it does not address the fundamental problem posed by
Finlay International in cases where the employee count for
economic or other reasons drops below 25.
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It is submitted that where a company is conducting two or more
bona fide separate lines of business it should not be required
to penalize its employees by discontinuing their pension plan
merely because the employee size of the line of business has
been reduced below an arbitrary number. What this suggests
is the adoption of an amendment which provides that the test
for determining separate lines of business for purposes of
Section 401(a) (26) should not require that a line of business
employ any minimum number of employees. Such a provision
would simplify the operation of Section 401(a)(26) by
eliminating tac' potential for confusion which may be created
by annual fluctuations in the number of employees. It would
also avert the application of an inequitable rule which forces
employers similarly situated to Finlay International to make
the disagreeable decision of having to discontinue one or the
other of two plans which are not discriminatory and which
their employees want to retain.

Absent adoption of these amendments, it is recommended that
consideration be given to granting discretion to the Internal
Revenue Service to issue exemptions from the minimum
participation rules in cases where it can be established that
failure to meet the numerical limits is attributable to the
operation of separate lines of business and for good business
reasons and not to efforts to discriminate among employees.

James Finlay International appreciates the opportunity to
present its views to the Subcommittee.
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MANAGED FUTURES ASSOCIATION
September 10, 1991

The Honorable David L. Boren
United States Senate
Committee on Finance
205 Dirksen Senate Office Building
Washington, DC 20510-6200

Dear Senator Boren:

The Managed Futures Association ("MFA*) respectfully requests that the following
comments on Title II of S. 1394, the "Tax Simplification Act of 1991", be included in the record,

The MFA is a nationwide trade association representing all segments of the managed
futures industry, including commodity pool operators, commodity trading advisors, futures
commission merchants, introducing brokers, exchanges, and associated persons. MFA has
approximately 350 members who manage in excess of $16 billion in customer funds.

Commodity pools are partnerships that combine investment funds of the partners to trade
futures and other commodity-related financial instruments. It is estimated that at least $12.5
billion is currently invested in commodity pools subject to U.S. regulation. While many
commodity pools are formed with a small number of institutional or accredited investors making
substantial investments in the pool, others are publicly distributed pursuant to an effective
registration statement filed under the Securities Act of 1933 .J applicable regulations issued by
the CFTC pursuant to the Commodity Exchange Act. The majority of investors investing in a
publicly offered commodity pool make an investment of less than $10,000. Through the pool,
individuals can obtain access to trading strategies and expertise that would otherwise be
unavailable to investors having relatively small amounts to hivest in the commod;ties markets.
Although futures, forwards and options are viewed as speculative investments, trading of such
contracts may actually reduce risk and increase overall return when combined in a portfolio with
other investments such as stocks and bonds. Commodity pools, therefore, permit smaller investors
to diversify their portfolio investments, thereby reducing portfolio risk and/or increasing return.

Many of these publicly offered pools have more than 250 participants and would,
therefore, be treated as "large partnerships" under the proposed legislation. We are concerned that
the tax proposals, in the name of simplification, would impose major substantive tax disadvantages
on the pools and their investors.

Title II of S. 1394 contains a series of provisions that roluire large partnerships to compute
partnership income, loss minimum tax liability, capital gains and losses and tax credits at the
partnership level and to simplify flow-through of these items to individual limited partners. The
main problem is with the proposed new Code Section 772 under which capital gains and losses
would be netted at the partnership level but capital loss flow-through would be denied. If the
result of netting were a net capital gain, that amount would be flowed-through to individual
partners in computing their taxable incomes; if the netthig results in a net capital loss, however, it
would be carried forward for offset against subsequent capital gains in the partnership and would
have no current effect on the individual partners.

For most partnerships in general, the denial of capital loss flow-through may be acceptable
because they have relatively few capital gain or loss transactions and would be largely unaffected
by it. For commodity pools, however, the negative impact would be substantial since the bulk of
income or loss produwed by most commodity pools is capi,.l gain or hss resultirg from the
trading activities.

Moreover, most taxpayers, including securities investment partnerships and regulated
investment companies, can control the timing and amount of recognized capital gains and losses
from trading stock and securities. In contrast, commodity pools cannot elect to defer recognition
of capital gain or loss due to the mark-to-market rules of Section 1256. Capital loss realized by
a commodity pool therefore reflects an actual economic loss in the entire investment. Investors
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would be forced to liquidate their investments in'the commodity pool in order to recognize the tax
loss associated with their investment. This is especially likely since these partnership interests are
acquired in part because the investments tend to run counter cyclical to returns on stocks and
bonds. Further, commodity pools tend to have bad years interspersed with profitable years, which
makes the failure to match one year's gains with another years's losses disturbing. Thus, an
investor with a commodity pool loss and gain from other sources (stocks/bonds) in the same year
would have his tax results distorted to his disadvantage by the proposed capital loss disallowance
rule. The investor would be taxed on the gain but not be allowed to offset it by the commodity
pool loss.

Especially affected would be small investors. Wealthy individuals who invest directly in
commodities would be subject to the normal netting rules that appropriately permit gains and
losses from different investments to be offset against each other and provide capital loss carryback
relief with respect to mark-to-market items. By contrast, the middle-class investor in a
coinmodiiy pool wold be denied this ability to offset losses against gains.

Under the simplified reporting rules proposed in Title 11, commodity pools are placed in an
untenable position -- required to recognize and report net unrealizedt gain to each limited partner
and at the same time prohibited from reporting recognized net capital losses to such partners. The
MFA believes this situation is inappropriate and not the intention of the legislation.

The requirement that commodity partnerships defer reporting of net capital losses to
limited partners is inconsistent with the mark-to-market regime which does not permit gains to be
deferred until they can be matched with losses. Congress has recognized that fairness requires that
taxpayers be afforded the right to offset gains and losses produced under that regime to the
maximum extent possible. This intent is clearly demonstrated in Section 1212(c) which provides a
special carryback rule for offsetting current mark-to-market losses against earlier mark-to-
mirket gains.

Additionally, the MFA urges that the proposed audit rules for large partnerships be
modified in the case of commodity pools. Unlike other large partnerships, commodity pools may
decrease significantly in the number of investors and in size of investment over a relatively brief
period. At present, there is no mechanism that would allow the remaining investors to seek a
contribution from those investors who had previously redeemed their units. Therefore, the
proposed method for the collection of deficiencies from current partners could be particularly
harsh. In the case of commodity pools, we believe that the current system of adjusting the tax
liability of partners for the year in which a deficiency arises continues to be the proper method for
the collection of any additional taxes.

The tax items generated by commodity pools are already very simple. The Form K-1
provided to each of the limited partners generally contains only three items: (1) Interest, (2) Short
Term Gain or Loss, and (3) Long Term Gain or Loss. An additional item reporting gain or loss
form certain foreign currency transactions may also be provided. Commodity pools are not
subject to the passive loss rules under Section 469 and are provided with simplified rules for
reporting foreign currency transactions under Section 988.

In developing this bill, a special rule has been provided for certain partnerships holding oil
and gas properties. Because of the special tax rules applicable to the income and expenses of such
partnerships, it was determined that the simplified reporting provisions should only apply on an
elective basis. Likewise, since a major portion of the income of commodity pools consists of
capital gains or losses subject to the mark-to-market rules of Section 1256 rather than the very
different types of income realized through other large partnerships, separate treatment under the
proposed simplified reporting regime is warranted.

The MFA urges that new Section 776 be modified to provide that the term "large
partnership" does not include a partnership, a principle activity of which is the buying and selling
of commodities (not held as inventory), options, futures, or forwards with respect to commodities.

We would be pleased to meet with you and your staff to discuss this matter in greater
detail and supply any additional information you may require. Thank you for your consideration.

Sincerely,

William E. Scale, Ph.D.
Director
Government Relations
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STATEMENT (F THE NATI'NA, ASsOCIATION OF

BON) LAWYERS

Mr. Chairman, thank you for the opportunity to testify
before the Committee. Xy comments are submitted on behalf of
the National Association of Bond Lawyers regarding certain
provisions of the Tax Simplification Act of 1391 (s. 1394, H.R.
2777) and H.R. 2775 containing additional tax simplification
proposal$. I am Richard Chirls, President of the Association
and a partner at the law firm of Orricx, Harrington &
8utcliffe. The National Association of Bond Lawyers consists of
approximately 2,00 lawyers who practice the law of public
finance in all 50 states, the District of Columbia and Puerto
Rico. The Association's members represent state and local
governments that issue debt obligations subject to the
restrictions of sections 103 and 141 through 150 of the
Internal Revenue Code of 1986. Accordingly, our comments
address the tax-exempt bond provisions of the proposed
legislation.

overview

The Association applauds the efforts by the Committee to
provide meaningful simplification of the tax law and thanks
Chairmen Rostenkowski and angel for their personal interest
and commitment to tax law siMplificaticn. In his remarks
introducing the legislation, Chairman Rostenkowski stated that
"the Ways and Xeans Committee and Congress have a
responsibility to pursue meaningful simplification." We
believe that the need for simplification should not be
underestimated. In our view, the tax simplification
legislation continues a recent, positive trend in Congress
toward recognising the difficult restrictions imWosed on state
and local governments. There are few, if any, areas of the
Code where simplification is needed more than the tax-exempt
bond area, both because-of the degree of complexity and, more
importantly, because of who the beneficiaries of such
simplification are--state and local governments and their
taxpayers. We appreciate that Chairman Rostenkowski has
already supported and enacted meaningful simplification in the
bond area by passing the two-year expenditure excption to the
rebate requirement.

Nevertheless, we believe that the tax-exept bond
provisions of S. 1394/H.R. 2777 and H.R. 2775, in several
respects, reflect a lost opportunity to pursue meaningful
simplification. As chairman Rostenkowski has stated,
"simplification does not create headlines," and we fear that if
this simplification effort does not address many of the
problems of state and local governments, those problems may not
be addressed for a long time. Given the degree of complexity
of the Code's tax-exempt bond provisions and the extent to
which these limitations provide overlapping restrictions- we
hoped for greater simplification in an area that has been
W'ealy identified and criticiaed as placing substantial
administrative and financial burdens on state and local
governments with little or no furtherance of federal tax
p*lioy. Another problem is that the technical explanations
accompanying the bills appear to be based, in certain respects,
on a lack of understanding of the actual procedures and
financial considerations relating to the issuance of tax-exempt
bonds with which issuers are faced. Finally, certain of the
provisions of the bills seem to be based on a misunderstanding
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of current lav and, rather than simplifying the lay, those
provisions may further complicate the law and potentially
create a problem where none existed.

while we recognize the constraints under which tax
legislation is being considered this year, the Association in
particularly disheartened by the narrowness of the tax-exempt
bond provisions of those simplification proposals given the
breadth of the suggestions made to the Ways and Means
Committee. On June U5, 1990, the Committee on Ways and Means
released a report entitled "Written Proposals on Tax
Simplification" which included recommendations by the staff of
the Ways and Means Committee and the staff of the Joint
Comitte on Taxation. The simplification recommendations set
forth in that Report have generally been recognised by the
public finance community, issuers and lawyer# alike, as being
thoughtful and helpful proposals that would significantly
address many of the unnecessary complexities of the Code.
Congressman Anthony and Senator Bauous have also introduced tax
simplification legislation relating to tax-exempt bonds (H.R.
710 and a. 913, respectively) which have been the subject of
very favorable testimony, Comment, and support by municipal
bond issuers. On April 20, 1990, the National Association of
Bond Lawyers also submitted to the Committee on Ways and Means
suggestions for the simplification of the tax-exempt bond
provisions of the Code (copy attached).

The Association recognizes that not everything that is on
someone's "wish list" can be accomplished and that the impact
on federal revenues of tax law changes must be considered.
Chairman Rosten jovskW set out expllicit criteria for inclusion
of provisions in the simplification package, and we believe
that the suggestions made to the Ways and Means Committee fall
within his criteria vf protecting the stability of the tax
system while not beirg violative of the Budget Agreement. We
hold Out the hope tkvt you will consider the recommendations
described below during this legislative session so that state
and local governments, already swamped by the effect of reduced
revenues due to the recession, massive cuts by the federal
government and the increased need for services as a result of
the recession, can be freed of some of the burdens created by
the current state of the tax laws.

apesifti Coments em 5. 1304 and 3.1. 2777

1. Issues Under continuing Review. The technical
explanation accompanying this bill states that it is expected
that congress will continue to review as the subject of
possible legislative projects two arrest (i) rules for use by
governmental units maintaining commingled accounting practices
for arbitrage rebate purposes and (ii) possible alternate
penalties to the loss of tax-exemption for tax law violations.

It is very discouraging to find that congress will merely
be continuing the study of rebate accounting rules for
commingled accounts and that the current legislative proposals
do not address this problem when nearly five years have passed
and the Treasury Department has not provided guidance in this
area. We understand that the Treasury Department expects to
issue regulations on this subject in the very near future and
we hope that it is this factor which ha4 led to continuing
study rather than the inclusion in the bill of substantive
rules.

We also hope that, as part of this process, the Treasury
Department and the Ways and Means Committee will consider the
legislative proposal for simplified accounting rules prepared
by the Government Finance Officers Association (assisted by
members of the National Association of Bond Lawyers) and
submitted to the Ways and Means Committee in September 1990
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(copy attached). In addition to setting forth proposed rules,
this submission emphasized the need for prompt guidance in this
area. Now that we are nearing the five-year anniversary of the
Tax Reform Act of 1966, many state and local govenment issuers
soon must deal with the practical realities of rebate for the
first time. The GFOA proposal for simplified accounting rules
would permit issuers of bonds (other than private activity
bonds) to use any "reasonable, consistently applied accounting
method" to determine rebate. This proposal recognizes that
governmental issuers employ a wide variety of accounting
methods to deal with the receipt, expenditure and investment of
bond proceeds and is intended to allow issuers to continue to
rely on existing practices, including existing methods of
accounting for proceeds that are commingled with other amounts,
and investments acquired with commingled amounts.

We have no desire to see a delay in the publication of
regulations on simplified accounting or for Congress to become
involved in matters that are more properly dealt with by
regulation and with respect to which the Treasury Department
has dedicated substantial amounts of time. We do hope,
however, that the Treasury Department will follow the
previously expressed directives of Congress that Treasury
promptly promulgate rebate regulations that are workable and
understandable, and that the continuing review of these matters
means that the Ways and Keans committee wishes to make sure
that any such rules are promulgated expeditiously and follow
its directives and are in keeping with the spirit of the
simplification legislation. On the other hand, we also hope
that the announcement of this study will not delay or derail
the continuing efforts by the Treasury.

In connection with the proposal to continue to study an
alternative tax penalty system, regardless of the outcome of
such a study, we wish to reiterate the long-standing position
of the National Association of Bond Lawyers supporting
evenhanded and vigorous enforcement of existing federal tax
laws relating to state and local government finance and urging
prompt adoption of clear, understandable and unambiguous
amplifying regulations. The Association has urged Congress to
appropriate sufficient funds to the Internal Revenue Service
for such purposes.

.* simplification of AxbLtrage &ebate Requirement for
Governmental Bons Regarding the $100,000 Limit on Unspent
Proceeds Under the six-month zoolptioa. The tax simplification
legislation contains several provisions aimed at easing
compliance with the arbitrage rebate requirement of the Code, a
requirement that is extremely burdensome to issuers, Of all
the restrictions imposod on issuers of tax-exempt bonds since
1984, none has proven ore burdensome than the arbitrage rebate
requirement. The Association recognizes that, prior to 1986,
there were occasions on which bonds were issued in large part
to earn arbitrage and that, in order to prevent continued
abuse, some response was required. The sost effective
responses were the enactment of narrowly targeted provisions
aimed at specific abuses, such as Code section 149(d),
eliminating abusive refunding transactions, and sections
14$(c) (3) and 149(f), limiting pooled financings. In
retrospect, imposition of the arbitrage rebate requirement was
more severe than required. We believe that in attempting to
eliminate any residual opportunities for arbitrage motivated
financings, the cost of compliance with the arbitrage rebate
requirement outweighs the marginal federal benefit. After
enactment of the effectively targeted responses to abuse, sost
of the remaining arbitrage opportunities could be eliminated
with less administrative cost by vigorous enforcement of the
Code by the IRS and the prompt promulgation of Treasury
regulations. We believe that placing this burden on state and
local governments is excessive and inappropriate and that
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insufficient attention has been paid to the cost imposed on
these municipalities. Yor these reasons# we continue to
support additional exceptions to the rebate requirement and the
expansion of existing exceptions.

The repeal of the $100,000 limit on proceeds that may
remain unspent after six months for certain governmental and
qualified 501(e)(3) bonds otherwise exempt from the rebate
requirement under the six-month exception rule will provide
some relief for issuers who choose to avail themselves of this
exception. Clearly, for such issuers, the administrative
complexity of calculating rebate liability on $100,000 of
proceeds outweighs any opportunity for arbitrage abuse from
eliminating the rebate requirement. The requirement of
spending ninety-five percent of the proeeds within six months
after issuance, and tha remainder within one year, provides
ample limitation on the opportunities for arbitrage profit.
The Association supports this provision of the bill.

3. simplification of Cospliazoe with *4-Month arbitrage
iaeption Regarding Ixemption for Uarnings on load Proceeds
Invested in lena Fide Debt Serviee Yunde. Although the
Association supports this provision of the bill, we believe
that more can be done. While this proposal obviously improves
the 24-month construction bond expenditure exception, the
addition of a third exception to rebate for bona fide debt
service funds is not genuine simplification. Moreover, where a
bond issue is bifurcated for purposes of the 34-month rule,
this provision will necessitate complicated allocations.

The short-term nature of investments in bona fide debt
service funds results in very limited potential for generating
arbitrage profits. In fact, *ore often than not, including
these funds in the rebate computation lowers the rebate amount
owed by an issuer. In light of this, the simplest approach
would be to exempt all earnings in a bona fide debt service
fund from rebate in all ases. The complexity of calculating
rebate liability on such small amounts outweighs the other
federal policy concerns advanced by the rebate requirement.

4* automatio tEaonsion of initial femPrary Period for
certain Oeetruotiem leads. We believe this proposal misses an
opportunity to address the real burden and problem created by
the current law. The Association strongly believes that the
appropriate simplification solution is to eliminate any
arbitrage yield restrictions with respect to bond proceeds
(other than advance refunding bond proceeds) which are subject
to the arbitrage rebate requirement or the alternative penalty
for certain construction issues. tvan if adopted, this
provision is another example of simplicity through complexity;
that is, the elimination of the application of one restriction
only if several new tests (in addition to the tests under
existing la) are satisfied.

It appears that this proposal in 8. 1394/H.R. 2777 is
based on a nisunderstanding of the economics of tax-exempt
financing. The technical explanation accompanying the bill
states as follows: "Notwithstanding the arbitrage rebate
requirement, requiring yield restriction following initial
temporary periods is an important factor in mrbing earlier
issuance of bonds than otherwise would occur.* We believe that
this simply is not correct, and, more importantly, that this
statement appears to serve as a justification for not providing
greater simplification. There is no reason to accelerate an
issue of bonds to earn arbitrage profits where those profits
will be expropriated in full by the federal government. on the
other hand, there are many reasons to delay a financing until
the money is needed (e.g., reducing negative carrying costs,
qualification for exceptions to the rebate requirement). The
yield restriction requirement together with the temporary
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pe :iod rules did not adequately prevent early issuance during
this many years prior to the 1966 tax law changes, especially
whtin coupled with a lack of enforcement. Yield restriction
doss not supplement the effectiveness of the rebate
requirement, it only adds to the difficulty of tax law
cozmpl iance.

Accordinglyi as long as the arbitrage rebate requirement
applies, yield restriction furthers no federal purpose but
merely creates difficult and unnecessary financial and
administrative burdens and costs for issuers of tax-exempt
bonds. The present proposal does not solve a problem; rather,
it merely perpetuates the problem in a slightly different form.

If Congress is unwilling to eliminate entirely the yield
restriction requirements where the rebate requirement also
applies, as proposed by Congressman Anthony and others in H.R.
71o, we recommend that there be included as a provision of H.R.
2717 a rule recognizing that it should be sufficient to justify
cortinued investment at an unrestricted yield if an issuer
expected to spend its funds in accordance with the temporary
period requirements as long as the issuer must still rebate or
pay a penalty. It is unclear what is gained by requiring that
isuuer* yield restrict at the end of the temporary period. In
fact, given the limitations of the Treasury's state and local
government securities ("SLWS") proqramo yield restricting an
ongoing construction fund without taking other actions that the
Treasury Department finds objectionable (e.g., so-called
"yield-burning" transactions) is costly to local governments
and practically impossible.

s. liaultaaeous Issuance ef certain Disorete issues Not
Aggregated. The Association objects to this proposal because
it may create a new problem by attempting to address a problem
that in fact, does not exist.

The problem with this provision of the bill appears to
sten from an inaccurate characterization of existing law. The
technical explanation accompanying the bill states that, under
present law, multiple issues of bonds are treated as a single
issue if: (i) paid from substantially the same source of funds,
(ii) issued within a relatively short period of time, and
(iiL) issued pursuant to a common plan of marketing. The bill
provides that tax and revenue anticipation notes ("TRANo") and
another governmental 'bond would not be treated as a single
issue under this rule.

Under existing law, an issue of TRAMs and an issue of
other governmental bonds are not treated as a single issue.
Th,% technical explanation of the bill has n3t properly r-t
forth current law. Treasury Regulation section 1.103-13(b)(10)
provides that one of the required elements of the definition of
a slnqle issue is that the obligations be issued pursuant to a
rn on plan of financing -- not a comagn elan of arkatina, as

stated in the technical explanation. This regulation has been
widely interpreted and applied to the effect that TRAIs, which
finance temporary working capital shortfalls of state and local
goveriumnts, and other bonds financing the cost of long-lived
capital sets, are not issued pursuant to a common plan of
financing. There has never been any indication to the contrary
from the IRS. Accordingly, such issues are not a single issue
under current law as implied by this provision.

This provision of the bill, by attempting to solve a
nonexistktnt problem with a provision having a prospective
effective date, creates a cloud for numerous existing and
pending finanoings that have been based upon the analysis of
the existing law as correctly set forth above, rather than as
inaccurately described in the technical explanation of the
bill.
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In addition, the explanation of the bill, in its misguided
attempt to benefit issuers has created more uncertainty. in
order for separate obligations to be part of a single issue,
the obligations must be issued at "substantially the same
time." The IRs has issued a number of private rulings to the
effect that bonds issued more than 30 days apart are not issued
at "substantially the sme timoe," while the Treasury
regulations provide that bonds issued within 7 days of each
other are issued at "substantially the name time." For
obligations issued more than 7 dax; apart but less than 31 days
apart, it has been an open qNetion whether such obligations
are part of a single issue. For no apparent reason and without
elaboration, the technical explanation of the bill attempts to
set 31 days as a bright line test for this requirement. We are
aware that the IRS is working on a now definition of the term
"issue" and we believe that it is mors appropriate to allow the
IRs to complete those efforts without Congressional
intervention through comments in legislative reports. In
addition to throwing a cloud on existing and pending
financings, this provision may also restrict the IRS in its
ongoing attempt to create a uniform and more workable
definition of the term "issue."

spoeoifio Comments em 3.S. *775

if Repeal of Unrelated and Disproportionate Use Limit.
The Association supports this provision of the bill.
Elimination of this unnecessar ily complicated test is welcome.
This requirement has beart, difficult for issuers and the IRS to
understand and apply. Given that current law provides three
other tests for determining whether to classify a bond as
governmental or private-activity (including the very
restrictive 10 percent private use test), its repeal will not
subvert the federal policy of limiting private involvement in
tax-exempt financing.

a. simplifitation of Arbitrage Rebate Requirement for
sall Zssuoerso Zeasse of the Small Zssuor Rabate szoeption
tres 6 to 610 Zillon. This provision is the single most
important and ereotive slmpiltication initiative contained in
either of the two bills. Issuers will not be forced to
consider any of the other rebate areas that require
simplification if they are eligible for this rebate exception.
This increase is important both for consistency with the bank
deductibility provision and because the needs of local
government continue to expand and inflation continues to drive
their costs higher and higher. This is genuine relief from the
burdens of rebate compliance and we express our strong support
for the chairman for including this provision in the bill.

3*. Repeal of 10% of Debt Dervies Limit. The
Association supports this provision of the bill. As discussed
above and further below, we reaonaend the elimination of all
yield restriction rules in light of the restrictions already
imposed by the arbitrage rebate requirement.

4. Ulaotion to Terminate Most Post-Initial Temporary
Period Rebate Liability for Certain Bonds. This provision of
the bill is properly based on the premise that the yield
restriction and rebate requirements are duplicative and,
therefore, unnecessary. However, the provision takes the wrong
approach to simplification by eliminating the rebate
requirement in very limited circumstances, while perpetuating
the yield restriction requirement and adding significantly to
the complexity ot the applicable tax provisions through
election procedures and complicated timing requirements.
Furthermore, the provision only provides the illusion of
simplification in that, for the most part, issuers can obtain
all of the benefits of-this rule under current law.
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The technical explanation to the bill is incorrect in its
stated promise-that familiarity with the yield restriction
requirement by bond issuers makes compliance with that
requirement easier than the rebate requirement. Yield
restriction is generally extremely difficult for issuers to
comply with and is likely to lead to abuse (through non-mrket
price investments) or ignoring the low. The short temporary
periods for mortgage revenue bonds, student loan bonds and
pooled transactions are particularly troublesome for issuers.
An analysis of any variable rate bond financing will readily
show that compliance with yield restriction is much more
difficult than the rebate requirement.

As stated previously the proper approach to
simplification is to eliminate the yield restriction
requirement for bonds that are subject to rebate.

OU= TU 8XIPLIVZOIiON MUGGZITZOSTI

Despite their omission from the bills, the continued
impor ance Or te oLOVlrWInq *Uqsl .tOns, dM w.I 4O %omU.&
relationship to the simplification provisions which are being
advanced, merit their inclusion in the bills if meaningful
progress is to be made towards easing the burdens imposed on
state and local governments.

1. permit Issuers to LetaLa Small mounts tof rbitrage.
In X.R. 710, Congressman Anthony has proposed that issuers
subject to rebate be permitted to retain a relatively small
percentage of the arbitrage earned. We balievo that this
suggestion should be adopted for several reasons. First for
many years, the Treasury Department has been concerned with the
investment of bond proceeds in non-arm s-lenfth transactions.
This concern has led to the issuance of the market price rules
vhich, in many instances, has led to investment practices with
respect to investment contracts that the Treasury views as
objectionable. In fact, these practices result from a lack of
the ability or the incentive to make market rate investments
that comply with the yield restriction requirement or that
enable the issuer to avoid earning robatable arbitrage. The
failure by the Treasury to respond to Congress' legislative
directives to make the LO48 program more workable also
contributes to the difficulties that issuers have in complying
with the current law rebate requirement.

Second, as we have already stated, the cost imposed on
state and local governments in complying with the rebate
requirement is significant. There have, in fact, been
published reports of instances where these costs far exceeded
the oreount of rebate owed. Although the Treasury Department
aliws issuers a credit against the rebate that is intended to
compensate issuers for their compliance costs, this $3 000
credit is wholly inadequate. Allowing issuers to retain a
small percentage of the arbitrage would alleviate this
situation. It should be remembered that the rebate requirement
was intended to prevent Issuers from issuing bonds in order to
make large profits. It was never intended that issuers should
have to expend large amounts of money to omply with these
requirements.

Allowing issuers to keep a percentage of their arbitrage
earnings would solve both of these problems. Issuers would be
better able to cover the costs Of omaplyin with rebate. At
the some time, issuers would, once again, be investing their
own money at least partially for their own benefit. An issuer
would have every incentive to invest in an arm's-length manner
since, if it tailed to do so, it would be throwing away its own
money. If the issuer chose to invest in another armer, such
as in a low-yield savings account or a checking account, no
concern would be raised about the issuer's mot ovations ene it
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would be giving up not just the federal government earnings,
but its own.

Finally, we strongly believe that allowing issuers to
retain even some amount of arbitrage profit will increase the
degree of compliance with rebate and thereby enhance, rather
than detract from, federal revenues through more effective
implementation of the rebate rules.

We recommend, however, that before adopting this proposal,
congress carefully consider the appropriate percentage of
arbitrage that issuers be permitted to retain. Allowing ten
percent of the arbitrage to be retained, as some have
suggested, may not be sufficient to achieve the above mentioned
goals, especially for small issues or in an interest rate
environment like the present where.issuers are generally unable
to earn any arbitrage.- It in important to strike the correct
balance between the interests and incentives of state and local
governments on the one hand and the federal government on the
other.

a 5 148 program. Given the continued complexity ofcomplying with the eaozrnrags £w ..sv"6u ew. a "o
application of yield restrictions, the need for more
flexibility in the 6L08 program remains apparent. The demand
deposit 8L45 program needs to be modified to fully implement
Congress' existing directive that the STAB program allow more
flexible investment of bond proceeds in a manner eliminating
the need for rebating arbitrage profits on tax-exempt bonds.
Recommended changes should include the offering of variable
rate demand deposits, with the option of specifying a cap on
the interest rate, next-day settlement arrangements, and the
option to invest all or just a portion of the proceeds of an
issue in demand deposit 8L48. expansion of the zero percent
814 program to permit issuers to invest any bond proceeds in
such securities without limitation, is also recommended as a
means of simplifying both yield restriction and rebate
compliance for many issuers and reducing the incidence of
market price violations and "yield burning* transactions.

Congress has, in prior legislation, directed that the
Treasury Departmiont make these types of changes to the 5105
program, to little effect. Mandating changes to the 8148
program would appear to benefit the simplification process both
by providing real simplification and by increasing the use of
the S B program, thus enabling the Treasury to borrow greater
amounts at less expensive tax-exeampt rates from state and local
governments. if the Treasury Department cannot make the 8148
program work effectively, Congress should not be encouraging
yield restriction in lieu of rebate.

2. Replacement of the !v-Tear Rebate xoeption with a
eate Zarbor Rule for Long-term flxed Debt. We wish to repeat
our April 1990 recommendation that the two-year rebate
exception be replaced with a safe harbor rule for long-term,
fixed rate debt. Such an approach would benefit more issuers
than the current two-year rebate exception and would greatly
simplify the compliance burden on state and local government
borrowers, without providing opportunities for abusive
arbitrage transactions.

The goal should be to establish a simple se harbor rule
that defines when an issuer of long-tarm, fixed-rate debt is
not deemed to have earned arbitrage subject to the rebate
requirement. Permitting an issuer to easily determine at the
time of issuance that no substantial arbitrage profit is to be
earned will eliminate the substantial tracking, allocation and
calculation costs associated with complying with the rebate
requirement.
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4. Delete the Goeeal Ta ing Peve Requirement for the
sall :souse Ixemptioa to debate. we rocomme that the small
governmental issuer exception to rebate be amended by deleting
the provision that requires that an issuer possess *general
taxing pover" in order to be eligible for this exception. This
would make this exception nore parallel to the bank
deductibility provisions of section 265 of the Code. It Would
also eliminate the current distinction in the treatment of
different types of governmental issuers (for example, between
bonds for water and severs often issued by special district
without: taxing powers and bonds for schools).

s. Blimization of sestriotions on Private activity
sonds. Like the arbitrage restrictions, the history of the
enactment of restrictions on private activity bonds is that
prior to 1986 a number of individual restrictions were adopted
which generally either attempted to prevent private activity
bonds being used for undesirable projects (e.g., restaurants,
to buy land) or to channel private activity bonds toward
federally approved purposes (e.g., acquiring used property only
where there is substantial rehabilitation). Then in 1906, the
sost significant end al-encompassing restriction was adopted:
the subjecting of virtually all private activity bonds to a
state-by-state volume cap.

In tho pest, we and others have urged that, given the
volume cap, most of the other limitations on private activity
bonds are unnecessary. We continue to be of this view, but we
recognize that Congess may not be ready to adopt this approach
on a wholesale basle. However, given the effectiveness of the
volume cap, there are a number of limitations that can be
removed, including the limitation on acquiring land, the
limitation on acquiring existing facilities, certain of the
requirements applicable to specific exempt facilities (e.g.,
the two-county rule applicable to the local furnishing of
electricity, the limits on office space applicable to
governmentally owned airports, docks and wharves) &nd the
public approval requirement, all of which complicate the
ability of issuers to pursue private activity bond projects in
a cost-effective manner. our suggestion is that Congress let
the cities and states which allocate the volume cap use their
judgment as to whether it in ore effective to use their
limited volume cap for the acquisition of an existing facility
or to build a now one.

5. Other Proposals. In the Association's April, 1990
tax splification submission, we made a nuaer of other
suggestions for simplification. We continue to believe that
each of those suggestions would provide additional
simplification without creating the potential for significant
abuse. In addition, there are other proposals in the Report
prepared by the staff or the Ways 6 Means Committee and the
joint Committee on Taxation that merit further consideration.

We urge the Committee to consider that state and local
governments are bearing enormous costs as the result of
federally manated requirements. Paying significant amounts of

onoey to lawyers, accountants, financial advisors and rebate
analysts in order to avoid running afoul of arbitrage and other
tax law restrictions is not a good use of the limited resources
of state and local governments and, as the Treasury Department
has regularly testified, sakes the tax-exemption less
efficient. The projects that must be financoed could be built
more quickly and at a reduced cost if Congress would reconsider
the approach that it has used in increasing the complexity of
tax-exempt financing and, instead, focus on means of increasing
the IRS' enforcement actions and encouraging the productive
investment of public funds in infrastructure to promote
competitiveness. The tax simplification process is an
excellent opportunity to remove some of the layers of
overlapping requirements and make tax-exeampt financing more
efficient.
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NAW

Mary T. Thvenner
Snor h' reaor.Go rnment ilat ions

September 24, 1991

The knorable Lloyd Bentsen
Chainn
Committee on Finance
United States Senate
SD-205 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

In conjunction with your recent hearings on S. 1394, the Tax Simplification Act of 1991, I
would like to submit the following comments on behalf of the National Association of
Wholesaler-Distributors (NAW).

NAW is a federation of 113 national wholesale distribution trade associations, 34 state and
regional trade associations and 2,000 individual wholesale distribution firms, representing
over 40,000 companies nationwide. (A list of NAW member associations is attached.)

Over one year ago, the Chanmnan of the House Ways and Means Committee requested
comments from the public on ways to simplify the Tax Code. After surveying our
members, NAW submitted its "top three" simplification proposals on April 20, 1990.

We are pleased that two out of NAW's three proposals are addressed in S. 1394, namely
simplification of the Uniform Capitalization Rules and Depreciation under the Corporate
Alternative Minimum Tax. Additionally, we commend you for including changes in
Subchapter S rules, which has been of major concern to our members.

The following are our comments on S. 1394 as its provisions apply to those three major
issues.

As you know, S. 1394 authorizes, but does not require, the issuance of Treasury
regulations for a simplified method of applying uniform cost capitalization rules. Although
NAW strongly supported the Tax Reform Act of 1986, we actively opposed this particular
provision. During Senate consideration of the 1988 Tax TechnicalCorrections Act we
received some modification of the rules as they apply to the allocation ratio for storage and
handling costsbut the Uniform Cost Capitalization rules continue to be an administrative
burden for our members. At the very least, NAW urges the Committee to require the
Treasury Department to issue simplification regulations.

The depreciation calculations under the corporate Alternative Minimum Tax have also
presented an unnecessary burden to wholesaler-distributors. Under current law, taxpayers
are generally required to use the 150 percent declining balance depreciation method over the
ADR life of erty. In computing adjusted current earnings (ACE), corporate taxpayers
are generally required to compute the ACE depreciation deduction using the straight-line
method over the ADR life. Thus, almost all of our members must attempt the AMT

NATIONAL ASSOCIATION OF WHOLESALER-DISTIIBUtISW
1725 K Street, N.W. • Suite 710 Washington, D.C. 20006. 202/872-0885. FAX)C 202/785-0506
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calculations regardless of whether they are actually subject to the AMT. This requirement
has forced wholesaler-distributors and others to maintain depreciation records under two,
and sometimes three, systems. Your bill's simplification of the current system by requiring
taxpayers to use the 120 percent declining balance depreciation method in computing both
the AMT and ACE depreciation deductions is, in our view, a very positive step forward.

Finally, your bill's clarification of the one-class-of-stock requirement of Subchapter S
corporations is also a positive step forward. As you know, the Treasury Department's
proposed regulations on Subchapter S rules were unacceptable and eventually replaced with
another proposal. Although we are pleased with your efforts to clarify these rules, NAW
hopes that the Committee will further specify the requirements for and circumstances under
which the one-class-of-stock rule applies. This will not only provide guidance for future
Treasury regulations, but will provide relief for thousands of legitimate S corporations.

Thank you for this opportunity to comment on your legislation. NAW looks forward to
working with the Committee as the process moves forward.

Sincerely,

Mary avenger
Senior Director-Government Relations

STATEMENT OF THE NATIONAL CONFERENCE OF STATE LEGISLATURES

The National Conference of State Legislatures (NCSL) commends the committee
for addressing the issue of pension simplification. Simplifying the tax code with
regard to public and private pensions will assist both employers and employees to
better comply with the laws governing their benefit plans. Specifically, NCSL sup-
ports the inclusion of clarifying language regarding the application of Section 415 of
the Internal Revenue Code to state and local government benefit plans.

During the past five years, Congress has attempted to define the application of
Section 415 to public pension plans through the 1986 Tax Reform Act and the 1988
Technical and Miscellaneous Revenue Act. These efforts, however, have either failed
to recognize the unique characteristics of public plans or have been constructed in
such a way that implementation would pose an economic burden on public employ-
ees. In far too many cases, Congress has not realized the inherent difficulties in ap-
plying pension-related tax provisions, which are designed to address abuses in the
private sector, to public plans. Section 415 is an example of applying limits that
work in the private sector but do not work in the public sector.

Section 415 places limits on the amount of pension benefits that an individual can
receive annually in both public and private qualified retirement plans. A public
qualified plan is a pension plan that complies with the requirements of Section
401(a), is eligible for favorable tax treatment, and is exempt from certain qualifica-
tion requirements that are applicable to private sector plans.

The 1986 Tax Reform Act limited the annual benefit that can be paid by public
qualified defined benefit plans to the lesser of $90,000 or 100 percent of an employ-
ee's average compensation based on a three-year final average pay. The $90,000 lim-
itation is increased annually based on a cost of living adjustment. The limit for 1991
is $108,963. For qualified defined contribution plans, the limit is the lesser of
$30,000 or 25 percent of the pay limit. The Tax Reform Act also provided special
rules for police and firefighters who are qualified participants. These rules state
that pension benefits cannot be reduced to less than $50,000 a year regardless of
retirement age.

By not adjusting for these limits, state benefits that previously satisfied Section
415 limits may exceed the new limits. This will cause the plan to violate Section 415
and to cease being a qualified benefit. Disqualification means that the earnings on a
pension plan's assets would lose their tax-exempt status. In addition, each plan par-
ticipant's vested interest in such assets would lose its tax-deferred status, and would
have to be taken into the participant's income in one lump sum in the year in
which the plan was disqualified.

A grandfather rule was added to the tax code for government plans in order to
prevent the taxation of certain benefits that could exceed the new limits. The Tech-
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nical and Miscellaneous Revenue Act of 1988 added Section 415(bX1O) which pro-
vides that the limitation, for all participants before January 1, 1990, will not be less
than their accrued benefits under the plan. Thus, the benefits for such participants
will not violate Section 415 even if they exceed the adjusted dollar limitation or the
compensation limitation.

In order to qualify for this grandfather provision, a government employer must
apply the private sector rules of Section 415 to employees hired after December 31,
1989. These new employees will have their benefits limited by Section 415, including
the private sector early retirement adjustments which are lower than the limits
presently available for the public sector. Unfortunately, the grandfather provision
did not solve the problem of exceeding the 415 limits and it created additional com-
plications for employees and employers. Many public sector employees tend to be
longer-tenured and lower-salaried than their private sector counterparts. Because
public plan benefit formulas reward such service, the consequence can be a pension
benefit that can exceed 100 percent of the individual's final three year average com-
pensation. Furthermore, many employers were reluctant to adopt the grandfather
provision because this two-tiered system would allow discrimination against newly
hired employees.

NCSL believes the best way to resolve these issues would be to again amend Sec-
tion 415 to assist states in complying with the law. S. 1364 provides for simplifica-
tion and clarification of Section 415. The bill includes the following provisions which
will facilitate state and local government compliance with Section 415.

Establish a Uniform Definition of Compensation-this change will establish
parity between state and local government compensation definitions and the
federal compensation definition used to determine retirement benefits by allow-
ing deferrals, such as 457 plans, to be included in compensation for Section 415
testing purposes.

Exempt Governmental Plans from the 100 Percent Test of Compensation -
this exemption will assist lower-paid, long-term employees that exceed 100 per-
cent of final pay at retirement due to step-rate formulas or after retirement due
to benefit increases that exceed the cost-of-living index.

Exempt Survivor and Disability Benefits--this inclusion is necessary because
unlike the private sector, state and local governments typically provide these
benefits through the retirement system thereby making them subject to the
Section 415 limits. Under Section 415, benefits must be actuarially reduced from
age 62 to the present age of the beneficiary at the time of injury or death. In
the case of younger workers or their survivors, the resulting benefit allowed
under Section 415 is often considerably below the amount authorized under the
public plan.

Authorize Excess Plans--this provision allows state and local governments to
establish excess plans, which are used in the private sector, to pay amounts in
"excess" of the dollar limits. These plans will enable public plans to pay the
benefits guaranteed under the plan without violating Section 415. Plans that
decide to fund these plans would be required to tax vested participants on a cur-
rent basis for future benefits.

NCSL aLpplauds the Senate Finance Committee in its efforts to simplify pension
provisions in the tax code. Within any final pension simplification legislation, we
hope the committee will include language from S. 1364 which clarifies the require-
ments of Section 415 for state and local government benefit plans.
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STATEMENT OF THE NATIONAL COUNCIL OF
FARMER COOPERATIVES

Introduction

The National Council of Farmer Cooperatives is a nationwide
association of cooperative - businesses which are owned and
controlled by farmers. Its membership includes over 100
agricultural marketing, supply and credit cooperatives, plus 32
state councils. National Council members handle practically every
type of agricultural commodity produced in the U.S., market these
commodities domestically and around the world, and furnish
production supplies and credit to their farmer members and patrons.
The National Council represents about 90 percent of the nearly
5,100 local farmer cooperatives in the nation, with a combined
membership of nearly 2 million farmers.

Overview

In recent years, there have been an increasing number of
disputes between farmer -cooperatives and the Internal Revenue
Service over the proper Federal income tax treatment of gain or
loss resulting from the sale of assets used by cooperatives in
their patronage operations. The issue in controversy is whether
gains or losses from such dispositions should be considered to be
derived from "patronage" or "nonpatronage" sources. This
distinction is important because gain from patronage sources is
eligible to be distributed to patrons as a patronage dividend which
is deductible to a cooperative (and taxable to the patron).
Nonpatronage sourced income is taxable to a nonexempt agricultural
cooperative whether or not it is distributed to the farmer patrons.

Over the years, agricultural cooperatives have taken different
approaches toward the classification of gain or loss from the sale
of assets used in the patronage operation. Some cooperatives,
relying on a general standard that has been adopted by both the IRS
and the courts, have treated this gain or loss as patronage sourced
on the ground that the assets sold were "directly related to" or
"actually facilitated" the marketing, purchasing, or service
activities of the cooperative. Other cooperatives have treated
gain or loss frown the sale of assets used in the patronage
operation as nonpatronage sourced in reliance on an example in
Treasury Regulation Section 1.1382-3(c)(2) and the IRS's
administrative position that capital gain (or gain treated as
capital gain under section 1231) is automatically nonpatronage
sourced.

Recent court decisions have consistently applied a "directly
related/actually facilitates" test in distinguishing between
patronage and nonpatronage income, finding in one case that gain
from the disposition of a capital asset used in the patronage
operation was "directly related" to the patronage operation and
thus patronage sourced. Notwithstanding these decisions, the IRS
has continued to assert deficiencies in such cases based on its
administrative position or an overly narrow interpretation of the
"directly related/actually facilitates" standard.

S.1522 is intended to put an end to this controversy and avoid -
continuing audit disputes and court proceedings that are burdensome
for farmer cooperatives and consume U.S. tax dollars in enforcement
activity.

Problems With Existini Law

Generally speaking, a cooperative is a corporation which is
required, under its governing corporate documents or by contract,
to return its net earnings from patronage sources to its members
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and other participating patrons on an annual basis. Farmer
cooperatives market the production of agricultural producers or
purchase supplies and equipment for producers to use in their
businesses (e.q., feed, fertilizer, petroleum products).

For federal income tax purposes, so-called "non-exempt
cooperatives" are allowed to deduct patronage dividend
distributions under subchapter T of the Internal Revenue Code and
are thus treated as a "conduit" with respect to patronage
operations and earnings. The result of such treatment is that
patronage earnings paid out or allocated to members and other
participating patrons as "patronage dividends" are not taxed at the
cooperative level (but are taxable to the patrons).

Section 1388(a) of the Code provides that patronage dividends
can be paid only out of cooperative net earnings "from business
done with or for its patrons." If a non-exempt cooperative has
patronage earnings which are not paid out, or which it is not
obligated to pay out, as patronage dividends, it is taxable on such
earnings at applicable corporate rates. It similarly is taxable
with respect to income from nonpatronage sources.

The term "net earnings from business done with or for its
patrons" (i.e., "patronage sourced income") is not defined in the
Code. However, the converse term -- "income from sources other
than patronage" (i.e., "nonpatronage income") -- is defined by
Treasury regulation as follows:

"[I]ncome from sources other than patronage" means
incidental income derived from sources not directly
related to the marketing, purchasing, or service
activities of the cooperative association. For example,
income derived from the lease of premises, from
investment in securities, or from the sale or exchange of
capital assets, constitutes income derived from sources
other than patronage. [Treas. Reg. Section 1.1382-
3(c)(2) (emphasis added).]

This regulation applies specifically to "exempt" cooperatives,
which are described in section 521 of the Code and are permitted to
deduct distributions from patronage and nonpatronage sources.
Nevertheless, the courts and the IRS considered this regulation in
developing the basic test for a nonexempt cooperative.

Under the basic test, if the source of the income in question
is directly related to or actually facilitates the marketing,
purchasing, or service activities of the cooperative, the income is
patronage sourced. In a 1969 revenue ruling involving a non-exempt
cooperative, the IRS stated the basic test for distinguishing
between patronage and nonpatronage income as follows:

The classification of an item of income as from either
patronage or nonpatronage sources is dependent on the
relationship of the activity generating the income of the
marketing, purchasing, or service activities of the
cooperative. If the income is produced by a transaction
which actually facilitates the accomplishment of the
cooperative's marketing, purchasing, or service
activities, the income is from patronage sources.
However, if the transaction producing the income does not
actually facilitate the accomplishment of these
activities but merely enhances the overall profitability
of the cooperative, being merely incidental to the
association's cooperative operation, the income is from
nonpatronage sources. (Rev. Rul 69-576, 1969-2 C.B. 166
(emphasis added).]
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The courts have consistently applied this basic test, and in
particular factual contexts, items of income in the nature of
interest, dividends, rentals and capital gains -- i.e., the
"examples" of nonpatronage income items listed in Reg. Section
1.1382-3(c)(2) -- have all been held to constitute patronage
sourced income. See, e.g., Illinois Grain Corp. v. Comm'r, 87
T.C. 435 (1986) (interest); Cotter & Co. v. United States, 765 F.2d
1102 (Fed. Cir. 1985) (interest; rent); St. Louis Bank for
Cooperatives v. United States, 624 F.2d 1041 (Ct. Cl. 1980)
(interest; section 1231 asset); Astoria Plywood Corp. v. United
States, 79-1 USTC Para. 9197 (D. Ore. 1979) (capital gain); Linnton
Plywood Assoc. v. United States, 410 F. Supp. 1100 (D. Ore. 1976)
(dividend). Thus, the courts have not viewed any of the "examples"
in Reg. Section 1.1382-3(c)(2) as automatically requiring
nonpatronage treatment for the types of income items therein
described.

Nonpatronage Treatment of Gain on Sale of Assets Used in
Patronage Operation. The IRS has taken the position that, with the
exception of depreciation recapture income, gain on the sale of a
capital asset (or gain treated as gain from the sale of a capital
asset under section 1231) is nonpatronage sourced based on
Regulation Section 1.1382-3(c)(2). See Rev. Rul 74-160, 1974-1
C.B. 245; Rev. Rul. 74-84, 1974-1 C.B. 244. This position reflects
a literal reading of the regulation and has been followed by a
number of cooperatives in reporting sales of non-inventory assets.
There are practical non-tax reasons why these cooperatives have
adopted and need to continue this practice. The proceeds from
sales of non-inventory assets are often reinvested in replacement
assets with expectation of indefinite retention in the business.
In other cases, such proceeds are retained in the business as an
important source of equity capital which is used to reduce
indebtedness. Allocating gains to patrons in &uch a case may
create an expectation of redemption inconsistent with the need to
retain the proceeds in the business. To these cooperatives, the
treatment of the gains as nonpatronage income and payment of tax by
the cooperative is consistent with the intent to retain the after-
tax proceeds in order to continue the operation of the business.

Patronage Treatment of Gain on Sale of Assets Used in
Patronage Operation. Other cooperatives have viewed gain on the
saleof assets used in the patronage operation as distributable or
allocable to members and other participating patrons based on the
court decisions applying the basic test (in particular, Astoria
Plywood and St. Louis Bank) and Rev. Rul. 69-576.

Many of these cooperatives customarily pay out only a portion
of their patronage refunds in cash, issuing "notices of allocation"
to patrons for up to 80 percent of the total patronage refund
distribution. The non-cash portion is retained by the cooperative
to finance capital expansion or for working capital. However,
these allocations cannot be viewed as permanent capital since they
are subject to a reasonable expectation of redemption on the part
of the patrons. Sales of non-inventory assets provide additional
internal funds for these cooperatives, but they generally are
required by their governing instrument as well as long-standing
custom and practice to treat such sales as patronage sourced.

Apart from its inflexible reliance on the nonpatronage
examples in the Treasury regulation, the IRS otherwise tends to
take an overly restrictive view of the factors to be considered in
determining whether a particular item-of income meets the "directly
related/actually facilitates" test. In this regard, it often
focuses on the particular "transaction" or type of "transaction"
that gave rise to the income in question rather than on all facts
and circumstances that demonstrate the historical relationship
between the source of the income or loss to the overall conduct of
the cooperative's patronage business.
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The controversies that continue to surface in this area are
especially troublesome because of the fact that cooperatives are
required by subchapter T of the Code to make patronage dividend
distributions within 8-1/2 months of the close of the taxable year.
Even though the cooperative may pay a patronage dividend based on
a good faith determination of its patronage sourced income under
the "actually facilitates" test, an examining IRS agent may attempt
to recharacterize part of the income as non-patronage sourced and
to tax the cooperative accordingly. If the agent ultimately
prevails, the nonpatronage income thus created cannot be offset by
the "excess" patronage dividend paid; and no part of that dividend
can be recouped by the cooperative in order to fund payment of the
increased tax liability. Even where the cooperative ultimately
does prevail, the financial and other costs of contesting and
perhaps having to litigate the issue can become extremely
burdensome.

Explanation of S.1522

S. 1522 would provide cooperatives with a mechanism for
avoiding the serious administrative uncertainties that continue to
exist in connection with the determination of whether gain or loss
from the disposition of cooperative assets should be classified as
patronage or nonpatronage sourced. Specifically, cooperatives
would-be able to elect patronage sourced treatment for gain or loss
from the sale or other disposition of any asset, provided that the
asset in question "was used by the organization to facilitate the
conducC of-Business done with or for patrons." This approach comes
directly from the test used by the IRS and the courts for
distinguishing between patronage and nonpatronage sourced income
generally. As the IRS stated in Rev. Rul 69-576:

[tihe classification of an item of income as from either
patronage or nonpatronage sources is dependent on the
relationship of the activity generating the income to the
marketing, purchasing, or service activities of the
cooperative. If the income is produced by a transaction
which actually facilitates the accomplishment of the
cooperative's marketing, purchasing, or service
activities, the income Is from patronage sources.
(Emphasis added).

Thus, in the case of an electing cooperative, the IRS could
not deny patronage sourced treatment solely on the basis that the
asset in question was held, or treated, as a capital asset for
federal.. income tax purposes. The question of whether an asset is
a "capital asset" would not be an issue.

For example, under the election the entire gain on the sale of
a depreciable "section 1231 asset" that had been used to facilitate
the conduct of patronage activities -- including any gain over and
above depreciation recapture -- would qualify as patronage income.
Furthermore, the proposed statutory language makes clear that gain
from a sale of stock or securities held by an electing cooperative
might also qualify as patronage income. That result could follow,
for example, where a cooperative sells the stock of a controlled
subsidiary corpSration the operations and activities of which
related and contributed to the cooperative's overall conduct of
business with or for the benefit of its member-patrons. In such a
case, it is contemplated that the factual determination of whether
the subsidiary's stock "was used... to facilitate the conduct of
business done with or for patrons" would be made with reference to
the totality of all facts and circumstances relevant to the
historical relationship between the cooperative and the subsidiary
-- and not solely with reference to the stock sale transaction
itself, viewed in isolation.
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In general, gain or loss treated as patronage sourced pursuant
to the statutory election would be characterized for all purposes
of the Internal Revenue Code as ordinary income or loss,
notwithstanding the fact that the asset disposed of might otherwise
constitute or be treated as a capital asset. Thus, If the amount

- of patronage income eligible for payment or allocation as a
patronage dividend was to exceed for any reason the patronage
dividend ultimately paid or allocated for the applicable period,
the excess would be taxable at the cooperative level at whatever
ordinary corporate rates might then be in effect. Moreover,
qualifying patronage sourced losses would fully offset qualifying
patronage income items Irrespective of the nature or character of
the assets from which such income or losses were derived -- i.e.,
the use of such losses against current or future income would not
be subject to the capital loss deductibility or carryover
limitations of the Code.

S.1522 would not affect the treatment of nonpatronage sourced
capital gains and losses (e.g., from sales of portfolio
securities), which are not subject to the special rules governing
patronage sourced income. These items would continue to be taxable
at the cooperative level as under existing law.

Where an asset has been used for both patronage and
nonpatronage purposes, the election to treat gain or loss from the
sale of that asset as patronage sourced applies only to the amount
of the gain or loss allocable to the patronage use. A cooperative
may use any reasonable method for making allocations of income or
expenses between patronage and nonpatronage operations.

The statutory election would be available generally with
respect to taxable years beginning after 1990 and, unless revoked
by the cooperative, for all taxable years subsequent to the first
taxable year for which the election is made. However, an election
which is made with respect to a taxable year beginning before 1992
would, if the election so provided, apply also to prior taxable
years of the electing cooperative. Any such retroactive election
could not be selective -- i.e., it would have to apply to all prior
years or to none, as well as to all asset dispositions within a
particular year.

An electing cooperative could at any time revoke its election
effective for taxable years beginning after the date on which the
revocation notice was duly filed with the IRS. Upon revoking an
election, however, the cooperative would have to wait at least
three (3) taxable years before making another election. It is
contemplated that procedural rules relating to the content and
filing of revocation notices would be provided by Treasury
regulation.

Non-electing cooperatives (including cooperatives which have
revoked a prior election) would continue to determine the
patronage v. nonpatronage classification of income or loss from
asset dispositions as they have under existing law. H.R. 2361/
S.1522 expressly provides that no inference could be drawn
therefrom regarding the proper application of existing law to non-
electing cooperatives in particular factual contexts. Existing law
similarly would apply with respect to prior years of cooperatives
in particular factual contexts. Existing law similarly would apply
with respect to prior years of cooperatives that make the election
for a taxable year beginning before 1992, but which choose not to
have such election apply retroactively.

Compelling Reasons For
Proposed Legislative Relief

S.1522 represents a reasonable approach toward resolving a
very significant problem for the cooperative industry. Given the
fundamental role of the patronage v. nonpatronage determination in
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the scheme of cooperative taxation, it is essential that
cooperatives be able to know with reasonable certainty the tax
consequences of the disposition of assets used in the patronage
operation. This simply has not been the case under the conflicting
interpretations that now exist.

The electivity feature of S.1522 will permit cooperatives to
gain assurance that the "actually facilitates" test will govern
their determination of patronage sourced gain or lose from the
disposition of any asset. In order not to disturb legitimate
industry practices, cooperatives that wish to continue relying on
the capital gain example in the Treasury regulation will be able to
do so by not making an election, as will electing cooperati.ves
whose mode of operations or other business circumstances m.,ght
change. The proposed 3-year waiting period for re-elections should
provide an adequate safeguard against potentially abusive
situations.

The retroactivity feature of the election is essential to
protect from IRS challenge good-faith determinations of patronage
income that cooperatives have made as a basis for paying patronage
dividends to member-patrons for which the cooperative is unable to
require repayment. This determination is the cornerstone of the
special "conduit/single tax" regime to which non-exempt
cooperatives and their member-patrons are subject. The absence of
consistent administrative guidance on Nuch a fundamental issue is
both unfortunate and unfair. If a cooperative can demonstrate that
assets disposed of in earlier tax years satisfied the factual
criteria of the "actually facilitates" test, it should be spared
the threat of double taxation and the vary significant costs and
uncertainties attendant to prolonged disputes with the IRS.

The ultimate losers in these disputes, of course, are the
millions of American farmers who belong to cooperatives. Their
livelihoods and ability to operate effectIvely are inextricably
linked to the unique role that cooperatives play in helping to
serve the enormous agricultural demands of the country. The
proposed legislation will remove a major impediment that
cooperatives now face in carrying out this important role. It will
do so, moreover, without in any way frustrating the Government's
legitimate interest in assuring that the statutory tax benefits
enjoyed by cooperatives are not abused. In that regard, it is
important to keep in mind that cooperatives w1ll not be relieved
from having to establish, on a factual level, a clear
"facilitative" relationship between the historical use of the
assets sold and the conduct of the cooperative's activities with or
for the benefit of its member-patrons. Thus, in appropriate cases
the IRS could, and no doubt would, continue to challenge patronage
sourced income determinations believed to be erroneous.

Conclusion

Legislation is needed to clarify the tax treatment of gains
and losses on the sale of assets by farmer cooperatives, eliminate
existing uncertainty, and better target the limited resources of
the-IRS. S.1522 will provide such relief in a fair and reasonable
manner, and will enable the farmer cooperatives of this nation to
continue their critical work more effectively. For these reasons,
we strongly support S.1522 and urge its enactment.
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STATEMENT OF THE NATIONAL EMPLOYEE
BENEFITS INSTITUTE

INTRODUCTION

The National Employee Benefits Institute ("NEBI") is
an organization composed of Fortune 1000 companies. NEBI
members have a great interest in the proposed pension simplifi-
cation bill introduced by Senator Bentsen. NEBI is aware of
the difficulty in drafting legislation to reduce the complex
regulatory and administrative burdens on employers who sponsor
private pension plans and commends Senator Bentsen for his
efforts. However, NEBI, like many other organizations, is
concerned with several provisions of Senator Bentsen'n proposed
bill.

NEDI is pleased that the Senate Finance Subcommittee
on Taxation is permitting organizations to submit written
statements regarding Senator Bentsen's pension simplification
bill. Following are NEBI's written comments regarding the
proposed pension simplification bill.

I. PROPOSALS WHICH NEBI SUPPORTS.

NEBI generally favors the following proposals
contained in the bill:

* NEBI supports Senator Bentsen's proposal
regarding the historically performed test
for leased employees.

NEBI favors extending IRA rollover
eligibility by simplifying the tax rules to
encourage employees to roll over
distributions to IRAs.

NEBI supports the proposal simplifying the
definition of highly compensated employee to
include those who are 5% owners or who
receive compensation in excess of $50,000
(as adjusted for cost of living).

* NEBI favors amending the full funding
limitation to allow better funding of
pension plans.

* NEBI supports continuing the current
preferential treatment of net unrealized
appreciation on employer stock.

0 NEBI favors supplementing the current ADP
test with safe harbors.

* NEBI favors rounding amounts adjusted yearly
for cost of living changes to the nearest
$1,000 (or to $100 in the case of 401(k)
elective deferrals and elective
contributions to SEPs).
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II. ELIMINATION OF FIVE-YEAR AVERAGING.

A. Proposed Legisation. Currently, lump sum
distributions from qualified plans are eligible for
five-year averaging. The bill introduced by Senator
Bentsen would repeal five-year averaging for lump sum
distributions.

B. PRo.iJQD. NEBI objects to the elimination of
five-year averaging. Instead NEBI recommends
preserving five-year averaging for all employees. At
the very least, participants with current account
balances should be permitted to use five-year
averaging with respect to those balances.
Alternatively, the use of five-year averaging could be
limited to distributions that occur after early
retirement age.

C. Discussion. Many employees have accumulated
funds in retirement plans for years with the
expectation that the distributions would be eligible
for five-year averaging. These employees will not
have the benefit of the averaging rule. By
eliminating five-year averaging, the Bentsen proposal
may encourage employees to remove funds from
retirement plans now before the repeal of the
five-year averaging takes effect.

Ill. TRUSTEE TO TRUSTEE TRANSFERS.

A. Proposed Legislation. The Bentsen bill would
require that distributions from a pension plan be
transferred to an IRA or a qualified plan. The
plan trustee would be required to notify
employees of the requirements of the transfer
rules and of the amount of any transfer. The
participant would be given the opportunity to
designate the transferee plan and thets .-..
would honor, if practical.

B. _siOtign. NEBI supports permitting participants
to roll over their plan benefits to an IRA or
qualified plan. However, NEBI objects to
requiring plans to accept direct
trustee-to-trustee transfers from other
employers' plans. Rollovers to IRAs should be
sufficient.

C. Dijaunsion. NEBI believes that employers
presently have more than enough administrative
responsibilities regarding pension plans and this
provision would add to those responsibilities.
If acceptance of transfers is mandated, the
recipient plan should not be required to
distribute benefits in the forms allowed by the
transferring plan.
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IV. LARGE EMPLOYERS SHOULD ALSO BENEFIT FROM PENSION
SIMPLIFICATION LEGISLATION.

A. Proposed Legislation. A major purpose behind the
pension simplification bills is to expand the
number of employees covered by retirement plans,
especially employees of small businesses.
Senator Bentsen's bill introduces a proposal
which would increase the use of simplified
employee pensions by small businesses.

B. P.iLti". NEBI believes Congress should
encourage small businesses to provide retirement
arrangements. However, NEBI believes that
pension rules should be simplified for all
employers, both large and small.

C. DigcUsaion. The new rules regarding SARSEPS
would introduce new complications and
complexities because different rules or different
types of benefit programs would apply to small
employers that currently would not apply to large
employers. In addition, one of the goals of
pension simplification legislation is to preserve
retirement savings by improving pension
portability. However, SARSEPS would, presumably,
allow employees to withdraw funds from their
accounts at any time. The ability of employees
to withdraw funds at any time does not appear to
further the goal of the pension simplification
legislation. Rather, it appears to permit
employees to use SARSEPS as savings vehicles.
NEBI asserts that larger employers are not on
equal footing with smaller employers if large
employers may offer only retirement-oriented
pension plans and small employers may offer
either retirement-oriented plans or
savings-oriented SARSEPS.



ELIMINATION Of
F IVE.-YEAR AVER ING

CURRENT LAW

Lump sum distributions
from qualified plans are
eligible for special
five-year averaging or.
in certain circumstances,
ten-year averaging.
Also. a portion of the
distribution may qualify
for capital gains
treatment.

ROSTENKO(WSKI

Repeals five-year
averaging and ten-year
averaging after 1992 for
lump sum distributions.
Also. repeals favorable

capital gains treatment.

ELIMINATION Of I -_ Ii.....
UNREALIZED
APPRECIATION Of
EMPLOYER STOCK

SINMPLIFICA0ION O
AVP TESTSONDER
401(k) PLANS

a qualified plan includes
securities of the
employer, the recipient
may exclude from gross
income the amount
attributable to the net
unrealized appreciation.

Under a 401(k) plan, a
special nondiscrimination
test (the AOP test)
applies to elective
deferrals to ensure that
the tax benefits of
401(k) plans are not used
disproportionately by
highly compensated
employees. The ADP test
is applied at year-end
and there are two
alternative tests. In
applying the tests, the
highly compensated
employee limits apply to
the average of the group
of highly compensated
employees' contributions.

ueeaiS exclusion for netunrealized appreciation
and treats the
distribution of employer
securities the sm as
other distributions.

Replaces the present two
alternative AOP tests ,

with a single test that
is applied at the
beginning of the plan
year. Each highly
compensated employee
could defer up to 200z of
ADP of non-highly

compensated employees for
preceding year. ADP
restriction would apply
separately to each highly
compensated employee, not
to the highly compensated
employees as a group.

- I I

PENSI 0N SI MPL I F I CAT ION

July 1991

CHANDLER

Repeals five-year
averaging of lump suM
distributions effective
January 1. 1997.
Preserves grandfather
provision for ten-year
averaging.

Continues the current
preferential treatment of
net unrealized
appreciation.

Would provide for the use
of safe harbors as in
Cardi n/Pr er/sentsen.
Also. would allow plans
that do not have
step-rate matching
contributions to meet
safe harbors.

'POWER"

Repeals five-year
averaging, ten-year
averaging and favorable
capital gains treatment
for lump-sum
distributions that are
not rolled over into
another retirement
account.

Repeals exclusion for net
unrealized appreciation
and treats the
distribution of employer
securities the same as
other distributions.

Addresses the need to
make 401(k) plans easier
to administer, but does
not present specific
methods.

CARDINM-OUSE

BENTSEN/PRYOR-SENATE

Repeals five-yearaveraging for lump-sum
distributions.

Continues the current
preferential treatment of
net unrealized
appreciation.

Supplements the ADP test
with safe harbors. Could
disregard MP test if
plan designed in
accordance with the safe
harbor. first safe
Harbor satisfie-d if planProvides thzt non.-highly

compensated employees
receive at least a 100%
matching contribution on
elective deferrals up to
3% contribution, and at
least a 50% match on
elective deferrals of 3%
to 5% of compensation.
Second safe harbor is
satisfied if the plan
provides a non-elective
employer contribution of
at least 3% of
compensation.

EBE "S POSITION

HEBI recommend
preserving five-year.
ten-year averaging and
capital gains treatment
for all employees.

NEl objects to repealing
the exclusion for net
unrealized appreciation.

NEWt supports allowing
employers to use one or
more of the proposals as
an alternative to the
current rules. However,
NEBt objects to limiting
each employee to a
percentage of the average
deferrals by nonhighly
coa;ensated employees.
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PENSION SIMPL I F [CAT 1 ON

July 1991

CHANDLER
'POWER'

L. BENTSEN/PRYOR-SENATE . .MTN N+ --I, ..... I_

PARTICIPATION
REQUIREMENTS UNDER
CODE SECTION
48 1(a)(1 6)

SEPARATE LINE OF
BUSINESS ('SLOB-)

A re recentt plan is not
qualified unless it
benefits at least SO
employees, or. if less.
40% of all employees of
the employer.

Employers who maintain
two or more separate
lines of business. with
substantially separate
employees, locations.
assets and management may
elect to satisfy various
qualification rules
separately for plans
maintained for employees
of respective lines of
business.

An individual who
historically performs
services for another
party may be treated as
an employee of the
recipient for various
pension and employee
benefit purposes.

Does not address this
issue.

Does not address this
issue.

Replaces historically
performed test with a
control test. Under the
historically performed
test. a person could be
considered a leased
employee if it is not
unusual for the recipient
organization to have an
employee working in the
Sam position as the
leased employee. Under
the pmposal, an
individual would not be
considered a leased
employee unless the
services were performed
under any significant
direction or control of
the service recipient.

Lowers SO-employee
requirement to 25 for
defined benefit plans.
Requires that employers
with two employees cover
both.

An employer would no
longer need to test each
plan on an employer-wide
basis under the
reasonable classification
test. Rules for
allocating headquarter
employees to SOBS would
also be revised. Also.
an employer would be
allowed to aggregate
union and nonnion
employees covered under
same plan in
nondiscrimination testing.

Replaces historically
performed test with a
control test. Would
apply the change
retroactively to 1984
(the adoption of the
leased employee rules).

Does not address this
issue.

Does not address this
issue.

Does not address this
issue.

Lowers SO-employ-e
requirement to 25 for
defined benefit plans.
Requires that employers
wth two employees cover
both.

Does not address this
issue.

Replaces historically
performed test with a
control test. Would
apply the change
retroactively to 1984
(the adoption of the
leased employee rules).

Repea l Code
section 401(a)(26).
Alternatively, reduce the
requirement to 25 for all
plans.

NEI supports proposals
in Rep. Chandler's bill.

NEat supports all
proposals with regard to
leased .employees,
particularly the
explanation accompanying
Rep. Rostenkowski's bill
and the statutory
lanWuage of Rep.
Chandler"s and
Cardin/Sentsen/Pryor's
bill.

CURRENT LAW

EMPLOYEE 
LEASING

CARDIN-MOUSE N[rB[ * PTI TT T l



TRUSTEE-TO-TRUSTEE
TRANSFERS

DEFINITION OF
HIGHLY COHPENSATED
EMPLOYEES

ELIMINATION OF
HALF-YEAR
REQUIREMNTS

CURRENT LAW

A qualified plan may. but
is not required to.
permit participants to
elect to have a
distribution transferred
directly from the trustee
of one qualified plan to
the trustee of another
qualified plan.

An employee is treated as
a highly compensated

emplOyee if he or she
(during the current or
previous year) (1) is a
51 owner, (2) receives
more than $90.893 (as
indexed) in annual
compensation.
(3) receives more than

$60,535 (as indexed) in
annual compensation and
is One of the top-paid
20 of employees, or (4)
is an officer of the
employer receiving more
than $54,482 (as indexed)
in annual compensation.

A number of rules,
primarily related to
distributions from
retirement plans, are
based on the attainmnt
of age 59-1/2 or age
70-1/2

ROSTEWKOwSX

Requires the trustee of a
qualified plan to provide
the participant with
written notice that
before making a
distribution eligible for
a rollover, the
participant could direct
the trustee to transfer
the distribution directly
to a specified eligible
transferee plan.

Highly Compensated
Employee is one who is a
57 owner during the
current or previous year.
whe has earned $65,000
the previous year (as
indexed), or earned
$65.000 in the current
year and one of the 100

mOst highly compensated
employees.

If no employee is highly
comPensated, the highest
paid employee is
considered highly
compensated.

The bill changes age
70-1/2 to age 70 and age
59-1/2 to age 59.

PENS 1 ON S I PL I F IC AT ION

Jul y 1991

CHKADLER

Would not require direct
transfers.

Redefines definition of
highly compensated
employees similar to
Cardin/Betsen/Pryor.

Does not address this
issue.

"POWER'

Like Rep. Rostenkoski-s
bill. provides a
awchanism for employees
to direct the trustee to
transfer funds directly
to an IRA or a new
employer's plan.

Does not address this
issue.

Does Pot address this
issue.

CARIN- TSE

BENTSEN/PgvOP.SENATE

Requires distributions
from the plan be made as
a direct transfer to
another plan or an IRA.
Exceptions would inci..de
distributions after age
55. death benefits
payable to a beneficiary
Other than a Surviving
Spouse, and hardship
distributions.
Participant wold be

given the opportunity to
designate the transferee
plan and trustee would
honor if practica!.

Highly compensated
emplo Yee is one who is a
S% owner during current
or previous year and who
has earned Compensation
in excess of $60.535 (for
1991 as indexed) in the
previous year. If na
employee is highly
compensated, the highest
paid officer is
considered highly
compensated.

The bill chanqes age
70-1/2 to age 70 and age
59-1/2 to age 59.

NES!'S POSITION

NEBI objects to requiring
plan to accept directtrustee-to-truste

transfers from other
employers' plans.
Rollovers to [RAs should
be sufficient. if
acceptance of transfers
is mandated. the

recipient plan should not
be required to distribute
benefits in the forms
allowed by the
transferring plan.

NEBI supports simplifying
the definition of highly
compensated employee.

NEBI does not object.

I



ROLLOVERS

SMA LL BUSINESS PLANS

CURRENT LAW

Th#r are a number of
rules which restrict the
ability to make a
rollover. The
distribution must qualify
as either a total
distrtbut on of the
entire amount credited or
as a partial
distribution. A partial
distribution may be
rolled over only to an
IRA and not to another
qualified plan or annuity.

Currently. the election
to have amounts
contrvbuted under a
SARSEP is available only
if at least 50% of the
employees so elect, amd
only if the employer
maintaining the plan had
ZS or fewer employees at
all times during the
prior taxable year.
Elective deferrals are
limited to $8.475 (as
indexed) and subject to
nondiscrimination testing
under the ADP test. The
ADP test limits the
percentage of

compensation which can be
contributed by highly
compensated employees to
125% of the average
percentage of

compensation deferred by
other. non-highly
compensated employees.

ROSTENKOWSKI

Extends rollover
eligibility to any
distribution to an
employee or employee's
Surviving spouse into an
IRA or other qualified
retirement plan or
annuity. with three
exceptions. These
exceptions are
(1) minimum required
distributions (at
age 70X), (2) employee

contributions. and (3)
distributions that are
part of a stream of
annuity payment,.

Increases to 100 the
number of allowable
participants in a s Jall
business plan.
-Pl.'. would satisfy
nondiscrimination rules
if the employer makes
contributions of an
amount equal to at least
3% of each eligible
employee's annual
compensation (up to
$100,000). The minimum
contribution would be 5%
if the employer
maintained another

qualified plan within
last two years. Eligible
employees would be
allowed to defer up to
$5.000 each year. The
employer could match
deferral up to 50%.

PENSION S I MpL I I C A T 1 0I N

July 1991

CHMLER

Extends rollover
eligibility to any
portion of a retirement
dwstribution as long as
accomplished within
60 days from the date of
the distribution.

-Increases to oo the
nu er of allowable
participants in a SARSEP.
-Plan would satisfy
nond iscrimination rules
if employer provides 100%
match for the first 3% of
Compensation deferred or
a 50% mtch for the first
6% of compensation
deferred.

*POWER-

Will allow employers todirectly transfer a
departing employee's
distributions into a new
employer's retiremnt
plan or IRA by
simplifying the tax
rules. As yet, the
proposal does not specify
how the tax rules would
be simplified.

-Increases to 100 the
number of allowable
participants in a small
business plan.
-Plan would satisfy
nondiscrimination rules
if employer contributes
at least 2% of
compensation. Allows
elective deferrals of up
to $4.238 (as indexed).
and permits employers to
match S0% of the elective
deferrals.
-The requirement under
Current law that S0% of
employees elect to
participate in a SARSEP
would not apply.

CAeIM..H0EBENTSEN/PRYOR-SENATE

Extend rollover
eligibility to ay
distribution with two
exceptions. These

exceptions are
(1) after-tax employee
Contributions. or
(2) minimum required
distributions (at age
70%).

-Increases to 100 the
number of allowable

participants in a SARSEP.
-Plan would consider the
nondiscrimination

requiremVnt as Satisfied
if the plan met the
safe-harbors established
for 401(k) and 401(m)
plans. Eligibility
requirement simplified to
include all employees
with at least one year of
service.
-The requirement that 50%
of employees elect to
participate would not

"PIly.

NESI favors extend," IRA
rollover eligibility by
simplifying the tax rules
to encourage eployees to
roll over distributions
to IRAs.

NEST believes Congress
should encourage Small
businesses to provide
retirement arrangements.
However. NEBI believes
that pension rules should
be simplified for all
employers, both lar4e and
smell. Special rules
create new comple.'ities.

NEBI'S POSITION



MULTIEMPLOYER PLAN
VESTING

CURRENT LAW

Employers who sponsor
defined benefit plans may
be subject to certain

limitations (full funding
limitations) applicable
to deductible
contributions.

PENSION S11NPL IF I CATION

July 19qi

ROSTEOwKI CH LER

Allows certain employers Would eliminate the 1S01
to elect to disregard the of (urrent liability
150% of current li..boity restriction for
limitation and direct IRS multiemployer plans.to provide a means forother plans to adjust

their full funding
limitations. An electing
plan cannot be top-heavy.Adat least 90% of the

plan's accrued liability
must be for activeParticipants.

Normal retirement a. is Replaces age 65 ith the
defined by reference to social security 

Not changed. Not cha .

age 65. retiremnt r. "B. does not vi

Does not address this
issue.

CARDlN-NHuSE(ENTSEN/PRYOR-SENATE

Would eliminate the ISO
of current liability
restriction for
multiamployer plans.

NED! favors amending the
full funding limitation
to allow better funding
of pension plans.

,upoe orth
Comencemant 

of benefits.

Multiemployei- IIlan may Eliminates special -.-.
yPi,.iur that beneits for
an individual covered by
the plan under a
collective bargaining
agreement will be fully
vested after ton years of
service rather than 

five.

ten-year vesting schedule
currently allowed for
mltiewoloyer plans.
ultiemployer plans must
adopt sm vesting
schedules as all other

COST O L!V -: .a....- -

DOXSTEMTS War Ous ootlai amuints
are adjusted each year to
reflect increases in the
Cost Of living. Adjusted

Adjusted amount roded
to nearest $1.000. except
amounts related to 401(k)

elective def.rls ,iiumoers are effective elective contributions toeach January based upon SEPs adjusted to nearestthe previous year's $100. Would base annualinflation. adjustments on the
changes to applicable
index as of calendar
quarter ending
September 30 of preceding
year.

s o press this

issue.

Would base analaajustments on the
changes to applicable
index as of calendar
quarter ending
Septem er 30 of preceding
year.

Eliminates special
ten-year vesting schedule
currently allowed for
multiemployer plans.
Multiepployer plans must
adopt saew vesting
schedules as all other
qualified plans.

Does not address this
issue.

Does not address this
issue.

Adjusted Amount rounded
to nearest $1.000. except
amounts relate. to 401(k)
elective deferrals and
elective contributions to
SEPs adjusted to nearest
$100. Would base annual
adjustments on the
changes to applicable
index as of calendar
quarter ending
Septemer 30 of preceding
year.

changing the age to

social security
retirement age asneCies~ry to
s amplification.

NEBI does not object.

NEB! favors this change.

"11iR
NEBI'S POSITION



TAX-EXEIPT 401(k)
PLAN

VEBA

AGGREGATION RULES
FOR KEOGH PLAN
CONTRIBUT IONS

DISTRIBUTIONS FRONT
RURAL COOPERATIVES

CURRENT LAW

Tax-exit organize at ions
and state and local
governments cannot
Spoesor 401(k) plans but
can sponsor 403(b) and
457 plans.

Unrelated employers
engaged in saae lne of
business in the sa
geographic locale may
establish voluntary
el"oye-es' beneficiary
association.

Plans mafintainod by
owner-empl oyees are,
subject to special
a99regation rules where
the ou ner-emploee also
Controls another
unincorporated trade or
business.

A 401(k) plan may permit
distributions upon
hardship or attaining age

59-1/2. However. a rural
cooperative mWey
purchase pension plan
which contains a cash or
deferral arrangement may
not allow withdrawals
upon hardship or
attaining age 59-1/2.

PENSION S IMPL I F I C A 1 0 N

Jul y 1991

ROSTEWKOwSKcx

Would allow state and
local governments to
adopt 401(k) plans in
19%.
Would allow tax-extept
organizations to adopt
401(k) plans.

Does not address this
issue.

Does not address this
issue.

Allow 401(k) plans
maintained by rural
cooperatives to make
distributions to
Participants bho have
Attained age 59.

OANDLER

CAADIN-JIOUSE
RENTS N/PRVOR..SO4ATE

= -fr=---- -~-
Would not allow state and
local governments and
non-profit entities to
adopt 401(k) plans.

Does not address this
issue.

Eliminate the specific
aggregation rules that
apply to plans maintained
by owner-eployers. which
do not apply to other
qualified plans.

Allow 401(k) plans
maintained by rural
cooperatives to make
distributions to
participants who have
attained age 59.

Would allow state and
local governments to
adopt 401(k) plans.
Would allow tax-exempt
organizations to adopt
401(k) plans.

Does not address this
Issue.

Does not address this
Issue.

Does not address this
issue.

Would not allow state and
local governments to
adopt 401(k) plans.
Would allow tax-exempt
organizations to adopt
401(k).

Unrelated eployers may
establish sh common
voluntary employees*
bne ficiary association.
if in sam line of
business, or act jointly
on tasks integral to
their activities.

Eliminate the specific
aggregation rules that
apply to plans eaintained
by owner-employers. which
do not apply to other
qualified plans.

Allow 401(k) plans
maintained by rural
cooperatives to make
distributions to
participants who have
attained age $9.

"POWER-

IESI does not object.

CAROIK-+OJUSE[NT SWPRYO -SERAT E NEW'S POSITION

NEBI has no objection to
extending 401(k) plans to
state and local
governments and
tax-exempt employers.

W-R[ does not object.

NEBI does not object.



PENSION SIMPLIFICATION

July lql

CURRENT LAW

Under the IRS master and
prototype program, trade
and professional
associations. banks and
other financial
institutions may obtain
IRS approval of model
plan documents and make
those pre-approved plans
available for adoption by
employers.

ROSTENOWwSKi

Authorizes IRS to
prescribe duties for
sponsors of master
prototype plans, and
require timely
communication to
employers of amendments
and other notices that
may be required.
Employers io adopt these
plans would also have to
be Informed of the need
to arrange for
appropriate
-Aministrative services
to manage the L~zy-to-day
affairs of the p~an.

CHANDLER

Does not address this
issue.

Enhances the IRS Master
and Prototype Program.
but does not provide
Oetalls.

CAROIN-HOtJsE
BENTSEN/PRYOR-SENATE

Does not address this
issue.

NEBI'S POSITION

NE8I does not object.

MASTER AND
PROTOTYPE PLANS
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STATEMENT OF THE NATIONAL RURAL ELECTRIC
COOPERATIvE ASSOCIATION

On behalf of the membership of the National Rural Electric Cooperative Association, we
are pleased to have this opportunity to comment on a vital piece of the infrastructure
puzzle, the ability to raise capital, as contained in the tax-exempt bond provisions of S.
1394.

NRECA is the national service organization of the nation's 1,000 not-for-profit,
consumer-owned rural electric systems, which provide electric service to more than 25
million rural Americans in 46 states. Rural electric lines span some 75 percent of the
nation's land mass. However, rural electric systems continue to operate under the same
disadvantages that have traditionally existed in rural areas. Rural electric systems now
serve an average of 5.2 consumers per-mile of line compared with 32 customers per mile
of line for investor-owned electric systems and 41 per mile for municipally-owned electric
systems.

Further, rural electric systems serve relatively few commercial and industrial loads
compared to other utilities. During the past year, only about one-third of rural electric
power sales went to commercial and industrial consumers, compared to two-thirds for
both municipal and investor-owned utilities. The relative lack of significant commercial
load on co-op lines serves to decrease load factor and increase overall costs to the
predominantly residential rural electric consumer-members.

NRECA applauds the judicious approach taken by these bills in eliminating overlapping
and duplicative restrictions on tax-exempt bonds. Congress has instituted demanding
requirements on how tax-exempt bonds are issued and the purposes for which the
proceeds of such bonds are used. The proposals embedded in S. 1394 which would relax
current restrictions on arbitrage proceeds of tax-exempt bonds are a cause of concern to
our members. We do not believe that a public purpose is served when tax-exempt bonds
and arbitrage proceeds are available for use in the ac jsition of e2 g electric utility
facilities such as poles, lines and meters and, therefore, consumers, by municipal electric
systems.

Whenever a rural electric system loses consumers, power costs increase for the system's
remaining consumer-owners. Rural electric systems simply have fewer ratepayers per
mile of line over which to spread fixed costs than do investor-owned and municipal
electric systems. Therefore, we are concerned that a relaxation of arbitrage rebate
requirements will allow the use, by municipal electric systems, of arbitrage proceeds
generated by tax exempt bonds to acquire electric utility facilities. The use of tax exempt
bond proceeds or arbitrage proceeds to acquire existing facilities could exacerbate a
difficult situation faced by this country's rural electric systems and lead to higher rates for
rural consumers remaining with rural electric systems when the facilities of the most
densely-populated or fastest-growing portions of a cooperative's service territory are
acquired by municipal electric utilities. In addition, rural electric systems' ability to repay
the federal debt that financed the original construction of the facilities would be
jeopardized by the loss of the ability to serve such areas. Such actions amount to "cream
skimming" and endanger the remaining "skim milk" territory.

Most of the 46 states in which rural electric systems operate have some kind of territorial
integrity statute, usually administered by a state's public service commission. Those laws
generally govern service territory boundaries between electric utilities covered by the
statute, setting out the rules by which service territory is determined and what
compensation is due for the taking of facilities. Unfortunately, in some states, municipal
electric utilities, those that are owned and/or operated by municipal governments, are no
subject to the provisions of state territorial integrity laws.
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NRECA is not advocating a reduction in the municipal governments' power to annex
territory for general government purposes. We fully realize that the power to annex is
embedded in state law and that the power to issue tax exempt bonds to pay for s
capital investments made by local governments is extremely important.

However, we do object to the use by municipal electric systems of federally tax-exempt
bonds or arbitrage proceeds to acquire facilities already put in place by rural electric
systems simply by using annexation and condemnation powers. Most often, such
acquisition of facilities occurs where population and economic growth have crept out to
what once were isolated rural areas. Population and economic growth have occurred in
many rural areas precisely because the local rural electric system helped initiate and
foster that growth through its involvement in rural economic development.

In some cases, territory served by rural electric systems, that was once rural or farmland,
has slowly been converted into housing subdivisions. With the subdivisions come
development and increasing numbers of people, all of whom want electricity. Most often,
these residents take service from the local power provider, the rural electric system.
These are the areas that for the past 50 years no utility - except the rural electric
cooperative - was willing to serve.

When these areas reach a critical mass, the local town government sometimes annexes
the territory to improve its tax base and extends municipal services. However, a few
municipal governments which also provide electric service acquire by condemnation
procedures the facilities of rural electric systems in those areas. This acquisition often
occurs with less than advantageous terms of compensation for the rural electric systems
because the municipal electric systems might not be governed by adequate state law or
state public service commission rules. When a municipal electric system acquires rural
electric facilities without providing just and reasonable compensation (determined either
by state law or through litigation), it increases the burden shared by the remaining
consumer-members of the rural electric system. Further, two-thirds of rural electric
systems' load is residential in nature.

An important factor to consider in this discussion is where the capital comes from to
build or acquire rural electric facilities. Mo-: rural electric systems are permitted to
borrow up to 70 percent of their outside credit needs (to provide poles, lines, meters and
people) from the Rural Electrification Administration (REA) of the U.S. Department of
Agriculture. However, only 33 percent of facilities added by rural electric systems in
1990 were funded by REA borrowings. The remainder was financed by internally
generated funds or with privately obtained capital. Rural electric systems have borrowed
from REA for over 50 years, and in that time, all but approximately $42,000 has been
paid back.

The proceeds of tax exempt bonds which are used by municipal electric utilities to
acquire rural electric facilities stem from securities issued by governments, the interest on
which is not taxable by the Federal government. The federal tax exemption on such
bonds allows them to be issued at a lower cost than other debt instruments because,
while their return may be lower for investors, the investors do not pay taxes on those
returns.

The federal government has a strong interest in seeing that money it lends is paid back.
In the case of rural electric systems, the REA carefully oversees the loans it makes;
however, the security of those loans is based on the rural electric systems' ability to
continue providing service to consumers. If the facilities needed to provide that service
are taken away without sufficient compensation, the federal investment is threatened.
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Restrictions on arbitrage go a long way to keeping the playing field among electric
utilities level by ensuring that tax-exempt bond proceeds, direct or arbitrage, are not
invested to build up a "war chest" for the purpose of taking over electric utility facilities.
After all, rural electric systems cannot obtain government financing in order to take over
municipal facilities to improve Jb& load factor. They are also prolubited from using
REA loom to serve consumers already receiving service from another utility. Rural
electric systems across the country wonder why similar rules do not already apply to
municipal electric systems.

-In conclusion, we ask that the committee thoroughly review the relaxation of arbitrage
rebate restrictions embodied in Title IV of H.R. 2777 and Title II of H.R. 2775 and curb
the ability of municipal electric systems to use arbitrage proceeds to acquire electric
utility facilities. We would further recommend that the Committee consider limiting the
ability of municipal electric systems to use the proceeds of tax-exempt bond issues to
acquire rural electric system facilities, property and service territory without just
comnensation.

STATEMENT OF THE NATIONAL RURAL LETTER CARRIERS ASSOCIATION

Mr. Chairman and members of the committee, my name is William R. "Bill"
Brown and I am the president of 80,000 member National Rural Letter Carriers'
Association. Rural letter carriers daily drive 2.5 million miles to deliver mail on
47,000 rural routes to approximately 20.1 million rural American families. On
behalf of our members we strongly support the efforts, particularly of Chairman
Bentsen and Senator Packwood, of the Finance Committee, to simplify the country's
tax laws.

As the budget deficit escalated over the last decade, your committee has been
forced to meet revenue goals principally in relation to the budget deficit. We ap-
plaud the committee for now focusing on taxpayers and attempting to make some of
the laws simpler for taxpayers' to deal with.

We have a particular interest in section 110 of your bill. That section, when en-
acted, will greatly ease and simplify the tax filing burden for vehicle expenses in-
curred by our members. Rural letter carriers are employees of the U.S. Postal Serv-
ice who drive their own vehicle to deliver the mail. In 1990, rural letter carriers
drove their own cars 780 million miles to collect and deliver mail to their patrons.
Rural letter carries' performance is unique in the Postal Service; we perform all of
the services of a Post Office for our customers. We sell stamps, money orders, ex-
press mail supplies and collect parcels, thereby providing a connection to the out-
side world for people who live on rural routes.

Currently, the tax treatment of our vehicle expenses and of the reimbursements
from the Postal Service is unnecessarily complicated. Rural carriers across the coun-
try wring their hands every April 15 to figure the rules out. Our national associa-
tion has to figure out all of the possible ways that carriers could file. The NRLCA
works out with our accountants how to fill out the necessary forms for each method
of filing and we publish those detailed forms and instructions in our national maga-
zine so that rural carriers who do their own taxes, as well as accountants and tax
preparation services have a place for easy reference on how to fill out the tax forms.

Even when individual carriers do figure the rules out regarding the best tech-
nique to use for filing with each individual taxpayer, the current rules and statute
produce uneven results by any measure-The basic problem is that the Postal Serv-
ice has, for over 30 years, used a reimbursement system approved by Congress in
1958, that is based not only on the mileage we drive, but on the stops we make. The
system is sensible: a carrier who drives, for example, 40 miles but has 500 stops
incurs vehicle expenses equal to the carrier who drives a much greater distance but
has fewer stops. The present reimbursement system provides that both the carrier
who drives 40 miles, a relatively short distance, and the carrier who drives a greater
distance with fewer stops should receive comparable expense reimbursements; by
contrast the tax law and related regulations are written to recognize vehicle ex-
penses related only to mileage or to a fixed period of time (ie: for such expenses as
insurance and licenses).

A special provision was enacted in 1988 to authorize a 150% standard mileage de-
duction for rural letter carriers, in recognition of the expense of operating a vehicle
over a rural mail route. However, the provision was drafted only in terms of mile-
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age, so that the basic incompatibility between the tax law and the Postal Service
reimbursement system remains. The incompatibility of the two systems means that
rural carriers, unlike almost everyone else who receives a reimbursement for busi-
ness expenses, cannot just treat the expenses and the reimbursement as a wash and
not report them on the tax return.

When a normal business employee is reimbursed for travel expenses, that employ-
ee neither deducts the expenses nor reports the reimbursement as income and that
employee does not have to fill out a single tax form for those expenses or the reim-
bursement. A majority of rural letter carriers, by contrast, do have to fill out tax
forms, because the allowable tax deduction does not exactly match the amount of
the reimbursement. For some carriers the reimbursement exceeds the deduction; for
others, the deduction exceeds the reimbursement. The discrepancies are small for
most carriers, but they do exist and they cause complexity in computation and
filing. If the reimbursement exceeds the deduction, the excess must be reported on
the Form 1040 as income. If the deductible expenses exceed the reimbursement then
the carrier must fill out a form 2106, Employee Business Expenses, to be able to
deduct the excess. Many carriers must keep detailed records to complete Form 2106.

Section 110 of the Tax Simplification Bill would end this complexity by treating
the vehicle expenses and reimbursements of rural letter carriers as a wash. In other
words, the provision would allow rural letter carriers to have a tax result compara-
ble to that of any other employee who is reimbursed for business expenses. Rural
letter carriers would no longer have to worry about reporting and paying taxes on
excess reimbursements; and they would not have to deal with filling out forms for
deducting excess expenses. They would simply complete a Form 1040.

We believe that Section 110 represents a giant step forward in simplifying the tax
laws for our members. We fully support the provision and we fully support the bill
in general. Again we applaud Chairman Bentsen and Senator Packwood and the
other members of the committee for undertaking the simplification projects. We are
prepared to assist the committee in any way we can in seeing that the bill moves
through the Congress quickly, and we appreciate the opportunity to present our
views.
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STATEMENT OF THE ORYX ENERGY COMPANY

Oryx Energy Company ("Oryx") appears today before the U.S. Senate
Finance Subcommittee on Taxation to express its opposition to certain provisions in
the proposed Tax Simplification Act of 1991 (S. 1394/H.R. 2777) (the "Act") that
affect large partnerships. Oryx is the Managing General Partner of Sun Energy
Partners, Ltd., a Delaware master limited partnership ("Sun Energy"). Sun Energy
is an oil and gas partnership which has approximately 13,000 public unitholders and
therefore would be treated as a "large partnership" as that term is defined in the Act
for purposes of the proposed audit rules. The Act would also permit Sun Energy to
elect to be treated as a large partnership for purposes of the proposed reporting
requirements. Act §§201-02, proposed I.R.C. §§ 776(a)(1),(b)(2),(c)(1)(a), 6255
(a)(1).

Oryx also appears before you today to propose an additional simplification
measure related to the definition of an integrated oil company.

LARGE PARTNERSHIP REPORTING REQUIREMENTS

ELECTIVE TREATMENT FOR OIL AND GAS PARTNERSHIPS (Act 1 201)

The Act proposes several changes to the reporting requirements for large
partnerships. Act 1 201. However, large oil and gas partnerships, such as Sun
Energy, are not included within the definition of "large partnership" unless they
elect to be so treated. Id.; proposed I.R.C. 0 776. Oryx supports this elective
treatment. It is essential and should be preserved in the legislation in view of the
many items that must be separately stated for oil and gas partnerships to comply with
other provisions of the Code (e.g., intangible drilling and development costs and
depletion). Requiring oil and gas partnerships to be subject to the proposed
reporting requirements would not result in simplification because many partners
would be "excluded partners" under the proposal, thus requiring different
reporting for different partners. Removing the exclusion for certain partners from
application of the reporting requirements would also be objectionable because it
would require changes of substantive oil and gas tax law that would go far beyond
simplification.

Oryx submits that one clarification should be made to the exclusion for oil and
gas partnerships from the definition of "large partnership." Sun Energy, as a
master limited partnership, does not directly hold oil and gas properties. Its
properties are held indirectly through operating partnerships of which Sun Energy
is the sole limited partner and Oryx or an Oryx affiliate is the sole general partner.
In addition, oil and gas properties are often held by industry participants through
joint ventures, partnerships, or tax partnerships. The Act should make it clear
that the exclusion applies if 50 percent or more (by value) of the assets of the
partnership (including assets held indirectly through other partnerships) are oil
and gas properties.

. CONTRIBUTED PROPERTY RULE (Act 1 201, Proposed 1.R.C. I 774(b))

Oryx opposes the proposed reporting requirement that would treat the
contribution of property to a large partnership as a deferred sale of the property
because it would add needless complexity to an already complex area by creating a
different method of treating pre-contribution gain for large partnerships. In
addition, the proposal does not apply to the contribution of cash to an existing
partnership. There is no apparent reason for this distinction. If a new partner
contributes cash to an existing partnership, the rationale for the proposal would
suggest that the partnership be given an increased basis in its property. Any gain
would be taken into account by the old partners on a deferred basis in the same way
as pre-contribution gain is taken into account by a property contributor under the
proposal.

Perhaps the same result could be obtained in a simpler manner by retaining
current provisions under section 704(c) and eliminating the ceiling rule.
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LARGE PARTNERSHIP AdDIT PROPOSALS

MANDATORY CONSISTENCY REQUIREMENT FOR LARGE PARTNERSHIPS
(Act 1 202)

Under current law, a partner may either report all partnership items
consistently with the partnership return or notify the IRS of any inconsistency by
filing Form 8082 with his tax return. S. Rep. No. 1394/11.R. Rep. No. 2777, 101st
Cong., 1st Sess., Technical Explanation of the Bill at 27, reprinted in Standard
Federal Tax Reports (CCH), Technical Explanation of the Bill at 27 (June 29, 1991)
(hereinafter referred to as "Committee Explanation"). The Act proposes that a
partner of a large partnership, as defined for audit purposes, be required to treat
partnership items on its tax return consistently with the treatment of such items on
the partnership's tax return, even if such partner has knowledge of an error in the
partnership's return or in the information return (Form K-I) furnished to such
partner. Act 1 202, proposed I.R.C. I 6241(a).

Oryx opposes the proposed mandatory consistency requirement, particularly
as applied to large oil and gas partnerships. The sole purpose of the consistency
requirement is to permit matching of the items on the partnership's return to the
items on the partners' returns. In the case of oil and gas partnerships, the
proposed consistency requirement would not achieve the desired result. The Code
permits, and in some cases requires, items attributable to oil and gas activities to be
reported differently by a partnership and its partners. For example, an oil and gas
partnership that does not elect to be treated as a large partnership for reporting
purposes will separately state intangible drilling and development costs on its tax
return. A partner that is an integrated oil company is permitted to deduct only 70%
of the intangible drilling costs passed through to it. Other partners may elect to
amortize intangible drilling and development costs over a 10-year period. I. R. C.
I 59(e). In these situations, the deduction for intangible drilling and development
costs as stated on the partnership's return would not match the deduction reported
on the partners' returns. Furthermore, a partner's entitlement to depletion is
reported at the partner level and is not even included on the partnership's return.
Thus, the returns of the partnership and the partner would not match. Similar
discrepancies may exist as a result of basis adjustments permitted under Section 743
of the Code and as a result of the passive loss limitation rules. Therefore, it can be
expected that some partners would treat certain items differently than the
partnership. A great deal of time and resources would be spent to reconcile
inconsistencies that are mandated or permitted by law and yet very little revenue
would be generated by such efforts.

Oryx also opposes this provision as applied to all large partnerships on
fairness grounds. This provision would require a partner to choose between (I)
filing an incorrect return if he knows that the reporting information fie received from
the partnership is erroneous or (ii) incurring a penalty for failure to file
consistently with the partnership return. Errors on partnership returns are not
uncommon and often occur due to late or inaccurate reports of changes in the
ownership of partnership interests. Errors, of course, can occur for other reasons.
Partners should not be forced to file consistently with the partnership return if they
are aware of errors for whatever reason.

The current requirement that a partner notify the IRS of any inconsistency
between its return and the partnership tax return is sufficient to monitor compliance
and to ensure matching between the tax returns of a partnership and its partners
to the greatest extent possible. Mandatory consistency would not be equitable or
cost effective and is unnecessary.

AUDIT PROVISIONS FOR LARGE PARTNERSHIPS
(Act 1 202, Proposed I.R.C. 5 66242 and 6255)

Under current rules, the IRS must assess any deficiency arising from a
partnership audit against the persons who were partners during the taxable year
related to the adjustment. The Act proposes that an adjustment for partnership
items be reflected on the partnership's tax return for the year in which the
adjustment becomes final, rather than the year related to the adjustment. This
provision would cause current year, rather than prior year, partners to bear the
burden of the adjustment. The Act provides that the partnership may elect to pay
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the tax on the adjustment, rather than flowing through the adjustment to its current
year partners, but in all cases, the partnership would be required to pay any
penalties and interest assessed in connection with a partnership adjustment. These
rules would apply to all large partnerships, including oil and gas partnerships.

The above changes are proposed to make the audit system simpler and more
efficient and to cause the audit process of large partnerships to parallel more closely
the audit process of other large entities. Committee Explanation at 28.

Oryx opposes the proposed audit rules because, In the Interest of simplicity,
the rules violate the fairness and neut:Ality principles on which our tax laws are
based. The proposed rules are unfair because they directly shift tax burdens
between partners. For example, if a partnership's 1985 tax return is audited and
an adjustment Is made in 1992, tho proposed rules would require the partnership to
reflect the adjustment related to the 1985-tax year on Its 1992 tax return. The 1992
partners would bear the increased tax liability for the 1985 tax year, while persons
who were partners in 1985 but who have since sold their partnership interests would
not bear any of the increased tax liability, The provisions thus violate a stated
criteria for including proposals in the Act: "whether the proposal would cause
significant shifts of tax burdens among taxpayers." H.R. Rep. No. 2777, 101st
Cong., 1st Sess., Statement of Chairman Dan Rostenkowski, reprinted in Standard
Federal Tax Reports (CCH), Statement of Chairman Dan Rostenkowski at 1 (June 29,
1991). These rules would be particularly unfair for persons who were not partners
in the prior tax year or for partners who subsequently increased their ownership
interests in the partnership, while the rules unjustifiably would provide a windfall
for persons who sold their partnership interests prior to the year the adjustment
takes effect.

The proposals purport to make the audit rules for large partnerships similar
to those for large corporations. This is neither equitable nor logical. A corporation
is a taxpayer, while a partnership is not. The corporation's payment of prior year
tax in a current year is equitable because the corporation received the benefit of the
tax treatment in the prior year. A current year partner very well may not have
received such benefit in a prior year - he may not have been a partner at that time
or, even If he was a partner, he may have been unaffected by the tax treatment
being adjusted.

The Code imposes a much different burden on shareholders and partners.
Shareholders pay corporate taxes only indirectly through the corporate entity, while
partners directly pay taxes on partnership income. Shareholders may indirectly
bear increased tax liability associated with a prior year In which they were not
shareholders, but are not required to come out of pocket with the cash to pay the
tax. In contrast, the Act proposes that partners directly bear any increased tax
liability associated with a prior year in which they were not partners. In some
cases, the tax liability caused by the audit adjustment may exceed the cash
distribution from the partnership for the year, causing the partners to lack the
wherewithal to pay the increased tax liability.

As an alternative, the Act provides that a partnership may elect to pay the tax
itself. However, this election serves only to impose on the partnership the tax cost
properly attributable to persons who were partners during the tax year related to
the adjustment. It is merely a disguised tax on the current partners. The
fundamental unfairness of shifting the tax liability between taxpayers Is not avoided
with this election.

If the IRS concern relates to the P"lection of tax from multiple partners, Oryx
suggests that a more equitable way of sciving the problem would be to permit the IRS
to assess and bill partners of large partnerships once an adjustment is finally
determined at the partnership level. This would avoid the necessity of seeking
payment of the tax deficiency from the current partners who may not have had any
Interest in the partnership during the year being adjusted.

Apart from fairness concerns, the proposed audit rules also violate the
neutrality principle on which our tax laws are grounded. The provisions may well
cause demand for interests in large partnerships to decrease. Under the proposed
rules, a potential buyer of an interest in a large partnership could be purchasing a
large, but unknown, tax liability for which he would be directly liable. This would
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cause potential partners to shy away from purchasing interests in large partnerships
and to consider other investments in which they can quantify the risk. A decrease
in the number of willing purchasers of interests In large partnership units would
reduce the marketability and liquidity of publicly traded units. A decrease in the
demand for publicly traded units also would cause the price of the units to decrease,
adversely affecting all unitholders, but particularly those unitholders at the time the
Act is passed.

The proposed audit provisions are objectionable even on simplification
grounds. The proposal creates different audit procedures for large partnerships,
but retains the current audit procedures for all other partnerships. Multiple
procedures mean greater complexity. The proposed audit rules further increase
complexity because they establish different audit procedures for different partners.
Certain partners are fully or partially excluded from the large partnership audit
rules. Act 1 202, proposed I.R.C. 1 6256. Therefore, different audit procedures
would apply to different partners in the same partnership and, in softe cases, the
same partner would be subject to two different sets of audit rules. That is not likely
to be a simple procedure for the IRS or taxpayers to administer.

In the interests of fairness, neutrality, and simplicity, we believe the current
audit rules should be retained for all partnerships.

REPORTING ON MAGNETIC MEDIA BY LARGE PARTNERSHIPS (Act 1 203)

The Act authorizes the IRS to require large partnerships, including large oil
and gas partnerships, to provide the tax return of the partnership (Form 1065) and
copies of the schedules sent to each partner (Form K-i) to the IRS on magnetic
media. Act § 203, proposed I.R.C. 1 6011(e)(2). The sole reason stated in the
Committee Explanation for this requirement is to "facilitate integration of partnership
information into already existing data systems." Committee Explanation at 31. This
reason does not justify the additional administrative burden that would be placed on
large partnerships required to file by magnetic media.

Mr. Abraham N.M. Shashy, Jr., Chief Counsel of the Internal Revenue
testified before this Subcommittee that filing by magnetic media, in conjunction with
the simplified reporting rules and the mandatory consistency requirement, would
"facilitate the Service's matching of the information reported by a large partnership
to its partners' returns." Tax Simplification Proposals: Hearings on H.R. 2777
Before the Select Revenues Subcommittee of the House and Ways Committee, 101st
Cong., 1st Sess. (1991) (Statement of Abraham N.M. Shashy, Jr., Chief Counsel,
Internal Revenue). If matching is indeed the purpose of the magnetic filing
requirement, the provision, as currently drafted, is too broad. As advocated by
Mr. Shashy, this provision should be limited to partnerships that are treated as
large partnerships for reporting purposes. Id. Oil and gas partnerships that do
not elect to be treated as large partnerships should not be subject to magnetic media
reporting.

Oryx opposes this provision generally, and especially as it relates to large oil
and gas partnerships. Matching requires consistent treatment of partnership items
on both the partnership and the partners' returns. As shown above, certain items
attributable to oil and gas activities, such as intangible drilling costs and depletion,
would be reported differently by an oil and gas partnership and its partners if the
partnership does not elect to be treated as a large partnership for reporting
purposes. This makes matching impossible, but would cause the IRS and taxpayers
to spend time and money to reconcile these differences. The additional systems and
administration cost needed to implement the magnetic media reporting should not be
required when it cannot be shown that the desired result would be achieved.

Matching might be more feasible for partnerships treated as large partnerships
for reporting purposes since the number of separately stated items would be
reduced, but the existence of "excluded partners" would continue to cause
difficulties in matching and in administration.

If this provision is adopted, Oryx urges that it be limited to partnerships that
are treated as large partnerships for reporting purposes.
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MARCH 15TH DUE DATE FOR LARGE PARTNERSHIP K-1IS (Act 1 107)

Under current law, calendar year partnerships are required to file their tax
returns and furnish Forms K-1 to their partners by April 15th. The Act proposes
advancing to March 15th the due date by which large partnerships (including large
oil and gas partnerships) with a calendar year-end must furnish tax return
information (Forms K-1) to their partners. Act 0 107, proposed I.R.C. 0 6031(b).

Oryx opposes this provision because it allows insufficient time to prepare the
information necessary to report accurately to the partners of large partnerships.
Almost by definition, large partnership returns and the partners' tax information
statements are voluminous and complex. Sun Energy must prepare approximately
13,000 Forms K-1. The printing, stuffing, and mailing alone of the Forms K-1 takes
about two weeks to complete. More time, not less time, is needed to complete this
material accurately. Further, the completion of these statements within a shortened
timeframe would require the allocation of additional resources to this project in
contravention of a stated criteria for including proposals in the Act: "whether the
proposal would reduce significantly compliance and administrative costs." Statement
of Chairman Rostenkowski at 1.

This proposal is not necessary because the market for interests in master
limited partnerships and other large partnerships effectively imposes a March 31st
deadline for this information. Sun Energy and, to the best of Oryx's knowledge,
almost all other master limited partnerships now mail Forms K-i to their partners by
March 31st and thus essentially comply with the proposed deadline. Oryx opposes
making March 15th a statutory deadline, however, because it could be difficult to
meet in a given year due to unusual circumstances. Attempting to meet the deadline
(which cannot be extended) in such a year would erode the accuracy of the
partnership's tax return and the information reported to partners and cause
needless errors for the IRS and taxpayers to correct through later adjustments.
This is not simplification, and it is certainly not cost effective.

Finally, a rule that would cause greater inaccuracy in return preparation
would compound the unfairness of the proposed audit rules since partners in later
years would be required to pay the increased tax liability caused by later
adjustments. This highlights the inequity of both provisions.

Mr. Shashy testified before this Subcommittee that the IRS supports this
proposal only to the extent that it applies to partnerships treated as large
partnerships for reporting purposes. The IRS does not support a March 15th due
date for the furnishing of information other than simplified reporting information to
partners. Tax Simplification Proposals: Hearings on H.R. 2777 Before the Select
Revenues Subcommittee of the House Ways and Means Committee, 101st Cong., 1st
Sess. (1991) (Statement of Abraham N.M. Shashy, Jr., Chief Counsel, Internal
Revenue). Oryx agrees that current law should be retained for partnerships that
are not treated as large partnerships for reporting purposes, but in the interests
of accurate reporting of detailed information to partners of all large partnerships,
Oryx submits that the entire provision should be deleted from the Act.

* PROPOSAL: SIMPLIFY DEFINITION OF INTEGRATED OIL COMPANY

Independent producers receive more favorable tax treatment under the Code
than integrated oil companies. For example, independent producers (but not
integrated oil companies) are permitted to calculate depletion using the percentage
depletion method and are not required to reduce the amount allowable as a deduction
for intangible drilling and development costs. I.R.C. Of 291(b)(1), 613A(c)(1).
A producer that either directly or through a related party engages in certain
retailing or refining activities (an "integrated oil company") is not treated as an
independent producer. Id. 0 613A(d)(2),(4); see Id. § 291(b)(4). A person is
considered to be related to the taxpayer if either (I) such person holds a significant
ownership Interest in the taxpayer, (it) the taxpayer holds a significant ownership
interest in such person, or (iii) a third person holds a significant ownership Interest
in both the taxpayer and such person. Id. I 613A(d)(3). A significant ownership
interest means 5% or more in value of the outstanding stock of a corporation, 5% or
more of the profits or capital interests of a partnership, or 5% or more of the
beneficial interests In an estate or trust. Id.
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The "third person" related party rule together with the low percentage (5%)
that is used in the definition of "significant ownership interest" presents tax
compliance and administration problems. If any Investor acquires a 5% interest in a
producer while also holding a 5% interest in a refiner or retailer, the producer will
be deemed to be an integrated oil company and will lose the favorable tax benefits
available to an independent producer. An independent producer likely will not know
whether an investor also owns 5% or more of a refiner or retailer and an investor
likely will be unwilling to disclose its other investments to the producer. These
rules put the independent producer in the position of being deemed an integrated oil
company without any action or knowledge on its part and make the independent
producer completely subject to the investment decisions of unrelated third party
investors over whom it has no control. These rules clearly are unfair. Further,
these rules are not simple. They are difficult and sometimes impossible to apply or
administer because the information necessary for application or administration is
unknown to the taxpayer or to the IRS.

These problems could be eliminated as a practical matter by raising the
percentage used in the definition of "significant ownership interest" to a higher
percentage. Oryx proposes that the percentage be increased to an amount (such as
"more than 20%") that more clearly reflects a "significant ownership interest" and
indicates that the investor may exercise control over the producer and cause it to act
like an integrated oil company. This simple change would alleviate the unfairness
of the "third party" related party rule and, by decreasing the potential for
unintended application of the rule, make compliance and administration of the rule
more feasible.

Increasing the percentage to "more than 20%1" would also harmonize another
limitation in the Code which is applicable to Oryx and to many other large
organizations that have tax-exempt shareholders. Federal tax law encourages tax-
exempt investors to maximize their return on investment within stated limits. For
example, a private foundation is not taxed on investment income, such as dividends
paid on the stock of an oil and gas corporation, but effectively is prohibited from
owning more than 20% of a business enterprise. I.R.C. § 512(b)(1), 4943. A
private foundation is permitted to hold up to 20% of the stock of both an oil and gas
producer and a refiner or retailer. Yet these stockholdings will cause the oil and
gas producer to be classified a an integrated oil company and to lose favorable tax
benefits, thereby decreasing the value of the private foundation's investment in that
company. The 5% test thus seems inconsistent with other provisions regarding tax-
exempt investments. Simply changing the percentage used in the definition of
"significant ownership interest" to "more than 20%" would ease the tax compliance
and administration problems with respect to taxable investors and remove
inconsistencies with respect to tax-exempt investors. Accordingly, at a minimum,
Oryx proposes that the tax rules relating to tax-exempt investors and integrated oil
companies be harmonized in this manner.-
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STATEMENT OF THE PUBLIC SECURITIES
ASSOCIATION

The Public Securities Association (PSA) welcomes the opportunity to comment on
the tax-exempt bond provisions contained in S. 1394, the Tax Simplification Act
of 1991. PSA is the international trade organization of banks, brokerage firms and
related firms that underwrite and deal in municipal securities, U.S. Government
and agency securities, mortgage-related securities and money-market instruments.
PSA's member firms account for approximately 95 percent of the nation's
municipal securities market activity.

PSA strongly supports the tax-exempt bond provisio.is in S. 1394. These
provisions would address significant problems experienced by bond issuers in
raising capital while maintaining the spirit and intentions of those sections of the
Tax Code that regulate the municipal bond market. We applaud the leadership of
Chairman Bentsen in this needed simplification effort, Naturally, S. 1394 does not
address all the areas of the Tax Code related to tax-exempt bonds that need
simplification. Moreover, a provision of S. 1394 related to income reporting by
large partnerships would inadvertently have a negative effect on demand for tax-
exempt bonds and would especially affect broker-dealers in municipal securities
that themselves are large partnerships. The testimony presented by other groups in
relation to today's hearing will comment in detail on proposals contained in the
simplification bill that pertain directly to tax-exempt bonds. This statement will
focus on the partnership reporting provision as well as additional provisions that
would go even further towards simplifying the Code as it relates to tax-exempt
securities.

Simplification of partnership income reporting

One provision of S. 1394 would significantly alter the taxation of municipal bond
broker-dealers that are partnerships, and would reduce demand for tax-exempt
securities by other large partnerships.

S. 1394 simplifies the way in which large partnerships - those with 250 or more
partners - report income to their partners.1 Under current law, partnership
income received from investment in tax-exempt securities is reported as tax-
exempt, and partners may treat it as tax-exempt in filing tax returns. Under the
proposed change, if less than 50 percent of the total income received by a
partnership is tax-exempt interest, the partnership would report all income,
taxable and tax-exempt, to its partners as taxable. Partners would then incur a tax
liability on otherwise tax-exempt interest.

Large partnerships sometimes invest in tax-exempt securities for cash management
purposes. Since in these cases relatively little of the partnership's income is tax-
exempt interest, partners would be forced to treat the income as taxable. Under
these circumstances, most would simply shift their cash into taxable instruments.
Even though partnerships that would be affected by the proposed change account
for only a small portion of all investors in tax-exempt securities, any loss of
demand for tax-exempts could have some effect on tax-exempt interest rates.
Moreover, a rule that forces investors to treat tax-exempt interest as taxable creates a
dangerous statutory precedent.

The change in partnership reporting rules would have a significant effect on
broker-dealers in tax-exempt bonds that happen to be organized as partnerships,
including at least two very large, nationally recognized dealers. In the course of
underwriting and trading tax-exempt securities, dealers earn significant tax.
exempt interest. The proposed rule change would result in tax liabilities that do

I Large partnerships themselves do not incur tax liabilities, Rather, partnerships report income to
individual partners, who then include the income along with their own personal income.
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not exist under current law. The rule could affect liquidity in the municipal
market, since dealers would be marginally less willing to take positions in
securities.

PSA recommends that large partnerships that choose to report income under the
new, simplified rules not be required to report tax-exempt interest if it is less than
50 percent of total income. Partnerships that currently invest in tax-exempt
securities for cash management could continue to do so without fear of additional
tax liability. Moreover, given that the proposed rules represent a sweeping change
in the way in which partnership income is reported, PSA recommends allowing
large partnerships, especially broker-dealers, to elect to continue reporting income
under current rules. The partners of firms that so elected would not incur tax
liabilities for tax-exempt interest. Such a change would be especially important if
the Subcommittee chose not exempt altogether tax-exempt interest from
partnership reporting under the provision in S. 1394.

Provisions contained in H.R. 2775 related to additional tax
simplification

A companicn bill to S. 1394, H.R. 2777, was introduced recently in the House. In
addition, Ways and Means Committee Chairman Rostenkowski introduced an
additional bill, H.R. 2775, that goes even further to simplify the tax-exempt bond
provisions of the Tax Code. The bill would accomplish the following additional
changes:

1) Repeal the five-percent unrelated and disproportionate private use rule. In
addition to the ten-percent private use and five-percent private loan
limitations on tax-exempt bond issuance, current law imposes a five-percent
limit on the amount of proceeds of a governmental-use bond issue that may be
us;ed by private parties in a manner unrelated to the project being financed, It
is often difficult to determine whether a private business use is really unrelated
to a government use also being financed. In addition, other restrictions on
private-activity bond issuance, such as use restrictions and volume caps, are
adequate to satisfy the federal goal of limiting the use of tax-exempt bonds by
private parties.

2) Increase the annual issuance limitation for exemption from arbitrage rules from
$5 million to $10 million. Small communities, in particular, have difficulty in
complyiv: with complicated yield restriction and rebate requirements. Raising
the exemption limit would free many small issuers from the complex
regulations while adequately protecting the federal government from arbitrage-
driven transactions.

3) Repeal the 150-percent of debt service limit. In addition to yield restriction
and arbitrage rebate requirements, current law limits the amount of private-
activity bond proceeds that may be invested in instruments with materially
higher yields to 150 percent of annual debt service. This restriction was
adopted before the enactment of other arbitrage restrictions, and is basically
duplicative.

4) Exempts from arbitrage rebate requirements issuers who choose to restrict the
yield on their bond-proceeds investments. The proposed change would free
issuers from a duplicative and complicated set of regulations, since yield
restriction already prevents issuers from earning material arbitrage profits.

PSA urges the Subcommittee to include all of the provisions of H.R. 2775 in its
final tax simplification proposal.

Recommendations by the Committee on Ways and Means and the
Joint Committee on Taxation

In February, 1990 Ways and Means Chairman Chairman Rostenkowski instructed
the majority staff of the House Ways and Means Committee and the staff of the Joint
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Tax Committee to prepare recommendations on tax simplification. The staffs of
both committees made a number of recommendations related to tax-exempt bonds,
including several of the provisions included in S. 1394 and H.R. 2775. Staff
recommendations also included the following:

Ways and Means Recommendations:

1) Establish a statutory definition of "proceeds". According to the staff report, the
lack of a statutory definition of bond "proceeds", combined with the varying
use of the word in different sections of the Code, has resulted in confusion and
misinterpretation.

2) Mandate that the Treasury Department significantly amend its arbitrage
tracking and rebate regulations. In the mean time, the majority staff said, the
May, 1989 regulations should be suspended.

3) Establish an incentive system for arbitrage regulation. In order to avoid
violating yield restriction regulations, issuers often invest bond proceeds in
inefficient investment instruments that ultimately are not in their or the federal
government's interests, a practice known as yield-burning. The Ways and
Means staff recommended that in order to give issuers an incentive to
maximize investment yields while still discouraging arbitrage-motivated
transactions, issuers be permitted to keep a small percentage of their arbitrage
earnings.

4) Revise the Treasury's State and Local Government Series (SLGS) program to
make it more useful for bond-issuers, especially with respect to the combined
investment of yield-restricted and non-yield-restricted funds.

joint Tax Committee Recommendations:

1) Mandate significant revision of the Treasury Department's arbitrage tracking
and rebate regulations, including the enactment of of a statutory safe harbor for
comingled investment funds.

2) Establish penalty alternatives to the loss of tax exemption for violations of tax-
exempt statutes or regulations. The loss of tax exemption is in general the only
sanction available to the Internal Revenue Service for violations of tax-exempt
bond rules. The Joint Tax Committee staff recognized that in many cases, the
party hurt most by this sanction is the bondholder, generally the one who is
furthest removed from the violation. Moreover, the loss of tax exemption is
often not an appropriate penalty for minor violations.

3) Provide a statutory definition of "proceeds".

The additional tax-exempt bond simplification proposals recommended by the
Ways and Means and Joint Committee staffs would go far towards easing needlessly
complicated provisions of the Code which have created substantial burdens for
bond-issuers. PSA urges the Subcommittee to consider these additional -
simplification provisions during its review of S. 1394.

Anthony Commission Recommendations

The 1989 report by the Anthony Commission on Public Finance contained a
number of recommendations related to the treatment of tax-exempt bonds that fall
under the definition of simplification. Several of these recommendations are
included in legislation introduced in 1990 and again in 1991 Senator Max Baucus,
S. 913. Some of the provisions of S. 913 have been included in modified form in
H.R, 2775. Another provision of S. 913, not included in either of this year's
simplification bills, would implement the Ways and Means staff recommendation
regarding establishing an incentive system for arbitrage regulation by allowing
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issuers to keep up to 10 percent of their arbitrage earnings. Yet another provision
of Senator Baucus's bill wofld make the exemption from arbitrage regulations for
construction bonds spent down within two years retroactive to the effective date of
the Tax Reform Act of 1986.

One final provision of S. 913 would raise from $10 million to $25 million the
annual issuance limitation for exemption from restrictions on bank deductibility
of interest costs associated with purchasing or carrying tax-exempt bonds.

The most profound effect of the tax-exempt bond provisions of the Tax Reform Act
of 1986 has been the radical shift in sources of demand for municipal bonds, -
especially the reduction in demand by commercial banks. In 1985, banks held
$232 billion in tax-exempt bonds, or 35 percent of the market. By the end of 1990,
banks had reduced their holdings of tax-exempt bonds by $115 billion, a
reduction of nearly 50 percent. At the end of last year, banks held approximately
$117 billion in tax-exempts, just 14 percent of the market.

The reason for commercial banks' withdrawal as investors from the municipal
market has to do with a Tax Reform Act provision that removed an important
incentive for bank purchases of tax-exempt bonds. Before 1986, banks could
deduct 80 percent of the interest cost associated with buying or carrying tax-
exempt bonds. The 1986 Act disallowed that deduction for all but a small class of
tax-exempt securities. The result has been that rather than supporting the market
as investors, banks have actually increased the supply of tax-exempt securities on
the market by being net sellers of tax-exempt securities in every year since .985.

The loss of bank demand has left the municipal market dangerously dependent on
one major source of demand for tax-exempt bonds, individuals and households.
Since 1985, households, either directly or through their proxies, money market
and mutual funds, have increased their holdings of municipal bonds from $289
billion to $536 billion. Today, retail investors hold approximately 64 percent of all
outstanding tax-exempt securities. Without continued strong demand by retail
investors, state and local governments would have difficulty finding buyers for
their securities. Interest rates for states and localities would almost surely increase.
A market so dependent on one source of demand carries the risk of instability.

In 1986, Congress recognized the importance of bank participation in the
municipal market by allowing bank deductibility of interest costs associated with
holding tax-exempt bonds issued by small communities that issue $10 million or
less annually, known as bank-qualified bonds. Consequently, banks have been
active participants in the "small issue" market. The benefits of bank deductibility
can be seen in the difference between interest rates on bank-qualified bonds and
non-bank-qualified bonds of comparable risk. The bank-qualified/non-bank-
qualified spread is in the neighborhood of 20 basis points 2 and has been as high as
35 basis points, depending on market conditions.

Raising the small issuer exemption for bank deductibility from $10 million to $25
million annually would extend the benefits of bank deductibility to a larger group
of small communities. It would also preserve the intent of Congress to limit bank
deductibility to small communities most in need of borrowing assistance. We
recognize that this proposal involves more than pure simplification. However,
raising the small issuer limit would make tax-exempt financing easier for a large
number of communities, while affecting a relatively small overall volume of bonds.
PSA urges the Subcommittee to consider including all of the S. 913 provisions in
its review of tax simplification proposals.

2 A basis point is 1/100th of a percentage point.
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Alternative Minimum Tax (AMT) Provisions

The AMT was imposed by Congress in 1986 to ensure that individuals and
corporations pay a minimum tax on earnings, regardless of the tax preferences
used in a given year. The AMT is applied differently to private-activity bonds3

and government-purpose bonds. All interest on tax-exempt private-activity bonds
is subject to both the corporate and individual AMTs. For government purpose
bonds, 75 percent of interest is subject to the corporate AMT.

Bonds subject to the individual AMT, known as AMT bonds, generally carry an
interest rate 20 to 30 basis points higher than non-AMT bonds. Ostensibly, this
additional yield compensates investors in AMT bonds for the risk that they could
have to pay a tax on their tax-exempt interest earnings. However, it is unlikely that
very many investors in AMT bonds actually pay tax on their interest earnings.
Rather, investors who might be subject to the AMT simply do not buy AMT bonds.
Investors who do buy AMT bonds - usually those who likely will not be subject
to the AMT - receive an unearned yield premium. Moreover, subjecting tax-
exempt interest to the individual AMT likely raises very little federal revenue,
since AMT taxpayers rarely buy AMT bonds. The losers in this scenario are bond
issuers, who are forced to pay higher interest rates on their borrowing.

PSA recommends removing private-activity bond interest from the individual
AMT calculation, thus reducing interest costs for bond-issuers at relatively little
cost to the Treasury. Other restrictions on private-activity bonds would not be
affected by this amendment. We again urge the Subcommittee to consider this
proposal during its review of S. 1394.

Conclusion

PSA strongly supports the tax-exempt bond simplification provisions in S. 1394,
and we applaud the Subcommittee for its consideration of simplification
proposals. However, we recommend changes to the partnership income-reportin8
provision to prevent partners from incurring tax liabilities on tax-exempt interest
income. Moreover, in order to address all areas of the Code truly in need of
simplification, we urge the Subcommittee to consider a number of theirr
simplification proposals, including those in H.R. 2775, those recommended by the
staffs of the Ways and Means and Joint Tax Committees and those contained in
Senator Baucus's bill, S. 913. In addition, we urge the Subcommittee to consider
changes to the individual AMT that could result in substantial debt service savings
to issuers at relatively little cost to the federal government.

PSA appreciates the opportunity to submit this statement, and we look forward to
working with the Ways and Means Committee as it continues its deliberations.

3 Private activity bonds are those Issues where 10 percent or more of bond proceeds are used by a
private party and 10 percent or more of the debt service is secured by a private party.
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STATEMENT OF THE ROMAN CATHOLIC DIOCESE
OF BUFFALO, NY

Introduction and Stumary

This is a statement on behalf of the Roman Catholic Diocese of
Buffalo, New York, requesting enactment of pension simplification legislation
to provide a single definition of church plan for purposes of the tax rules
applicable to pension plans. At present a broad definition of a church plan
(including plans for church affiliated hospitals and universities) applies to
exclude church plans from almost all of the ERLSA rules applicable to qualifi-
cation under the Code. Instead the pre-ERISA nondiscrimination rules apply.
The one exception, introduced in 1988, is based on the definition of a church
for purposes of the social security system, resulting in the exclusion of
church affiliated hospitals and universities from the definition of a church
so as to require compliance with the post-ERSA minimum distribution rules
that muat be in a plan as a condition of qualification. It is the fact of two
different definitions of church plan that we find objectionable and
complicating. One plan may be subject to two different sets of rules, ERISA
and pre-ERISA, in determining qualification of the plan, depending on the
issub involved. Our position is that one set of qualification rules, which-
ever Congress chooses, ought to apply to employees of church affiliated hospi-
tals and universities. To subject plan administration to qualification rules
selected fran different regimen, depending upon the particular qualification
requirement, makes no sense. No one has been able to construct any possible
reason the social security definition of a church plan should be appropriate
for t- rxinikum distribution rules.

The result of a single set of plan qualification rules can be
accomplished in one of two ways:

1. Repeal the 1988 amendment that added the last sentence
of Sec. 401(a)(9)(C) referring to Sec. 3121(w) and simply state
that the term "church plan" means a church plan as defined in
Sec. 414(e).

2. Amend Sec. 414(e) to state that a church plan means a
church plan under the social security definition by incorporating
the Sec. 401(a)(9) (C) language into Sec. 414(e).

Background

The original definition of a church plan for the rules applicable
to employee benefits is contained in Sec. 414(e). The Sec. 414(e) definition
is broad and includes plans maintained by a church inclusive of church
employees who work in a church affiliated hospital and a church affiliated
university. The Sec. 414(e) definition exempts church plans from t1e major
EISA specific qualification refinements applicable to vesting (Sec. 411),
joint and survivor annuities (Sec. 401(a) (11)), anti-alienation (Sec.
401(a)(13)), miniwur ooverag. (Sec. 410(b)), and minimum funding (Sec. 412).
Church plans are left generally to the pre-ERISA (more flexible) non-
discrimination requiremts. Finding what provisions apply to church plans
and what ones-do-not is like a treasure hunt -- it takes ingenuity to find
them -- see, for example, the flush language hidden right after Sec.
401(a)(30) that exerpts church plans by way of the vesting exemption in Sec.
411(e) that in turn brings in Sec. 414(e).

Beginning with 1984 a new definition of a church was introduced as
Sec. 3121 (w) for social security purposes to make sure that social security
employment included overage for employees of church affiliated hospitals and
universities.

The 1986 Act tightened the distribution rules for pension plans to
require (wlencement of distribution of benefits for all employees who had
attained age 70 1/2, even if they had not retired. The purpose was to prevent
what was regarded, as unwarranted deferral for as much as an entire lifetime.

In 1988 the amended version of Sec. 89 used the narrower defini-
tion of a Sec. 3121(w) church for purposes of restricting the church plan
exemption from the health insurance welfare benefit rn-discrimination rules.
Thus, church affiliated hospitals and universities would have been subject to
the non-repealed Sec. 39.



565

TMAMA 1988 restored, as a technical correction, the pre-1986 rule
permitting xwuencement of distributions to be deferred to actual retirement
(eVien after age 70 1/2) for government and church plans. The definition of a
church selected here was the narrower definition of a church in Sec. 89 -- the
Sec. 3121(w) definition. When Sec. 89 was repealed, the definitional refer-
ence was amended to refer directly to Sec. 3121(w). The inclusion of these
employees for social security purposes or for purposes of the now repealed
Sec. 89 has absolutely no bearing on the qualified plan minl=n distribution
rules. Note the 1988 "technical correction" did not fully correct, because it
used the narrower definition of a church than the original pre-1986 defini-
tion.

In summary, in 1988 for the first time in the pension area a sec-
ond definition of a church was introduced in one specific qualification
requirement for pension plans. The Sec. 414(e) definition applies everywhere
else in the pension area but Sec. 401(a)(9).

The resulting statute clearly is an overreaching and needless ocm-
plication. There should be only one definition for a church, be it the
broader one of Sec. 414(e) or the narrower one of Sec. 3121(w). Until Con-
gress is prepared to eract a narrc,)er definition for all the pension require-
ments applicable to church plans, it is the height of technical complexity and
not sensible to have a separate definition applicable to the minimum distribu-
tion rules of Sec. 401(a)(9).

Some staff members familiar with the issue have said that the 1988
adoption of a second definition was a technical error. Others have said, how-
ever, that it was a deliberate effort to move the law in the direction of a
narrower definition, recognizing the burden on taxpayers in the interim tran-
sition period until the narrower definition is applied across the board. It
has been stated that to modify Sec. 401(a)(9) to apply the general definition
would be a retrogressive step. Mien it was suggested that the appropriate
proposal is application of the narrower test across the board, the reply was
that such a proposal would require extensive analysis of the adverse effects
that might occur from the change. Yet no analysis was ever made of the
adverse effects of the TAMRA 1988 change.

Informal discussions with Treasury and Senate Finance staff
elicited agreement with the view that a single definition is all that makes
sense.

Consequences of a second definition.

The Diocese of Buffalo plan is a defined benefit plan with 4100
participants, of whom 828 are hospital eMloyees. Of the 4100, 50 have
attained age 70 1/2, but only 5 of these are hospital employees. No one over
70 1/2 is a highly cumpensated employee under the Code definition. Many Dio-
cese employees are hired at a late age after other careers. Even if their
benefits must ommence at age 70 1/2, the law also requires continued accruals
for service after age 70 1/2. The plan actuary oust then compute the value of
the benefit paid and offset it against future benefit accruals. Because of
the relatively small amount of benefit accrued, the actuarial expense to
perform the calculations in many cases exceeds the additional benefit payable.

The two definitions now present in the low raise many difficult
construction problems. If there are any hospital employees under a plan, for
example, is it a church plan and can the employees benefit from the church
plan exception? Or must there be two rules -- one for employees of a church
defined in Sec. 3121(w) and one for employees of a church as defined in Sec.
414(e) but not in Sec. 3121(w)? Do the church plan rules apply to both sets of
eployees for all the requirements other than the minimum distribution rules?
If the latter, tbat happens to employees who shift categories (but not plans)
during the course of their employment? What happens to employees who perform
services for both the hospital and non-hospital functions of the Diocese?. Do
we have two different required beginning date distribution rules for the sane
employee?

The additional recordieeping and amRinistratve functions the 1988
aaeMmnt requires make it mischievous since it acooplishes nothing today
other than an unstudied foot in the door toward what acme staff members hope
is a long range change. A uniform definition of church should be restored as
a technical correction or at least included in pension aiplification legisla-
tion.



566

STATEMENT OF THE SHRINERS HOSPITALS FOR

CRIPPLED CHILDREN

I- CORPORATE INTEREST OF WITNESS AND
DESCRIPTION OF ITS PUBLIC SERVICE

Shriners Hospitals for Crippled Children is a public
charity providing wholly free hospital and medical treatment for
children in twenty specialty hospitals located in the United
States, including three burn units and 17 orthopaedic hospitals.
All of our facilities are available to any child whose parents
cannot meet the costs of treatment without substantial hardship
regardless of the child's race, color, creed, sex or sect. There
is never a charge to a patient, a parent of a patient or a third
party (such as a government or a private or public welfare plan)
for any inpatient or outpatient care. Shriners Hospitals meets its
operating, research and capital expenditures' budget from earnings
on its substantial endowment and from charitable contributions from
the general public. Shriners Hospitals' annual budget is fast
approaching $1 million a day.

Shriners Hospitals is the beneficiary of over 1800
estates per year. Eighty-five percent are outright bequests;
fifteen percent are partial interest bequests. In 1990, we
estimate that about $135 million was received from decedents'
estates, as partial or final distributions, or as distributions
from fully matured charitable remainder trusts. Income from
investments in 1990 was $195 million. Fund-raising costs
approximate 2% of contributions; they are less than 1% of total
revenue.

II. SUMMARY OF SHRINERS HOSPITALS SIMPLIFICATION PROPOSAL

We urge the Committee to include within S. 1394, the Tax
Simplification Act of 1991, H.R. 2645, a bill that Congressman Sam
Gibbons introduced on June 13. It has no Senate counterpart.

The primary purpose of H.R. 2645 is to ensure that
charitable beneficiaries of charitable remainder trusts are made
aware of their financial stake in these trusts. The proposal has
several notice requirements, applicable to executors of estates
with such trusts, and an annual reporting requirement to the
charitable beneficiaries, imposed on the trustee of a funded
charitable remainder trust. The bill also directs the IRS to use
one combined information and tax return as a substitute for four
Federal tax returns which charitable remainder trusts are now
required to file. (See Rev. Proc. 83-32, C.B. 1983-1, 723). There
is no revenue loss; it promotes accountability by fiduciaries; it
reduces possible IRS audit burdens and allows charities to oversee
tax subsidized charitable gifts.

We are aware of and have been involved in numerous cases
where charities have failed to receive notice of their stake in an
estate which passes to a charitable remainder trust, resulting in
financial losses to the charities during probate administration and
thereafter.. Often a charity is informed of its interest in a
remainder trust only after the last life beneficiary dies, years
after its funding. Absent any notice preliminary or continue of
a trust's financial condition, a charitable remainderman cannot
hold a fiduciary accountable for non-feasance, misfeasance or
malfeasance during the years and years of secret administration.

Attached ii a list of twenty-two national charities which
expressed concern about the problem of lack of timely or continuous
notice to a charitable remainderman. These institutions joined us,
as amjcj curie, in petitioning the United States Supreme Court
last year to overturn a Wyoming decision which effectively held
that a charitable remainderman of a testamentary charitable
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remainder trust had no constitutional right, under the due process
clause of the Fourteenth Amendment, to notice of its financial
sthke in a decedent's estate. In that case, we alleged the
executor sold the estate's principal asset, destined for a
remainder trust, at well below its fair market value. We believe
these institutions support the principles of H.R. 2645 and the
notion that federal legislation is an apt and efficient way to make
the tax subsidy for remainder gifts congruent with the desirability
for oversight of fiduciaries, as recognized under the common law
of the states.

III. REASONS FOR ENACThENT OF SIMPLIFIED NOTICE
AND REPORTING RULE

Charitable remainder trusts and other "split-interest"
trusts represent a major source of funding for all charities. The
National Audubon Society estimates that charitable remainder and
other deferred gifts represent about 25% of the total contributions
it receives. Many of Independent Sector's members -- especially
universities, hospitals, social welfare organizations and religious
groups -- derive a substantial part of their endowments from split
interest gifts.

Charitable remainder trusts ("CRTs") owe their popularity
to their convenience and tax advantages. It enables a donor, in
a single instrument, to make a sizeable charitable contribution,
and at the same time, provide for the support of family members
during their lifetime.

The IRS had advised in response to a FOIA request, that
more than 35,000 CRTs filed federal tax returns on IRS Form 5227
during 1988 - 1989. Ex. 2. We estimate that about 1,000 new CRTs
are created and funded annually. Although the aggregate value of
assets held in all funded trusts is impossible to determine from
IRS records, it is safe to assume that this figure is well in
excess of $8 billion, including pooled income funds. A recent
sampling of 15 bank and trust companies revealed that they serve
as trust es for 3,125 CRTs with aggregate assets in excess of $725
million. In 1986, colleges and universities alone were reportedly
beneficiaries of CRTs with assets in the range of $1.6 billion;
that figure can be expected to have grown to $2.7 billion by now
through subsequent gifts and market-value appreciation. The
Council for Aid to Education estimates that the amount of deferred
gifts (principally CRTs) to some 1,100 private educational
institutions totaled $425 million -- about 11% of all gifts by
individuals to such institutions during 1987-1988. As charities
place increased emphasis on "planned giving," the rapid growth in
assets held by CRTs will likely continue.

Despite the importance of CRTs to charities, most lAtaer
do not require the charitable remaindermen to be notified of th2
commencement of probate proceedings or of trust transactions (such
as asset sales) that may vitally affect charities' interests.

Only two states have statutes specifically requiring
notice to charities in circumstances like those in the Shriners'
Wyoming case -- California and New York.' A few states have no
relevant notice provision or provide expressly that notice is not
required. But most state laws do not specifically address the
question of notice to CRT beneficiaries. Rather, they provide
generally that the executor or probate court must furnish notice
of probate proceedings to "devisees" or "devisees and legatees,"

6

to beneficiaries "named in the will," or to "interested persons.116
As is clear from the Wyoming Supreme Court's decision, it is
anybody's guess whether a state court would construe the latter
terms to include charitable remaindermen. Some sta tjes require that
the attorney general' or other governmental agency' be notified of
transactions affecting CRTs, but such officials, in practice,
rarely communicate notice to charities directly.
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Shriners Hospitals for Crippled Children, and other
charitable institutions, believe that providing notice to
charitable remainder beneficiaries of their interests in trusts,
and in decedent's estates -- particularly at the commencement of
probate proceedings -- would materially increase the value of
property that charities ultimately receive from CRTs. In their
experience, it is common for trustees of CRTs also to serve as
executors of the corresponding estates, making potential conflicts
of interest less the exception than the rule. Under the current
patchwork of state-law notice provisions, such CRTs are often
administered for years -- even decades -- without the charitable
remaindermans' even knowing of the trust's existence. Only after
all income beneficiaries die, do trustees of CRTs typically inform
charitable remaindermen of their vested remainder interest. By
then, the passage of time will often have made it impracticable for
charities to challenge trustee investment actions or certain
discretionary payments made transactions that may have affected
them adversely.,,

There is strong Federal interest. It is not uncommon
for agencies of the Federal Government, such as National Parks
Service and the Forest Service, to receive remainder interests in
CRTs funded with farmland or other realty. The American National
Red Cross, a Congressionally-chartered charity that is also a
federal instrumentality, receives charitable remainders and other
deferred gifts in the range of $30 million annually. In such
instances, the United States had a direct pecuniary interest in
receiving notice of relevant probate proceedings and trust
interests.

The failure of any notice requirement under existing law
also affects the United States in its regulatory capacity.
Congress has expressed a sharply defined policy that charities
receive the full value of property destined to them through trust
arrangements. The Government has an- interest in maintaining the
integrity, not only of the charitable contribution deduction, but
also of the regulatory scheme that Congress has adopted to hold
fiduciaries accountable for misfeasance in connection with CRTs.

Prior to 1969, there were manifold opportunities for
abuse in making split-interest gifts to charity, enabling donors
unjustly to claim tax deductions vastly in excess of the amounts
charities ultimately realized. The Treasury Department accordingly
recommended enactment of specific requirements which will ensure
that the charity will actually receive that portion of the property
for which a deduction is allowed. Congress responded by enacting
Code sections 664 and 2055(e) (2), restricting charitable deductions
for remainder interests to statutorily-defined types of trusts:
annuity trusts and unitrusts. (Testamentary gifts of pooled income
funds described in section 642(c) (5) would be covered by the notice
legislation.)

These provisions are designed to ensure that there is a
direct relationship between the contribution deduction claimed and
the charitable benefit received. They preclude charitable
deductions where "it is not probable that the gift will be
ultimately received by the charity," for example, where the charity
"has only a contingent remainder interest." H.R. Rep. 91-413 (Pt.
1), 91st Cong., lot Sess. 58-59 (1969). They also prevent donors
from obtainingn] a charitable contribution deduction for a gift
of a remainder interest in trust to a charity * * * substantially
in excess of the amount the charity may ultimately receive," e.g.,
where the trustee has discretionary power to invade corpus for the
life tenant's benefit. S. Rep. 91-552, 91st Cong., 1st Sess. 87
(1969).

Besides mandating changes to the form of governing trust
instruments, Congress in 1969 enacted new penalty taxes aimed at
deterring misfeasance by (among others) fiduciaries of CRTs. Under
Code Section 4947(a)(2), the actuarial share of a charitable
remainderman is subject to the same protections against self-
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dealing (IRC Section 4941), jeopardizing investments (IRC Section
4944), and taxable expenditures (IRC Section 4945) that apply to
private foundations. Transactions in an estate destined for
charity are also subject to penalty taxes if the fiduciary fails
to comply with the Code's regulatory requirements. Rokefeller v.
United States, 718 F.2d 290 (8th Cir. 1983).

IRC Chapter 42 reflects Congress' strong policy that
gifts de'ttined to charity through CRTs not be frittered away
t.couqh im,*roper actions by fiduciaries. Wholly apart from cases
of fiduciary malfeasance, moreover, Congress' objectives will be
frustrated whenever the value of a CRT's assets is needlessly
r:duceti below its value when the trust was created. The donor's
estate tax deduction is keyed to the value of property transferred
to the CRT. If the value of a CRT's property subsequently declines
-- e.g., because trust assets are sold at improvidently low prices
-- the amount ultimately received by charity will be reduced, and
the legislative subsidy represented by the tax deduction is
concomitantly wasted.

The resources of the IRS are limited, and charitable
remainder trusts (or private foundations) are not the top of the
Commissioner's list of enforcement priorities. There are no IRS
audits planned in FY 91 for charitable remainder trusts (about
36,000) and only 720 for FY 91 for private foundations (about
43,000), providing an audit coverage of less than 1% of returns
filed for entities subject to chapter 42 of the Code. Sec. Ex. 2
and 3. We believe IRS supports our notice proposal. See Ex, 1.
Even it they were able to do so, the IRS could not possibly detect
all cases of abuse. Given these facts, the best prophylactic
against devaluation of a charity's interest is oversight by the
charity itself. If interested charities are immediately and
constantly involved in monitoring monies held for them in trust -
the enforcement burden of the IRS will be lightened and the
objectives of Congress more fully realized.

IV. COMMON LAW REQUIRES FULL FINANCIAL
DISCLOSURE; NO INVASION OF INCOME

BENEFICIARY'S RIGHT TO PRIVACY

Shriners Hospitals has surveyed the common of trusts and
found no compelling authority preventing a vested remainderman from
receiving an accounting from a fiduciary respecting assets under
its care.

"* * * prevailing American jurisprudence holds
that a vested remainderman has standing to
compel a trustee to account for his management
of trust assets." Shriners Hosoitals for
Crippled Children v. Smith, 385 S.E.2d 617 at
618 (Va. 1989).

In support for its conclusion, the Virginia Supreme Court cited
Restatement (Second) of Trusts, Sec. 172; Bogert, Trusts and
Trustees, (2d Ed.) 5142; Scott and Fratcher, Law of Trusts, 1143
(4th ed. 1987).

Although there may be some burden attached to filing an
accounting with both an income beneficiary and a vested
remainderman, there is no justification for excluding the
remainderman so long as its share is vested, though not possessory.
385 S.E.2d. at 619.

Giving the donor his tax benefits implicitly givei the
charitable remainderman the interest in assuring that the qualified
trust is operated consistent with the subsidies derived by the
private parties from the status of the remainderman. A trustee
which attempts secrecy violates his trust; a donor that wants
secrecy is equally abusive when he purports to serve the objects
of the trust:
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"That the settler has created a trust and thus
required that the beneficiary enjoy his
property interest indirectly does not imply
that the beneficiary is to be kept in
ignorance of the trust, the nature of the
trust property and the details of its
administration. If the beneficiary is to hold
the trustee to proper standards of care and
honesty and to obtain the benefits to which
the instrument and doctrines of equity entitle
him, he must know of what the trust property
consists and how it in being managed."
Bogert, Trusts and Trustees, 2d Ed., 5 961.

What does the common law require the trustee to disclose to
the beneficiaries: Texts or cases approve or require disclosure
of -

1. Opinions of counsel (Scott, 6173);

2. Papers relating to any possible self dealing
by the fiduciaries or entities under their
control before, during or after funding of the
trust (Scott, 5170) : Matter of Green Charitable
Trust, 431 N.W.2d 492 (Mich. 1988).

3. Papers relating to all amounts and sources of
trust earnings, and allocation of income,
expenditures, asset gains, asset losses, to
individual beneficiaries and remaindermen
(Bogert, §961).

4. Papers relating to tracing title to property
administered by the Trustee (Bogert, 1961).

5. Papers relating to the source and status of all
trust investments (Marcellus v. First Trust
and Deposit Co., 52 N.E.2d 907 (N.Y. 1942);

6. Papers relating to compensation paid the
fiduciaries, their lawyers and their agents
(Cosden v. Mercantile Safe Degostt, 398 A.2d
460 (Md. 1979): Shriners Hoaitals v. Robbing,
450 So.2d 798 (Ala. 1984).

7. The visitation and touching of the physical
property (tangible or intangible, real or
personal) (Bogert, 5961).

8. All books of account (Bogert, §961, Scott,
5173, Restatement (Second) Law of Trust, 5173).

We have found no explicit authority in the enforcement of
civil trusts, or charitable trusts, that a trustee must turn over
the trust's tax return to a beneficiary.' However, there is
really no need for that document PULq since all the working
papers used by the trustee, including its ledgers and opinions of
counsel, must be disclosed. Except for contingent beneficiaries,
there is simply no case law approving a fiduciary keeping any
secrets from a beneficiary, even in the face of a trust clause
which relieve's a trustee of disclosure, since it may be contrary
to public policy to allow enforcement of a no-disclosure clause
absent very special circumstances. Matter of Estate of Hearst, 67
Cal. App. 2d. 777 (Calif. 1977).

The governing instrument of a qualified remainder trust
contains numerous duties owed by the fiduciary to the remainderman,
implicitly granting the remainderman the right to ascertain the
fiduciary's faithful discharge of his duties. Parenthetically, the
use of the charitable deduction, the income tax exemption, and the
implicit shield from the grantor trust rules create a substantial
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debt owed by the donor to the charity. For these tax
opportunities, even the most opportunistic (or selfish) donor must
realize he must pay that debt in different ways.

Existing regulations require the trustee to pay out the
correct annuity or unitrust amounts to the income beneficiary and
underpayments and overpayments must be corrected. They require
catch-up payments to be paid arising oV of deferrals of the
payment of the unitrust or annuSty amount. They require payments
to be made for fixed intervals, valuation of assets to be made,"

and also imposed within the governing instrument are limits on
transactions with donors, fiduciaries and other disqualified
persons. In addition, there may be contingencies which, if certain
acts or events occur, can accelerate the remainder, and cause the
income beneficiary to forfeit its interest. r. IRC Sec. 664(f).
If a fiduciary fails to adhere to the various governing instrument
rules, the exempt status of the tizst is jeopardized, putting
remainder income and assets at risk.

We would be remiss in not recognizing the role of state courts
in authorizing and enhancing the rights of trust beneficiaries.
However, a beneficiary needs to know about a trust before it can
begin to use its state statutory or common law rights and a federal
law giving notice is an inexpensive enforcement opportunity
justified by the initial and continuing federal tax subsidies. The
proposed legislation grants no new rights; provides no new rules
on what is due a trust beneficiary; and burdens the trustee in only
a ddt niAus, but compensable, way to accomplish a salutary result.
We find no weight of state law, nor any well articulated reason,
to preclude timely and complete disclosure of the information
called for by H.R. 2645.

V. CONFORMITY OF H.R. 2645 TO
SIMPLIFICATION CRITERIA

H.R. 2645 also satisfies appropriate tests for
simplification.

1. The proposal would significantly reduce mechanical
complexity or record keeping requirements. Our proposed
legislation would simplify the filing of information and tax
returns by the 36,000 charitable remainder trusts in the United
States. Such trusts now file a confusing set of four returns,
mandated by several different statutes. The bill would require the
Internal Revenue Service to substitute the filing of one single
uniform return for all charitable remainder trusts.

2. The proposal would significantly reduce compliance
and administrative costs. The proposed legislation will make
available to charitable remainder beneficiaries, on a timely basis,
the information they need to monitor and audit the administration
of such trusts for charitable purposes. As a result, audit and
review by the Internal Revenue Service will only be required to
find Chapter 42 violations. Moreover, by substituting the filing
of one uniform return for the four that must now be filed, the
legislation should reduce IRS administrative costs.

3. The proposal would preserve underlying policy
objectives of current law and not create or reopen opportunities
for abusive tax planning. The proposed legislation would
dramatically further the basic purpose of the charitable remainder
regulatory provisions of IRC Sec. 4947(a)(2), tj, to ensure that
charities receive the full financial benefits of the subsidized
charitable remainder gift. Keeping the administration of such
trusts secret from the charitable beneficiaries does not help shy
interested party, especially the fiduciary.

4. The proposal would avoid significant dislocations of
tax burdens among taxpayers. It would not cause any dislocations
whatsoever because no new burden is involved. The fiduciary must
now prepare two tax returns and two information returns for the IRS
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filing and by furnishing an extra copy of one return to the
beneficiaries is a a & , and compensable, chore.

5. The simplification our proposal would achieve
outweighs the instability resulting from making any statutory
changes, as opposed to permitting statutory repose. The proposed
legislation is necessary to maintain the basic integrity of the
charitable remainder deduction scheme in the federal tax code.
Without the legislation, a portion of the over $8 billion in assets
in such trusts may never be received by the beneficiaries because
of fiduciary misfeasance or nonfeasance, acting without any
oversight or accountability whatsoever.

6. Revenue effects of the proposal would comport with
current revenue and budgetary constraints. The proposed
legislation would have no effect on federal tax revenue.

Shriners Hospitals for Crippled Children earnestly
supports tax simplification and provisions directly affecting
charitable institutions. H.R. 2645, either as written, or as
modified, furthers the Finance Committee's simplification desires
and authorizes charitable institutions to bi watchdogs of gifts
and bequests held by fiduciaries for them. Hr. Gibbons' bill is
efficient, since it costs Government nothing; it is simple because
it reduces paperwork, and it is an effective way for beneficiaries
to patrol and protect tax subsidized monies.

NATIONAL CIARITIES SUPPORTING TIMELY NOTICE PRINCIPLES

American Red Cross; United Way of America; Salvation Army; National
Audubon Society; Association of Catholic Colleges and Universities;
Baptist Joint Committee on Public Affairs; Christian College
Coalition; Evangelical Council for Financial Accountability;
General Conference of Seventh-Day Adventists; National Association
of Homes for Children; United Church of Christ; Independent Sector;
American Hospital Association; Association of American
Universities; Aslsociation of Jesuit Colleges and Universities;
Council for Advancement and Support of Education; National
Association for Hospital Development; National Committee on Planned
Giving; National Institute of Independent Colleges and
Universities; National Masonic Foundation for Prevention of Drug
and Alcohol Abuse Among Children; National Society of Fundraising
Executives; American Council on Education.

FOOTNOTES

1. Estes, Managing Charitable Assets, Fund Raising
Management 26-36 (February 1990). The Shriners estimate
they alone are the beneficiary of more thn 900 CRTs both
pre and post 1969 versions.

2. National Center for Education Statistics, jignij
itatistica ofQInatitUtions of Higher~ ugatln, Table 5
(1986).

3. Council for Aid to Education, Voluntary SuLDort of
Education 1987-1966, at 7 (June 1989).

4. See Cal. Prob. Code Section 1208 (1990) (requiring notice
to trust beneficiaries where trustee also serves as
executor); N.Y. Surr. Ct. Prac. Act Section 1904 (1967)
(requiring notice to remainderman concerning disposition
of trust property). See also Ohio Rev. Code Ann. Section
5303.22 (1989) requiring notice to "persons interested"
in sale of an estate's property).
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5. E.g., Fla. Stat. Ann. Section 733.613 (1976) (executor
not required to provide notice of sale of trust
property); Ind. Code Ann. Section 29-1-15-15 (1989)
(same) i Ill. Ann. Stat. ch. 110 1/2, 6-10 (1989) (executor
not required to notify trust beneficiaries that probate
has commenced.). Cf. Utah. Code Ann..Section 57-1-25
(1989) (requiring notice by publication of proposed sale
of trust property).

6. E.g., Ariz. Rev. Stat. Ann. Section 14-3705 (1989); Kan.
Stat. Ann. Sections 59-2209, 59-222 (1983); Mass. Gen.
Laws Ann. ch. 192, Section 12 (1958); Nev. Rev. Stat.
Ann. Section 136.100 (1986); Or. Rev. Stat. Ann. Section
113.145 (1984); S.C. Code Ann. Section 62-403 (1987);
S.D. Codified Laws Ann. Section 30-6-8 (1984); Wash. Rev.
Code Ann. Section 1.28.237 (1987). Cf. Tax. Prob. Code
Ann. Section 128A (1990) (notice inter alJa to a
"charitable organization * * * named as devisee").

7. E.g., Wyo. Stat. Ann. Section 2-7-205 (1989).

8. E.g., Neb. Rev. Stat. Section 30-222 (1985): Va. Code
Ann. Section 64-1-82 (1986); W. Va. Code Section 41-5-5
(1982); Wis. Stat. Ann. Section 879.03 (1989).

9. Shriners Hospitals for Crigvled Children v. First
Security bank of Utah. et. al., 770 P.2d 1100 (Wyo.
1989), on rehearing 782 P.2d 229 (Wyo. 1989), cert. den.
100 S. Ct. 2587 (June 4, 1990).

10. E.g., N.J. Civ. Prac. Rule 4:80-8 (1989); Or. Rev. Stat.
Ann. Section 128.720 (1984); R.I. Gen. Laws Section 18-
9-13 (1988); Tax. Prob. Code Ann. Section 123.001 (1987).

11. E.g., Va. C~de Ann. Section 55-29 (1986) (trustee of CRT
must make annual accounting to county or city
commissioner): Va. Stat. Ann. Tit. 14, Section 2501
(1974) (same to probate court). But see, Shriners
Hospitals for Crippled Children v. Smith, 385 S.E.2d 617
(Va. 1989) where the Shriners (as a remainderman) had to
sue a trustee for accounting information, incurring
substantial legal fees.

12. On March 31, 1982, the Tax Court decided aoeshor v.
ComIr, 78 T.C. 523. Until our tax counsel read the
decision in a commercial tax service, we had no idea that
we were a remainder beneficiary of the decedent's estate
or that estate (and trust) funds were being expended in
tax litigation. The decedent died May 28, 1976 and we
learned of our financial interest from a person other
than the fiduciary.

13. Under existing law, a charitable remainderzan, if it knows of
its interest in an estate or charitable remainder trust, is
authorized to obtain the federal tax return and tax return
information from the Internal Revenue Service. See, IRC
Section 6103(e)(1)(E)(ii) and (F). Despite this authoriza-
tion, IRS has no published procedures explaining how affected
persons should attempt access.

14. See, Rev. Rul. 72-395, C.B. 1972-2, 340 and Rev. Rul. 88-81,
C.B. 1988-2, 127.

15. Because Congress allows reformation of unqualified transfers,
early notice to charity by an estate may assist it in
achieving certain tax savings. See, IRC Sec. 2055(e)(3).
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Internal Revenue Service Department of the i reasury

Weasngton, D 20224

Person to Contact:
Mr. William Lehrfeld Michael Siege*rist
Lehrfeld, Canter & Henzke Telephone Number:
Suite 403 (202) 566-2247
1101 Connecticut Avenue NW Refe Rep4yto:
Washington, DC 20036 T:FP:P:CD

Date:

Dear Mr. Lehrfeldz

Thank you for your letter of July 13 regarding Form 5227,
Split-Interest Trust Information Return. As John Nelson of my
staff mentioned to you on the phone on-August 13, IRS shares your
concern that trustees may be making questionable investments that
benefit income beneficiaries at the expense of, and without the
knowledge of, charitable remainder beneficiaries. Such invest-
ments may prevent charitable organizations from receiving the
full dollar value claimed as a charitable contribution upon
creation of the trust.

As you pointed out, under Code section 6103(e), Form 5227
may be disclosed to a charitable remainder beneficiary. Any
sales or dispositions of assets would be shown on Schedule D,
and the fair market value of the trust's assets for unitrusts
would be shown in Part V. The answer given to Question 5 in
Part VI would indicate whether there had been any investments
made that would jeopardize the charitable purpose. As Mr. Nelson
mentioned, legislative action would be needed to require the
trustee to send a copy of Form 5227 to the remainder beneficiary,
as you suggested. Therefore, it's appropriate that you are
pursuing a change in the law in this area.

We appreciate having all your suggestions for improving
the form. As Hr. Nelson explained, the form is scheduled to be
revised in 1992, unless legislation is enacted that would require
us to revise it sooner. When the revision takes place, we will
consider your suggestions carefully in light of the existing law
and regulations.

Thank you for taking the time to write and share your
thoughts with us.

Sincerely yours,

J1/ ohn J. Dopkin
Chief, Tax Forms
DevI I-

- EXHIBIT I
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hr. William J. Lehrfeld
Lehrfeld, Canter & Henzke
Suite 403
1101 Connecticut Avenue N. W.
Washington, D. C. 20036

Department of the Treasury

WMKo"., DC 20224

Peso to Contact:

T ~ ~ 4 ! e~ lic h
4g% YV6-357o
D&.O: S

WA 24 1gg

Dear Mr. Lehrfeld:

This is in response to your letter of April-24, 1991
wherein you requested the number of returns filed by certain
charitable organizations and certain trusts for several years.

Our response is provided in the following chert:

YEAR

a86Q a87. 1988 1989

1) Forms 990-PF filed during
process year

1) Forms 5227 filed during
process year

3) Forms 1041 filed during
process year

39,970* 42,071* 42,420* 43,338*

27,650 31,864 36,030 35,011

18,434 21,723 26,308 26,179

* Includes Section 4947(a)(1) nonexempt charitable trusts that are
treated as private foundations (section 6033(d).

We hope this Information is helpful to you.

Sincerely 
y 5,

arbaro Re Il

Chief, Employee Plans and
Exempt Organizations
Support and Services Branch

Intrna Rowe"u Service
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Itena"W l Reee sovwI Department of the Troasury

WhN~nlon, OC 2024

Pemon to Contact:

"Mr. William J. Lehrfeld
Lehrfeld, Canter & Henzke
Suits 403 1J~
1101 Connecticut Ave., 

N.W.

Washington. DC 20036 __:D:F:I/91-F-6$2

.Dear Mr. Lehrfeld:

This is in response to your letter dated March 12, 1991,
addressed to Howard Schoonfield. We are responding to item 2,
since it pertains to the disclosure of information.

The information concerning the number of Forps 990-PF
examined in FY 1990 and proposed for FY 1991, broken down by
region. is provided below, The FY 1992 information is not yet
available.

Region Ex 1990 EY 1991

North Atlantic Region 320 154
Mid-Atlantic Reaion 45 59
Southeast Region 113 101
central Region 411 200
Midwest Region 120 100
Southwest Region 122 48
Western Region Lai

Total 1278 722

Since we do not maintain information concerning the
assessment of penalties by code section. we are providing
information on the total proposed additional tax and penalties
for Form 4720.

FY 1990 - 85,256,535 (Private Foundations and Self-Dealers)
FY 1989 - $18,778,875 (Private Foundations and Self-Dealers).

We hope you find this information useful. If you should have
any questions, please contact Janet Miner at 566-3369.

Sincerely yours,

Team Manager I

FO/Pr I. ---

\ EXHIBIT 3
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a o uN of 0 L August 5, 1991

The Honorable Max Baucus
United States Senate
$H-706 Hart Senate Office Building
Washington, DC 20510

Dear Senator Saucus:

On behalf of the Small Business Legislative Couil (M8Z), I wish to
express our strong support for your efforts to sLplify the payroll tax
deposit system. Belief is long overdue.

There is no doubt in our mind3 that the payroll tax deposit system is the
single largest sourc of inadvertent tax copliance errors for small
business, 'Iw use of arbitrary filing dates, unrealistically low thr*shlds
that trigger different deposit requirements, and a "dynamic" deposit
requirement that forces changes "us you go," have made the payroll tax
deposit system a small businss owner's nightmare.

Your bill, S. 1610, address these cflxTW in a positive ay.
Enactment would contitute a significant breakthrough in tax sinplification.

The SL is a permerant, i en t coalition of over one hundred trade
and profesional associations that share a wm0 o cowltiwt to the future of
anall business. our meters represent the intrets of simll buskne"s in
such diverse econo ic sectors as manufacturing, retailing, distribution,
professional and technical services, owstrution, transportation, and
agriculture. wtle our policies ae d eloped though consess among our
motership, we respect the right of individual associations to exms their
own views. For your information, a list of our msrters is enclosed.

Sincerely, -

CiiR holm
Chiaimn

PFC/S1836
Enclosure

bcc: Jeanne Saddler/Wail Street Journal

(202) 639.-800 / PAX (202) 296-53331156 151h StMI,. N.W. • Slmile 510 Washinlon. DC; 20M0
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STATEMENT OF SPEIAL COM XE ON PENSION
SM CATION Or Nscw YoRK STATS BAR As-
SOCATION

The Special Committee on Pension Simplification was
formed by the New York State Bar Association in 1986 for the
explicit purpose of developing a program to achieve a major over-
haul of the federal pension laws, with the object of simplifying
the regulation of private pension plans. This Special Committee
achieved its initial goal with the publication, in 1988, of its
report on pensiqn simplification entitled "A Process Awry: Call
for Simplification and Rationalization of the Federal Pension
Laws". The report, though widely circulated in government cir-
cles and generally favorably received, fell largely on deaf ears.
Pension simplification was then on few lips and on essentially no
one's mind. "For tax simplification there are no cheering multi-
tudes," we wrote then, quoting a well-known tax scholar. That
has all changed. Suddenly, pension simplification is very much
in the air, with significant legislative initiatives having been
launched in the Senate and House in the past six months. The
Administration, too, has now joined the effort with the recent
publication of its POWER proposals.

We enthusiastically applaud the recent efforts of many
individual Congressmen, and hope that their ardor will prove con-
tagious on the floors of the Houses of Congress. We particularly
welcome introduction of such legislation by the Chairmen of the
Senate Finance Committee and the House Ways & Means Committee, as
well as the significant contributions by such Congressmen as
Senator Pryor and Representative Chandler; and we are heartened
by the calling of a hearing on pension simplification by the
Senate Finance Subcommittee on Taxation, on September 10 and 12,
1991. In announcing that hearing, your Subcommittee invited the
submission of materials discussing tax simplification proposals
generally; and this statement is meant to be responsive.

The task for Congress now is to sort out the pending
proposals, and to draw from them and from other sources a course
of action that will lead to the goal that very many now seem to
agree is urgently needed. We must note at the outset, though,
that none of the pending legislative proposals goes far enough,
at least not as far as our Committee stated in its report was
necessary: i.e., a total overhaul of the pension laws by means
of the establishment of a national commission charged with the
complete reform and simplification of the laws, against the
backdrop of a clearly enunciated national retirement policy.

While total, simplifying reformation continues to be
the desideratum, it would be naive to hope that such an ambitious
program can be accomplished within a time frame sufficiently
rapid to provide timely relief or, indeed, that it can be
accomplished at all within the current economic and budgetary
rules. It is the very budgetary exigencies of the Eighties that
have forced the private pension system to pay such a large price
in cost and complexity: and winning back some of that lost
ground, while devoutly to be wished, is not a consummation that
realistically can be anticipated early in this decade of
deficits.

Therefore, we subscribe to the view that even much less
than half a loaf now is much better than none. We do this with
some reluctance, however, because we are fearful that once the
subject of pension simplification is addressed by this Congress,
even in a limited way, the Legislature will have scant appetite
for continuing the effort at future sessions. That we would
count as a disappointing outcome.
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High on our list of items in need of immediate and out-
right repeal are the top-heavy rules, section 415 complexities
(now rendered largely superfluous, we might observe, by enactment
of the 4980A excise tax on excess distributions), and minimum
participation rules. Regrettably, none of the pending bills in-
clude such repealers. Additional areas of urgently needed
simplification are integration, matching contributions (the
"multiple use' test cries out for revision), coverage tests
geared to benefit levels, 415(e) as regards combinations of
defined benefit and defined contribution limits (assuming 415 is
to be retained notwithstanding its redundancy), distributions and
roll-overs, and line-of-business testing (now more than ever in
need of additional Congressional input in the wake of the
recently proposed and largely unsatisfactory 414(r) regulations).
The current bills do not address these needs adequately, but
Congress could do so at this Session, and in a completely
"revenue neutral" manner. We hope to provide to the Congress a
fuller expression of our views in this regard at a later time.

We also wish to reiterate one other portion of the
recommendations in our report that could be enacted immediately
by the Congress, as part of and complementary to the pending pro-
posals, to preclude their swift undoing by subsequent legislative
or regulatory action:

o prescribe moratorium on additional pension-related
legislation (except legitimate technical corrections)
until recommended by the law revision commission we
have proposed (or elapse of stated number of years,
if sooner)

0 enactment of general effective date rule preventing
any significant, substantive rule change enacted
after stated date from becoming effective until plan
years beginning after issuance of final regulations
relating to the change (with certain exceptions
spelled out in our report)

0 revision and amelioration of existing penalty pro-
visions where complexity, not neglect, of law was
major factor

o directions to I.R.S., D.O.L. or P.B.G.C., as the case
may be, as follows: (i) prohibiting, for stated num-
ber of years, promulgation of new regulations, pend-
ing legislative recommendations of the law revision
commission, except if required by statute or clearly
providing relief to plan sponsors or participants;
(ii) mandating internal review of all regulations
with a view to the actual (not just cosmetic) reduc-
tion of burdens: and (iii) barring regulations and
rules which would overturn long-settled positions
without prior review by Joint Committee on Taxation
or adequate advance public notice.

All would concede that the system today is shot through
with complexity. As the Joint Committee Staff in its Comparative
Description of Proposals, etc. (hereafter vJCT Comparatie
Description*) illustrates very well, however, the complexity has
its defenders, as a necessary concomitant of preventing isolated
instances of abuse, howsoever uncommon (e.g., resistance to use
of a lookback period in testing for "highly compensated" to pre-
vent "a newly hired employee who otherwise would be considered
highly compensated (from receiving)...very large accruals in that
first year"). Id. at p. 36. We oppose most strongly such micro-
management, give-n all the burden and cost imposed on the many to
avoid relatively minor distortions. Of course simplification in-
volves some compromise of pure nondiscrimination. That, we sub-
mit, is far the lesser evil than a system so overladen with pro-
tections that it is itself an abuse of the regulatory function.
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The JCT Comparative Description, in its overview, saysvery veil:

"The purpose of the tax benefits provided with respect
to qualified plans is to encourage employers to estab-'
lish broad-based retirement plans for their employees,
gmployer-provided pension plans reduce the need for
public assistance and reduce pressure on the social
security system.*

One need only ask oneself whether the present regulatory orienta-
tion encourages employers to establish broad-based retirement
plans

The attachment which follows this Statement (Appendix
A) deals with an important feature of the pending proposals: a
drastically simplified type of plan, as a discrete approach apart
from the simplification of rules generally applicable to pension
plans. We support a simplified plan for small business, not
because we believe complexity is to be sanctioned for businesses
of any size, but rather because for small businesses the very
complexity is so likely to force termination of existing pension
plans (as, indeed, has in fact occurred in growing numbers) and
to inhibit the establishment of new ones that the national inter-
est in retaining plan coverage greatly outweighs any rigorously
orthodox commitment to nondiscrimination.

Hence, we have set forth, in Appendix A, our views as
to a kind of plan, which we call a SUPER-SEP, that will free
small business sponsors from the testing, calculations, traps and
paperwork that are now inherent in so much of the pension law,
while retaining the essential protections established by ERISA.
This, in turn, would create a climate for greatly expanded pen-
sion coverage among small businesses, the goal expressed by the
Administration in putting out the recent POWER proposal. It
would, at the same time, give new impetus to savings, without the
complexities of 401(k) and 401(m), and with greater opportunities
than under IRA*.

It must be noted, however, that the SUPER-SEP is not
explicitly designed for small business or small plans. It can be
adopted by plans and taxpayers of any size. We believe, though,
that it will prove particularly attractive to small business,
because of the real cost savings and the lifting of much of the
burden of plan maintenance: but those same attractions are not
without their appeal to larger businesses, which would be free to
adopt a SUPER-SEP as their sole form of retirement benefit or as
a complement to their other plans.

A simplified pattern plan, let us be clear, is not
meant as an alternative approach to simplification: both general
simplification and a special simplified plan, whether or not
limited to small business, are needed, although neither is
dependent on the other for enactment. Thus, whatever simplified
rules the Congress enacts will not be preclusive of a simplified
benefit plan, and vice versa. Similarly, it would be possible
for Congress to enact one without the other, but that would leave
the glass half empty.

We conclude with the hope that, before your labors are
finished, you will inscribe in your bill a commitment to continue

the process, so that it may be a beginning, not an end, on the
way to full simplification.
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Appendix A

A Proposal for Radical Pension Reform:

The SIMnlified SUpM-=s

1. IBIW=Q1I0
The following is an outline of a proposed alternative

pension plan (the SUPER-SEP) based on an expansion of the
SEP-IRA plan described in Section 408(k) which would not only
substantially simplify the pension rules, but would also
provide full portability of benefits, inflation protection and
enhanced ability for employee funding of health insurance.
This proposal could be applicable to employers of all sizes,
but we feel it would be most attractive to the smaller employer.

II. S&PJ-SEP PROVIBIONB

1. Eliaihility and Vesting

All employees must be eligible to participate not
later than the first day of the month after completing one year
of service. Non-resident aliens and collectively bargained
employees could be excluded, as under current law.
Collectively bargained employees could be covered under a
separate plan.

I The SUPE-SEP (IRA) must be extended to all
eligibleemployees in the sponsor's controlled group or in a
separate line of business.

All participants must be immediately fully vested.

2. rm- over gntrihkutiona

Each participant would have a separate sUm-up
(IRA) account. An employer may choose either of the following
plan designs:

Contributions to the SUPER-SEP (IA) could be
expressed either as a uniform percentage of comqpensation, which
could be integrated with Social Security benefits, as under
Section 401(l)(2), or, alternatively, on an age-wmighted basis
(similar to a target benefit plan) so that contributions at any
age would accumulate to a uniform amount at age (651, which
would be the normal retirement age. The IRS would furnish
factors for each age so that a sponsor could select any uniform
age-weiqhted level of contribution at age (65] with appropriate
scale-downs at other ages. For simplicity, Social Security
integration would not be permitted if age-weighted
contributions are made.

Employer matching contributions would not be
permitted.

A sponsor could adopt both a uniform contribution
plan and age-weighted contribution plan covering the same
employees.
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ALT~mATIVE B

A sponsor that makes a base contribution of not
less than (2%) of the compensation of each participant may make
matching contributions up to the same percentage of
compensation as the base contribution. The matching
contribution may be no less than (50%) nor more than 100% of
the participant's contribution, provided that the matching
contributions do not exceed the base contributions.

Thus, if a sponsor makes a base contribution of
3% of compensation, it could provide matching contributions of
50% of the participant's contribution up to 6% of compensation
or 100% of the participant's contribution up to 3% of
compensation.

No antidiscrimination test would be imposed under

this Alternative B.

3. novme Particinant Contribtion.

Individuals who establish SUPM -SaP (IRA)
accounts could make deductible contributions of up to [6%1 of
compensation with a maximum approximately equal to the current
[$8,4751 Section 401(k) maximum, subject to cost of living
increases. This portion of the arrangement is a personal IRA.
Therefore, these contributions would be deductible by the
employee - not by the employer (who would, of course, be
permitted to deduct the employee's unreduced compensation).
Such employee contributions would be permitted even if no
employer contributions are made. No contribution deferral
percentage ratios would have to be met. Participants could not
be simultaneously covered under a Section 401(k) plan.

4, MazmimLimits on JAnnsmr -n t "mti

Employers could contribute a maximum of (25%) of
a participant's compensation not to exceed ($200,000), adjusted
for increases in the cost of living as under current law.
Employers' deductible contributions would be subject to the
same Section 404 limits as under current law.

5. Iaximzm Limits on Tax Deferred Accmulation-

In order to limit tax deferred accumulations,
participants would be limited to a maximum deferral of
($1,000,0001 at age t65) adjusted for increases in the cost of
living. The maximum account balance would be reduced in the
case of employees below age (55] by being discounted at an
appropriate interest rate, and above age (701 so that
accumulations are phased out over a participant's life
expectancy.

If a participant accumulates more than the
maximum permissible amount in his account at his age
(regardless of whether the excess results from favorable
investment experience, generous employer or participant
contributions, or lowering of the ceiling), the excess must be
distributed in the following taxable year in order to avoid any
excess accumulations penalty.

A participant [must] [may) select a single IRA
custodian which will be responsible for policing the limits on
accumulations by reporting required distributions to the
participant and the IRS. A participant would be permitted to
self-direct the investment of plan assets, as is the case with
IRA's under current law.
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It is not required that the SUPER-SEP (IRA)
replace existing qualified plans. Therefore, existing
conventional plans and the SUPER-SEP (IRA) could be correlated
in the following manner:

A. The participant's account balance under a
conventional defined contribution plan will reduce the
maximum account limit under the SUPER-SIP (IRA).

a. The participant's interest in a defined
benefit plan would not reduce the maximum account
limit under the SUPER-SEP (IWP, until it is
distributed. Existing defined benefit plans would
have to be amended to permit lump sumA distributions.
Any participant in a SUPER-SEP (IRA) who is entitled
to a benefit from a defined bevf it plan muat receive
a lump sum distribution of hir jr her accrued benefit,
which may be rolled over on a tax-free basis into the
participant's SUPER-SEP (IRA) account.

6. Spousal Riahts

In order to protect the non-workinq spouse while
avoiding the complexities of spousal consent, a SUPER-SEP (IRA)
could provide that (1/3) of each contribution made in respect
of a year during which an employee is married would be
allocated to a spousal account. Rollovers from other plans
could also be allocated in this proportion.

7. distribution

All SUPER-SEP (IRA) distributions would be taxed
as ordinary income with no income averaging. On the death of a
SUPER-SEP (IRA) holder, the balance in the account would be
subject to estate tax except to the extent the surviving spouse
is the beneficiary. There would be no penalty tax on excess
distributions, but a penalty would be imposed on accounts whose
assets exceed the maximum account limit. There would be a 10%
penalty tax on distributions prior to age (551 except for the
purchase of a principal residence, or for the uninsured medical
or college tuition expenses of the participant, spouse and
children.

Unlimited tax-free rollovers or direct transfers
to or from a SUPER-SEP (IRA) would be permitted. Upon the
death of a SUPER-SEP (IRA) holder the beneficiary could roll
over his or her share of the distribution into the
beneficiary's own SUPER-SEP (IRA), subject to the maximum
account limit.

Each individual would maintain his or her own
permanent lifetime IRA as the funding vehicle for SUPER-SIP
(IRA) employer and participant contributions, thus ensuring
full portability of accumulated benefits.

9. Inflation Prtction

Each SUPER-SEP (IRA) account holder would be
eligible to purchase individual retirement bonds (up to a
prescribed limit) issued by the Treasury Department that would
pay a fixed interest rate (2% or 3%) plus a COLA increase.
Thus, if inflation is at a 5% rate, the bond would pay (7% or
8%). Alternatively, the bond could be issued in annuity form
so that it would pay a fixed amount based on the individual's
age (and sex?) calculated at a [2% or 3%) interest rate, plus a
COLA supplement.
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10. Health Insuance

; SUPER-SEP (IRA) holder, whether or not
employed, and regardless of age, could withdraw from his or her
account a prescribed amount each year to pay health insurance
premiums. Such withdrawals would be non-taxable.

11. ~O 1

We believe that the SUPER-SEP (IRA) should be
free of creditor's claims in bankruptcy, although this need not
be an integral feature of this program.

III. SINARY OF PRINCIPAL ADVANTAGES

The most practical method of reducing complexity is to
adopt a defined contribution approach. At the same time, the
advantages of a defined benefit plan - providing age-weighted
benefits, and PBGC insurance - can be effectively accomplished
by age-weighted contributions, and the purchase of a special
class of inflation-linked U.S. retirement bonds.

The complexities attendant on deferred vesting and
matching contributions would be eliminated. Similarly, the
complexities of maximum limitations on contributions, minimum
required distributions, salary reduction contributions and
spousal rights would be substantially ameliorated.

Two glaring faults of the present pension structure -
lack of portability and inflation protection - would be
overcome by this proposal.

The proposal would encourage thrift, while minimizing
discrimination by adopting a uniform mazimum deferral amount.

Finally, depending on budgetary constraints, the
proposal would alleviate health insurance costs by allowing
premiums to be paid on a pre-tax basis.

(Note: Numbers in brackets are for illustrative
purposes. The actual numbers would depend on their reveme
effect.]
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STATEMENT OF THE TAX EXECUTIVES INSTITUTE

Tax Executives Institute (TE) is the principal association of corporate tax execu-
tives in North America, whose approximately 4,700 members represent more than
2,000 of the leading corporations in the United States and Canada. TEI represents a
cross-section of the business community, and is dedicated to the development and
effective implementation of sound tax policy, to promoting the uniform and equita-
ble enforcement of the tax laws, and to reducing the cost and burden of administra-
tion and compliance to the benefit of taxpayers and government alike. As a profes-
sional association, TEI is firmly committed to maintaining a tax system that works
one that is consistent with sound tax policy, one that taxpayers can comply with,
and one in which the Internal Revenue Service can effectively perform its audit
function. TEI is pleased to submit the following comments on S. 1394, the Tax Sim-
plification Act of 1991 (introduced by Senators Bentsen and Packwood); S. 936, the
Foreign Tax Simplification Act of 1991 (introduced by Senator Baucus); S. 1654, the
Passive Foreign Investment Company Simplification Act of 1991 (introduced by Sen-
ator Moynihan), and other tax simplification measures.

I. OVERVIEW

Tax Executives Institute commends the Senate Finance Committee for recogniz-
ing that the tax laws are in desperate need of simplification. The Institute shares
the Committee's commitment to developing and maintaining an administrable tax
system. For far too long, a sincere but sometimes misguided desire to close "loop-
holes" or even "pinholes" in the Internal Revenue Code has led to the enactment of
mind-numbingly complex "band-aids" on an already too complex tax law. For far
too long, concerns about the substantive, transactional, and transitional complexity
spawned by tax law changes have been given short shrift even where the concerns
are voiced by taxpayers and IRS alike. For far too long, administrability and sim-
plicity have Un little more than an afterthought.

The Committee's focus on simplification, together with the IRS's related initia-
tives, is testimony to a desire to build a "new tax order," The Committee is to be
commended for acknowledging Congress's role in creating complexity and in recog-
nizing its obligation to reduce the heavy compliance burden imposed by unduly com-
plex tax laws. These hearings clearly represent a step in the right direction.

Several provisions of S. 1394 will significantly reduce mechanical complexity, rec-
ordkeepin requirements, and compliance and administrative costs. For example,
the provisions relating to the treatment of built-in losses for purposes of the corpo-
rate alternative minimum tax (AMT), the modification to the look-back method for
long-term contracts, and the treatment of gain on certain stock sales by controlled
foreign corporations (CFCs) under section 1248 of the Code would all further the
goal of simplification.

There are, however, some notable omissions from S. 1394. For example, we urge
inclusion of the proposal for creation of a single foreign tax credit (FTC) limitation
"basket" for section 902 noncontrolled companies (so-called 10-to-50 companies).
Even the Treasury Department has singled out the treatment of dividends from
such companies as an area in need of simplification. Absent such relief, large multi-
national corporations will be forced to continue grappling with hundreds of separate
FTC calculations. We thus commend the provisions in S. 936 which would provide a
single FTC basket for companies that do not elect look-through treatment. S. 1394
a neglects the tremendous (and unnecessary) complexity spawned by the applica-
tion of the uniform capitalization rules to foreign corporations--complexity that,
again, S. 936 would end and at nominal cost to the fisc.

Certain proposals in S. 1394 would make substantive changes in the tax law and
might actually increase the taxpayer's burden. For example, in the international
tax area, S. 1394 would consolidate several anti-deferral regimes, which would at
first blush provide some small measure of simplification. Upon analysis, however,
the promise of simplification evaporates, for S. 1394 would supplant the existing
rules with an expansive hybrid of the existing CFC, foreign personal holding compa-
ny, and passive foreign investment company rules, as well as add a new " mark-to-
market" provision. In other words, the good intentions of the drafters notwithstand-
ing, the pro passive foreign corporation (PFC) scheme is anything but simple.
As discs below, we believe a better, more targeted measure of simplification is
available in S. 936.

On the domestic side, S. 1394 endeavors to mitigate the appalling complexity of
the AMT and adusted current earnings (ACE) provisions. Rather than recognizing
that the mere existence of two separate ad independent taxing schemes breeds in.
ordinate complexity, however, S. 1394 provides only limited relief in calculating de-
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preciation under the AMT/ACE rules for newly acquired assets. It thus completely
ignores the requirement that taxpayers comply with the ACE requirements begin-
ning in 1990 and that, even under the bill, they must continue to track" the vari.
ous depreciation regimes for assets acquired before the effective date of the proposed
simplified method. This complexity can be meaningfully tempered by according tax-
payers an election to apply the new rules to all years to which the ACE rules are
relevant.

Moreover, in several instances S. 1394 eschews Congress's responsibility to effect
meaningful simplification by simply delegating authority to the Department of the
Treasury. For example, S. 1394 would grant the Secretary authority to issue regula-
tions under section 986 that would allow foreign tax payments made by a foreign
corporation to be translated into U.S. dollar amounts using an average exchange
rate for a specified period. Although we commend the drafters for recognizing that
something must be done to ease the burdens engendered by the Tax Reform Act of
1986, the approach taken in S. 1394 does not make so. se. Rather than ceding the
authority to correct the problem, Congress should forthrightly acknowledge that sec-
tion 986 was misguided and amend the statute to provide a statutory rule that tax-
payers can comply with and that the IRS can audit. S. 936 would provide a substan-
tial statutory simplification by requiring foreign taxes to be translated at the same
exchange rate as the income to which the tax relates. Another approach would be to
adopt a year-of-accrual rule which translates the taxes at an average rate for the
year in which the liability for foreign tax first arises. TEI would support either ap-
proach over the current year-of-payment rule.

A similar flaw underlies the provision in S. 1394 establishing a "simplified
method" for applying the uniform capitalization rules. The proposal acknowledges
the need for a simplified method for determining the cost of each administrative,
service, or support function or department that is allocable to production or resale
activities. Rather than establishing such a method, S.1394 would simply delegate au-
thority to the Treasury Department to issue regulations allowing the use of a sim-
plified method-the details of which would be "fleshed out" later. The simplified
method, moreover, could not be used until such regulations were promulgated. Sim-
plification deferred, however, is simplification denied: even if coupled with the in-
junction that the Treasury act with "all deliberate speed," S. 1394 not only denies
taxpayers an opportunity to comment on the specifics of a proposed statutory
change (because there are no specifics), but would also effectively sentence taxpay-
ers to regulatory limbo, requiring them to wait months (or possibly years) to avail
themselves of any such method. What's more, there is no guarantee that any regu-
lations issued by the Treasury Department would truly promote the goal of simplifi-
cation.

TEI believes that the most effective safeguard against complexity is the allotment
of ample time in which to analyze the administrability of specific proposals. To this
end, we commend the Committee for providing taxpayers with a meaningful oppor-
tunity to review S. 1394, and we trust that the public will be given ample time to
consider proposed revisions throughout the legislative process. In this way, Congress
and the public can evaluate not only the policy underlying the proposals, but also
whether that policy would be served by the legislative language. They will also be
able to gauge whether the proffered scheme is not only wise but administrable.2

II. INTERNATIONAL PROVISIONS

A. The Passive Foreign Corporation (PFC) Regime. The passive foreign investment
company (PFIC) provisions of the Code were enacted as part of the Tax Reform Act
of 1986. Almost from the date of enactment, TEI and others have pointed to the
PFIC provisions as a prime example of legislative overkill. The goals of the PFIC
provisions-to remove the economic benefit of tax deferral in certain perceived

IIndeed, in a statement filed with the House Committee on Ways and Means in connection
with a hearing on H.R. 2777 (which is identical to S. 1894), the Treasury intimated that it would
not issue any regulations under this provision.

* S. 1394 contains provisions that will benefit from taxpayer scrutiny. For example, section
802 sets forth new Code section 1292(a), the last sentence of which would read, "Except as pro-
vided in regulations, stock in the preceding sentence shall also apply for purposes of section
904(d)." We are uncertain about the reference to "stock" in this sentence. Is it intended to pro-
vide a look-through rule for purposes of section 904? The sentence could even be read to ca
PFC income as entirely passive for purposes of section 904. The Technical Explanation of the
bill provides no guidance on the meaning or purpose of the garbled provision. Se Technical lx-
lanation of & 194 and H7. *77,at 56 (June 26, 1991) (hereinafter referred to as "technical

Explanation").
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abuse situations and to prevent conversion of ordinary passive income into capital
gain-were compromised by their excessive breadth. The definition of a PFIC is so
broad that it has resulted in the classification of many corporations with active
businesses (but substantial passive income or assets) as PFICs, even in situations
where the foreign corporation is subject to high rates of foreign tax. Thus, whereas
the target of the PFIC provisions was traditional investment companies, many other
companies have become ensnared in the PFIC trap-one replete with tremendous
administrative burdens.

TEI's proposed solution to this problem is simplicity embodied: exclude controlled
foreign corporations (CFCs) from the reach of the PFIC provisions. A U.S. sharehold-
er owning 10 percent or more of a CFC (i.e., a foreign corporation that is more than
50-percent owned by U.S. shareholders) is already subject to immediate tax on pas-
sive income under Subpart F of the Code.3 Within the context of the Committee's
simplification initiative, TEI does not quarrel with the basic concept of Subpart F.
We do, however, dispute the need to overlay another regime on top of Subpart F.
The beauty of the Institute's proposal to exempt CFCs from the PFIC rules lies in
its operational clarity: taxpayers could deal with an established set of rules, and
need not undertake to unravel and comply with another regime that, in terms of
tax policy, is wholly redundant and, indeed, never intended to apply to CFCs.

Rerettably, sections 301 to 304 of S. 1394 reflect a different approach to the
Code s overlapping anti-deferral regimes. Under the proposed "unified' anti-deferral
scheme, a passive foreign corporation (PFC) will still include a U.S. controlled corpo-
ration. In fact, the PFC regime is broader in scope--and more complicated-than
the PFIC provisions it would supplant.

Under S. 1394, the PFIC 50-percent assets test would be retained for PFC pur-
poses and the threshold 75-percent gross income test would be reduced to 60 per-
cent. The high-tax exception to current inclusion of passive income under Subpart F
would not carry over to the PFC rules because, according to the Technical Explana-
tion (at page 50), that exception does not apply to PFICs and, hence, the bill's"modification to the application of a controlled foreign corporation rule (i.e., elimi-
nation of the high-tax exception of section 954(bX4) to passive income] preserves
present law." 4 S. 1394 would subject a U.S. person holding 25 percent or more of
the shares in a PFC that is not U.S. controlled to the same mandato inclusion
rule. In addition, U.S. persons with less than 25-percent ownership in PFCs could
elect current, full inclusion; in the absence of such an election, the less than 25-
percent shareholders are subject to tax under either a new "mark-to-market"
regime or an interest-charge method adapted from the present PFIC rules.5

TOl objects to changes in the law that subject a greater proportion of non-"taint-
ed," active business income to current taxation. The Technical Explanation is silent
on why the PFC rules ought to apply to CFCs governed by current Subpart F rules.
The 60-percent passive gross income threshold is proposed for PFCs apparently be-
cause such a threshold is contained in the foreign personal holding company (FPHC)
rules, which are targeted at ending tax deferral by individuals. Such a gross income
test, however, will in some circumstances cause CFCs with active operating busi-
nesses to be subject to the PFC rules. (The same is true under the 75-percent PFIC
gross income test.) Assuming the absence of an explicit CFC exemption, TEI believes
that the better, more targeted way of removing the effective penalty on active sub-
sidiaries without vitiating the policy goals of the FPHC rules is to adopt a gross re-
ceipts test. We note that S. 936 adopts this approach. Although the need for such a
test would not be as pronounced upon enactment of S. 1394 as under current law
given the concomitant proposal in S. 1394 to repeal the generally applicable "once a
PFIC, always a PFIC" rule, we nonetheless urge the Committee's careful consider-
ation of a provision such as that in section 3 of S. 936 adopting a gross receipts test.

3 Continued deferral of U.S. tax on passive income under Subpart F is limited to either de
minimize amounts or income highly taxed in the foreign country (such that residual U.S. tax
after the foreign tax credit is negligible).
4 Unfortunately, the Technical Explanation Flosses over the fact that, under present law, a

shareholder in a PFIC (that is also a CFC) making the Qualified Electing Fund (QEF) election is
provided a high-tax exception, Thus, making the QEF election prevents the full inclusion of
highly taxed passive income.
S. 1394 would eliminate the option of CFC shareholders subject to the current PFIC scheme

to continue deferral under the current law interest-charge method for excess distributions. Such
a modification would constitute a substantive, adverse change for those taxpayers that rely on
the alternative excess distribution method to cope with the complexity of the PFIC and CFC
overlap. In addition, those taxpayers would have to deal with the transitional complexity engen-
dered by the change.
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The current Subpart F rules require full inclusion of a CFC's income by U.S.
shareholders where Subpart F income co rises 70 percent or more of gross income.
FPHC income is one category of Subpart F income and, with modifications, serves
as the definition of passive income for the PFC provisions. Under S. 1394, however,
the threshold for full inclusion of CF\C income would be reduced to 60 percent when
a single category of Subpart F income-- passive income-is involved. Reducing the
threshold would not only increase the number of U.S. shareholders of CFCs subject
to full inclusion of both tainted and non-tainted income, but would also create a di-
chotomy between the groups of tainted Subpart F income triggering a mandatory
full inclusion. Thus, by reducing the PFIC gross income test from 75 percent-a
figure greater than Subpart F's 70-percent full inclusion rule-to a 60-percent gross
income threshold with mandatory full inclusion, the PFC provisions would broaden
the tax base of U.S. corporations with CFMs. Such a result cannot be justified as"~simplification."

Finally, 5. 1394 would retain the 50-percent average passive assets test contained
in the PFIC provisions. Such a test could unfairly trap foreign sales or distribution
subsidiaries with high ratios of working capital to total assets. We believe this result
would be improper where virtually all of the CFC's gross income arises from active
business activities. Thus, absent a CFC exemption, the PFC assets test should be
eliminated or the threshold percentage substantially increased. In this regard, we
note that S. 1654 would eliminate the assets test for CFCs.

By retaining the assets test, klwering the gros-income test's threshold, eliminat-
ing the high-tax exception for passive income, and reducing the percentage of
"tainted" income to total gross income triggering full inclusion, the PFC provisions
in S. 1394 would increase the number of U.S. corporate shareholders operating
active business CFCs subject to current taxation. Subjecting active operating earn-
ings (or an even greater percentage of such earnings) to potential current taxation
is at odds with longstanding tax policy to defer current taxation of active foreign-
earned income. Doing so under the uise of simplification ia inconsistent with, and
undermines the credibility of, a simplification initiative.

One positive aspect of the nev PFC provisions is the elimination of the permanent
stain of PFIC status for CFCs (r PFC deemed to be CFCs under proposed section
1292). Under S. 1394, the "once a PFIC, always a PFIC" rule would be replaced by
an annually applied test. Thus, even if a CFC became a PFC in one year (thereby
subjecting both active and passive income to full inclusion by the U.S. shareholder),
the subsequent year's active income would not necessarily be taxed under the PFC
regime (though the passive income would be currently taxed under the Subpart F
rules). Another positive feature, though too limited to provide relief to a substantial
number of taxpayers, is the provision that would allow leased facilities to be includ-
ed in the base for determining the existence of 50-percent average passive assets.

Although the PFC regime arguably better integrates the Code's anti-deferral pro-
visions than current law, the simplifying nature of the proposal should not be exag-
gerated, especially in light of the substantive (on balance, taxpayer-adverse) changes
the proposals would work, as well as the complexity inherent in the proposed new
mark-to-market rules. True simplification could be accomplished by adding a single
sentence to the Code that eliminates the overlap of PFIC and Subpart F rules.'

B. Treatment of Foreign Sales Corporations. It is unclear whether the current
PFIC rules apply to foreign sales corporations (FSCs) whose passive income is al-
ready subject to current U.S. taxation. Section 302 of S. 1394 clarifies that the pas-
sive income of a PFC does not include a FSC's foreign trade income. Although the
IRS has informally suggested that the PFIC rules do not apply to FSCs, the pro-
posed change would bring certainty to this area.

S. 1394 fails, however, to provide FSCs with an exemption from the 50-percent
assets test for purposes of the PFC provisions. Thus, FSCs that invest their foreign
trade income might become subject to the PFC rules because the earnings on that
income would be treated as passive income. Because the FSC provisions already sub-
ject a FSC's passive income to current U.S. taxation, this oversight could result in
double taxation. Therefore, we recommend that a specific exemption from the PFC
rules be provided for FSCs. At a minimum, an exemption from the assets test (if it
is retained) should be included in S. 1394.

C. Repeal of Sections 960(aXY) and (b). Section 312 of S. 1394 wculd repeal sections
960(aX3) and (b) of the Code, which permit an indirect foreign tax credit (FTC) and

o The "once a PFIC, always a PFIC" rule would remain in effect for a limited category of U.S.
shareholders of PFCs.

7 See, for example, section 13 of H.R. 2948, which was introduced in the House of Representa-
tive Gradison.



591

an increased FTC limitation upon certain distributions by a CFC of previously taxed
income (PTI). Under the bill, foreign taxes paid by a foreign corporation on a distri-
bution of PTI would be added to the pool of indirect Fo.

When the Joint Committee staff first advanced this proposal in its simplification
recommendations, it averred that no real substantive change would be effected by
its enactment because most taxpayers are in an excess credit position and could not
use the credits that would be lost by the repeal of the statute. Staff of Committee on
Ways and Means, 101st Cong., 2d Sess., Written Proposals on Tax Simplification,
WMCP 101-27, at 33 (May 25, 1990) (recommendations of staff of the Joint Commit-
tee on Taxation). We suggest, however, that the Joint Committee staff misappre-
hended the effect of its proposal, since many taxpayers continue to rely on the miti-
gating provisions of section 960 to avoid double taxation of earnings. Distributions of
PTI are frequently subject to foreign withholding taxes when they are remitted to
the U.S. shareholder and, without sections 960(aX3) and (b), there would be no spe-
cific mechanism to credit the additional taxes.

TEI believes that the tax policy against double taxation far outweighs any nomi-
nal simplification that may be achieved through the repeal of the statute. Thus, sec-
tions 960(aX3) and (b) should be retained.

D. Translation of the Deemed-Paid Foreign Tax Credit. Section 321 of S. 1394
would grant the Secretary of the Treasury authority to issue regulations permitting
foreign tax payments to be translated into U.S. dollar amounts using an average
U.S. dollar exchange rate for a specified period. The bill thus adheres to section
986's requirement that foreign taxes be translated at a rate in effect during the year
the taxes were paid.

Although the approach taken in S. 1394 represents a minor simplification of the
translation of foreign tax payments, the proposal still fails to address directly the
tremendous administrative burdens engendered by the Tax Reform Act of 1986's
year-of-payment rule; the proposal would still require taxpayers to "track" the year
in which myriad tax payments are made. TEI submits that the compliance burdens
associated with section 986 are totally disproportionate to any practical or policy
purpose that may be served by the provision.

Stated simply, the Code's foreign tax translation rules are in desperate need of
simplification. Fortunately, administrable alternatives are clearly available. One is
to return to pre-1987 law, which was relatively simple for both taxpayers and the
IRS to administer. This approach is effectively embodied in section 5 of S. 936. An.
other alternative is to translate foreign taxes at a rate in effect in the year in which
the taxes are accrued, perhaps averaging the rates in effect on the first and last
days of the corporation s taxable year. Such a rule would substantially reduce the
administrative burdens on taxpayers without sacrificing any sound tax policy or
revenue goal.

E. Simplifed Method for FTC/AMT Cakulation. In computing its FTC limitation,
a taxpayer is required to allocate and apportion deductions between U.S. and for-
eign sources. This limitation must be separately computed for both regular tax and
alternative minimum tax (AMT) pur . In essence, taxpayers that have allocated
and apportioned deductions for regular tax purposes must re-allocate and re-appor-
tion those same deductions for AMT-FC purposes, using assets and income that re-
flect the AMT adjustments made in computing alternative minimum taxable
income.

Section 322 of S. 1394 would accord taxpayers an election to use as their AMT-
FTC limitation the ratio of foreign-source regular taxable income (rather than for-
eign-source AMT income) to their entire AMT income. The proposed election, how-
ever, would clearly operate to the taxpayer's detriment because foreign-sourc . regu-
lar taxable income will invariably be less than foreign-source AMT income.

TEl questions the rationale set forth in the Technical Explanation (at ptge 69)
that "the differences between regular taxable income and alternative minimum tax-
able income are often relevant primarily to U.S. source income." Indeed, any section
56 or 57 expense (such as depreciation) that is apportionable under Treas. Reg.
§1.861-8 will reduce foreign-source income. We believe that an alternative exists
that is not skewed toward benefiting either the government or the taxpayer. Specifi-
cally, we recommend that taxpayers be permitted to elect to use their regular sec-
tion 904(a) limitation fraction, i.e., the ratio of foreign-source regular taxable income
to their entire regular taxable income. This is the approach adopted by Congress in
former section 59(a)1XC), regarding the allocation and apportionment of the book
income preference.

F. Treatment of Gain on Certain Stock Sales. Section 311 of S. 1394 would provide
that gain from the sale of stock of a foreign corporation by a CFC will be treated as
a dividend to the same extent it would be under section 1248(a) of the Code if the
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CFC were a U.S. person. The modification clearly satisfies the simplification crite-
ria, and TEI endorses it. We question, however, the rationale underlying the propos-
al to exclude such deemed dividends from the scope of the same-country exception
that the Code provides for actual dividends.

III. DOMESTIC PROVISIONS

A. Simplified Method for Applying Uniform Cost Capitalization Rules. Section 412
of S. 1394 would grant the Treasury Department the authority to issue regulations
that allow taxpayers to use a base-period percentage in determining the costs of any
administrative, service, or support function or department that are allocable to pro-
duction or resale activities.

The Institute finds it difficult to comment on this proposal because the particulars
of the simplified method are for the most part left for Treasury to determine. The
Technical Explanation (at page 86) does state that the base period would begin no
earlier than four years prior to the taxable year, but it leaves many questions unan-
swered. For example, the explanation does not address the length of the base period.
Will it be a four-year rolling period? A one-year period that would be used for the
four succeeding year! If the base period is a four-year rolling period, simplification
will be achieved only in the first year. Moreover, the proposed statutory require-
ment that the costs be capitalized on a department-by-department, function-by-func-
tion basis is far from simple. A better method would be to permit taxpayers an elec-
tion to use a specific percentage based on an average capitalization rate determined
from a four-year base period.

In addition, we note that the Technical Explanation (at page 85) states that S.
1394 "authorizes (but does not require)" the Treasury Department to issue regula-
tions providing for the simplified allocation method. The proposed statutory lan-
guage, however, would clearly require the Treasury to issue such regulations. The
obligatory nature of the grant of authority should be confirmed in the committee
report, especially in light of the Treasury's testimony before the Ways and Means
Committee intimating that such regulations might never be promulgated.

B. Depreciation for AMT/ACE Purposes. Section 421 of S. 1394 would apply a 120-
percent declining balance method (switching to straight-line at a point maximizing
depreciation deductions) for personal property (other than transition property to
which the ACRS system in effect before the Tax Reform Act of 1986 applies) for
determining the alternative minimum taxable income of a corporation. No further
adjustment for this property would be required f'ur purposes of the adjusted current
earnings (ACE) provision.

The proposal would provide a simpler method of determining depreciation for
newly acquired property. It would not, however, permit taxpayers to use the same
method with respect to assets acquired prior to 1991. Thus, the provision may actu-
ally increase a taxpayer's compliance burden by forcing it to maintain one more de-
preciation system for property placed in service after December 31, 1990). TEI rec-
ommends that taxpayers be accorded an election to apply the simplified method ret-
roactively for all years to which ACE applies.

C. Built-In Losses for Purposes of the Corporate Alternative Minimum Tax. Section
422 of S. 1394 would repeal the ACE rule relating to the treatment of built-in losses
after a change in ownership (current section 56(gX4XG) of the Code). Thus, under the
bill, the treatment of built-in losses would be the same for ACE, AMT, and regular
tax purposes-a significant simplification of current law. TEl endorses enactment of
this provision.

IV. OTHER SIMPLIFICATION MEASURES

A. Exempt Controlled Foreign Corporations from Uniform Capitalization Rules.
One area that significantly increases the compliance burdens of all U.S. corpora-
tions is the uniform capitalization rules under section 263A of the Code, which re-
quire the capitalization of costs incurred in manufacturing or constructing tangible
property. These accounting rules, which were enacted in 1986, are the most compre-
hensive costing provisions ever approved by Congress, and the price taxpayers have
had to pay-not in additional tax but in compliance costs-has been staggering. The
uniform capitalization rules--especially those relating to interest expense--create
tremendous administrative and compliance burdens for U.S. companies operating
abroad, principally in the computation of indirect foreign tax credits under section
902 of the Code. In addition, because all post-1986 earnings are pooled for purposes
of this section--and capitalization only postpones the deduction-the section 263A
amount becomes increasingly insignificant over time. The existence of excess foreign
tax credits (FTCs) has a further averaging effect. Thus, the application of the rules
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to foreign operations produces relatively little revenue, certainly not enough to jus-
tify the astounding cost of compliance on taxpayers.8

TEI believes that the extension of section 263A to foreign subsidiaries is unwar-
ranted. For these reasons, we recommend that the statute be amended to specifical-
ly exempt controlled foreign corporations from its reach. Section 2 of S. 936 will
achieve this result.

B. Use of US. GAAP for Computing Earnings and Profits. The concept of "earn-
ings and profits" (E&P) has relevance in the foreign tax area for several reasons.
For example, E&P is used in measuring the amount of subpart F inclusions, the por-
tion of a distribution from a foreign corporation that is taxable as a dividend, the
amount of foreign taxes deemed paid for purposes of the deemed paid foreign tax
credit under section 902, and the amount of section 1248 gain taxable as a dividend.

Under section 964, the E&P of a foreign corporation is to be computed in accord-
ance with rules substantially similar to those applicable to domestic corporations.
As a practical matter, however, a foreign corporation is frequently unable to com-
pute E&P in the same manner as a domestic corporation. Although a domestic cor-
poration generally calculates E&P by making adjustments to U.S. taxable income, a
foreign corporation necessarily uses foreign book income as its base. The ensuing
adjustments become especially difficult in the case of noncontrolled foreign corpora-
tions since the U.S. shareholder of such companies may encounter difficulty in ob-
taining all the information required to compute E&P.

Although foreign corporations do not compute U.S. taxable income, they frequent-
ly do adjust foreign book income to conform with U.S. generally accepted accounting
principles (GAAP) for financial reporting purposes. There are numerous differences
between GAAP and E&P, but most relate to timing differences and have at most a
nominal effect on a company's U.S. tax liability, especially in light of the require-
ment of the Tax Reform Act of 1986 that taxpayers compute their section 902 FTC
credit on the basis of a pool of post-1986 undistributed earnings.

Under current regulations, taxpayers need only make "material" adjustments be-
tween GAAP and E&P. Because the definition of materiality is a fluid one (with
which IRS examining agents can take issue), taxpayers may feel compelled to make
complicated and time-consuming-but essentially inconsequential-adjustments. If,
however, taxpayers were permitted to use U.S. GAAP as a measure of E&P, the
heavy compliance burden could be tempered, especially for depreciation, inventory
capitalization, and foreign currency translation adjustments.

Accordingly, TEI recommends that taxpayers be generally permitted to use U.S.
GAAP in computing the E&P of foreign corporations. Although the Institute be-
lieves section 964(a) provides the Treasury Department and IRS with adequate au-
thority to prescribe such rules, we suggest that Congress clarify such authority and,
indeed, expressly direct the Treasury Department and IRS to promulgate regula-
tions implementing this change.

C. Interest Rate under Section 6621(c). Section 321 of H.R. 2775 (introduced by Rep-
resentative Rostenkowski) would provide that, for purposes of determining the
period to which the large corporate underpayment rate applies under section 6621(c)
of the Code, any letter or notice will be disregarded if the amount of the deficiency,
proposed deficiency, assessment, or proposed assessment set forth in the letter or
notice is not greater than $100,000 (without regard to any interest, penalty, or addi-
tion to tax). The proposal would thus clarify that a notice relating to a minor math-
ematical error by the taxpayer will not be sufficient to trigger the higher interest
rate imposed by section 6621(c).

Although TE continues to disagree with the polic' underlying the so-called hot
interest provision, we recommend that S. 1394 be revised to incorporate section 321
of H.R. 2775. Indeed, the bill should go even further to make the "hot interest" pro-
vision more administrable and fair. Specifically, Congress should provide for the
mandatory abatement of "hot interest" during the period attributable to a delay by
the IRS in considering a taxpayer's administrative appeal of proposed adjustments.
In addition, the bill should provide for Tax Court review of adjustments paid by tax.
payers to stop the running of interest. Finally, Congress should reaffirm its un-
equivocal instruction to the Treasury Department to implement a comprehensive
netting procedure to ameliorate the unfair effects of section 6621(c). No such proce-
dure has been forthcoming from the Treasury or IRS even though the congressional
mandate dates back to 1986.

$Indeed, for some corporations the application of the uniform capitalization rules in the for-
eign context may actually reduce their tax liability, even without regard to the deductibility of
the cost of compliance.
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V. CONCLUSION

Tax Executives Institute appreciates this opportunity to present its views on S.
1394, S. 936, and other tax simplification measures and would be pleased to answer
any questions you may have about its positions. In this regard, please do not hesi-
tate to call either Robert H. Perlman, the Institute's SeniorVice President, who will
testify on the Institute's behalf at the Committee's September 10 hearing, at (408)
765-1202 or Timothy J. McCormally of the Institute's professional tax staff at (202)
638-5601.
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STATVM OF THE TzXAS AND SOuTHwESTERN
CATrLE RISERS ASSOCIATON

My name is James B. Owen of Tyler, Texas. I am submitting the
following testimony as president of the Texas and Southwestern Cattle
Raisers Association, a livestock trade group of more than 20,000
working cattlemen operating primarily in Texas and Oklahoma.

I am pleased to provide members of the Senate Finance
subcommittee on taxation with specific comments regarding S. 1394,
the tax simplification legislation.

Today we would like to share with you the need to amend current
estate law and a provision of S. 1394. The provision at Section 505
addresses the election of special use valuation of farm property for
estate tax purposes. As it is currently drafted, this provision
applies only to decedents dying after the date of enactment. We
respectfully request that you amend this section, appropriately
titled "Opportunity to Correct Certain Failures under Section 2032A",
to make the effective date retroactive to 1986.

Such action would alleviate an inequity in the administration of
the special use valuation rules so important to farmers and ranchers
everywhere.

An unfortunate and arbritrary interpretation of existing
regulatory guidelines by an individual examining agent has denied the
family of a TSCRA member the advantage of framing 2032A as Congress
intended. In fact, it may be necessary for the family to liquidate a
significant portion of its productive ranch land; land which has been
in the family for several generations.

This family's dilemma is not unique. Rather, we suspect that
many other families whose members are engaged in the production of
food and fiber find themselves in this fix. Amending the effective
date of this proposed section 505 to make it retroactive to 1986 will
do much to correct this inequity. We see no logic in penalizing those
occurrences prior to the enactment of this correction, simply because
of the date that they occurred. The passage of this correction, on
the surface, indicates that the law was incorrectly administered. It
would seem only fair and proper that all those who were victims of
the misinterpretation should get relief. This we will feel is a
reasonable accommodation.

Texas and Southwestern Cattle Raisers Association urges your
adoption of this proposed modification of estate tax law.
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STATEMENT OF THOMPSON & MrIcnHmu.

This statement is submitted on behalf of Thompson &
Mitchell, a St. Louis-based law firm, and our numerous clients
who, like countless other taxpayers nationwide, have been
injured by the operation of what is now recognized as a flawed
estate tax provision. While we are pleased with the apparent
widespread acceptance of section 502 of S. 1394, the tax
simplification bill, one further task must be undertaken: this
section of the bill must be made to apply retroactively.
Retroactive application of this amendment is a cr4cical step ;n
effectuating Congress' objective of preventing rection 2035
from working hardships on the nation's taxpayers.

Present Law and S.. 1394:

The current operation of Section 2035(d)(2)
arbitrarily penalizes gifts made from revocable trusts by
including in the decedent's estate the value of an interest
transferred from a revocable trust if made within 3 years of
decedent's death. However, direct gifts of less than $10,000
per year are non-taxable and are not included in the decedent's
estate. This creates an oddity whereby a $10,000 gift made
directly by the decedent as a donor is not includable in the
estate, while a $10,000 gift made by the decedent as the
trustee of a revocable trust is includable in the estate. As
currently drafted, section 502 of the bill would correct this
problem prospectively.

Retroactive Amendment:

Since 1981, section 2035 has created a minefield in
both tax planning and IRS enforcement. In that year, Congress
enacted the Economic Recovery Act of 1981 (P.L. 97-34, Sec.
424), (as amended by the Technical Corrections Act of 1982
(P.L. 97-448, Sec. 104)) which amended 2035 to its present
form. The policy of the 1981 Act was that small gifts made
within three years of the decedent's death generally should not
be included in the decedent's estate; thus, the estate tax law
would be consistent with the income tax law under which gifts
up to $10,000 are not taxable. In addition, the amendment was
intended to eliminate inconsistent rulings regarding gifts made
in contemplation of death. In fact, the legislative history of
the Economic Recovery Tax Act of 1981 reflects the
congressional policy of promoting the use of bright line rules
and minimizing speculation on the parts of both tax planners
and the IRS with respect to this provision. tfi generally S.
Rep. No. 97-144, 97th Cong., 1st Sess. 230-39 (1981). An
additional goal articulated was modification of the tax system
to promote greater personal savings. IL. at 120.

Section 2035 has been a trap for estate planners. In
spite of the general policy in favor of exclUding small gifts
from the estate, a minor and narrow exception exists for gifts
made from a common estate-planning device, the revocable
trust. To overcome this narrow exception, estate planners and
taxpayers must perform somewhat contorted transactions to make
a small gift that is not includable in the estate. A deviation
from these unnecessary requirements generally renders the gift,
otherwise untaxable, taxable.

The widespread support for section 502 of S. 1394
illustrates that Section 2035(d)(2) is appropriately viewed as
a provision yielding inconsistent and seemingly arbitrary
interpretations and consequences. For example, the IRS has
held that gifts from revocable trusts are not included in the -
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gross estate and not taxable where the trustee transfers the
gift back to the grantor and the grantor then makes the gift.
Priv. Ltr. Rul. 90-10-005 (Nov. 17, 1989) The IRS has also
ruled that some gifts from revocable trusts are n]t includable
in the estate if the trust instrument only authorizes transfers
to the grantor, yet a transfer is made directly to third
persons in contravention of the instrument. Priv. Ltr. Rul.
90-10-004 (Nov. 17, 1989). One can only speculate as to the
mental gymnastics plaguing estate tax planners and taxpayers in
their concerted efforts to comply with murky Section 2035
rules. Added to this are the inequitable tax consequences
resulting from this provision. Such considerations, taken
together, have undoubtedly fueled the decision to amend Section
2035.

Clearly, this amendment is corrective in nature, and,
fortunately, will operate to prevent future inequities.
However, as with many amendments, correction can only be
complete by retroactive application. While the effect upon the
federal budget of such retroactive application will likely be
de minimti, the effect upon taxpayers nationwide who have been
impacted in the past will be quite substantial.
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STATEMENT OF THE UNITED STATES COUNCIL
FOR INTERNATIONAL BusImss

On June 27, 1991, H.R. 2777 and S. 1394 (the Tax
Simplification Act of 1991, hereinafter "the Bill") were introduced in
Congress. H.R. 2777 and S. 1394 are the culmination of a process that
dates back to February, 1990, when Chairman Rostenkowski requested that
the interested public, Treasury, IRS and staffs of the House Ways and
Means and Joint Committee develop tax simplification proposals for review
by the full House Ways and Means Committee.

For the members of the U.S. Council for International
Business, who have devoted substantial time and effort on suggestions for
simplifying the foreign provisions of the Code, the Tax Simplification
Bill is a disappointment. While the Bill introduces some helpful changes
in the rules dealing with controlled foreign corporations (CFCs) and the
alternative minimum foreign tax credit computation, it actually simplifies
very little. Its proposal for replacing the numerous anti-deferral
regimes with a single regime is an exceedingly complex set of rules in its
own right; it eschews responsibilities for an important foreign tax
translation issue by delegating regulatory authority to the IRS; and it
makes no changes at all in the foreign tax credit area for corporate
taxpayers (except to eliminate a taxpayer elective provision). Even more
disappointing is the fact that, at every opportunity, it seems that the
Committee chose the most restrictive (to taxpayers) option available. Our
detailed comments follow.

The United States Council for International Businers
represents American business positions before the Executive and
Legislative branches of the U.S. Government and in the major international
economic fora. A membership organization comprised of over 250
international corporations, law firms, and accounting firms, it seeks to
promote an open international system of trade, investment and finance.
The Council is the U.S. business group that officially consults with key
international bodies influencing international business. It is the U.S.
affiliate of the International Chamber of Commerce (ICC), the Business and
Industry Advisory Committee (BIAC) to the OECD, and the International
Organisation of Employers (IOE).

ANTI-DEFERRAL REGIMES

Under current law, there are at least six different, but
related regimes for taxing otherwise deferred income of a foreign
corporation: the controlled foreign corporation (or "subpart F") rules
( 951-964), the foreign personal holding company ("FPHC") rules (§ 551-
558), the passive foreign investment company ("PFIC*) rules (if 1291-
1297), the personal holding company (OPHCC) rules (§§ 541-547), the
accumulated earnings tax ("ACT") (if 531-537), and the foreign investment
company ("FIC") rules (1§ 1246-1247).

In our simplification submission of June 29, 1990, a copy of
which is attached, the U.S. Council suggested that the concerns of the
multiple anti-deferral regimes could be adequately addressed by just two:
one to tax income of foreign corporations controlled by U.S. shareholders
(subpart F) and another to tax income of foreign corporations with
predominately passive income (an expanded PFIC). The Bill adopts this
approach, by creating a new creature -- the Passive Foreign Company
("PFC") -- to replace the PFIC, FTC and the majority of the FPHC rules;
the rest of the FPHC rules are folded into the existing subpart F regime,
and the ACT and PHC tax are eliminated in their entirety (at least as they
apply to foreign corporations).

The overall approach adopted by the Bill is, therefore, sound.
Furthermore, some useful changes are proposed for the CFC rules. The
expanded PFIC concept, however, adds so many nuances and alternatives that
little simplification is really achieved. Moreover, the simplification
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that is achieved is borne on the backs of taxpayers. The foreign
provisions of the Bill are estimated to raise $87 millon over five years,
and the bulk of the revenue is certainly attributable to the anti-deferral
proposals.

CFC changes

While tho rules for taxing shareholders of CFCs are retained,
significant changes are proposed. Host of these changes are indeed
simplification.

First, the Bill adds to subpart F income, under section
954(c), amounts received under a personal service contract to be performed
by the CFC if the recipient of the services or some other third party has
a right to designate the individual who is to perform the services and
such individual owns, directly or indirectly, 25 percent or more of the
value of the CFC. This rule is lifted from the FPHC regime. It applies,
however, without regard to whether the CFC is controlled by five or fewer
individuals. The extension of the rule is difficult to understand other
than as a means of tightening deferral. It would therefore be preferable
to restrict application of this personal service contract rule to
situations where the "5 or fewer" ownership is present.

The Bill states that income earned on such a personal service
contract, while FPHC income for subpart F, is not treated as passive
income for foreign tax credit purposes. Nevertheless, this income can
have an effect on the classification of a foreign corporation as a PFC
(see PFC discussion below).

Second, under existing law, when the stock of lower- tier CFCs
is sold, the income is treated as passive, subpart F Income to the U.S.
shareholders of the upper-tier CFC seller. Under the Bill, such lower.
tier sales would be taxed to the CFC seller in the sam manner as if a
U.S. shareholder sold section 1248 stock. Thus, to the extent of the
lower-tier's earnings and profits earned while the stock was held by the
upper-tier, the gain is recharacterized as a dividend with only the excess
treated as gain from the sale of stock. Curiously, however, the same
country dividend exclusion of section 954(c)(3)(A) does not apply to the
portion of the sale recharacterized as a dividend. As a separate matter,
the Bill also provides for adjustments to the basis of lower-tier CFC
stock in the hands of its upper-tier CFC parent for subpart F inclusions
and distributions.

The Council supports the extension of section 1248 to sales of
stock in lower-tier CFCs and providing stock adjustsents for subpart F
inclusions attributable to lower-tier CFCs. These proposals will
eliminate unnecessary restructuring required under current law to avoid
passive income treatment. The lower-tier stock sale proposal, however,
would be more rational -- and thus simpler -- if any resulting deemed
dividends were treated as actual dividends for all purposes of the Code,
including the "sam country exclusion" of section 954(t)(3)(A). Where
lower-tier earnings would not result in subpart F income if actually
distributed, the same earnings should not create subpart F income when
included as part of a section 1248 dividend.

Third, the Bill provides a number of useful rules to assure
that on the sale of CFCs certain earnings previously taxed are properly
excluded. For one, the Treasury is given the authority to exclude deemed
section 304 dividends (which typically arise on cross-chain sales of CFC
stock) to the extent of the previously taxed earnings and profits out of
which the stock is deemed to be distributed. The Bill also provides a
reduction to the subpart F income of a U.S. shareholder for the year the
shareholder acquires the stock of a CFC from another U.S. shareholder by'
the shareholder's portion of the seller's section 1248 dividend
attributable to current year earnings and profits. Under existing law,
the subpart F income of a CFC is taxed only to the U.S. shareholders thit
hold stock on the last day of the taxable year, To account for this year-
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end holder rule, the Code provides an adjustment for dividends that are
paid out of current year earnings and profits prior to the acquisition.
No such adjustment is currently presided, however, for the portion of the
deemed dividend under section 1248 to the seller that is composed of
current year earnings and profits. These proposed rules are a welcome
addition.

Finally, the Bill addresses the foreign tax credit rules for
previously taxed income (uPTI"). Under current law, section 960(a)(3)
allows an indirect credit for foreign taxes paid by the distributing or
lower-tier CFC on PTI, and section 960(b) allows any excess foreign tax
limitation from the year in which the PTI was originally taxed to be
recaptured for use in the year of distribution. The Bill repeals these
sections on the grounds that they involve complex recordkeeping and
tracing requirements and normally do not result in substantial tax
savings. Thus, indirect taxes on PTt would remain in the post-86 pool of
foreign taxes, potentially creditable in future years, and any excess
credits that result when the taxes become creditable are subject to the
normal two year carryback and five year carryforvard rules.

The U.S. Council agrees that section 960(b), in conjunction
with section 960(a)(3), even though essentially a taxpayer elective
provision, involves complex recordkeeping and tracing requirements. In
our simplification submission, we suggested that consideration be given to
alternative rules. We do not believe that simplification is well served
by eliminating provisions that are beneficial to taxpayers without
appropriate substitute provisions. The U.S. Council would therefore
suggest retaining section 960(a)(3), which has = proven overly complex
in practice, and replacing section 960(b) (ie. carryforward of excess
limitation), which has proven complex in practice, with a provision
allowing a lengthy (e.g. 10 years) carryback period for excess credits
arising from taxes attributable to PTZ. We continue to believe that this
is the preferable alternative, because it reduces administrative
complexities but still allows taxpayers a more liberal rule for the use of
prior year excess limitations to credit taxes resulting from distributions
of PT! -- a right which is particularly important if U.S. rates increase.

Proposed PFC Reime

As mentioned above, the Bill replaces the PFIC, FIG and FPHC
income rules with a new creature -- the passive foreign company ("PFC*),
which continues to impact U.S. shareholders of CFC's. The U.S. Council
believes a simpler approach would have been to eliminate U.S. shareholders
of CFC's from PFC coverage.

PFC is defined as any foreign corporation that satisfies one
of the following three tests: (1) a gross income test, 60 percent or more
of its gross income is passive; (2) an asset test, 50 percent or more of
its assets produce passive income or are held for the production of
passive income; or, (3) a registration test, the foreign corporation is
registered under the Investment Company Act of 1940 as a management
company or unit investment trust.

The three-pronged alternative PFC definition represents a
blending of the various passive anti-deferral regimes; but, in many ways,
it is a blending of the worst sort. The gross income test adopts the 60
percent FPHC threshold rather than the higher 75 percent PFIC or 70
percent CFC thresholds. Given that the PFC rules do not carve out CFCs
from their reach, additional simplification would be achieved if the 70
percent rule of subpart F were adopted instead. The asset test, except
for the addition of certain leased assets, is lifted from the PFIC rules.
The retention of an asset test as a touchstone for passive
characterization is regrettable. As explained in our simplification
submission, the asset test creates tremendous compliance and
administrative burdens. Because in practice taxpayers are forced to use
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adjusted tax basis (rather than fair market value) to value assets, the
asset test also discriminates among industries. The registration test is
lifted from the FIC definition and seems appropriate.

The Bill makes no attempt to reconcile the various definitions
of passive income under subpart F, PFIC and the foreign tax credit rules.
Passive income for the gross income and asset tests is the PFIC definition
under current law, including the exceptions for banking and insurance
income and the look-through rules for related parties, but with additional
modifications and two clarifications.

The inclusion of income to U.S. shareholders of a PFC can
occur in any one of a number of different ways and on either a current tax
basis or on a deferred tax basis with an interest charge. Current
inclusion is required if (1) the PFC is a CFC, (2) more than 50 percent of
the vote or value of the PFC's stock is held by 5 or fewer persons, or (3)
more than 25 percent of the PFC's stock is owned by a U.S. shareholder.
Current inclusion also essentially applies if (4) the PFC would qualify as
a Regulated Investment Company if it were a domestic corporation, meets
certain requirements to be set forth in regulations by the IRS, waives all
treaty benefits, and elects to be taxed as a domestic corporation.
Ownership is determined in situations (1) and (3) under section 958, but
the ownership determination in situation (2) is set forth in the much
broader rules applicable to domestic personal holding companies (section
544). The U.S. Council recommends that the use of section 544 ownership
rules be entirely eliminated under the PFC regime, and that section 958 be
used across the board, particularly since under situation (2) the 5 or
fewer persorts need not be individuals. The rules applicable to situation
(1) are the straight PFIC rules applied to CFCs, but with a significant
exception. The high-tax exception available to CFCs that make a qualified
electing fund election under current law is repealed in favor of the FPHC
regime. A high- tax exception was not provided for FPHCs, because FPHCs
were almost exclusively formed in low-tax jurisdictions. Since this is
not true for CFCs, it is difficult to understand why the high-tax
exception is not retained for CFCs that are also PFCs. The rules for
situation (2) are lifted from the FPHC rules, but with the ownership
change noted above that five or fewer persons need not be individuals.
The rules for situation (3) have no origin that we can find in prior law.
The election available for companies meeting the criteria of (4) to be
taxed like a domestic corporation exist in only narrow contexts, such as
section 953(d).

Current inclusion, except for the PFC that elects to be taxed
as a domestic corporation, would be based on the existing CFC model,
including the basis adjustments, treatment of previously taxed income,
ordinary treatment of inclusions and foreign tax credits. Unlike subpart
F, however, all inclusions would be treated as foreign personal holding
company income, even if the PFC is also a CFC. The result is to increase
the computations required under the high-tax kick out rules of section
904(d)(2)(F), an already burdensome provision. The full inclusion rule
for PFCs is similar to the subpart F full inclusion rule for CFCs. Under
that rule, items of income simply retain their character for foreign tax
credit purposes as active foreign base company income, passive income, or
non-subpart F income. In addition, under the existing rules for CFCs with
qualified electing funds, the foreign tax credit look-through rules apply.
The Council therefore recommends that the look-through rules for PFC
inclusions should apply to all controlled PFC's.

Shareholders not covered by the-rules discussed above may
individually elect to be subject to the current inclusions based on the
current qualified electing fund regime for PFICs. For electing
shareholders, inclusions are treated for foreign tax credit purposes as
dividends from non-controlled foreign corporations. If shareholders do
not elect, they are taxed in one of two ways: (1) on the mark-to-market
system, if the shares are "marketable"; or (2) if the shares are not
marketable, under a deferred tax with interest charge regime similar to
the current law section 1291. PFC stock is considered marketable if it is
regularly traded on a qualified exchange, whether inside or outside the
U.S. An exchange qualifies for this purpose if it is a national
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securities exchange which is registered with the SEC or the national
market system established pursuant to section 11A of the Securities and
Exchange Act of 1934, or if the Secretary is satisfied that the
requirements for trading on an exchange ensure that the market price on
that exchange represents a legitimate and sound fair market value for the
stock. The Service is permitted to adopt a definition of the term
"regularly traded" that differs from the definitions provided for other
purposes of the Code, e.g., section 884(e)(4)(B)(i). Gain or loss under
the mark-to-market regime is treated as ordinary and characterized for
foreign tax credit purposes as if the stock had been actually disposed.

TRANSLATION OF FOREIGN TAXES

Under existing law, foreign taxes are translated at the spot
rate on the date of payment. The Bill provides the IRS with regulatory
authority to use an average rate for taxes paid within a prescribed
period. The alternative taxpayers overwhelmingly requested -- and which
Isproposed in both Senator Baucus's and Congressman Gradison's recent
bills -- is a return to the translation of taxes at the same rate as
income (the so-called n 621 rule). This is a much simpler methodology
because, among other things, it eliminates the need for annual
translations and foreign tax redeterminations in a significant number of
cases. In addition, as explained in detail in our simplification
submission, this rule is at least as conceptually correct as the date of
payment rule, because it would treat the translation of foreign taxes
consistently with the translation of other functional currency expenses,
and would maintain the effective rate of foreign tax.

ALTERNATIVE FOREIGN TAX CREDIT

The Bill provides a binding election to compute thealternative foreign tax credit by substituting regular foreign source
income for alternative foreign source income in the numerator of the
fraction. The U.S. Council supports this proposal.

IMPORTANT PROPOSALS LEFT OUT

The most discouraging aspect of the Bill is what it leaves
out. The aill does nothing at all to simplify the foreign tax credit
complexities for corporate taxpayers -. nothing on the "10-50" basket
problems; nothing on the "high tax kick out rule" for passive income; and
nothing on the application of section 263A or section 404A to foreign
corporations. In addition, no attempt is made to address the numerous
obscurities and anomalies that add to complexity, such as conforming the
definition of 10 percent shareholder in sections 902, 951(b), 960, and 245
or conforming the look-through rules for section 904(d) and (g).

CQCLUSION

The U.S. Council commends the drafters of the Tax
Simplification Bill for their efforts to simplify the foreign provisions
of the Code. In reality, however, other than changes in the rules dealing
with controlled foreign corporations (CFCs) and the alternative minimum
foreign tax credit computation, the Bill simplifies very little. If there
is to be meaningful simplification in the foreign area, clearly more must
be done. The US. Council encourages the members of both the House and
Senate to consider carefully the simplification bills that have also been
introduced by Senator Baucus and Congressman Cradison, as they offer many
proposals that the Council believes could result in meaningful
simplification. We are also resubmitting our original submission for
simplifying the foreign provisions for your continued consideration.
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United states Council for International
Business Reoommendations for simplifiaation of

International Provisions of the Code

I. INCLUSION OF INCOME OF FOREIGN CORPORATIONS

A. Introduction

The complexity of the current system for taxing
income of foreign corporations engaged in business outside the
United States can be traced primarily to the need to separate
income that is deferred from that which is not. A system that
permitted complete deferral or required current taxation of
all income would undoubtedly be much simpler. The pros and
cons of such systems, however, have been debated for years,
and it would seen unlikely that either is fully justifiable in
and of itself. The real question, therefore, is what are the
appropriate rules for inclusion of income of foreign
corporations ?iven that some income will be deferred until
distribution.

The current rules for taxing income of foreign
corporations to U.S. shareholders can generally be classified
into two regimes: (1) Passive anti-deferral provisions --
those provisions, which tax currently income of foreign
corporations whose primary activities or income is passive in
nature (L"., the foreign personal holding company (FPHC),
foreign investment company (FIC), and passive foreign
investment company (PFIC)); and (2) Subpart F -- which taxes
currently only certain types of income where U.S. shareholders
or a group of U.S. shareholders control the foreign
corporation. The Council believes that these two basic
regimes should be retained but that substantial revisions to
each are needed in order to avoid excess complexity.
Suggestions for improving these two basic regimes are
discussed separately below.

I Despite the 1986 Act's affirmation of the corporate
system of double taxation, there continues to be some interest
in the integration of corporate and shareholder taxes. It
appears highly unlikely, however, that if an integration
system were adopted that it would result in full integration
of the income of domestic corporations, let alone foreign
corporations. Thus, there will undoubtedly be some income of
foreign corporations that, absent a special provision, will be
taxed only upon distribution.
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B. Passive Anti-defMrral Provisions

1. Unification of provisions

Perhaps the most compelling candidate for
simplification is the unification of the multiple regimes that
exist for taxing income of foreign corporations that are
involved primarily in passive activities -- the foreign
personal holding company (FPHC), the foreign investment
company (PIC), and the passive foreign investment company
(PFIC) provisions. The concerns addressed by these provisions
are generally all adequately addressed by a single
provision -- the PFIC provisions (or could be addressed with
minor changes thereto). The primary difference in these
provisions turns on the definition of passive income or assets
or the level of U.S. ownership which triggers their
application. The overlapping nature of these structures is
evidenced by the comprehensive priority rules that are
needed.2

2. Modification to PFIC rules

Along with the unification of the provisions dealing
with foreign corporations operating primarily in passive
activities, the Council also recommends that the PFIC
provisions be amended so that they do not apply to U.S.
shareholders3 of controlled foreign corporations (CFCs); the
income of such corporations is already subject to inclusion to
these shareholders under subpart F. Not only would this
simplify the operation of the anti-deferral regimes to CFCs,
it would continue the longstanding tax policy that active
business earnings of foreign corporation are taxable only upon
repatriation and would be consistent with the intended scope
of the PFIC provisions, which was to eliminate deferral on
passive income earned in widely held foreign corporations.

3. Passive activities tests

Finally, the Council recommends that an asset test
not be used to determine when a foreign corporation is engaged
in sufficient passive activities to cause current taxation of
its income under the PFIC rules.4 Characterization of assets

2 .a., sections 951(d) and (f) subpartt F trumps FPHC
and PFIC); section 551(g) (FPHC trumps PFIC); section
1297(b)(7) (PFIC trumps FIC).

3 U.S. shareholder is defined in section 951(b),
generally as a U.S. person who owns 10 percent or more of the
total combined voting power of all classes of stock entitled
to vote.

See section 1296(a)(2).
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is an extremely difficult process and has been a frequently
litigated point of contention for taxpayers and the Service in
numerous other areas of the Code for years. The difficulties
this causes is compounded in the case of foreign corporations.
The Treasury Department itself is well aware of the
difficulties. In the recent interest allocation regulations
under section 864(e), taxpayers have been permitted an
election to characterize the stock of CFCs on the basis of the
gross income, rather than assets, of the corporation (Treas.
Reg. § 1.861-9T(j)).

C. Su;ga.Ar.t

1. Eliminate inter-affiliate dividends.
interest. rents, and royalties

The subpart F provisions were originally enacted in
1962 in a vastly different economic environment than exist
today. The underlying concept adopted in 1962, that income
earned in a country other than the country of incorporation
should be taxed currently, is subject to much criticism in the
present worldwide economy in which taxpayers operate. Free
flow of capital and technology is increasingly the norm and
will undoubtedly continue to be so. Moreover, developments
toward integration of the EEC continue to proceed.

The Council believes that a simpler system, and one
much more reflective of the global nature of the business
world, would be to permit all dividends, interest, rents, and
royalties that are paid within the affiliated group to be
exempt from the reach of subpart F, unless on a look-through
basis the payments are attributable to subpart F income of the
payor.5 This would correspond the treatment of subpart F to
section 904(d).

2. Currency gain or loss

a. Subgart F and section 904(d)

Under current law, currency gain or loss of a
controlled foreign corporation (CFC) in treated as foreign
personal holding company income (FPHCI) and passive income
under section 904(d), unless incurred in a transaction
directly related to the business needs of the CFC.6 In order
to satisfy the business needs exception, the corporation must
meet detailed tracing, characterization and identifications

5 Affiliated group would be defined by reference to
section 1504, but without regard to section 1504(b) and by
reducing the ownership level fros 80 to 50 percent.

6 See sections 954(c)(1)(D), 904(d)(2)(A).
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rules, which generally reflect the transaction-oriented nature
of the statute (an Temp. Tress. Reg. I l.954-2T(g)).'

Most taxpayers that operate worldwide enter into
thousands of transactions in nonfunctional currencies. The
currency exposures these transactions present are almost
always hedged to some extent, to prevent unpredictable changes
in profits or losses due to violent swings in exchange rates.
Hedging, however, is almost never done on an individual basis,
but rather on the net exposure of the corporation in a
particular currency. Thus, the notion that currency gain or
loss can be individually traced, characterized and identified
creates enormous difficulties for even the most sophisticated
taxpayer.

Simplification could be gained, with little or no
revenue loss, if the rules were amended to permit taxpayers an
election to apportion currency gains and losses among all the
CFC's section 904(d) baskets on either the gross income or
asset method used by the foreign corporation to allocate
interest expense. Special rules, however, would be necessary
for assets and liabilities that are denominated in
hyperinflationary currencies to account for the currency gain
or loss that is created by inflation. The simplest way to do
this would be to currently recognize currency gain or loss on
all indebtedness (or similar items) outstanding at year-end,
under rules similar to section 988(a)(3)(C).

b. Permit election to adont mark-to-
market method

Under existing accounting principles (embodied in
FASB 52) all current assets and liabilities in nonfunctional
currency are generally marked-to-market at the end of each
accounting period and currency gain or loss recognized.

A mark-to-market system would go far in eliminating
timing concerns that remain in the taxation of currency, such
as sections 1092 and 1256, and would permit taxpayers to
generally conform their accounting treatment with tax.
Moreover, as the accounting rules recognize, there is
generally readily available data for determining the value of
current assets and liabilities denominated in nonfunctional
currency and, thus, a mark-to-market system limited to such
assets and liabilities does not present the fair market value
difficulties that broader mark-to-market systems do.

I These rules also apply to determine the section
904(d) character of currency gains and losses of foreign
branches and partnerships. fin Treas. Reg. 1 1.904-4 (b) (1) (11).
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Accordingly, the Council recommend that an election
be provided to adopt a mark-to-market system for current
assets and liabilities in nonfunctional currency on a
worldwide basis, provided the method is otherwise consistent
with the taxpayer's financial accounting method.

3. Unified deftnittion fpassive income

The Council also believes that simplification would
be achieved if the definition of passive income under subpart
F and the PFIC provisions were conformed to the definition
undet the foreign tax credit rules of section 904(d), so that
there would generally be only one definition of passive
income.

The primary difference in the definitions of passive
income is the treatment of rents and royalties under the
regulations. The foreign tax credit regulations permit the
determination of whether rents or royalties are active to be
made on an affiliated group basis, while subpart F and PFIC
limit the determination to a single entity.!

4. Forien tax credit_ and suboart F loss
recapture rules

The loss recapture rules of the Code apply to
different categories of income for foreign tax credit and
subpart F purposes. In order to compute a U.S. shareholder's
foreign tax credit, a CFC's income and taxes must be
characterized and grouped at the CFC level in accordance with
sections 904(d) and (f). Because sections 904(d) and (f)
operate with respect to the baskets defined in section 904(d),
while sections 952 and 954 operate with respect to subpart F
categories, a single section 904(d) basket can be composed of
several subpart F categories. For example, subpart F sales,
service, personal holding company, and foreign oil related
income can all fall within the general limitation basket.
Conversely, a single subpart F category can constitute several
section 904(d) baskets. For example, FPHCI can be general
limitation, noncontrolled section 901 dividends, passive, or
high withholding tax income. Thus, there can be section
952(c) (2) recapture but no recapture under section 904(f) or
vice-versa. The effect of these different rules is that the
amount and character of incom* for subpart F may differ from
that for foreign tax credit purposes. A simple example
illustrates some of the problems that can occur.

a Relaxing the definition of passive income for rents
and royalties is not likely to erode the tax base, as there
are more than adequate safeguards to assure that intangible or
tangible property is not transferred outside the U.S. without
adequate tax. See sections 367, 1491 and 482.
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EXa : In 1990, a CFC begins operations and has
the following income and taxes.

General limitation fl

($100) FBC sales $20
$100 FBC services $10

$100 nonsubpart F $20

Noncontrolled I 902 ET

$50 (nonsubpart re
I 954(b)(4)

The current subpart F rules do not allow a loss in
one category of subpart F income to reduce income in another
category of income. Thus, the $100 sales loss in 1990 does
not offset the $100 of service income.' Nevertheless, in
1990, only $50 of the CFC's foreign bass company service
income would be subpart F, because subpart F inclusions are
limited to current earnings and profits, which in this case
are $50 ($100 deficit in sales income plus $100 service income
and $50 noncontrolled section 902 income).10 For section 904
purposes, however, the $50 subpart F inclusion is presumably
considered entirely from the noncontrolled section 902 basket
that has $50 of associated taxes as that is the only section
904(d) basket with income (the general limitation basket is
zero).

In 1991, there will be subpart F recapture but no
section 904(f) recapture. Thus, $50 of the $100 nonsubpart F
general limitation income is recaptured as subpart F service
income under section 952(c)(2) (but none of the $20 associated
taxes). Since there is no section 904(f)(5) recapture because
there was no section 904(f)(5) loss in 1990, presumably the
income recaptured as subpart F income for section 904 purposes
would be considered general limitation income with $25 of
associated taxes. 12 That is the only income that exists for
section 904(d) purposes. The noncontrolled section 902 basket
has been depleted by the $50 1990 inclusion.

The complexity demonstrated by this example is
obvious. The Council believes the best solution is to allow
losses within a section 904(d) basket to offset other income
in the basket for subpart F purposes as well as section 904,

9 See Temp. Reg. I 1.954-1T(c).

10 See section 952(c)(1).

11 See section 904(d)(3)(B).

12 The $25 of taxes are determined under the multi-year
pooling rules of section 960 as follows - - $50 of subpart F
inclusion divided by $100 of general limitation income pool
multiplied by $50 of general limitation tax pool ($30 from
1990 and $20 from 1991).

1990

1991

$50
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and to amend section 952 so that the subpart F recapture rules
apply with respect to the section 904(d) baskets, rather than
subpart F categories. Thus, in the example above, the 1990
foreign base company sales loss of $100 would reduce the
foreign base company service gain of $100 for subpart F
purposes as well as section 904, and no recapture would occurn 1991.

5. Earnings and Profits

Earnings and profits of a foreign corporation are
important because they (1) determine if a distribution is a
dividends (2). determine the amount of foreign taxes "deemed
paid" upon an actual or deemed dividend; and, (3) set the
limit on the amount of subpart F income required to be
included or PFIC income subject to taxed where a qualified
electing fund election is made.

In addition, the foreign tax credit limitation look-
through rules, the pooling concept for determining indirect
credits, and the earnings and profits adjustment for
allocating interest to the stock of a foreign corporation have
made the annual calculation of a CFC's income more critical.

While "earnings and profits" is not specifically
defined, after 1986 the earnings and profits of a foreign
corporation are determined under the rules of section 964 and
the foreign currency rules of sections 985-989. Section
964(a) provides that a foreign corporation's earnings and
profits are to be determined under rules substantially similar
to those applicable to U.S. corporations. The IRS requires
the earnings and profits to be adjusted to conform to U.S.
GAAP rules and to U.S. tax accounting rules.'

3

In recent years, Congress has added provisions in
section 312 that help define earnings and profits for U.S.
corporations. But there have also been new tax accounting
provisions, such as section 263A. The IRS has generally
extended these changes to foreign corporations. The
adjustments required by section 263A are extremely time
consuming and require detailed factual information. Thus, in
order to make the adjustments, the U.S. multinational must
request its foreign subsidiaries to provide information that
may not be readily available, and must request it from
personnel who may not be fluent in English let alone
knowledgeable about the U.S. tax laws.

While the 1986 Act has made the annual determination
of a foreign corporation's earnings and profits more critical,
it has made the tax effects of any earnings and profits
adjustment less significant. First, any increase in earnings

13 Treas. Reg. IS 1.964-1(b), (c).

P. A
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and profits resulting from an adjustment will only increase
the six* of the dividend, which viii generally be covered by
excess foreign tax credits. Further, the amounts capitalized
under section 263A do not result in major timing differences,
since the turnover rate for inventory of most corporations is
high. Moreover, as the new "multi-year pooling concept" tends
to average a CFC's effective foreign tax, the effects of any
earnings and profits adjustment caused by section 263A are
negated.

Accordingly, the Council requests that the
computation of a foreign corporation's earnings and profits be
simplified by excluding foreign corporations from section
263A.

The Council also recommendu that section 404A(d) be
eliminated as unnecessary in light of the pooling changes made
to the indirect foreign tax credits. Section 404A(d) (1) (A)
limits the deduction permitted for various payments to foreign
pension plans to the lesser of (i) the cumulative United
States amount or (ii) the cumulative foreign amount. The pre-
1986 legislative history states that the additional earnings
and profits limitation was imposed to respond to the
"possibilities for distortion of a taxpayer's indirect credit
which are presented by the annual system . . ." of computing
foreign earnings and profits. The legislative history also
states that the potential for distortion might be eliminated
if accumulated foreign taxes and earnings were computed on a
pooled basis,"%

I. RELIEF FROM DOUBLE TAXATION

D. Instruction

Since 1918, the United States has provided relief
from double taxation of international operations through some
form of a credit mechanism. The primary alternatives are a
deduction or exemption system. The Council strongly believes
that a credit system is the preferable system.

The deduction system would be far simpler, but is a
rather poor substitute for relief from double taxation. It
would not allow dollar-for-dollar credits for taxes incurred
in foreign countries thus, the system would discriminate
against industries that are highly taxed in foreign countries
compared to those that are not. There might be some ways to
Jerry-rig the system to ameliorate this, but it is likely to
result in as much complication as the present credit system.

14 S. Rep. No. 1039, 96th Cong., 2d Seas. 15 (1980).
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An exemption system, on the other hand, has some
appeal, but it would not necessarily be simpler than an
overhauled credit system. A pure exemption system would
exempt all foreign source income. It is hard to imagine an
exemption system, however, that did not at least differentiate
passive income from other income -- as an exemption of passive
income would open the door for massive revenue losses. It
would also be reasonable (and necessary from a revenue
standpoint) to expect some assurance that the exempt income is
being subject to substantial taxes in a foreign country. A
foreign tax credit would also presumably be necessary for
foreign income that is not exempt. Accordingly, tI'.:e would
be a need for rules to separate passive income, income that is
taxed at low rates and U.S. sourced income from income more
broadly and to allocate taxes and expenses to these
categories. Look-through rules would also be necessary to at
least preserve the integrity of the passive rules. Thus, at
the minimum, an acceptable exemption system would raise many
of the same problems associated with a credit system.

E. Reduce Number of Limitation Baskgtal$

Perhaps the easiest and most straight forward way to
simplify the foreign tax credit is to reduce the number of
limitation baskets. There may be strong policy reasons for
not restricting cross-crediting in certain circumstances.
Nevertheless, the degree of fragmentation in the current law
creates tremendous complexities that outweigh many of the
possible benefits of restricting cross-crediting.

1. Permit look-throuah for noncontrolled
section 902 corporations

The requirement that dividends from each non-
controlled section 902 foreign corporation creates a separate
foreign tax credit limitation causes a number of problems.
The most severe problems are felt in the growing area of joint
venture activities. If the joint venture operation cannot be
structured into CFC status or as a partnership, -- the result

15 The discussion that follows also assumes that the
most appropriate credit system is one based on an overall
rather than par country limitation. The Council believes an
overall limitation is generally simpler and more equitable
than a per country system. The par country system, which at
one time was a part of the Code, has the potential for
creating many more baskets, since it is based on the number of
countries in which a taxpayer operates. In addition, look-
through rules would be necessary to determine geographic
source. Moreover, due to the ability of taxpayers to create
passive type income in countries where such geographic source
would be beneficial, some sort of basket for passive income
(and look-through rules) would also be necessary.
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is a separate basket, as opposed to look-through treatment.
From the stand point of simplification, however, the problem
is the tremendous increase in baskets to which income and
expenses must be apportioned.

The simplest solution would be to permit all
noncontrolled section 902 dividends to be placed in a single
basket. However, the most rational solution -- and one still
simpler -- is to extend the look-through treatment of section
904(d)(3) to noncontrolled section 902 corporation,. Under
this proposal, dividends as well as interest, rents and
royalties from a noncontrolled section 902 foreign corporation
would be afforded look-through treatment.

The legislative history to the Tax Reform Act of
1986 provides two reasons for denying look-through treatment:
(1) that the minority shareholder lacks sufficient identity of
interest with the corporation to justify allowing cross-
crediting: and (2) that the minority shareholder may not be
able to obtain sufficient information to make the
computations.

1 6

If there is sufficient identity of ownership to
permit a U.S. corporation to claim a section 902 credit, it is
difficult to understand why this identity is not also
sufficient to permit cross-crediting, at the very least among
other income received from the corporation. Moreover, if the
U.S. corporation had the identical ownership interest in a CFC
or nonincorporated joint venture, the look-through rules would
apply. In addition, if the foreign corporation has foreign
oil and gas extraction income (FOGEI), the U.S. shareholder
would be required to apply look-through rules to determine its
section 907 limitation on FOGEI.1

The concern expressed about shareholder information
is also not very convincing, and, in any event, can be dealt
with easily. Shareholders are already required to compute
earnings and profits of foreign corporations to claim section
902 credits and, as mentioned above, look-through rules
already apply to such taxpayers for section 907 purposes.
Moreover, if the access to information is a concern, a rule
could be adopted that permits the IRS to apply separate basket
treatment for dividends or passive treatment for interest,
rents, and royalties if the taxpayer did not provide adequate
information.

16 , Staff of the Joint Committee on Taxation, .2th
Cong., 2d Sess., General Explanation of the Tax Reform Act of
J198 867-68 (Comm. Print. 1986) (hereinafter "Blue Book").

I? Section 907(c)(3).
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The Council also believes that consideration should
be given to extending look-through treatment to pro-
acquisition earnings and profits of foreign corporations'
Under present rules, pre-acquisition earni ~gs are generally
not afforded look-through treatment. Thus, each shareholder
is forced to keep separate accounts of pro- and post-
acquisition earnings and profits as well as any additional
fragmentation necessary to apply the rules of sections 1240
and 367(b).

2. Eliminate high-tax kickout rule

Tremendous complexity is produced by the high-tax
kickout rule of section 904(d). The rule kicks out of the
passive basket income that has been subject to a rate of tax
in excess of the highest U.S. tax rate. The complexity
produced by the rule arises from the need to (1) determine the
income item or group of income items to which the test
applies; (2) sake additional allocations of taxes within the
passive basket to these groups: (3) adjust for timing
differences that occur because of subpart F and the PFIC rules
(tg,., withholding taxes on distributions of previously taxed
income and reductions in foreign taxes as a result of
integrated tux systems): and, (4) recompute expense
allocations if the baskets change due to income that has been
kicked out.

The Council believes the high-tax kickout rule is
not necessary and should be eliminated. Passive income
generally does nit bear high taxes since it is easily movable.
Moreover, taxpayers generally have no incentive to incur high
taxes on passive income. It is true that some taxpayers will
be stuck with having to pay substantial taxes on passive
income. This will generally be the exception, however, and it
is not clear why cross-crediting of the taxes in these
situations should not be permitted anyway. Furthermore, the
legislative history suggests that the purpose for the rules is
the need to curb tax motivated transactions.t" The only
example in the legislative history is a taxpayer that enters
into various back-to-back borrowing transactions with
unrelated parties that have the effect of allocating most of
the passive expenses created to active income, so that high-
taxed passive income is produced that can be used to reduce
U.S. tax on low-taxed passive income.3

is Section 904(d)(2)(E)(i) provides regulatory
authority to cure this problem in situations where the
corporation was a CFC both before and after the acquisition.

t In 1986 Blue Book, ggpra, n. 11 at 879.

2 d.
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Given that the only justifiable concern behind the
high-tax kickout rule is to curb tax motivated transactions,
the Council believes a better approach would be to grant the
IRS authority to exclude any high taxed passive income from
the passive basket if earned in a transaction lacking a
substantial business purpose. While there will undoubtedly be
uncertainty that arises from the grant of such authority to
the IRS, the simplicity gained would far outweigh the
uncertainty produced.

The elimination of the subpart F exception in
section 954(b)(4) for passive income that is subject to
foreign taxes in excess of ninety percent of the U.S. rate
might also be justified. While there are different policy
consideatious involved in subpart F and section 904, the
exception creates much of the same complexity as the high-tax
kickout rule.2 Since section 954(b)(4) is a taxpayer
elective provision, however, the Council believes that the
exception should remain. If the election is made, however, it
would appear that any income that is excluded from subpart F
should be treated as general limitation basket income for
section 904(d) purposes.

3. Consolidate DISC and FSC baskets into
exuanded passive basket

There are currently separate limitations for
distributions from a Domestic International Sales Corporation
(DISC), distributions out of foreign trade income from a
Foreign Sales Corporation (FSC) or former FSC, and foreign
trade income derived by a FSC or former FSC.

It appears that these separate limitations were
considered necessary because the income generally bears little
or no foreign taxes. However, it is not so clear why these
baskets could not be grouped in a single basket with other
similarly low taxed income. It is hard to imagine taxpayers
incurring high taxes in a DISC or FSC; the benefit for
establishing these incentive corporations would generally be
eliminated. Accordingly, the Council suggests that the
separate basket treatment of DISC and FSC be eliminated and
that the income be included in an expanded passive basket.

21 In Temp. Reg. I 1.954-IT(d).
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F. Direct QreiQn TaX Credit

1. Multi-year noolina

The Tax Reform Act of 1986 changed the computation
of the indirect foreign tax credits (sections 902 and 960) so
that earnings an's profits and foreign taxes are computed on a
pooled basis, conlmiting of all undistributed earnings and
profits and taxem since 1987.

As tine passes, the pools will become increasingly
larger, and, thus, taxpayers will be required to verify
undistributed earnings and profits and taxes since 1987 for
section 902 or section 960 credits whenever there is subpart F
income or a dividend distribution. Given the requirements
section 904 imposes on categorizing earnings and profits and
taxes, the administrative burdens created will be severe. Any
adjustment required will affect all previous claimed credits,
subject only to the statute of limitations. Moreover, the IRS
can make adjustments to earnings and profits related to a
taxable year not within the statute of limitations for purpose
of determining foreign tax credits that are under current
examination.

The changes made by the Tax Reform Act of 1986 were
targeted to two problems. The most serious (from the
Government's standpoint) was the ability to time distributions
to increase foreign tax credits (referred to as the "rhythm
method"). The LIFO system also created potential problems
where there was a deficit in earnings and profits as computed
under U.S. principles but foreign taxes were paid.3

Both of the problems could be addressed in a less
burdensome manner. The Council believes the best alternative
would be to apply the pooling concept on a moving three to
five year basis. For distributions in excess of the pool,
there would be a reversion back to the LIFO rules of pre-1987
law. This would most certainly cure the abuses caused by the

2 There is generally no statute of limitations on
earnings and profits.

3 A major problem with losses was the lack of guidance
on how deficits in earnings and profits affected the section
902 fraction (or section 960 fraction, in the case of a
section 956 or 1248 transaction) and how accumulated profits
were to be computed. Both of these issues were largely
resolved by a 1987 revenue ruling (Rev. Rul. 87-72, 1987-2
C.B. 170) and by the recent Supreme Court decision in Goodyear
Tire and Rubber Co. V. United States, U.S. S. Ct. No. 88-1474
(Dec. 11, 1989).
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rhythm method and would lessen any remaining problems that
might be caused by deficits.

2'

2. Translation of Forein Taxes

The Tax Reform Act of 1986 alters the rules for
translating foreign income taxes so that now all foreign taxes
must be translated into U.S. dollars at the exchange rate
existing at the date the taxes are paid.25 Multinationals
and their subsidiaries are often subject to income taxes in
hundreds of jurisdictions, which result in numerous tax
payments for estimated taxes, original and amended return
filings and the payment of additional tax assessments.
Moreover, foreign tax returns and receipts do not generally
evidence the time of payment. It is, therefore, an enormous
task to record all these payments at the date they occur.

The Tax Reform Act of 1986 for the first time also
adopted a comprehensive set of rules for taxing currency gains
and losses.26 Under those rules foreign corporations and
branches (QBUs) determine their income and expenses in
functional currency. If functional currency is not the U.S.
dollar, then the translation of income and expenses is
generally at the "appropriate exchange rates" as defined in
section 989(b) of the Code. The requirement that taxes be
translated into dollars when paid is the primary exception to
this regime.

It would greatly simplify the system if foreign
taxes were translated at the appropriate exchange rates that
are applicable to the inclusions of income to which the taxes
relate. Thus, for actual dividends foreign taxes would be
translated at the exchange rate existing on the date of the
distribution (the old B rule). For section 1248
inclusions, foreign taxes would be translated as of the date
of the deemed dividend. Foreign taxes with respect to
subpart F inclusions, PFIC inclusions, and branch income would
be translated at the weighted average exchange rate for the
taxable year of the CFC, PFIC or branch.

Since the appropriate exchange rates do not apply if
functional currency is the U.S. dollar, taxes would be
translated at the date of payment, which corresponds to the
translation of the related income. Moreover, the translations
of the taxes in the U.S. dollar context could be further
simplified by permitting taxes to be translated at the monthly

24 See discussion at n. 16, Jinfa.

2 Section 986(a).

26 See generally Subpart J (IS 985-989).
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rates generally permitted for other nonfunctional currency
payables (see Temp. Treas..Reg. I 1.988-IT(d)(3)).

Adopting theme rules would not only be simpler, but
would be at least as conceptually correct as the current
translation rules. The use of the appropriate exchange rate
generally preserves the effective rate of the taxes, which# as
noted, is more consistent with the concept of functional
currency than the current rule. Moreover, the primary reason
that has been given for the payment rate rule is that this is
the date the taxes become fixeA in U.S. dollars and, thus, no
longer subject to fluctuation." However, other expenses are
not considered fixed when paid, but rather are computed in
functional currency and translated only when there is some
event that causes U.S. taxation.

Finally, using the appropriate exchange rate will
generally curb the ability for planning, since no matter when
taxes are paid or earnings remitted the same effective tax
rate will be produced. Under the current rules, it is
advantageous to pay taxes currently in depreciating currencies
but to defer payment in appreciating currencies.

3. Eliminate separate section 907 limitation

The Council believes that section 907 should be
repealed and that oil and gas income be subjected only to the
normal limitations of section 904(d).2

Under current law, oil and gas income must be
separated into foreign oil and gas extraction income (FOGE!)
and foreign oil related income (FORI), and a special
limitation applied to the FOGRI so that foreign taxes paid in
excess of the U.S. rate are not treated as currently
creditable taxes. Carryovers and carrybacks are permitted.
After the separate limitation of section 907 is applied, oil
and gas income is again subject to limitation under the normal
section 904(d) rules.

Requiring that foreign oil and gas income be subject
to two limitations creates tremendous complexity. Moreover,
since the issuance of final regulations under section 901, the
need for this added complexity seems highly questionable.
Section 907 was enacted in 1975 because of a concern that high
taxes that were generally paid on oil and gas extraction
activities might actually represent in part a return for a
royalty being paid to the foreign government which owned the
natural resources.

2? 1986 Blue Book, &WajX, n. 19 at 1091.

2 If section 907 were repealed, consideration should
also be given to rewriting section 954(g).
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Section 907 was enacted as a means of segregating
these taxes from taxes on oil and gas income more broadly.
Final regulations under section 901 (1983), however, now
expressly deal with what (and how much) is an income tax in
these situations. Thus, the justification for section 907 is
hard to understand. This is especially true given that the
general rules for other active businesses (such as
manufacturing) permit cross-crediting of taxes imposed on
income produced by the business.

4. Treatment of losses

There are currently three different rules that
apply when a U.S. taxpayer experiences a foreign loss in a
separate foreign tax credit basket.9

Under section 904(f)(5), foreign losses in a
separate foreign tax basket reduce other foreign tax baskets
before reducing U.S. source income Any income subsequently
produced in the basket that generated the loss is recaptured
into the baskets that were reduced by the loss.

If the taxpayer has enough losses so that an
overall foreign loss occurs (excess of foreign losses or
expenses over foreign income), the loss reduces U.S. source
income. As soon as foreign income is produced in a later
year, however, it is recaptured as U.S. source income to the
extent the previous loss offset U.S. source income.

Finally, if the U.S. taxpayer has a net
operating loss (NOL) for the year that is composed in part or
in whole of an overall foreign loss, when the NOL is carried
forward or back, the foreign source component will reduce
foreign source income in its own foreign tax credit basket
first and then other foreign source income. If the loss
exceeds foreign source taxable income, it reduces U.S. source
income.

The need to allocate losses between foreign
baskets and U.S. source income and then to apply the recapture
rules produces tremendous complexity. The complexity cries
out for some workable alternatives. The Council believes one
alternative would be to allow a loss in a separate foreign tax
credit basket to reduce U.S. taxable income, but, for foreign
tax credit purposes, to simply carry forward the loss until it
reduced positive income in the same basket. Under this rule,

9 See, generally, final regulations under section
904(f); Notice 89-3, 1989-1 C.B. 623.
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there would gomerally be no need for the section 904(f)
recapture rules.4

A separate basket loss would reduce U.S. source
income and would be carried forward to eventually reduce
foreign income within its own foreign tax credit basket. The
effect of the rule would be to accomplish the goal of section
904(f) -- to deny taxpayers the ability to take current
deductions against U.S. tax for foreign losses and then claim
a foreign tax credit for taxes paid in a foreign country in a
subsequent year in which profits are produced -- by reducing
subsequent income in the limitation in which the loss
occurred.31

5. Conform definition of ten osrcent

To claim a credit under section 902 or 960, to
be a U.S. shareholder of a CFC under section 951(b), or to
claim a dividend received deduction under section 245 for the
portion of a foreign corporation's earnings that have been
taxed in the U.S. as effectively connected income, a U.S.
corporation must own ten percent or more of the stock of the
foreign corporation. The determination of ten percent
ownership, however, is different for each of these purposes.

Under section 902 and 960, the determination of
ten percent ownership is made by taking into account only
voting stock owned directly. Under section 951(b), however,
attribution rules apply to determine voting stock. Finally,

0 The recapture rules of section 904(f) would
presumably still be necessary in some form for CFCs. The
anti-deferral policy behind the loss recapture rules of
section 952(c) is arguably inconsistent with the deferred loss
proposed for section 904(f) in situations where nonsubpart F
losses reduces subpart F income by way of the earnings and
profits limitation of section 952(c). Thus, were the deferred
loss proposal applied to CFCs without alteration, there could
be a lack of coordination between the foreign tax credit
recapture rules and the subpart F recapture rules of section
952(c) - - an unacceptably complex system. For a discussion
on recommendations for coordinating the current section 904(f)
and section 952(c) recapture rules, see discussion in text,
sur1a, at page 5.

31 This rule would also ameliorate the inequity that

exist in current law between the treatment of U.S. and foreign
source losses, since both U.S. and foreign losses would reduce
U.S. source income in the current year and, thus, neither
would effect the current year foreign tax credit limitation
formula.
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under section 245, only direct ownership is apparently taken
into account, but vote as well as value are considered.

The Council believes that there is no
justification for subjecting taxpayers to these differing
requirements since they are intended to serve the same
function -- determine when a shareholder has a sufficient
identify with the foreign corporation to permit application of
the statute. The Council, therefore, recommends that the
definitions under sections 245, 902 and 960 be conformed to
the definition under section 951(b).

6. Conform look-throulah rules of section
9041dl and section 904g)

Under the present rules, there is an incongruity
between the look-through rules of section 904(d) (which
determine the character of income) and those of section 904(g)
(which determine the source). The primary differences are in
the entities and shareholders to which the rules apply.--

The look-through rules of section 904(d)(3)
generally apply only to U.S. shareholders of CFCs. A U.S.
shareholder is a shareholder owning ten percent or more of the
stock of the CFC.)Z A CFC is a foreign corporation in which
greater than fifty percent of vote or value is owned by U.S.
shareholders (as defined above).3 The look-through rules of
section 904(g), on the other hand, apply to Mly U.S.
shareholder that owns stock in a United States owned foreign
corporation. A United States owned foreign corporation is a
foreign corporation in which fifty percent or more of the vote
or value of the corporation is owned by U.S.3 persons.
There are also some other minor differences.

The Council believes the differences between these
rules cannot be justified and, thus, add unwarranted
complexity. We recommend that the section 904(g) look-through
rules be amended to conform to those in section 904(d)(3).36

3z Section 904 (d) (4) (B).

3 Section 904(d) (4) (A).

34 Section 904(g) (6).

35 For example, the look-through rules of section
904(g) do not apply to rents or royalties.

36 It should be noted that the current regulations
interpreting section 904(g) are limited to circumstances
where the section 904(d) and section 904(g) rules overlap.
a& Treas. Reg. S 1.904-5(m).
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7. Section 96O(bI

Section 960(b), in conjunction with section
960(a)(3), creates enormous complexity, because it requires
that distributions of previously taxed income must be
attributed to the year in which the income was originally
taxed to the U.S. shareholder in order to determine the
application of section 904. SL Notice 88-71, 1988-2 C.B.
374.

The Council believes that consideration should be
given to alternative rules. One possibility might be to
eliminate section 960(b) and permit longer carrybacks for the
excess credits produced by taxes on distributions of PTU --
such as 10 years. This could work for or against taxpayers,
but would presumably be much simpler than the current system.
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