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MISCELLANEOUS TAX BILLS—1988

TUESDAY, JULY 12, 1988

U.S. SENATE,
SuBcOMMITTEE ON TAXATION AND DEBT MANAGEMENT,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 9:43 a.m. in
Room SD-215, Dirksen Senate Office Building, the Honorable Max
Baucus (chairman of the subcommittee) presiding.

Present: Senators Baucus, Matsunaga, Daschle, Packwood, Dan-
forth, and Chafee.

[The press release announcing the hearing and a description of
tax bills (S. 1239, S. 1821, S. 2078, S. 2409, S. 2484, S. 2611, H.R.
1961, and H.R. 2792 follows:]

[The prepared statements of Senators Daschle and Armstrong
appear in the appendix.)

“ [Press Release No. H-28, June 30, 1988]

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT ANNOUNCES A
HEeARING ON MisceLLANEOUS TAX BiLis

WasuiNgTON, DC—Senator Max Baucus (D., Montana), Chairman of the Senate
Finance Subcommittee on Taxation and Debt Management, announced Thursday
that the Subcommittee will hold a hearing on the following miscellaneous tax provi-
sions:

S. 1239, to provide for use of the cash method of accounting with respect to
certain short-term loans.

S. 1821, to provide that certain services performed in the processing of fish or
shellfish do not constitute employment for Federal tax purposes.

S. 2078, to require a majority of employees to approve the establishment of an
Employee Stock Ownership Plan.

S. 2409, to provide a mechanism for taxpayers to contribute overg‘ayments of
income tax and other amounts to the National Organ Transplant Trust Fund.

S. 2484, to enhance the incentive for increasing research activities.

H.R. 1961, as reported by the House Committ- on Education and Labor, to
provide for the portability of employees’ pensio.: I»nefits after termination of
employment. -

H.R. 2792, which has passed the House and has been referred to the Commit-
tee on Finance, to preserve certain Indian fishing rights.

An original bill ordered to be reported by the Veterans’ Affairs Committee to
allow the Veterans’ Administration access to third 3arty tax data to verify
income information of persons receiving means-tested VA benefits.

The hearing is scheduled for Tuesday, July 12, 1988 at 9:30 a.m. in Room SD-215
Dirksen Senate Office Building.

In announcing the hearing, Baucus said, ‘“The Subcommittee has received a
number of requests for hearings on miscellaneous tax bills. These hearings will give
the Subcommittee an opportunity to examine these bills more closely and to hear
from parties who are likely to be affected by the legislation.”

Q)
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OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA

Senator Baucus. The hearing will come to order. We welcome
l};ou to today’s hearing on tax bills, particularly miscellaneous tax
ills. In addition, this hearing will cover a bill that Senator Dan-
forth and I have introduced to revise the method for computing the
R&D tax credit. It is a bill that has been drafted over the past sev-
eral months in an effort to resolve some of the perennial criticisms
that have been raised against it, although I think the basic idea
has been very sound.

I think we have solved some of these suggestions, and I compli-
ment Senator Danforth, as well as the Administration and various
persons involved directly in the R&D tax credit, for what I think is
a very sound bill.

This legislation also has drawn considerable praise from various
sources as an improvement. I hope it reflects a growing under-
standing of the importance of R&D efforts to the international
competitiveness of America’s economic growth.

There is no question that increased R&D efforts must be made if
this nation is to maintain its competitive position in the world
economy. Testimony before this subcommittee in April 1987 indi-
cated that the current R&D based structure sometimes can discour-
age R&D spending. That testimony led to the legislation before this
committee today, and hopefully this hearing will move this propos-
al one step further toward enactment.

The subcommittee also will hear testimony on a number of other
miscellaneous bills. Two of them would affect the rules for quali-
fied retirement plans; another would provide an exemption for
small banks from some of the tax rules for short term loans, and
?ng .that would ensure that Indians are not taxed on income from
ishing,

We have a series of other bills, too, and I look forward to the tes-
timony, of course. Our first witness is the Honorable Senator
Inouye; is the Senator here? (No response)

I do not see Senator Inouye.

Senator DANFORTH. Senator Evans is here, and Congressman Jei-
fords is here.

Senator Baucus. All right. Why don’t you, Senator, and Con-
gressman Jeffords, both come forward? y don’t you, Dan, pro-
ceed first?

STATEMENT OF HON. DANIEL EVANS, A U.S. SENATOR FROM
WASHINGTON

Senator Evans. Thank you, Mr. Chairman. I am delighted to
appear before this committee in support of H.R. 2792, a bill that
provides that income earned by Indian tribal members exercising
fishing rights guaranteed by treaty, statute, or executive order is
exempt from taxation under State or Federal law.

I do recommend that the committee instruct its staff to work
with the staff of the Select Committee on Indian Affairs in drafting
its report so that the committee report reflects the work which the
Select Committee has devoted to understanding the effects of this
bill on existing principles of law affecting Indians.
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The Internal Revenue Service began levying taxes on income de-
rived from treaty fishing. The Select Committee on Indian Affairs
reported out S. 727, a bill that would clarify that income derived
from the exercise of treaty fishing rights is not subject to taxation.

The Administration supported a congressional clarification of
this issue and made a commitment not to commence enforcement
actions while Congress considered clarifying legislation. The House
Parliamentarian ruled that S. 727 was a revenue measure which
necessarily must originate in the House, even though we have
passed the equivalent of S. 727 twice in the Senate.

Subsequently, several Congressmen introduced H.R. 2792, a com-
panion bill to S. 727. H.R. 2792 defines the scope of the tax-exempt
status of income derived from the exercise of treaty fishing rights.
The bill further attempts to clarify the relationship of the exemp-
tion to treaties.

Essentially, I agree with the scope of the exemption as defined by
the bill, but my concerns about the bill as now written rest on its
consistency with established principles of Indian treaty construc-
tion.

Mr. Chairman, I would ask that my entire statement be included
in the record. The next several paragraphs deal in some technical
detail with this issue, but I will not read them here.

Senator BaAucus. Without objection.

Senator Evans. Let me turn to the crux of the matter. The dis-
pute between the Department of the Interior and the Internal Rev-
enue Service arises out of an inherent tension between two applica-
ble long-standing canons of construction.

First, regardless of the circumstances, exemptions from Federal
income taxation be “clearly expressed’; and second, that treaties
and statutes affecting Indians are to be interpreted liberally in
light of the trust responsibility of the United States and bearing in
mind the Indians’ historically inferior bargaining position which
characterize negotiation of their treaties.

Unfortunately, the courts have not been wholly consistent in de-
scribing how the balance between these canons of construction
should be struck. As a result, the Internal Revenue Service contin-
ues to prosecute Indian ..shermen for failing to pay a tax that the
Interior Department says the Indians do not owe. Tragically,
Indian people are caught in the middle.

The argument that an exemption must derive explicitly or im-
plicitly from treaty language is in direct opposition to these princi-
ples. It is illogical to the extreme that a Federal tax exemption
must derive from specific treaty language when such treaties pre-
dated the Federal income tax by several decades.

Furthermore, if the treaties contain no language upon which to
construe a specific tax status and if the Congress has never ex-
pressly abrogated impediment-free treaty fishing rights as to tax-
ation, then the tribes’ right to fish free of such taxation was not
conceded to the United States but was reserved by the tribes.

S. 727, the bill twice passed by the Senate clarifying this tax
status, was carefully drafted to comport with these established
principies of Indian treaty construction and case law. I agree that
the scope of the exemption is such that income derived from the
exercise of protected fishing rights is exempt only to the extent
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clarified in the bill; but I urge the committee to carefully review
this measure and especially Section 1(cX3) to ensure that they are
consistent with these principles and that the bill does not abrogate
reserved treaty rights.

Mr. Chairman, I am grateful for this opportunity to testify in

" support of H.R. 2792. I hope that we can act expeditiously so that
Indian treaty fishermen, in our part of the country at least, will
have an opportunity to continue their fishing without the sword of
Damocles of the IRS constantly poised over their heads.
d.['Iihe prepared statement of Senator Evans appears in the appen-

ix.

Senator Baucus. Thank you very much, Senator. Before we pro-
ceed to questions from members of the committee, I would like
Corzlgressman Jeffords to give his statement first. Then we will pro-
ceed.

STATEMENT OF HON. JAMES M. JEFFORDS, A U.S.
REPRESENTATIVE FROM VERMONT

Congressman JEFFORDS. Thank you very much, Mr. Chairman. I
am here to testify on H.R. 1961 dealing with pension portability. I
have just come from a hearing in the House Ways and Means Com-
mittee, where we discussed the same bill. This bill has already
passed the Education and Labor Committee in the House.

For 14 years now, we have been talking about what to do about
pension portability. To me, it seems time that we take some posi-
tive action. There are very complicated problems involved with
portability—whether or not to give service credits or subsidies or
provide indexing in connection with the treatment of defined bene-
fit plans, etcetera. The legislative plan that we present to you
today is a simple one, dealing only with the preservation of assets.

This action is needed now more than ever, primarily because of a
shift in the demographics of our work force. We have fewer and
fewer workers each year relative to the number of senior citizens.
It is therefore incredibly important that we have present funding
for the future needs of our senior citizens.

Also, due to the increased mobility being created in our work
force, more and more are in need of some sort of a portable pension
plan. This has been emphasized most recently, of course, in connec-
tion with both plant closings and corporate takeovers. Also, we
have new problems of an increased number of cashouts stemming
from the new vesting rules which will I think, commence next
year. This makes more urgent the consideration of legislation with
the portable pension aspects.

I have an entire statement, which I will ask to have put in the
record, but I would like to give to you some additional information,
plus a bit of a synopsis of what the bill tries to do.

First of all, with respect to the bill, the Department of Labor
ERISA Advisory Council in a March 1988 report substantially en-
dorsed the principles of the bill, and we have worked very hard
with the Administration to come up with something which was
consistent with their criteria.



b

Second, the Office of Technology Assessment in May of this year
also came up with recommendations which are pretty much em-
bodied within H.R. 1961. ' -

What does the bill do? In several specific ways, the proposal en-
courages a form of voluntary portability for existing tax qualified
pension plans. First, the current law prohibition on the direct
transfer of eml?loyee contributions from }i:ension plans to IRAs is
removed. The Pension Portability Act would permit all or a portion
of the terminated employee’s benefits under a qualified plan, in-
cluding the employee’s own after-tax contributions—and that is im-
portant to know—to be transferred tax-free directly from the plan
to a portable pension plan.

Second, unless pensions are paid in annuity form, the direct
transfer from qualified plans to a portable pension {.)lan would
become the presumptive form of distribution. Not all plans, but at
least those qualified plans that allow for single-sum distributions
would have to provide employees who are eligible for distribution
under the plan with an option to transfer their benefits. Such sums
would be made to a portable pension plan in a direct trustee-to-
trustee transfer. _

A plan would be allowed to provide this portability transfer
Of)tion as the only option or as one of other distribution forms, in-
cluding the dioint and survivor form as under current law. Also, if
the qualified plan provides, employees would be permitted to_elect
out of the portability transfer option and receive their benefits in
another form allowed under the plan.

To encourage the employee and the employee’s spouse to utilize
the tax-free portability transfer, the plan must provide an explana-
tion of the possible adverse tax consequences of not taking such a
transfer.

Third, the plan sponsors would be allowed to reduce their record-
keeping burdens by transferring the pensions of terminated em-
ployees to portable plans. Thus, the portability of pensions in any
amount would be encouraged by permitting plans without obtain-
ing employee or spousal consent to make such transfers.

This procedure would be allowed, and the current $3,500 restric-
tion would be eliminated because the receiving portable plan would
be treated as a transferee plan that protects any spouse and pro-
vides a core set of distribution options.

Finally, the portability of pension amounts between plans would
be im{:roved. Direct trustee-to-trustee transfers would always be al-
lowable under portable plan IRAs, and as under current law, previ-
ous rollovers or transfers from qualified plans to IRAs, which are
separately -accounted for, may be transferred back to qualified
plans of the same tyf)e.

In addition, I would point out that CBO has provided us with the
cost estimate on this with respect to revenue. There would be no
cost for the first years because the effective date is postponed until
after 1991.

In addition to that, there would be less than a $50 million impact
for the fiscal years 1992 to 1993. And finally, I would point out that
the revenue tax impact is only deferred, in that it would result in
increased tax revenues when the pensions funds are distributed to
the employee.



6

I would hope that the committee would take a serious look at
this bill. I have the expectation that the Ways and Means Commit-
tee will look at it. As I noted, it has already been passed by the
Education and Labor Committee. ~

I thank the Chairman and the committee for allowing me to
appear here this morning to testify.

['I‘htii _pr?pared statement of Congressman Jeffords appears in the
appendix.

nator Baucus. Thank you very much, Congressman.

Senator Evans, you said that your bill has twice passed the
Senate. Is that correct?

Senator Evans. That is correct. It is in a different form. This bill,
H.R. 2792, has passed the House of Representatives and is now in
front of us as a House bill because of the ruling of the House Par-
lialmeeéltarian that it must be a House bill because revenue is in-
volved. -

Senator Baucus. Thank you. Congressman Jeffords, from the
Egint of view of international competitiveness, some argue that it is

tter for employers to adopt policies to keep their employees so
that their employees will want to stay at the company, that is with
retraining and expanding new products, rather than laying off
‘people or letting people go to try to find new jobs.

. So, I am wondering from the point of view of international com-
petitiveness, do you think portability helps to make America more
competitive or might detract?

Congressman JEFFORDS. It helps to make it more competitive. My
legislation certainly does not detract from the advantages of a de-
fined benefit plan and the ability of employers to use such a plan
to keep their employees with them.

But we have to recognize right now that employees are already
shifting jobs and this movement is accelerating. In order to provide
them with a substantial idea that they will have a pension plan
which is viable and will stay with them through their working
career to give them the kind of ability to be able to take care of
their later years, I think it is an incentive to keep people in those
particular occupations which are most mobile.

Thus, they will have an opportunity to stay in those occupations
and have a viable pension plan. I am talking about engineers and
others who have a tendency to move as the demands of their par-
ticular businesses change.

Senator Baucus. According to our early bird rule, the first Sena-
tor here, and who is next in line to ask questions is Senator Dan-
forth. Senator Danforth?

Senator DANFORTH. No questions, Mr. Chairman.

Senator BAucus. Senator Matsunaga?

OPENING STATEMENT OF HON. SPARK M. MATSUNAGA, A US.
SENATOR FROM HAWAI

Senator MATSUNAGA. Thank you, Mr. Chairman. Now, Senator
Evans, H.R. 2792 appears to take Indian tribes with fishing income
outside of the Federal tax system. Are you in any way concerned
that the legislation would fail to protect such groups with regard to
unemployment compensation and/or the FICA tax?
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Senator Evans. I don’t believe so, Senator. The bill deals specifi-
cally with income taxation. It is sort of the reverse side of benefits
which do flow to Indian tribes.

We have a difficult time sometimes trying to understand that
unique relationship between Indian tribes, on the one hand, as sep-
arate governments with which the United States signed treaties,
and the fact that Indians are citizens of the United States as well.

But in the case of the northwest particularly, where Indian
tribes reserve the right-—reserve the right—to fish, you know,
frankly, they didn’t reserve the right as much as they gave up cer-
tain things, but retained other rights. And the retained rights were
those of fishing without interference, and those are clearly stated
in the treaties. And I believe that we simply must recognize that.

Frankly, I would hope that the committee looks very carefully at
the very specific wording of S. 727 as it was passed compared to the
somewhat different wording in the same section in the House bill.
And I believe that, at least in committee language and probably in
the bill itself, we should consider going back to the genate lan-
guage which I think much more clearly sets forth that right, which
I think must be set forth clearly.

Senator MATSUNAGA. No further questions, Mr. Chairman.

Senator Baucus. Senator Daschle?

Senator DascHLE. No questions, Mr. Chairman.

Senator Baucus. Thank you both very much for your testimony.

Senator Evans. Let me add just one other thing to Senator Mat-
sunaga’s question, which I did not indicate. The concept of treaty
right fishing is important. There are many Indians who fish out-
side of their treaty rights; and in doing so, they fish just as fisher-
man of any other kind would fish and would be subject to the same
kinds of taxation.

So, it is a very clear and a very narrow interpretation that I
think is important for us to understand.

Senator MATSUNAGA. So, your provision would be strictly within
the treaty rights? =

Senator Evans. That is correct; and outside of the treaty rights,
fishing would be subject to income tax just like anyone else.

Senator MatsunaGA. Fine, thank you.

Senator Baucus. Thank you both very much. Is Congressman
Hal Daub here? (No response)

All right. We will proceed to our next witness, who is the Honor-
able Dennis E. Ross, Deputy Assistant Secretary for Tax Policy of
the Department of the Treasury. Mr. Ross, you are speaking in
place of Secretary Chapoton?

STATEMENT OF HON. DENNIS E. ROSS, DEPUTY ASSISTANT SEC-
RETARY FOR TAX POLICY, DEPARTMENT OF THE TREASURY,
WASHINGTON, DC

Mr. Ross. I am; as his deputy I am standing in for him today.
Mr. Chairman, it is a pleasure to be here to present the views of
the Treasury Department regarding the miscellaneous bills that
are the subject matter of this hearing; and they include, of course,
S. 2484, extending the research credit; H.R. 1961, addressing porta-
bility pension benefits; S. 2078 and S. 2291, relating to employee
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approval of ESOP plans; H.R. 2792, the tax treatment of Indian
fishing rights; S. 1239, treatment of certain short-term obligations
held by certain banks; S. 2611, relating to the provision of tax
return information to the Veterans’ Administration; and finally, S.
1821, which would exclude certain seafood processors from the defi-
nition of “employee” for Federal income tax purposes.

Mr. Chairman, let me turn first to S. 2484, the Research and Ex-
perimental Credit Extension Act of 1988, introduced by yourself
and Senator Danforth. Because research spending is essential to
fostering technological innovation, which is the major source of
growth and productivity, the Administration is committed to en-
couraging growth of private domestic research activities.

And to this end, we strongly favor a permanent R&E credit and
strongly support the efforts of those, such as Senator Danforth and
yourself, who are attempting to improve the effectiveness of the
R&E credit.

As you know, the current credit was enacted in 1981. It was ex-
tended in the Tax Reform Act until the end of this calendar year.
The rules governing the current credit are detailed in my written
statement, but its basic features are a 20 percent credit rate with a
credit base equal to the excess of current R&E expenditures over
the average of R&E expenditures incurred by the taxpayer for the
prior three years.

The base may never be less than 50 percent of the current quali-
fied R&E expenditures. There are, in addition, a number of rules
defining R&E expenditures eligible for the credit, including specific
exclusions for research performed outside of the United States and
research relating to style, taste, cosmetic, or seasonal design fac-
tors.

The credit is further restricted to research paid or incurred in
carrying on a trade or business of the taxpayer. As a result, new
corporations and corporations entering new lines of business
cannot claim the credit.

As you know, the Ways and Means Committee has tentatively
agreed in its markup of the Technical Corrections Bill to extend
the current R&E credit for two years. At the same time, in an
effort to reduce the revenue cost of this two-year extension, the
Ways and Means Committee has also agreed to reduce the taxpay-
ers’ deductions under Section 174, by the amount of the taxpayer’s
R&E credit allowed in the particular year.

Let me turn to a description of the Danforth/Baucus bill, which
is designed to increase the R&E credit’s incentive effect and at the
same time to increase the number of taxpayers that are eligible for
the credit. The bill would retain the incremental feature of the
present credit and also the present 20 percent rate; but it would
make the credit permanent, and it would modify the calculation of
the base for the credit’s purposes.

The new base would be a fixed historical base equal to the aver-
age of a firm’s qualified R&E expenditures over the period 1983 to
1987; and it would be indexed annually by the average increase in
the gross national product.

Firms also would have the option of a separate seven percent
credit for expenditures over 75 percent of that new historical fixed

3
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base amount; as with current law, all firms would be subject to a
50 percent base limitation.

is proposed credit would also apply a less stringent trade or
business test so that new firms and firms entering new lines of
business could claim the credit, without regard to the trade or busi-
ness test, if the taxpayer intended to use the results of the research
in the conduct of a present or future trade or business.

Mr. Chairman, prior Treasury testimony before this subcommit-
tee has identifie(f certain weaknesses in the structure of the
present R&E credit. While we continue to believe that the R&E
credit is an important stimulant for economic growth and produc-
tivity, we have also been studying ways to restructure the credit so
as to improve its incentive effect.

The Danforth/Baucus proposal is consistent with our own views
as to the optimal credit structure, and we believe it can have a sig-
nificant and important effect in encouraging R&E. As you know,
the President has proposed a permanent R&E credit in his 1989
budget at a revenue cost that would be equal to an extension of the
current R&E credit.

Although it remains the Administration’s first priority to pre-
vent expiration of the R&E credit, we would support an R&E
credit, as modified in the Danforth/Baucus bill, if that proposal
were made revenue-neutral to an extension of current law; and
thus consistent with the President’s budget recommendation.

As I will discuss later, we believe that the revenue ¢ it of the
Danforth/Baucus bill can be reduced without sacrificing that bill’s
structural improvements to the R&E credit. '

Let me turn to the features of the Danforth/Baucus credit which
we think are indeed very positive, and the most important of these
is the replacement of the current credit’s moving base with a fixed
base structure. We believe this fixed base structure results in a
five-fold increase in the incentive effects of the credit per dollar of
revenue cost.

It is now widely acknowledged that an incremental credit with a
base equal to a moving average of prior expenditures, such as the
current credit, leads to an effective rate of credit which is only a
fraction of the statutory credit rate. Indeed, our analysis, as well as
that of others, indicates that the average effective rate of the cur-
rent R&E credit is about two percent, even though the statutory
rate is 20 percent.

This relatively small effective rate is again primarily attributa-
ble to the current credit’s moving base since a firm's additional
R&E in one year increases its base for future years and thus effec-
tively decreases the credit the taxpayer earns in future years.
Thus, R&E generating a dollar of credit in one year will cause a
33.3 cent reduction in credits available in each of the next three
years.

As my written statement describes in somewhat greater detail,
the effect of the moving base of the current credit can actually
turn the effective credit rate negative so that the R&E credit actu-
ally encourages firms to reduce in certain cases R&E expenditures.

he Danforth/Baucus bill would address this problem of low and,
in some cases, even negative incentives by tying the credit to a
fixed 1983 through 1987 base; and again, that base would be in-
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dexed to nominal GNP. As a consequence of this fixed base, a
firm’s current spending has no effect on its ability to generate
future credits.

The Danforth/Baucus bill would also significantly increase the
percentage of R&E-performing firms eligible for the credit, and this
increase is achieved through the design of the primary and alterna-
tive credit bases, which results in a larger number of firms with
R&E expenditures above base.

The goal of the tax credit for R&E is to encourage a firm to
invest in R&E at a level higher than it would absent the credit. In
the absence of the credit, all firms would ordinarily determine the
amounts of R&E spending simply by weighing the cost of the R&E
against its potential benefits.

Now, if we knew that each firm would spend X dollars in the ab-
sence of the credit, the most efficient credit would provide a tax re-
duction to all firms for expenditures above their respective X dollar
amounts. That is, it would locate the credit incentive at the
margin.

Although there has been much debate about how the credit
should be distributed among firms with high, low, or even negative
growth rates in R&E, the credit is most effective if it encourages
all firms, regardless of whether their X dollar amount, that is, the
amount they would otherwise spend in R&E, is declining or in-
creasing.

Unfortunately, this X dollar amount for every firm cannot be
known; and in designing a credit base, some judgment must be
made about the behavior of firms with respect to R&E expendi-
tures. The three-year moving base of the current R&E credit as-
sumes that firms steadily increase R&E investment over time so
that their X dollar amounts are always in excess of their prior
year's expenditures.

Although this model may well reflect the usual behavior of
larger firms, which tend to show steady growth in R&E expendi-
tures, smaller firms have more varied spending patterns. A small
firm may have only one or two research projects for which optimal
expenditures may increase or decrease greatly, depending on the
particular phase of their research cycle that is faced in the current
year.

Treasury studies and also a General Accounting Office study in-
dicate that the moving base of the current credit results in approxi-
mately one-third of R&E-performing firms being ineligible for the
credit in any one year.

There are, I should point out, some tradeoffs in designing a
credit base so as to expand the availability of the credit.

Senator BAaucus. Mr. Ross, I am wondering if you can shorten
your statement. I appreciate very much your support of the R&E
tax credit provision, but we have a lot of other witnesses. Could
you please make your testimony a little more concise because I
L{_xﬁ)w you have other comments you want to make on some other

ills.

Mr. Ross. All right. I do, although I would say, Mr. Chairman, by
far the most lengthy comments I have are on the credit proposal;
but let me try and make my statement more concise.
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Again, we believe the effect of your bill to expand the availabil-
ity of the credit is an important one, and that is accomplished both
through the alternative base structure and by the relaxation of the
trade or business requirement, which would thus make the credit
available for startup businesses and businesses entering new lines
of business.

The credit proposal you have offered also has an important ad-
vantage in removing inflation as a factor affecting the amount of
the credit that a firm earns. Your proposal effectively indexes the
credit base by GNP—nominal GNP—which would include both an
inflation factor and a real growth factor.

Again, that is a very positive improvement in the credit since,
under curreht law, the credit is not indexed with reference to infla-
1ion. The amount of credit that a firm earns—the effective amount
that it earns—will depend on inflation; and that introduces a vari-
able which simply again generates uncertainty for the firm and di-
minishes the incentive effect of the credit.

I should also note the fact that your proposal makes the credit
permanent. That is something that the Administration strongly
supports.

Let me turn to the modifications that we would request in the
credit and that would be necessary, in our view, for the Adminis-
tration to support it; and these modifications are again intended to
limit the revenue cost of the proposal and make that conform with
an extension of the current credit.

What we would propose is that, similar to what was done in the
Ways and Means Committee markup, a reduction in a taxpayer’s
deductions for research expenditures be required equal to the
amount of credit generated in a particular year. We believe that
has a sound tax policy basis.

As my written statement describes in some detail, it tends to
make equivalent the tax system'’s treatment of alternative forms of
support for research, support provided in the form of the tax credit
as opposed to support provided in the form of a direct cash grant. It
would make the tax treatment of those benefits effectively neutral.

I would emphasize, however, that our support for this deduction
disallowance is limited to the context of the Danforth/Baucus pro-
posal. We would not support it in the context of a proposal such as
the Ways and Means Committee’s tentative proposal, which is
simply an extension of current law.

We believe that the effect of reducing deductions is, as a practi-
cal matter, the same as reducing the rate of the credit; and that is
a reduction that would concern us if it were simply in a context of
an extension of current law. Since there are other advantages to
your proposal, which we believe would more than offset this effec-
tive reduction in the statutory rate of the credit, we think the net
effect of the package would still be to strongly improve the incen-
tive effects of the R&E credit.

Mr. Chairman, with that, let me turn to the other bills. Again, I
will here try to keep my remarks ve xg brief.

The next on my list was H.R. 1961, addressmg the question of
pension portability. The Administration’s view here is a concise
one, and that is t at thls is an area of enormous importance and



12

substantial complexity; and frankly, we think that efforts to legis-
late in this area at this time are premature.

With particular reference to H.R. 1961, certain of its provisions
might conceivably enhance pension portability, but its major fea-
ture—the requirement that employers in certain circumstances dis-
tribute pension benefits to an ﬁ{A—would not necessarily improve
pension portability and could in fact disadvantage employees.

We are additionally concerned about the provisions in H.R. 1961
which would expand the ability of certain employers to offer sim-
plified employee pensions, which we fear could undermine the non-
discrimination rules currently applicable to other qualified plans.
That is because the nondiscrimination rules applicable to simpli-
fied employee pensions are somewhat more liberal.

Our basic concern in this area, however, is that it not be ad-
dressed in a piecemeal fashion and that, prior to attempting to
draft or enact legislation addressing the problem of pension porta-
bility, Congress and the respective administrative agencies give the
matter careful study. There are, as I am sure you are aware, a
number of important issues involved.

Let me turn to S. 2078 and S. 2291, which would establish em-
ployee approval requirements for ESOP plans. As you know, a
number of tax incentives in current law are offered to encourage
the establishment of ESOP plans and certain transactions involv-
ing ESCPs,

The oft-stated justification for these incentives is that ESOPs
provide employees an equity ownership interest in their employers
and thus increase emplogee productivity and company profitability.

As I say, S. 2078 and S. 2291 would require a majority of the em-
ployees of an employer establishing an ESOP to approve establish-
ment of the plan. There would also be a provision permitting the
Secretary of the Treasury to provide that an ESOP participant’s
voting rights, required under Section 409(e) of the Internal Reve-
nue Code, are not satisfied unless those voting rights with respect
to securities allocated to the participant’s account are substantially
similar to the voting rights of holders of the same or similar classes
of securities.

Treasury supports the underlying purpose of these bills, which
we view as providing ESOP participants with the same stock own-
ership rights as other holders of similar classes of stock. As I indi-
cated earlier, there are substantial incentives for ESOPs in the cur-
rent law.

We do not believe this committee should reexamine the appropri-
ateness of those incentives, but nevertheless there are questions
about whether the existing ESOP rules provide employees with a
degree of control over their stock that is consistent with their true
ownership of the stock.

The bills seek to enhance employees’ control of their stock in two
ways. The first is the requirement of ma‘g"orit;y approval by empl%y-
ees for the establishment of an ESOP. We do not see that this di-
rectly provides ESOP participants with more substantial stock own-
ership rights.

The requirement could have this effect since employers might
provide more substantial stock ownership rights in order to secure
employee approval of an ESOP plan; but it is possible that employ-
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ees would use the leverage of this approval requirement to secure
oph}?tx's benefits, which have nothing to do with stock ownership
rights.

In this case, the approval requirement would not serve what we
understand its intended purpose to be. We are also concerned that
the_a_pproval requirement interferes with the historically voluntary
decisions of employers to establish compensation levels or to estab-
lish employee benefit plans.

The second and more targeted effect of these bills is to require
ESOPs of closely-held corporations to permit participants to vote
the shares allocated to their accounts on all matters for which
other shareholders of the same type of stock are entitled to vote.
As you know, such equality in voting rights is already required for
ESOPs which hold publicly traded securities.

We believe this more targeted requirement is an appropriate
means to ensure that ESOP participants have substantial owner-
ship rights with respect to their stock. I should note that this is
also a question falling under the jurisdiction of the Labor Depart-
ment, and I believe they will be submitting a written statement to
you on this matter.

Let me turn, Mr. Chairman, to H.R. 2792, addressing the tax-
ation of Indian fishing rights. Indians are generally subject to Fed-
eral income tax to the same extent as other persons. Any exemp-
tion from tax must be derived from treaties or agreements with
Indian tribes or Federal tax statutes or some other Act of Congress.

As Senator Evans testified, under a variety of treaties, Indians
have been granted fishing rights, generally construed to include
the right to fish for commercial purposes, as well as for subsistence
purposes. Since these treaties predated the establishment of the
Federal income tax, they do not expressly address the question of
taxation of Indians’ income from fishing.

A number of courts considering this issue have held that fishing
income of Indians is not tax-exempt. This bill would amend the
Code to exempt from tax income derived by a member of an Indian
tribe from the exercise of treaty-established fishing rights. The bill
would be effective for all years and thus would resolve current dis-
putes between the IRS and Indian taxpayers.

We recognize that the issue of taxation of income derived by In-
dians from the exercise of fishing rights is of great concern to
Indian tribes throughout the country, particularly in the northwest
and Great Lakes areas. The Indians who were parties to the trea-
ties likely understood that under the treaties they would be able to
fish on the same basis as before, when they were neither required
to pay taxes nor turn any portion of their catch over to the Federal
Government.

The Administration supports H.R. 2792, which would honor the
Indians’ understanding of the treaties. I should emphasize, howev-
er, that we do not believe this provision should serve as a prece-
dent for conferring tax-free status on other income derived by Indi-
ans from other sources.

Fishing serves a number of unique and important functions in
Indian cultural and religious life and thus may be distinguished
from other types of activities engaged in by Indians; and these ac-
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gi'?vétzcies would remain fully taxable under the provisions of H.R.

Turning to S. 1239, which addresses the treatment of certain
short-term obligations, Section 1281 of the Code requires certain
taxpayers to accrue interest income on short-term obligations; and
this requirement applies to all accrual-basis taxpayers and to deal-
ers in such obligations, banks and regulated investment companies,
regardless of whether those specifically named taxpayers are other-
wise on the accrual method.

For taxpayers not subject to Section 1281, a companion provision,
Section 1282, requires a deferral of interest expense on purchases
of short-term discount obligations that are debt financed. S. 1239
would exempt banks, not otherwise using an accrual method of ac-
counting, from the provisions of both Section 1281 and Section 1282
with respect to the loans made in the ordinary course of their busi-
ness.

We do not support S. 1239. The accrual method of accounting is
generally accepted as the most accurate method of accounting for
income. Accrual accounting is thus appropriately and generally re-
quired throughout the Code, except in circumstances where the ad-
ditional complexities that can be created by the method outweigh
the additional accuracy that the method generates.

Congress has previously decided that, in the case of certain tax-
payers, including specifically banks, it was appropriate to require
accrual of income of discount on short-term obligations. Banks, in-
cluding small banks, were made subject to this requirement be-
cause they are generally sophisticated taxpayers, able to handle
the complexity of the accrual method; and this relates both to their
financial systems generally and to the financial instruments in
which they routinely deal.

Banks in many cases report their income from short-term obliga-
tions on an accrual basis for nontax purposes. Thus, applying the
provisions of Section 1281 to banks is not going to impose and does
not impose unreasonable administrative burdens; and we see no
xl'ggslon to exempt banks from the accrual requirement of Section

This is particularly so since the revenue loss from creating an ex-
emption for banks from Section 1281 would presumably have to be
offset with revenue raised from other taxpayers.

With that, let me turn to S. 2611, relating to disclosure of tax
information to the Veterans’ Administration. As you know, under
Section 6103 of the Code, the IRS is required to disclose certain tax
return information upon the request of a variety of agencies or in-
dividuals, including Federal and State tax administrators and cer-
tain other Government agencies.

The IRS is not, however, currently required to disclose tax
return information to the Veterans’ Administration; and this bill
would require the IRS to do so.

Mr. Chairman, on this issue, I do not speak for the Administra-
tion, which has this issue under review; and I am expressing to you
strictly the views of the Treasury Department. We oppose this bill
since we believe it represents a piecemeal relaxation of the confi-
dentiality requirements of Section 6103.
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This section serves the important function of assuring taxpayers
that their returns are confidential, which is in turn an important
element of our voluntary compliance system, since taxpayers could
well be discouraged from submitting fully accurate and honest re-
turns, if they knew the information submitted would not be pro-
tected from disclosure.

Thus, while we are sympathetic with the needs of the VA for
return information, we would hope that Congress would not fur-
ther liberalize Section 6103 without a comprehensive examination
of the policies behind that provision and the extent to which grant-
ing additional exceptions from the confidentiality requirement may
affect taxpayer compliance.

Mr. Chairman, finally, let me turn to S. 1821, which provides an
exception for certain seafood processors from the definition of “em-
ployee” for Federal tax purposes. Under current law, an employer
is required to withhold from its employees’ wages Federal income
tax and the employee’s share of FICA and FUTA taxes. These
taxes only apgly with respect to employees.

We oppose S. 1821, which would treat seafood processors who are,
in fact, employees and thus subject to these withholding require-
ments as self-employed individuals for Federal tax purposes. This
treatment would be both unfair and burdensome to seafood proces-
sors and detrimental to the Federal tax system.

If seafood processors are treated as self-employed individuals,
they would be required to pay taxes under the sy('alf-Employment
Tax Act an amount that is now approximately equal or would
eventually be—I should say in two years it would be—approximate-
ly equal to the sum of the current employers’ and employees’ por-
tions of the FICA tax. ’

So, in time, there would be a net additional burden on seafood
processing employees. The employers of the seafood processors
would pay no FICA or SECA taxes for these employees. Seafood
processors who are not operating their own businesses and who are
unaccustomed to keeping business records would be required to file
additional tax forms and remit therewith Federal income and
SECA taxes.

This is neither an efficient nor a fair way to collect Federal taxes
from seafood processors’ employment. ‘

That concludes my prepared remarks, and I would be pleased to
address any questions that you may have.

[The prepared statement of Mr. Ross appears in the appendix.]

Senator MATSUNAGA. Thank you very much, Mr. Ross.

Senator Danforth, any questions?

OPENING STATEMENT OF HON. JOHN C. DANFORTH, A U.S.
SENATOR FROM MISSOURI

Senator DANFORTH. Mr. Chairman, thank you very much. Mr.
Ross, we have frequently held hearings about the research and de-
velopment tax credit in the past and whether it should be perma-
nent or whether it should be extended for a period of years.

Although Congress has never made it permanent—I don’t think
we ever did, did we?

Mr. Ross. No.
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Senator DANFORTH. And we since extended it in the 1986 Tax
Act. The testimony has always been that businesses make research
decisions over a period of time and that, to have a two or three
year period in which the law exists, does not give sufficient time
for long-term planning by the business. Does Treasury accept that
proposition? Would you rather have a permanent extension than
an extension for two years or three years?

Mr. Ross. We strongly support that proposition. R&E is, in its
nature, long term. Companies make decisions about expenditures
over a period of time. If they only know the credit is available for
the first year or the first two years or whatever, the intended in-
centive effect of the credit is simply diminished.

And if you just do piecemeal extensions, you are really not get-
ting what you are paying for in terms of an incentive for R&E. We
would strongly support making the credit permanent.

Senator DANFORTH. All right. Now, you testified that the propos-
al that Senator Baucus and I have would yield a five-fold increase
in the incentive affect per dollar of revenue loss. Is that the entire
proposition, or is that simply the effect of the use of a fixed base as
opposed to a floating base?

r. Ross. That is the effect of using a fixed base as opposed to
the moving base. If you would like to look at the entire effect of the
proposal, there is attached to my written statement a table, Table
1, which addresses the general incentive effect of the proposal in
relation to dollar-of-revenue cost. I believe that is page 11 of the
testimony. '

Senator DANFORTH. All right. Page 11? I have Table 1 here, Sum-
mary of R&E Credits and so forth.

Mr. Ross. That is right. If you look at that, the middle column of
that table attempts to identify the incentive effect of the credit
under a variety of formulations. One is the tentative Ways and
Meails agreement; two is current law; and three is your own pro-
posal.

And if you compare the effect of current law versus your own
proposal, the relation there is really on the order of six to one
rather than five to one. I think the dominant effect in terms of im-
proving the incentive is really the substitution of a fixed base for a
n}igving base, but the entire proposal has an additional positive
effect.

Senator DANFORTH. Now, the Administration has opposed sub-
stantive changes in the law in the Technical Corrections Bill, but
the one exception has been the extension of the R&D credit. I take
it that either the extension of the credit or this reworking of the
credit would continue to be the sole exception as far as the Techni-
cal Corrections Bill?

Mr. Ross. That may be a little strong, Senator. The President’s
bud]%et has a couple of other substantive items in it. One is the
R&E credit, as you point out; but there is additionally a provision
relating to the sourcing of R&E expenditures, the so-called “67 Per-
cent Solution.”

There is also actually a permanent resolution of the problem af-
fecting the two percent floor as it applies to regulated investment
companies; but we have generally strongly encouraged the ado
tion of technical corrections; and I think we have previously indi-
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cated that, if it is necessary to delete all substantive provisions to
do that, we are prepared to do that.

’!I"there are a number of substantive provisions that we could sup-
port. :

Senator DANFORTH. All right, but it is a fair statement that the
Administration—you do speak for the Administration on this issue,
do you not?

Mr. Ross. Oh, on this issue? Certainly. : )

Senator DANFORTH. Yes. It is fair to say that the Administration
would view it as a significant loss to U.S. research and develop-
ment if we allowed the R&D credit to vanish.

Mr. Ross. Yes, definitely.

Senator DANFORTH. And further that it would be a roughly six-
fold increase in the effectiveness of the R&D credit if we modified
it in accordance with the proposal that Senator Baucus and I have
introduced?

Mr. Ross. Yes. Again, we have revenue sensitivity to the exact
form of your proposal.

Senator DANFORTH. I understand that, and I know of no objection
to working that out. As far as I know, that is perfectly satisfactory.
But assuming that—

Mr. Ross. Yes. We would offer as much support as we possibly
can for that. We think it is very important certainly to the com-
petitive position of U.S. firms and the overall growth of this na-
tion’s economy and the productivity of its capital investment and
work force. Tﬁis is very important to the Administration, and we
strongly support it. B

Indeed, as I testified, we are very supportive of the modifications
you offer. We think they offer enormous improvement to the credit.

Senator DANFORTH. Thank you very much, Mr. Ross.

Senator Baucus. Senator Matsunaga, any questions?

Senator MATSUNAGA. Yes, Mr. Chairman. Mr. Ross, what puzzles
me is that, as I understand it, the Treasury is opposed to sharing of
information among agencies, even where sharing of such informa-
tion would save one agency, such as, say, the Veterans’ Adminis-
tration, from making payments which probably would not need to
be paid, amounting to millions of dollars.

ow, why is this policy of the Treasury? .

Mr. Ross. Senator, that is a very goog question, and I think you
put the issue very well. Since there is clearly a benefit that can be
gained from providing tax return information to the Veterans’ Ad-
ministration and presumably to other agencies as well. :

Our concern is, in a sense, a long-term concern. We are the tax
administrators, and we have a long-term concern with the sound-
ness of our system of tax administration and the voluntary compli-
ance system on which it is based. Our concern in this area is that,
if you weaken the confidentiality requirements that currently pro-
tect taxpayer returns, you will over the long term erode taxpayers’
\I,\Ir{igingness to supply fully accurate and honest information to the
And if you do that, in the long run you will see substantial reve-
nue losses. Since we cannot, as administrators of the system, raise
revenue on our own, we are very much dependent on the voluntary
compliance of taxpayers.
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So, while I agree with you that there would clearly be a short-
term benefit to the Veterans’ Administration, we are concerned
that there will be a long-term cost to the Government and to the
tax system. Now, it is possible that that long-term cost will not be
significant and that this additional relaxation by allowing return
information to go to the VA would not be unwise.

We don’t want to rule out the possibility that this is a provision
that would make sense. We are concerned, however, that decisions
like this not be made in a piecemeal fashion, that Congress consid-
er carefully what it is doing in this area, and the sort of guidelines
that should control the release of information to other Federal
agencies. )

And we want, in that process, Congress to be very much aware of -
our concern that, if you simply provide tax return information to
whomever is interested for whatever good and noble reason, in the
long run you are going to do some significant damage to the volun-
tary compliance system; and that is simply a concern we want to
make sure that Congress has carefully before it, before it takes
action in this area.

Senator MATSUNAGA. But I am informed that GAO has estimated
that returns or return information of 80 million taxpavers now are
subject to disclosure under Section 6103. The bill under consider-
ation would increase the number of taxpayers whose returns are
subject to disclosure by 1.6 million. Isn’t that correct?

Mr. Ross. I don’t know about the 80 million figure, but I believe
the figure about how much this bill would increase disclosure is ac-
curate. Again, it is not necessarily this bill in isolation that is a
bad thing or a bad idea.

There is an incremental effect there, though; and if Congress
allows additional disclosure every time an agency comes forward
and says this will only add one million additional taxpayers to the
disclosure file and that really in and of itself is not a bad thing,
over time, you are going to have a cumulative effect, which is seri-
ous.

Again, we would like Congress to approach this issue with true
deliberation and taking a long-term look at what it is doing. It may
well decide that, on balance, it makes sense to provide information
to other agencies. Again, we would like Congress in making that
ecision to be aware of and concerned about the ultimate effect on
the tax system.

Senator MATSUNAGA. Another question, Mr. Ross. The Adminis-
tration has proposed in its fiscal year 1989 budget that the R&D
tax credit be made permanent and that taxpayers be allowed to al-
locate a greater portion of their research expenses to U.S.-source
income. Now, how does the Administration propose to pay for these
chenges, given that the major revenue raiser included in the
budget submission—that is, the extension of the Medicare payroll
tax to State and local government employees—has been repeatedly
‘ejected by this committee and by the Congress?

Mr. Ross. We would hope that Congress would in time come to
see the wisdom of that proposal. Recognizing that that may not
necessarily happen this year, I cannot really offer you any addi-
sional revenue raisers.
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I believe the Assistant Secretary will be here tomorrow to discuss
with you and the full committee the question of possible revenue
raising measures. He may perhaps have some ideas to discuss with
you at that time.

At the moment, let me simply reiterate that we view the Medi-
care extension proposal as sound tax policy. This is a group that,
for the most part, already receives Medicare benefits. The fact that
they don’t pay into the Medicare system is simply unfair and lays
the cost of that system disproportionately on certain recipients of
the benefits; and we would urge the committee to consider that.

If that is not plausible, as I say, there may be and the Assistant
Secretary may discuss tomorrow additional alternatives. If there
are no such a{ternatives, then I think the Administration is in the
ﬁosition of saying, then, even its own submissions in terms of the

&E credit or other provisions would simply not go forward.

Senator MATSUNAGA. Lest I be misunderstood, I am a strong pro-
ponent of R&D because I feel, in the long run, R&D will truly
broaden the taxation base. No further questions, Mr Chairman.

Senator Baucus. Mr. Ross, you had some problems with the Vet-
erans’ Affairs bill in the abstract, that is theoretical problems. I am
wondering if you know of any evidence that disclosure of tax infor-
mation to a nontax agency, like the Social Security Administration,
does in fact result in reduced taxpayer compliance.

What is the evidence, not the theory; what is the evidence?

Mr. Ross. Mr. Chairman, it is a hard subject to produce specific
evidence on. The Service is currently actively engaged in a study of
exactly that question; and I assume, through taxpayer surveys and
other analyses of data, are attempting to produce more specific evi-
dence that will either document that concern or not.

At this point, I can’t offer specific evidence, and I can only men-
tion to you the study which we hope, in the next year or so, would
be able to groduce evidence on that subject. But again, you
shouldn’t lightly regard the theory since what is at stake is sub-
stantial; and I think it is plausible, just thinking about it again ab-
stractly, to think that taxpayers would—if they recognize that the
information they give to the service will not simply establish tax
liability but expose them to a variety of other possibly negative ef-
fects—will be more cautious and less likely to come forward with
accurate and honest information.

But you are right certainly to press for evidence, and we are
trying to provide it; at the present time, though, I don’t have it.

Senator Baucus. I want to thank the Administration for its sup-
port of the bill offered by Senator Danforth and myself on the R&D
tax credit and particularly for your very strong expression of Ad-
ministration support today, subject to the deduction credit provi-
sion. I just want to thank you very much for that support, and I
think we will work it out this year and get it passed.

Mr. Ross. I appreciate that, Mr. Chairman. I think we really
could make a significant improvement in this area, and we appreci-
a}:fg your support and are glad to be of assistance to you in this
effort.

Senator BAucus. Thank you very much, Mr. Ross. We appreciate
Bourbtestimony. Our next witness is a very patient Congressman

aub.
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STATEMENT OF HON. HAL DAUB, A U.S. REPRESENTATIVE FROM
NEBRASKA

Congressman Daus. Actually, I don’t mind, Mr. Chairman, be-
cause ] get a chance to give Mr. Ross a copy of my testimony and
make sure he reads it.

Mr. Ross. I will carefully do that.

b Senator Baucus. Congressman, go ahead. We are glad you are
ere.

Congressman Daus. Thanks very much. I am glad to be here,
and I will be concise. Members of the committee, thank you for the
opportunity to testify before you today regarding the imposition v,
accrual accounting on short-term loans held by banks.

On May Tth, I introduced legislation, H.R. 2323, to allow cash
basis banks to continue to use the cash method of accounting for
tax purposes for short-term loans. The companion bill, Senator
ngschle s bill, S. 1239, was introduced in the Senate shortly there-
after.

The 1984 Deficit Reduction Act required that acquisition dis-
count on short-term obligations be accounted for on the accrual
basis by cash basis banks. A technical amendment to the 1984 Act
included in the 1986 Tax Reform Act extended the original issue

iscount rules in the 1984 Act to include interest on short-term ob-
ligations—and now I quote: “irrespective of whether the interest is
§tate% or is in the form of acquisition discount or when the interest
is paid.

It is my position that the OID rules in the 1984 Act did not apply
to the accrual of interest on short-term loans where interest was
based on a fixed rate and payable at fixed periodic intervals over
the term of the instrument. The technical correction to the 1984
Act, therefore, was not technical at all, but instead a retroactive
change in the law expanding Section 1281 of the Code to require
the accrual of any interest—I want to underscore the words “an
interest’-including stated interest on short-term obligations regard-
less of the taxpayer’s method of accounting.

It is my strong feeling that Congress, and in particular my com-
mittee, Ways and Means, instead addressed the treatment of cash
method taxpayers in a fully debated provision of the 1986 Tax
Reform Act, Section 801. This provision repealed the cash method
of accounting after December 31, 1986, for taxpayers with gross re-
ceipts in excess of $5 million. This provision fairly and sufficiently
addressed the problem and should be considered as the overriding
intent of Congress.

Without this interpretation of the law, the exemption for small
businesses with less than $5 million in gross receipts results in a
meaningless exception for small banks. It makes no sense to me to
implement Section 1281, forcing the recognition of all interest
income for all obligations of less than one year without any spread
of that income. This is grossly unfair, particularly when a normal
change in method of accounting would result in at least a three-
year spread of that income. )

Second, the unfairness of this rule is amplified by the rate struc-
ture and deferral rules. While cash method banks in general are
allowed a four-year spread under the 1986 Tax Reform Act, those
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banks affected by this rule must recognize a large amount of their
income, but not their expense, in the first year that the rule ap-
plies, 1986.

For many banks in the Midwest, particularly farm banks, agri-
culture banks, small banks, these loans can be as much as 90 per-
cent of the bank’s entire loan portfolio. Not only is there no relief
from the bunching of the income, but the tax is imposed at the
higher rates then in effect for 1986.

Third, let me point out that many of these small banks with less
than $5 million gross receipts will decide to change their method of
accounting so that they can accrue their current expenses against
their current income.

Unfortunately, they must make this election within six months
of the taxable year, meaning 1989 at the earliest. The result is an
even greater hardship because expenses will be spread out over a 6-
year period under the current rules, meaning that small banks will
have to wait 6 years to realize their losses, while their gains all fall
in a single taxable year.

Fourth, this provision causes a very burdensome accounting
problem for all these institutions. This is because banks do not
keep track of loans based on their duration-—in this case, one year
or less under Section 1281. In order to go back and amend their
returns, the administrative cost to look at every single loan will be
expensive.

Fifth, most of these small banks have a tough enough time keep-
ing up with the sweeping changes in the 1986 Tax Reform Act.
This little known provision will result in extensive penalties and
interest charges dating back to 1985.

I find this kind of retroactive, obscure rule with accompanying
penalties very unfair.

Let me make a brief note on the revenue effects of the various
options I have explored, and I am sure that this committee will ex-
plore. You will find that virtually any of the possibilities to solve
this problem will be expensive—very expensive—at least the ones
that make good policy sense.

How a technical correction to the 1984 Act resulted in so much
revenue I will never understand. However, in conversations with
the Treasury, I have found that it is their consensus that noncon-
forming banks are not on an accepted method of accounting.

Under Revenue Procedure 84-74, if a taxpayer comes forward
asking for relief and to begin an accepted method of accounting, a
3-year spread will be given on the Section 481 income, beginning
either in the current year or the following year, depending on the
circumstances.

If this is indeed the rule, then I cannot believe that my recom-
mendation to you today would truly result in a substantial revenue
loss. It is my feeling that Treasury must issue to you—to this com-
mittee—their formal position regarding the treatment of these
banks and that a new revenue estimate will be necessary so you
can reconsider your coptions.

Again, it is my recommendation to this committee, and certainly
my pleasure to ie here in support of the effort and the work that
Senator Daschle has undertaken, to consider Section 801 of the Tax
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Reform Act to be the overriding intent of Congress on the issue of
cash accounting.

If I can be of any assistance to you in this regard, or to merabers
of your staff, please let me know.

nator Baucus. Thank you, Congressman, for that very forceful,
eloguent statement relating to the problems of short-term obliga-
tions, specifically with small banks. Coming from a State that has
many smaller banks, I fully appreciate the problems that you are
raising.

Congressman Daus. Mr. Chairman, I know of your interest, and
I would think that you could certainly request Treasury to simply
let us all know whether or not they would give, upon request, that
3-year opportunity to convert to an accepted method of accounting.
It might solve a lot of the problems if they would just tell us that
they would be willing to do that.

Senator Baucus. A very useful suggestion. Senator Matsunags,
any questions?

Senator MATSUNAGA. No questions, except to commend you, Con-
gressman [aub.

Congressman Daus. Thank you.

Senator MATSUNAGA. Stick to it.

Congressman Daus. Thank you. That has more allegory than ii-
lusion. Thank you. (Laughter)

Senator Baucus. Thank you, Congressman. Qur next witness is
Mr. R. J. Vogel, who is the Chief Benefits Director, Department of
Veterans' Benefits of the Veterans’ Administration, Washmgton,
DC. Mr. Vogel, we are happy to have you here, and why don’t you
begin in any way you want?

STATEMENT OF R. J. VOGEL, CHIEF BENEFITS DIRECTOR, DE-
PARTMENT OF YETERANS' BENEFITS, VETERANS’ ADMINISTRA-
TION, WASHINGTON, DC

Mr. VogeL. Thank you, Mr. Chairman. It is good to be here. 1
have & brief summary statement, and I ask that that be placed in
the record; and I can roll through this with some dispatch.

Senator Baucus. Without objection.

Mr. VogeL. I am pleased to present the views of the VA on S.
2611. The views 1 will present are the positions of the Veterans’
Administration. The Office of Management and Budget, as Mr.
Ross has indicated, have the position under advisement and under
development.

We support the enactment of S. 2611 that would allow the Inter-
nal Revenue Code of 1986 to authorize the VA to use IRS income
information to verify eligibility in certain veterans’ benefit pro-
grams which are affected by income. We believe the integrity of
these programs would be significantly iraproved if IRS income in-
formation from third parties were made available because this
would give the agency the opportunity to independently verify the
income data provided by a VA program applicant or beneficiary.

I wish to emphasize that we are not requesting access to taxpay-
ers’ income returns. We are requesting third perty information
only, that is, the data submitted to IRS by entities such as employ-
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ers and banks. This data is currently used by IRS and other agen-
cies for audits similar to those the VA wishes to perform.

On an annual basis, we review the continued eligibility of per-
sons receiving pension benefits and are requiring that they submit
an annual report listing all sources and amounts of income. The
review determines whether the annual amount of that benefit,
which under current law is reduced $1.00 for $1.00 based on
income, should be adjusted according to changes in the individual’s
income,

We already have established regular computer matching of bene-
fits paid by other Federal entities, such as the Social Security Ad-
ministration and the Office of Personnel Management. ese
matches and various audits by the VA’s Inspector General are
helpful in assuring program integri‘y, but they are not fully ade-
quate for comprehensive determination of other income.

Moreover, not all possibilities for verifying pension income re-
ports have been legal ﬂy available for exploration. The VA remains
unable to monitor eftectively and to verify income from private
sources such as wages, interest, or retirement benefits.

Two recent GAO reports concluded that Congress should consider
amending the Internal Revenue Code to grant VA access to the
same earned and unearned income information that the Deficit Re-
duction Act authorized seven other Federal benefit programs to re-
ceive. Those conclusions came from analyzing the detailed quanti-
tative results derived from computer matching of a representative
sample of VA records with IRS return information. :

The cost effectiveness of such matching was amply supported by
the data which revealed that in the first report potential overpay-
ments to veterans could have exceeded $10 million with only a rel-
atively small $65,000 data processing cost.

In the second report, GAO found that with access to tax data, the
VA would be able to identify $157 million of potential overpay-
ments. They further estimated that the cost effectiveness of using
third party income data to verify income reported by pension bene-
ficiaries to the VA was a favorable ratio of eleven to one.

State and local agencies currently access IRS information for use
in verifying eligibility and correct payment amounts for certain
federally funded benefits programs. Certainly, the VA, a Federal
agency, should be afforded access to IRS return information in
order to make such determinations in similar federally funded
income-based programs.

Our experience with computer matches of State wage and VA
pension benefits information has involved several States and has
reinforced our belief that significant cost savings can be accom-
plished both from recoupment of overpayments, but more impor-
tantly probably for cost avoidance.

My complete statement indicates the magnitude of the savings
found in just ten States based on matching only wages. The Treas-
ury Department has articulated their concern with respect to vol-
untary compliance with the tax laws and has disclosed to us some
concern about taxpayer privacy.

We don't agree that VA access to tax data would adversely affect
voluntary taxpayer compliance. GAO argues that the potential ad-
dition of 1.6 million VA pensioners to the more than 80 million re-
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cipients of Federal benefit programs, for which access to income
data currently exists, should have very little incremental effect on
voluntary compliance.

We doubt that there would be 1.6 million participants added. The
income information of many of these veteran pensioners is alread
being reported in food stamps and other DEFRA programs. GA&
anticipates that knowledge that income reported Ey VA pension
beneficiaries in the annual self-reporting questionnaire would be
subject to verification using third party reported tax data should
have a favorable impact on compliance with VA requirements.

The second GAO report squarely addresses the Treasury and IRS

licy that alternate sources of income information must be ex-

austed prior to seeking IRS data. In this regard, the GAO ob-
sfgrved that there was no acceptable substitute for independent ver-
ification.

The GAO acknowledged that resorting to quarterly wage infor-
mation from the individual 50 States was impractical, even if all
States cooperated and data accuracy was ensured. For example,
State wage data excludes earned income from some categories of
individuals; moreover, there is no practical source of interest and
dividend information.

We concur with the GAO that the IRS policy on requiring ex-
haustion of alternate sources of income information is neither prac-
tical nor efficient.

In conclusion, the VA supports favorable enactment of this
timely and important provision. As the foregoing testimony re-
veals, the bill would provide significant cost savings and reduce
fraud and misreporting in VA income based benefits programs.

Thank you, Mr. Chairman. I would be pleased to answer any
questions you or the members of the committee may have.

Senator Baucus. Thank you, Mr. Vogel. I think it is important
not to take the Treasury’s concerns lightly. As you well know, we
have about a two percent audit rate in this country, and this coun-
try very much depends upon voluntary compliance.

I think it is also true that the more tax information is made
more available to more Government agencies, the more voluntary
compliance is going to suffer. I don’t think anyone can really quar-
rel with the principle.

In fact, our underground economy in America, as you know, is
quite large. There are some estimates that it is as high as $100 bil-
lion of income taxes owed, due and payable that are not being
paid—not being collected. And the concern is that this is going to
make it worse.

Let me back up a minute. As you know, to some degree this Con-
ﬁress is moving more towards mean testing various programs. We

ave a big Federal budget deficit; we are trying to find ways to pro-
vide programs, but not provide unnecessary benefits to wealthier
people who don’t need the benefits. To some degree, Medicare is
moving in this direction.

I think that the more the Congress passes legislation that tends
to limit benefit payments to upper income Americans, the more the
tax collection system is going to be under strain. The question is:
Where do we draw the line here? Why should the VA benefits pro-
gram receive this information? If that is so, why shouldn’t virtually

e
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any other Government agency arguably claim it has a need for this
information?

Mr. VogeL. There is a conflict in regard to the desire of the IRS
to ensure continued compliance with the payment of taxes and the
g(l;ogram integrity of the VA program as well as so many others.

, we have been in this discussion with Treasury for about four
years. They have been providing data to the other organizations,
other Federal entities, for some four years.

It will be interesting to note whether they have found any im-
pediment to voluntary compliance in these four years. I understand
a study is under way now, but they have been at this for a period
8f time. So, it seems to me that they might have some experience

ase.

Senator Baucus. What confidentiality and due process proce-
dures would the VA have in place for, say, a veteran who is claim-
ing that the tax return supplied to the Veterans’ Administration is
the wrong one and there is a mismatching of returns? I mean, it
raises all kinds of questions: first, confidentiality for two different
taxpayers; and second, due process, that is the ability of the veter-
an to challenge whether or not the Veterans’ Administration is
correct in limiting or denying benefits because of incorrect infor-
mation supplied by IRS, due to some mismatching or some mistake.
And we do know that there have been some mismatches.

Mr. VoGeL. Yes, there certainly have been. What we would do in
affording veterans all rights to due process under the law is first of
all put a notice out to advise all individuals—a public notice—
before we would take any action at all based on information we
would receive.

We would give a prospective notice to the beneficiary about what
our information is and what we intend to do with it before we
would effect a reduction in benefits. They then would have an op-
portunity to come back in to dispute it, tell us that they believe we
llzle:ve a mismatch on the records—those things do happen, as you

ow.

So, all due process rights will be afforded them before the VA

would take any untoward action in regard to their eligibility for.

either pension or for a parent DIC case or with respect to individ-
ual unemployability in our compensation program.

Senator Baucus. Thank you. Senator Matsunaga?

Senator MATSUNAGA. No questions, Mr. Chairman.

Senator Baucus. Thank you very much, Mr. Vogel. We appreci-
ate your testimony.

Mr. VogeL. Thank you, Mr. Chairman.

The prepared statement of Mr. Vogel appears in the appendix.]

nator Baucus. Our next witness is Congressman Jimmy

Hayes. We are glad you are here, Congressman.

Congressman HAayes. Thank you.

Senator BaAucus. We also appreciate your patience.

STATEMENT OF HON. JIMMY HAYES, A U.S. REPRESENTATIVE
FROM LOUISIANA

Congressman Haves. I am going to put into the record, if there is
no objection, the statement by Congressman Tauzin on the legisla-
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tion on which I wish to testify, Senate 1821. Congressman Tauzin
has, in deference to the importance of this committee, taken one of
his rare exceptions, and his statement is in English this time,
which I am sure the staff will appreciate. (Laughter)

Congressman Tauzin would be here this morning, but the delega-
tion voted not to let him out in public today. erefore, he has
asked me to fill in at this moment.

I had wondered, in doing so, what it was that I was going to tell
you in support of S. 1821, and I thought about the late Gillis Long
who once made a comment to me that the United States Congress
was the best post-graduate school in the world. And by that, what
he meant was that you have the opportunity to see perspectives
;ve};_ich you had not had the experience or opportunity to view

ore.

I represent the area of the Louisiana Seventh District, the nine
arishes that Congressman John Breaux—now Senator Breaux—
ormerly represented for 14 years. I was amused in listening to the

grevious testimony, as erudite as it was and as competent as it was,

Mr. Ross. To put in terms that you would understand, the

easury view from Washington and the practical experience from
those processors in Louisiana are indeed distinctive.

Let me try to put it this way: Mr. Ross would not have made a
good cast member in “The Big Easy’; and likewise, those people
who process crawfish and catfish and shrimp and seafood in south
Louisiana would not be a profile in Fortune 500. They are, in fact,
very small mom-and-pop operations, and the people that they con-
tract with are in fact independent by any definition.

In the past, the Treasury has, in its wisdom, determined that
they are independent contractors. That is the correct view. Only re-
cently has Treasury reversed itself and taken the position that
th%are employees in the traditional sense of that term.

e motivations have not been brought about by any change in
which the industry operates. It does today what it did 50 years ago.
On afternoons in which particular seafood is presently being har-
vested and shelled, it sends out a call, people arrive, they shop
their opportunities for that day.

They sometimes on one day are in one operation; on another day,
they are in another. On still another day, they walk out and decide
that they are not going to work that day at all. They are not paid a
set wage. They deterinine that themselves with individual negotia-
tions. They are paid in various manners, usually by volume pro-
duced. Therefore, they are entirely on their own. They are not
under the sub{'ect or control of any of those who operate processing
plants as employers.

There is also dwelled upon in the statement by Congressman
Tauzin the economic condition of south Louisiana. su%lgest to you
that, while that is correct, that we are devastated with a current
real unemployment rate of above 30 percent, you should not legis-
late in any area of tax law based upon needs within a community.

But let me suggest to you that, because of the tremendous short-
age of revenue in Louisiana, the fact that our State statute is not
so far from what had been the previous interpretation of the Treas-
ury, the fact that the state of Louisiana, that has tremendous reve-
nue needs and is currently running a deficit of around $700 mil-

e
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lion, has not chosen to treat these individuals as employees under
State law, should lead the Treasury to the same conclusion.

The State of Louisiana has certainly the most motivation to en-
hance its revenue, enhance its tax base; and therefore, if it felt
that this were not a correct reflection of the industry, it would
have taken a different action many years ago and certainly by
now. :

Second, because there are almost 500 of these seafood operations
throughout the State of Louisiana, because of economic deprivation
as exists today, please don’t prove that the industry is right by
having it lose its source of contract employment and therefore go
out of business.

If the call is close, since Treasury made the determination before
and is in fact reversing itself, if the committee fzels that it is an
area which merits further inquiry, then do so. But please don’t
take the rigid position of determining that these are employees and
let them come back next year or the year after to try to tell you
that consequently these operations have been shut down.

Louisiana simply can’t afford that. And I would ask your indul-
gence in my support of S. 1821 to simply recognize that the people
who understand and use the phrase, “V'espalles du potats,” do not
- understand Treasury regulations; and I respectfully submit to you
Treasury doesn’t understand them. Thank you very much, and I
will leave congressman Tauzin's statement.

[The prepared statement of Congressman Tauzin appears in the
appendix.]

Senator Baucus. Thank you very much, Congressman Hayes.
Any questions for the Congressman? (No response)

Our next panel consists of Mr. Frank Swain, Chief Counsel for
Advocacy of the Small Business Administration; Joseph Cordes,
Ph.D., Professor of Economics and Associate Dean for Faculty Af-
fairs, George Washington University; and Martin Baily, Ph.D.,
Senior Fellow, The Brookings Institution and Consultant, Council
on Research and Technology.

We also have the statement of Senator Armstrong which he
wishes to have placed in the record. Mr. Swain, welcome, and why
don’t you begin? I commend you on your efforts, too, on behalf of
the R&D tax credit.

STATEMENT OF FRANK S. SWAIN, CHIEF COUNCIL FOR ADVOCA-
CY, U.S. SMALL BUSINESS ADMINISTRATION, WASHINGTON, DC

Mr. SwaIN. Thank you very much, Mr. Chairman and members
of the Subcommittee. Although there are a number of issues on the
Subcommittee’s docket this morning that seem to relate to small
business, my purpose here is to discuss the research and experi-
mentation tax credit and specifically the bill that you and Senator
Danforth have introduced, S. 2484.

It is appropriate that small business is represented here today
because small business is a very efficient and effective producer of
innovation. Studies that we have done, that are attached in detail
to our statement, indicate that small firms innovate at a rate twice
that of large firms per employee and are spending twice the per-

92-266 0 - 89 - 2



28

centaﬁe of their research budget on basic as opposed to applied re-
search.

Despite this, the design of our current credit structure has pre-
vented small business from fully utilizing the credit or receiving an
equitable share of its benefits. Moreover, the credit has been com-
pletely denied to startup firms in their efforts to develop innova-
tive products.

I strongly support the enactment of a permanent research and
experimentation tax credit to replace the current credit. However,
I believe that the credit must be restructured to achieve its essen-
tial purpose; and S. 2484 would, in our opinion, achieve that needed
change in the credit structure, substantially approving its effective-
ness.

I might also add that, in addition to the very fine work dore by
your office and Senator Danforth’s office, a number of agencies
within the Administration—not only the Small Business Adminis-
tration, but the Department of Commerce, the National Science
Foundation, and of course the Treasury Department—have worked
very hard with the private sector, both large and small business
and academic institutions, to try to work out an improved ap-
proach to the credit.

The current R&E credit applies to the increase of the present
year's qualified expenses over a base; and of course, Mr. Ross de-
scribed and articulated very well the details of the current credit
and how your proposal differs.

An important limitation on the current credit is that it applies
only to those expenditures incurred in carrying on an existin
trade or business. S. 2484 for the first time makes the credit avail-
able to new firms or firms expanding into new trades or businesses
which intend to use the research in the active conduct of a future
trade or business, effectively removing any carrying on distinction.

Mr. Chairman, there are a number of very important innova-
tions in our society, including magnetic resonance imaging, six-axis
robot arm, and others, that would not have qualified for the cur-
rent credit as it is presently structured.

Equally important, the legislation would eliminate features that
have prevented established businesses from fully utilizing the
credit. Because the credit is tied to a firm’s previous year’s expend-
itures, the expenditures by the firm in one year have served to
block the availability of the credit in future years. And so, firms
‘l:lave sometimes been artificially stimulated to postpone expendi-

ures.

The fixed base provides a constant, smooth transition for firms of
all sizes. We have done some specific analysis, which is attached to
our statement.

Mr. Chairman, to try to summarize our position, if national
ublic policy is to encourage broad and effective innovation—and 1

lieve that is responsible public policy—then the appropriate stim-
glus should be available to all sectors of the innovating communi-

y.
Second, small business is extraordinarily innovative; but for rea-
sons of size and skill, they are many times not able to capture the
financial results of that innovation. So, stimulus to them is particu-
larly important.
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Third, for other reasons, the structure the current credit just
doesn’t work for small business. It needs to be changed. It doesn’t
simply need to be extended; it needs to be changed and extended.

-The structure proposed in your bill, S. 2484, solves the essential

problems for both the startup firms and the slow growth firm.
Your bill is widely supported, and we endorse it as well. I will be
happy to reply to any questions.
(The prepared statement of Mr, Swain appears in the appendix.]
Senator Baucus. Thank you, Mr. Swain. Dr. Cordes?

STATEMENT OF JOSEPH J. CORDES, PH.D., PROFESSOR OF ECO-
NOMICS AND ASSOCIATE DEAN FOR FACULTY AFFAIRS,
GEORGE WASHINGTON UNIVERSITY, WASHINGTON, DC

Dr. Corpgs. Thank you. I am pleased to have the opportunity to
offer my observations on Senate bill 2484. In the time allotted, I
shall comment about two distinct policy questions that should be
posed in evaluating the desirability of the proposed legislation.

First, should an additional financial incentive for the conduct of
private R&D become a permanent element of U.S. science and
technology policy?

Though I am basically sympathetic to the idea, my response for a
number of reasons has to be somewhat equivocal. The problem
here is not with being able to make a very reasonable theoretical
case that, in the absence of some public support, markets will fail
to allocate sufficient resources to R&D.

So long as the gains to society from certain kinds of private R&D
cannot be captured fully by the firm performing it, the financial
incentives to undertake such activities will be weaker than it
should be, creating the possibility that potentially valuable social
benefits will be unexploited.

However, while economic theory suggests that such market fail-
ures are a distinct possibility, economic research to date provides
relatively little information on how serious such market failures
are in practice. For example, we know that after the fact the social
returns attributable to certain kinds of projects have exceeded the
returns to the firm conducting the R&D. Yet such estimates are
available precisely because the R&D was undertaken in the first
place. Put another way, while the social returns to R&D may
exceed the private returns, the private returns may nevertheless be
handsome enough to provide an adequate incentive for the R&D to
be undertaken.

Perhaps more to the point, even if one concedes that market fail-
ures are serious in practice, the desirability of enacting a perma-
nent financial incentive should most properly be evaluated in the
context of other public policies for supporting R&D. For example,
incentives to conduct R&D can also be improved by increasing the
ability of firms to capture the economic fruits of their efforts
through improved protection of intellectual and technological prop-
erty rights. Alternatively, ways might be found to encourage firms
to cooperate in conducting research with high spill over benefits as,
for example, has recently been done through the National Coopera-
tive Research Act of 1984.
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I would like to emphasize that concerns of this sort do not neces-
sarily mean that one should refrain from providing additional fi-
nancial incentives in the form of a permanent R&D credit. Howev-
er, especially in an era of Federal budget austerity, it certainly
seems appropriate to raise questions about the use of scarce fiscal
i'&sz%nrces, even for a laudable social purpose such as encouraging

For these reasons, while I recognize fully the advantages of
making the credit permanent, one might at least wish to consider a
temporary extension of the credit, though certainly for more than
g 2-year period of time, perhaps something more along the lines of

years.

Alternatively, if one indeed is committed to making the credit
permanent, one might consider enacting a somewhat less generous
credit than the one currently proposed in S. 2484, perhaps very
much along the lines suggested by Mr. Ross in his testimony.

The second issue raised by the bill is that, if a financial subsidy
were to be provided to R&D, is an R&D tax credit of the sort pro-
posed the best vehicle for doing so? Here, my response is consider-
ably less equivocal. h

First, since private entrepreneurs and managers will almost in-
variably be better able than civil servants to make the numerous
complicated scientific and technical judgments needed to transform
a good idea into a commercially viable product, tax credits which
minimize the degree of direct Government involvement have cer-
tain advantages as compared to more direct Government grants.

Second, partly through the efforts of this committee, the Tax
Reform Act of 1986 has already significantly improved the design
of the credit by tightening the definition of eligible R&D. While
this change does not guarantee that all R&D spending which quali-
fies for the credit will generate spill over benefits, it certainly
raises the likelihood that such will be the case.

Finally, the changes proposed in S. 2484 and the general struc-
ture of the credit will dramatically enhance its incentive effects.
Indeed, regardless of one’s views on the desirability of enacting a
more permanent incentive for R&D, the changes proposed, especial-
ly those involving the definition of the credit’s base, would clearly
make any credit that were put into place a more effective instru-
ment of U.S. science and technology policy than the current credit.
Thank you.

The prepared statement of Dr. Cordes appears in the appendix.]

nator BAucus. Thank you, Dr. Cordes. Dr. Baily?

STATEMENT OF MARTIN N. BAILY, PH.D., SENIOR FELLOW, THE
BROOKINGS INSTITUTION, AND CONSULTANT, COUNCIL ON RE-
SEARCH TECHNOLOGY, WASHINGTON, DC

Dr. BaiLy. Thank you. I am delighted to be here. I do have a
written statement that I would like in the record.

I think we have a neat proposal here; I really do.

Senator Baucus. Excuse me. We have a what? -

Dr Bailey. Sorry to use that word; a neat proposal.

Senator Baucus. Oh, all right.

Dr. BaiLy. I think this is a really good proposal. (Laughter)
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Senator Baucus. Nothing wrong with that.

Dr. BawLy. I want to make that clear. It is familiar ground, but I
do want to stress—perhaps even more than Joe Cordes did—that
when a CEO is setting his R&D budget and he sets it on the basis
of what he in his or her own firm can get out of the R&D, it is not
going to be enough. Not enough R&D is going to be done, and tax-
payers do have a legitimate interest in trying to add to the
amounts.

I think there is a very important difference between this credit
and other credits that are being proposed. There is a clear case for
an R&D tax credit. Let's look at the existing credit.

There is controversial evidence on this, but I think the weight of
the evidence is very clear, the credit has been an effective tool of

ublic policy. Robert Lawrence and I have looked at this and have

ound that it had a substantial effect.

Other pebple, including Professor Cordes himself—although he
sometimes tries to run away from his own numbers—even he has
found it to be a strongly effective credit. He reports in a written
statement that he is going to introduce into the record that R&D
took off really, much more than he had projected, right at the time
when the credit was in force.

So, I think the weight of the evidence—not all the evidence, but
certainly the weight of the evidence—is that this has been a ver,
effective credit. The existing credit clearly does have a problem. It
provides only a rather small incentive; it can in certain cases actu-
allK provide a negative incentive.

second problem the existing credit has is that some of the
firms are dropping out; they are simply just not eligible any more.
We have companies that have come on hard times, been very
pressed perhaps by foreign competition.

They would like to expand their R&D, but they have not been
able to do so; and they are going to sort of fall out of the reckoning.
They say there is no way they can, at least over the next few years,
get any credit from this thing. Our current R&D is toc low; we are
go%;i to be below the base.

at this new proposal does that I think really makes it worth-
while is it raises the incentive. For a company with a primary
credit, it provides a very substantial incentive. It does so at a ve
low budgetary cost. It is not providing a lot of money; it is provid-
ing money for the most part only for projects that are add-ons.

If you are weighing up an additional project, you can get a very
substantial benefit from the credit.

The second part of the new proposal is the seven percent; and I
think that is designed to broaden the base. We have to have an in-
crease in R&D in the Rust Belt as well as in Silicon Valley; and 1
think there are companies there that can be encouraged, not at the
same rate. We can't give them the same incentive, but we can
under this proposal give them some incentive.

So, I am excited about this. I think it could potentially make a
big difference. It provides a much bigger incentive and is much
better designed.

Let me stress, therefore, that I would like the Senate to resist
attempts, particularly resist the Ways and Means Committee pro-
posal, which is going to cut the existing credit back almost to noth-

<P
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ing. If the Ways and Means proposal goes through, we really are
not going to have a credit worth anything. It is going to be there,
but it is not going to provide much of an incentive. -

I think it is really important that we resist that.

Second, I hope we maintain the size of the incentives that are in
this Baucus/Danforth proposal and don’t let them be chipped away
and chipped away. We are not doing a whole heck of a lot to sup-
port growth and productivity in this country. I think we should be
doing a little bit more than we are. I will stop there, Mr. Chair-
man.

The prepared statement of Dr. Baily appears in the appendix.]

nator Baucus. Thank you very much.

I appreciate the testimony of all of you and agree with all of you
that the new bill introduced by Senator Danforth and myself is an
improvement over current law insofar as it addresses the problems
of startups, whether it is a new company or starting up a new line
of business.

It also addresses the problems of small business, which is a very
real problem in America. In fact, I think someone once said—and 1
have never heard it disputed—that 80 percent of the new ideas and
innovations in America come from small business; you know, they
don’t come from new business.

Certainly, if that is the case, there is a strong argument for help-
ing small business. J think the seven percent alternative is good for
slower growth companies; it is no doubt an improvement.

Let me ask you some questions that we have heard in opposition
to this. One is that businesses that spend money in R&D are going
to do so, anyway; you know, they don’t need a credit. Under cur-
rent law, what is your answer to that question? Any of you?
24’§‘£1en, I am going to ask the same question with respect to S.

Dr. BaiLy. It does provide some incentive. Under the original
design of the credit really was, when it was first enacted, it was
thought that it would provide a 20 percent incentive. This turned
out not to be the case because of the rolling base provision.

The rolling base doesn’t completely eliminate the incentive; it is
still an incremental credit. I just think the new 1proposal would do
a much better job at encouraging the additional projects and not
giving more than a small amount of encouragemen: fr the stuff
that is already being done.

Dr. Corpes. If I can just add to that? Certainly, if the comparison
is either between current law or the modification of current law
that I understand has been tentatively agreed to in the Ways and
Means Committee and this bill, I really don’t think there is a seri-
ous contest.

I think that this bill, along with the changes that this committee
had some role in enacting in the eligibility rules for the credit in
1986, really now make this about as reasonable an incentive as
human beings, given imperfect information about what firms are
doing, can design.

And I think looking at how firms respond to this credit, quite
frankly, would be a much fairer test of whether something like this
can work well than what we have seen. I just think what is in
place now is flawed in so many respects that, while we have
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learned something about how firms have responded to a credit, it is
really not a very good one. And this would be a much fairer test.

Senator Baucus. Is it fair to say the gain those persons who un-
dertake the additional R&D expenditures because of S. 2484 out-
weighs the so-called cost involved because other firms would be
making the expenditure, anyway? Is that a fair statement?

Mr. SwaiN. I would like to observe, Mr. Chairman, that the gain
is primarily going to be, it seems to me, among firms that cannot
take the credit at all now, that will take some credit under the re-
vision. And at least as far as small firms are concerned, the cash
flow and the projections are usually exceedingly thin; and any as-
sistance, even though it is fairly modest, may have a significant
stimulative effect.

It seems to me—and I have read some papers by both of the
other witnesses—that the absolute answer to how much R&D you
buy with a foregone revenue dollar is a little bit mixed; but every-
body is in agreement that you are going to buy more with the re-
vised proposal than you would with existing law.

Dr. BaiLy. This proposal, I think, is much more geared to public
policy. It will not give money to the firms. I mean, the companies
are not going to get much more money than they are getting now,
but the public policy incentive, I think, is much greater.

Senator Baucus. When we go to conference, we are probably
going to face these choices. One is to agree with the House version
thus far and a 2-year extension and change in the deduction. And
the question might arise as to whether we would agree to a shorter
extension of the time period for the credit but with the changes of
S. 2484. That might be one option.

Another option might be for a longer period—if not permanent,
for a longer period—but, perhaps not at this point, the changes of
S. 2484. I am curious as to which of the various options we may
face you think are more important. That is, if you prioritize them
in some way in order to give us some advice and guidance as to
how you think this committee should proceed.

Dr. BaiLy. You are sort of “between the devil and the deep blue
sea.” I think there is a lot to be said for making it permanent be-
cause of the reasons that were given. It is a long-term decision to
invest in R&D.

On the other hand, on the whole, I would say that the improve-
ment you are going to get out of your bill is so much greater, that
is probably the first thing to fight for.

enator Baucus. Don’'t misunderstand me. I am very strongly a
proponent of Senator Danforth’s bill. I think it should be perma-
nent, and I think the provisions of S. 2484 should be in there, with
respect to the startups and the alternative of moving to a fixed
base and also the primary alternative credit.

But we may very well find ourselves in a situation where we
have to make some choices.

Dr. Corpes. If, for example, the choice were between making the
existing credit permanent, perhaps as modified by the Ways and
Means Committee, or enacting a temporary version of Senate bill
2484, although for more than two years—I think one would want to
think more in terms of a three, four, or maybe even a 5-year exten-
sion.
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The structural improvements in S. 2484 are so significant, I
think, that in my own mind it would be worth trading off those for
the permanence, such as it is, of a credit that in its current form is
quite seriously flawed.

So, that is one kind of trade-off that I professionally would rec-
ommend considering. ,

Dr. BawLy. I agree.

Mr. SwaiNn. I would agree with that, too, Senator.

Senator Baucus. Thank you. Senator Danforth?

Senator DANFORTH. Especially since you are for permanence,
anyhow.

Dr. Corpes. I am agnostic about it at the moment.

Senator DANFORTH. Let me ask some questions of you, Dr. Baily.
First, on the R&D credit that now exists that was first enacted in
1981, has that been an effective stimulus to research? Has that
worked?

Dr. BaiLy. In my view, it has. I think when you line up a lot of
economists, you are going to get different results; not all econo-
mists agree on that; but I think my reading of the evidence pre-
sented to this committee on that matter suggests that it has been
effective.

And as I mentioned, the study by Jane Gravelle at CRS, the
study by Kenneth Brown, even Joe Cordes’ own study, suggest that
it has been effective. So, I think the weight of the evidence is that
it has been effective. .

Senator DANFORTH. Can you quantify that? I don’t have those
studies in front of me; but how would you quantify the effective-
ness of the existing credit? B

Dr. BaiLy. We found in our own empirical analysis that the
credit was getting dollar for dollar; in other words, for a dollar of
lost revenue, it was adding about a dollar to R&D spending. I think
some of the other studies have found it to be a little bit less than
that. So, it is around that range—dollar for dollar or a little less.

Senator DANFORTH. So, therefore, how much has it added to R&D
spending? Do you know?

i Dr. BaiLy. Over the period, we estimated that at about $2.5 bil-
ion.

Senator DANFORTH. $2.5 billion?

Dr. BaiLy. A year.

Senator DANFORTH. A year? And what percentage increase would
that be in R&D?

Dr. BaILy. That was a T-percent increase.

Senator DANFORTH. A 7-percent increase over what R&D spend-
ing would otherwise have been?

Dr. BaiLy. Yes.

Senator DANFORTH. Is that about right, Dr. Cordes?

Dr. Corpes. I just fall into that group that gives a more modest
set of estimates. What I have looked at, let me emphasize, is the
1981 credit because we really don’t have—

Senator DANFORTH. Sure. That is what I am asking about.

Dr. CorpEs. If I remember my own numbers correctly, I would
put the gain in R&D per dollar of revenue loss probablly more in
the range of maybe 50 to 60 cents, rather than a dollar, which
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would probably give one about a two to three percent increase in-
stead of four, which means it has had an effect.

Senator DANFORTH. And Dr. Baily said seven percent.

Dr. Corpes. Yes. I would say three to four.

Senator DANFORTH. Three and a half to four. Now, let me ask
you this. The Treasury believes that this new version of the credit,
as modified by the Treasury’s revenue-neutral suggestions, would
be about six times as effective. Would that be about rignt?

Dr. BaiLy. The incentive effect would be six times.

Dr. Corpes. Yes, I would agree with that. In fact, in my prepared
statement, I point out that, given other research that I am familiar
with that was supported by the NSF—which looked at similar
kinds of structural reforms of the credit—it is certainly quite plau-
sible that with the restructuring one could get a credit which stim-
ulated R&D by more than a dollar for every dollar of revenue lost.
So, it would definitely enhance the stimulative effect.

Senator DANFORTH. So, you would say at least twice as effective;
Treasury would say about six times as effective. What would you
say, Dr. Baily? -

Dr. BarLy- I think the incentive is six times as effective. To make
the step then from how large the change is going to be and behav-
ior of companies is a large step. I think we would get substantially
greater R&D out of this new proposal than out of the existing one.
Without knowing, without being able to see what happens, it is a
little bit hard to put a number on that; but I wouldn’t be surprised
to see it two or three times as large an effect.

Senator DANFORTH. Two or three times as large an effect? What
does that mean? Does that mean per dollars spent, that instead of
getting a dollar back in research, you would be getting two or three
times—two or three dollars?

Dr. BaiLy. Yes.

Senator DaNForTH. Can you explain to us how the present
system, any of you, can have a perverse effect under certain cir-
cumstances on research?

Dr. BaiLy. If you are a company that is going to cut its R&D in
any case, perhaps a small company has finished a project and is
planning to start a new one—maybe it has some other smaller
projects around. Under the current law, if it cuts back on its R&D,
it will cut back on its base; and that will give it a larger credit in
the future when its R&D starts to rise again.

I don’t think this is a particularly important case empirically.
But in principle, a small company that cycles could be better off by
cutting its R&D today, cutting its base, and getting a bigger credit
in the future.

Dr. Corpes. If I may briefly amplify. The perversity, if you want
to call it that—and I think it is not a desirable incentive—has
more to do with the timing of when the R&D is done than neces-
sarily with whether it is done or not. The type of behavior that
Martin has just talked about would probably involve a company de-
ferring the startup of a project until, say, the subsequent year
when it might make it more eligible for the credit.

That wouldn’t change the overall amount of R&D that the com-
pany does over a period of time, but it would affect when it does it.
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z}lnd it is not clear that there is any social purpose to be served by
that. -

Senator DANFORTH. Let me just put this in the vernacular, going
back to the other question. I mean, the vernacular is “bang for the
buck.” It is a phrase that we always use in the Finance Committee.

The Treasury’s view is, as I understand it, that we would get
about six times more bang for the buck under the new credit than
under the old one. Your view, Dr. Baily, is that it would be about
three times the bang for the buck?

Dr. BaiLy. Yes.

Dr. Corpes. I wouldn’t have any serious disagreement with that.
Three times, yes.

Senator DANFoORTH. Do you have an opinion, Mr. Swain?

Mr. Swain. I don’t have a numerical opinion, but I think it is
important for the committee to realize that you get bang for the
buck in two v::{s. You would get it by extending it to other firms
that haven’t en it at all, and you get it by offering it to some
low growth firms that aren’t able to take very much of it now. So,
you get a broader bang for the buck.

Senator DANFORTH. And your view is that this new version is
more hzlpful to small business because why?

Mr. SwaiN. It is more helpful to small business for two reasons.
Number one, the existing credit, because of the “in carrying on”
clause, is not applicable, in most cases, to startup firms.

Second, it is not applicable in many cases to new firms or low
growth firms where the amount of R&D spending is low or highly
cycli:dal because of the moving base, which Professor Baily just dis-
cussed.

So, your proposal solves both of those problems; and frankly, I
think that both of those problems have to be solved in order for the
legislation to be good public policy.

Senator DANFORTH. Thank you all very much.

Senator Baucus. Thank you. Senator Matsunaga?

Senator MATSUNAGA. Thank you, Mr. Chairman. When I was in
law school in Cambridge, I was told by a professor on taxation that
the Tax Code should be used to engineer social objectives. Do each
of Igou agree with that or not?

r. BAlLy. On a very limited scale. I think we are gun shy about
doing that. A lot of things that were in principle set up for social
engineering purposes turned out to be perhaps special interests
that eroded the tax base. I think we got into trouble, and I think
tax reform was a reflection of the fact that we got into trouble.

But to say that doesn’t mean we should eliminate all efforts to
improve the efficiency of the economy through the Tax Code, and I
think we have seen the R&D tax credits survive through a period
of tax reform, through a period of budget difficulties; and I think it
has survived for a reason. It has a very sound basis for its exist-
ence. :

Senator MATSUNAGA. Dr. Cordes?

Dr. Corpgs. Yes. The traditional criticism, of course, is that in
theory you should be able to accomplish the same objective by
means of a direct grant program that you could through tax incen-
tives. The problem I have with that position, if it is taken too liter-
ally, is that you are making certain assumptions about the ability,
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for example, of Government agencies to do the same kinds of
things that private decision makers can do.

I think in some cases that is quite correct; and in those cases,
you really ought to steer clear of using the Tax Code.

The case of R&D is somewhat a different case because, as R&D
managers will tell you, the issue is not just figuring out what is the
state of the art technically or from an engineering perspective.

That is only part of the process. The other part is also trying to
determine what makes commercial sense, and that is a very com-
plicated kind of problem. And I think that is the kind of decision
that private managers are probably better equipped to make than
members of Government agencies.

So, I think you have to be careful what kinds of alternate grant
programs you are setting up, whether they are too idealized rela-
tive to what the real world is like.

Senator MATSUNAGA. Mr. Swain?

Mr. SwaIN. I would make two brief comments, Senator. First of
all, the process of research and innovation is, in effect, betting on
the future. And I think smaller firms with thinner balance sheets
always find that a little bit more difficult decision to make than
larger firms which know they are going to be around in the future.

So, it is appropriate, I think, for the tax system to stimulate that
sort of conduct.

Second, regardless of what I suppose tax policy theoreticians
might hold on your particular question, the fact is that the United
States is in a worldwide competition for innovation and research,
not because we are necessarily bad researchers or innovators, but
because a lot of other people in the world have gotten a lot better
very guickly.

And we have to be cognizant that we are dealing in an interna-
tional economy in which some other governments have much more
aggressive governmental stimuli for innovation than we do.

nator MATSUNAGA. Generally, of course, you agree in the case
of R&D that incentives ought to be provided, and such incentives
should be by way of tax credit?

Mr. SwaIN. Very much so, rather than a direct grant approach.

Senator MATSUNAGA. Would this extend into the area of the de-
velopment of alternative energy?

Dr. Bawy. I believe there is the scope for a direct Government
program in certain areas. Certainly, the National Science Founda-
tion has a tremendous history in basic science, and I think there
are cases where the Government may have to get directly into the
task of major technology development, where individual firms
simply don’t have the resources or are unwilling to bear the risk.

Again, we have gotten into trouble in some of those, too. I think
they have to be viewed cautiously.

Senator MATSUNAGA. But as I understand it, S. 2484, as revised,
would include alternative energy; is that your view? Dr. Baily?

Dr. BaiLy. Yes, I believe so.

Senator MATSUNAGA. Yes. Dr. Cordes?

Dr. Corpes. As far as I understand the eligibility rules that were
Eut in effect in 1986, which I believe are simply restated in this
billilcertainly new sources of energy would come under that um-

rella.
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Senator MATSUNAGA. Mr. Swain?

Mr. SwaiN. Yes. I think it all depends on the eligibility rules,
which are already in effect.

Senator MATSUNAGA. Thank you very much.

Senator Baucus. I was wondering, gentlemen, do any of you
know the degree to which other countries give a greater R&D in-
centive to business? I mean, we are getting more and more into
international competition; and I think it is important, to the degree
that we can, to analyze this question—S. 2484 and the credit—not
only within the confines of the United States of America, but as it

_is related to R&D incentives that other countries give to our com-
petitors.

Do any of you have any idea, can you quantify in any way, or
can you give a summary sketch of the degree to which some other
gogntry or countries give greater incentives than we Americans

o?

Dr. BaiLy. I have looked at those figures, and I would request if 1
could give you a written answer to that because I can’t recall the
numbers.

Senator Baucus. Sure.

Dr. BaiLy. That is certainly the case in Japan and Canada and
Germany and other countries; they do provide important R&D in-
centives, but I would ask if I could let you have a written response.

e information appears in the appendix.]
nator Baucus. Do you know whether they are equal to, greater
than, or less than American?

Dr. BaiLy. I think it varies. Certainly, some of them are greater
than ours.

Dr. Corpes. I think I can give you some answer to that, having
done some work for the National Science Foundation about three
years afo on the comparative tax treatment of innovative activi-
ties, at least in the U.S,, Japan, and West Germany.

At that time—and this was, of course, before the advent of the
Tax Reform Act—it certainly was the case that our R&D credit
was probably more generous, certainly more generous than what
the Germans were making available at that time. Now, I would
need to check to see if they have modified that.

And depending on other assumptions you made about the Japa-
nese tax system, it either was more generous, as well as what they
were doing at that time because keep in mind the key feature of
the Japanese R&D credit—at least then—was that they had a one-
year moving base, which of course dilutes the incentive effect even
more.

What happened in the Tax Reform Act of 1986, of course, is that
the incentive effect of our credit was scaled back somewhat; and
that certainly now puts us in a situation where, unless the Japa-
nese have c ed their credit, our current incentive is either
about as good as theirs or perhaps a little weaker.

Certainly, Senate bill 2484, however, would probably give us one
of the best R&D tax credits that I am aware of that exists current-
ly among the industrialized countries. So, I mean, in that sense it
would clearly improve our position relative to where we are.

Mr. SwAIN. Senator, we have some information. It appears that
S. 2484 contemplates a structure not dissimilar to the current Jap-
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anese structure in which there is a general incremental tax credit,
but an alternative flat tax credit available to smaller companies.

Of course, in Japan, there is also to my understanding a seven
percent credit on the acquisition or manufacturing costs of high
technol machinery. Now, what the total cost of all those credits
is, I couldn’t tell gou; but there is some indication that the Japa-
nese have a flexible system recognizing that different types and
:ized companies behave in different ways from a research perspec-

ive.

Senator Baucus. I think increasingly we are all goinito have to
try to answer that question better than we all can right now. We
are going to have to know what the competition is in order to know
what we should do ourselves.

The Japanese also have an administrative nature of tax credit;
that is, it is tailored more to various industries, and it is done also
not only by statute but by administrative action. The Ministry of
Finance can administratively tailor tax credits in a way to target
the availability of the credit where it seems to make the most
sense.

To me, that raises another question. There are some commenta-
tors in our country who feel that the R&D tax credit is a little too
general, and we Americans should be focusing a little more on de-
veloping process technologies and commercialization technologies
comparatively more than some other R&D efforts.

I wondered if briefly any of you have a response to that?

Dr. Baiy. I think we have had a disadvantage in our econom
because we have not had the same mix between process and prod-
ucts technology. Japan has been more successful in process technol-
og;l" than we have.

hey have often been able to borrow our product technology; it is
not so easy for us to borrow their process technology. We oppose,
however, any specific provision which says this kind of research
gets credit and another kind does not. I think it should be as broad
as it can be, given the general guidelines of the credit. So, I think
it would be a mistake to try and allocate them.

Dr. Corpks. I would have to say, given what we know about R&D
among private firms and given our ability to legislate in tax regu-
lations, I think that the changes that were put in place in 1986 are
probably about as far as one can go in stipulating that the credit be
applied to some activities and not others.

iven my view that I think ultimately it is the managers that
have the best information about what makes commercial sense and
not just technological sense, I think giving them quite a bit of lati-
tude within some reasonably well-defined guidelines makes the
most sense.

So, I would have to agree with Martin. I don’t think it would be
a good idea to try to limit it to particular activities. Senator
Baucus. My time is up. Senator Chafee?

Senator CHAFEE. No questions, Mr. Chairman.

Senator Baucus. Thank you all very much. You have been very
helpful and very informative, and we very much appreciate the
time you have taken.

Our next panel consists of Ann Moss, Director of the Women’s
Pension Project, Pension Rights Center in Washington, DC; Mr.
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David Wray, President of the Profit Sharing Council of America in
Chicago; and Mr. Michael Keeling, General Counsel, Employee
Stock Ownership Association, Washington, DC.

Is Mr. Wray here? (No response)

I am told he is in the other body in the Ways and Means Com-
mittee testifying; he will be over later. Ms. Moss is also at the
Ways and Means Committee. Well, Mr, Keeling, it is all yours.

STATEMENT OF J. MICHAEL KEELING, GENERAL COUNSEL,
EMPLOYEE STOCK OWNERSHIP ASSOCIATION, WASHINGTON, DC

Mr. KEeLING. My name is Michael Keeling, and I am the Gener-
al Counsel of the ESOP Association. Since the Treasury Depart-
ment did not endorse the basic thrust of S. 2078, since we are the
only private sector witness appearing to testify on this legislation,
and we would testify in opposition, since I have submitted my
statement that I am sure you have all reviewed, and since the hour
is running late, I am perfectly willing to just accept questions and,
in essence, allow us to proceed quickly because I know there are
other witnesses that need to appear before you, instead of taking
five minutes of your time. -

Senator BAucus. That is a good suggestion. Senator Matsunag,
or Senator Chafee, do you have any questions?

Senator CHAFEE. I do not, Mr. Chairman.

Senator MATSUNAGA. I would like to hear a brief summary of the
statement.

Mr. KeeLING. All right. In the written testimony, we set forth six
reasons why we do oppose S. 2078. The essence of that legislation is
to require an employee vote prior to the establishment of an em-
ployee stock ownership plan. -

Our number one reason is that ESOPs are part of the law known
as ERISA. This is part of our voluntary retirement system. It is
funded by voluntary employer contributions.

If you impose this requirement on ESOPs, that would make the
ESOP uniquely different from other plans which can be invested in
employer security, such as the profit sharing, the stock bonus,
thrift and savings plans. And I think if you looked at the implica-
tions of that, you would see that the employer would voluntarily be
Eg(r)ep likely to establish one of those other plans, instead of the

Second, our ERISA laws, which Congress enacted in 1974, place
the basic responsibility as to what is in the best interest of the plan
participants on the ESOP fiduciary. One would have to assume
that, if you have an employee vote prior to the establishment, you
are somehow or another going to absolve the plan fiduciary of the
responsibility of negotiating and doing things in the best interest of
the plan participants.

Third, and I think this goes to the heart of the debate that we
could get into about this legislation, under current law there is
only one time that the Federal laws require an employee vote; and
that is when a certain number of employees are interested in estab-
lishing a collective bargaining unit. This is governed under our Na-
tional Labor Relations Act.
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That Act has spawned an untold number of controversies, things
such as: when is the election conducted, how long is the election
period open, what kinds of statements can be made by manage-
ment and by employees during the election process, who counts the
votes in the election process, who certifies the election?

I looked at one treatise on NLRB cases, and there were 525
cases—major court cases—that have arisen out of disputes during
the election period. The Federal Government, I think, has rightful-
ly decided that the employees vote in terms of establishing the bar-
gaining unit and that the bargaining unit elects representatives to
Eeg(étiate for them; and this bill would kind of turn that on its

ead.

Fourth, ESOPs are now established in a congenial environment
in terms of the vast majority of closely held companies that have
100 to 1,000 employees, where no benefits are given up, no wage
concessions are made. There are statistics to show this.

Fifth, there is a possibility that where you have the kind of com-
pany, described above this kind of legislation would lead to having
these companies register under our securities law, which is an ex-
pensive proposition.

Sixth-—and this is the sixth reason we would oppose the legisla-
tion—we see more and more large corporations committing to an
employee ownership plan through an ESOP. I think where you see
these large transactions, even though they are still the minority
and not the rule, timing is of the essence in allowing the ESOP to
acquire the financing to close the transaction.

These are the kinds of companies that typically have bargaining
units already established; in other words, they have union repre-
sentation. This legislation would erode the power of the agerts of
those unions to negotiate on behalf of their employees.

Those are in essence the six reasons, and I did take your five
minutes; but I appreciated the opportunity to summarize those six
reasons.

Senator Baucus. Mr. Keeling, thank you very much. I agree with
the thrust of the your statement. I think it would be a bit far-
reaching at this point to try to appropriate the provisions that are
suggested in the bill that is before this committee.

In addition, as you pointed out, the Administration is opposed to
that same bill; and I think you made a very good statement. Sena-
tor Matsunaga, do you have any questions?

Senator MATsUNAGA. No. I just wish to commend you, Mr. Keel-
ing. I think you gave a very concise but comprehensive statement,
giving your reasons for opposing S. 2078,

As you probably know, I am a staunch supporter of ESOPs; and 1
would certainly hate to deter its growth in our nation because I
think that is really the solution to management/labor problems.

Senator Baucus. Senator Daschle?

Senator DascHLE. No questions, Mr. Chairman.

Senator Baucus. Thank you very much, Mr. Keeling. We appre-
ciate your statement.

Mr. KeeLING. Thank you.
d_{'Iihe prepared statement of Mr. Keeling appears in the appen-

ix.
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Senator Baucus. We will now turn to the final panel of Mr.
Charles Seaman, President of the First State Bank of Warner in
Warner, SD; Mr. Gerald James, Vice Chairman of the Lummi
Indian Business Council of Bellingham, WA; Ms. Suzan Shown
Harjo,Executive Director of the National Congress of American In-
dians; Mr. Lee Callais, President of Sun Seafood Products, Ltd. and
Secretary/Treasurer of the Louisiana Association of Crab Proces-
sors, Golden Meadow, LA. Senator Daschle.

OPENING STATEMENT OF HON. TOM DASCHLE, A U.S. SENATOR
FROM SOUTH DAKOTA

Senator DAscHLE. I have a statement that I would like to insert
in the record with your approval.

Senator Baucus. Without objection.

Senator DASCHLE. As the panel is coming before the committee,
let me just very briefly touch on the purpose of this statement. It
addresses the question that we have had on a couple-of occasions
before the committee since I have been here, and that is cash ac-
counting and accrual accounting for those taxpayers with average
annual gross receipts of less than $5 million.

The Tax Reform Act of 1986 allowed those who had gross re-
ceipts of less than $5 million to maintain their cash accounting
method, but there was another provision of the 1986 bill that I
know the chairman is very familiar with, which required that in-
terest income from short-term obligations be accrued; not only
that, but that be done on a retroactive basis back to September 27,
1985. This has had a profound effect on rural banks.

Many banks in South Dakota and the upper Midwest, which are
having a great deal of difficulty anyway because of the drought,
are now even more troubled as a result of this requirement.

So, my bill very simply allows rural banks with average annual
gross receipts of less than $5 million to be exempted, like every
other cash basis business that size, from accruing interest on short
term loans. I have perhaps one of the most authoritative of all of
our bankers on this issue before us today, and I am delighted that
he has taken some time to come from South Dakota to share his
thoughts on the issue with us.

Senator Baucus. Thank you. Mr. Seaman, with that introduc-
tion, why don’t you begin?

STATEMENT OF CHARLES SEAMAN, PRESIDENT, FIRST STATE
BANK OF WARNER, WARNER, SD

Mr. SEAMAN. Mr. Chairman and members of the subcommittee, I
appreciate the opportunity this morning to testify in strong sup-
port of S. 1239, which was introduced by Senators Daschle, Arm-
strong, and Durenberger. My statement today has the strong sup-
port of the American Bankers Association and the commercial
banks across the country that the ABA represents.

S. 1239 will provide that short-term loans extended by small cash
basis banks in the normal course of business are not subject to the
mandatory accrual requirement imposed on other short-term obli-
gations by Section 1281 of the Code.
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The First State Bank of Warner finances the credit needs of
farmers and small farm-oriented businesses. Sixty to sixty-five per-
cent of our loan portfolio are loans made directly to farmers. Oper-
ating loans are made in the spring of the year for planting ex-
penses. Then, another flurry of seasonal activity to farmers to pay
seed, equipment, and fuel bills occurs in September, October, and
November of the year. In the fall, we also make loans to farmers to
purchase feeder livestock.

These loans are all less than a year in maturity because the
growing season is less than a year, and the feeding period is consid-
erably less than a year. The loans are paid back after harvest or
when the livestock is sold in a lump sum at the end of the loan
term.

Mr. Chairman, sound credit practices require that we place the
maturity of the loan at the time that our farm customer would
have funds from the sale of agricultural products. Section 1281 re-
quires that we pay taxes on income we have not yet received from
the borrower.

To illustrate the impact that Section 1281 will have on First
State Bank of Warner for the 1986 and 1987 tax years, the addi-
tional Federal income tax due to the requirements that-we accrue
income on short-term loans amounts to $71,000. Since banks in
South Dakota also pay a franchise tax, that is a percentage of the
Federal income tax paid, this also results in an increase in the
State franchise tax.

For many small banks, the additional tax is a year’s net income.
Net income for First State Bank of Warner was $87,000 in 1987.
The total tax impact of Section 1281 will be $75,000 for First State
Bank for 1986 and 1987. This is $75,000 that we will not be able to
retain as part of our capital structure. This reduces our basic cap-
ital structure by approximately six percent; so it is a large chunk
of money to a bank of our size.

First State Bank of Warner is still dealing with a distressed farm
economy from the past years; and just as our local farm economy is
recovering, we are now faced with the added problem of a drought.

Paying tax on income we have not yet received is a real burden
under these circumstances, and the reduction in our capital at this
time will reduce First State Bank’s capability to provide loans to
farmers during this difficult time.

I hope the committee can understand that this bill is very impor-
tant to small banks which serve agricultural communities. Thank
you, Mr. Chairman, for allowing me the opportunity to present my
comments this morning.
d_['1}‘he prepared statement of Mr. Seaman appears in the appen-

ix.

Senator Baucus. Thank you, Mr. Seaman, for that excellent
statement. I come from a State which is similar to yours, and 1
very much appreciate the problems that small banks face ordinari-
ly and particularly during these times of drought in our part of the
country. Mr. James?
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STATEMENT OF GERALD I. JAMES, VICE CHAIRMAN, LUMMI
INDIAN BUSINESS COUNCIL, BELLINGHAM, WA

Mr. JamEes. Thank you, Mr. Chairman. I appreciate the opportu-
nity to come before you today and give you our position on H.R.
2792, My name is Gerald James. I am the Vice Chairman of the
Lummi Tribe. I am also one of eight Commissioners of the North-
west Indian Fish Commission, representing 19 tribes in the State of
Washington.

I am also a tribal fisherman. I earn my income from fishing, and
I am one of the 65 individuals from my tribe who is being assessed
by taxes and penalties by the Internal Revenue Service.

The fishing tribes of the northwest as well as other fishing tribes
have reserved rights, either in treaties or in executive orders or
acts of Congress, to the rights of taking fish in all their usual and
accustomed areas. The Supreme Court in this century has upheld
this right seven times. The IRS since 1982 has been attempting to
unlawfully diminish our treaties by imposing income tax on our
treaty protected resources.

At two separate times, the Interior Department solicitors in 1983
and again in 1985 supported the tribe’s position; but in December
of 1985, the Justice Department intervened between the two arms
of the United States Government—the Interior Department and
the Treasury Department—and determined that the Internal Reve-
nue position was a sounder view of the law, under the absurd
notion, we feel, that an express exemption had to be in the treaties,
‘taking into consideration that the first income taxes were not en-
acted until 1913—60 years after our treaties were signed.

In Washington v. Washington Commercial Fishing Vessel Asso-
ciation in 1979—the infamous Bolt decision—the Supreme Court
reaffirmed a long-standing canon of construction of Indian treaties
in that treaties are to be interpreted as the Indians understood
them; and in no way did we, in 1855, or do we now agree to be
taxed on our reserved rights.

Our priority goal is that H.R. 2792 becomes law in the 100th Con-
gress, with the clarification that the treaties are the source of the
exemptions, in order to avoid hardships and confrontations from
the expected IRS collection efforts, if not passed.

H.R. 2792 provides the basic protections necessary with the ex-
emptions for qualified Indian harvesters, processing, transporting
of fish, and all aqua culture, and presuming that aqua culture in-
cludes management and rearing of the fish that we harvest.

We do have some recommendations, and our basic concern with
the current H.R. 2792 is with Section 1(c)(3), the relationship of the
section to treaties, etcetera, ‘and corresponding report language.
The Committee on Ways and Means has implied that the legisla-
tion, rather than the treaty, is the source of the exemption. This
poses a significant threat to the reserved rights doctrine which is a
cornerstone of Indian treaty law.

We would appreciate the clarification that H.R. 2792 does not ab-
rogate treaty rights. We have also recommended that managing
and rearing activities relating to the tribal fisheries be specifically
mentioned in the report language.
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We have also proposed that the complex exemption requirements
for individual or corporate Indian-owned processing operations be
simplified to fit reality and advise also that the lost revenue esti-
mate of $8 million annually is grossly exaggerated. Thank you for
allowing me to testify.

[The prepared statement of Mr. James appears in the appendix.]

Senator Baucus. Thank you, Mr. James. Mr. Callais?

STATEMENT OF LEE A. CALLAIS, PRESIDENT, SUN SEAFOOD
PRODUCTS, LTD., AND SECRETARY/TREASURER, LOUISIANA
ASSOCIATION OF CRAB PROCESSORS, GOLDEN MEADOW, LA

Mr. Carrals. Thank you, Mr. Chairman and members of the com-
mittee. We very much appreciate the opportunity to appear here
today to voice our strong support of S. 1821. My name is Lee Cal-
lais, President of Sun Seafood Products, Limited of Golden
Meadow, LA; and I represent the crab Processors Association of
Louisiana.

Also with me today in the audience is Mr. Mike Voison, repre-
senting the Oyster Processors of Louisiana, and Mr. Randall Mon-
tegut, representing the Crawfish Coop of Louisiana.

In general, we are here today to represent the over 500 seafood
processing plants of Louisiana, and these are mostly small, like
Congressman Hayes stated earlier in his testimony, mom-and-pop
type operations. The main point that we are dealing with in this
measure here is a highly skilled labor force that exists in the Lou-
isiana seafood processing industry.

These are the people that actually do the hands-on processing,
and they have been a commodity for which the various processing
plants compete and the main point of the bill that IRS’s classifica-
tion of them for income tax purposes. We feel that these people
should be classified as independent contractors for various reasons.

The seasonality of the work schedule due to unpredictability of
the supply of seafood makes these people part-time workers. They
are of an independent nature. They shop around for the best work-
ing conditions and availability of seafood to process. They are mi-
grant workers who have been known to move around the country
in search of different types of work.

They are compensated on a piece-work basis according to how
much seafood they peel, pick, shuck, head, filet, or otherwise proc-
ess,

The current treatment of these workers as an independent group
is in line with over 100 years of tradition in the seafood industry of
Louisiana, and it is strongly tied to the customs of the area and the
nature of the industry in Louisiana.

After years of such treatment as an independent group, IRS is
now trying to reclassify them as employees of the processing plants
that they work for. This action by IRS threatens to destroy the
ability of the small seafood processing plants of Louisiana to oper-
ate their businesses.

We ask the Congress to codify into statutory form the long-stand-
ing practice of treating these individuals as independent contrac-
tors, the people who peel, pick, head, shuck, filet, or otherwise
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process fish or shellfish and who are compensated on the basis of
the quantity of seafood that they process.

In closing, I would like to thank you for letting us speak today in
support of S. 1821, making it clear that it is a long-standing prac-
tice in the seafood industry and that that is the way that Congress
intended for that industry to process.

[The prepared statement of Mr. Callis appears in the appendix.]

Senator Baucus. Thank you, Mr. Callais.

Mr. Seaman, I think you probably know that certainly not only
the Senator from South Dakota but other Senators on this commit-
tee have a very deep appreciation for the problems that you have
outlined. Your statement is in itself very compelling, very persua-
ts)ive kgor the changes you suggest, particularly as they affect small

anks.

I want you to know that I think that proposal will have consider-
able support in this committee. I can’t speak for the committee, by
any stretch of the imagination, but I do think that there is a lot of
support in this committee for what you are suggesting.

Mr. James, I would like to know from you how you recommend
the fairly complex allocation problems that may occur with the
passage of the bill; and that is, how do you separate those out?
That is, income from fishing on tribal lands versus income from
fishing on non tribal lands?

I mean, if the bill becomes law, tribal members are obviously
going to have to go through more complex calculations to deter-
mine taxable income, at least Federal taxable income.

Mr. James. Right.

Senator Baucus. Do you have any suggestions as to how Treas-
ury could make those provisions easier, so that the tribal members
wou‘l?d not have to go through an unnecessarily complex calcula-
tion?

Mr. JaMmEes. Currently, we have several members that fish outside
of our usual and accustomed areas, and they do currently pay taxes
on those incomes. We have quite a few fishermen that fish in
Alaska and quite a few that fish in the San Francisco area and also
in the bottom fishing industry out on the coast from inside tribes.

Senator BAucus. So, that is not a problem thus far?

Mr. JamEes. Not a problem, no. And they separate their income
now, and we do not currently calculate income from our fishing in-
dustry now. It is not something that we have done in the past; and
I guess that is one of the problems we have with the lost revenue.
How do you lose something that you never had in an $8 million
assessment?

Senator Baucus. Thank you. Mr. Callais, other than just paying
less taxes, what is the major reason for your group of seafood proc-
essors being classified as independent contractors? What does it get
down to? What is the heart of the matter here?

Nobody likes to pay taxes, but other than that, what does it get
down to? '

Mr. CaLrals. For example, a small plant can easily go through -

200 or 300 such employees during a year because of the turnover,

and they shop around so much between the plants to see where
they are going to work. It would be uneconomical for each plant to
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have to compute the taxes and withhold and bear the administra-
tive burdens of keeping the tax information.

On that number of employees, you are talking about some very
small plants; and that is the main reason for our point of view why
they should be exempted.

Senator Baucus. I don’t want to impugn the integrity of your
group, but there is a recent IRS study which exposes that the bulk,
unfortunately, of Americans who are not paying their income
taxes—that 1s, the underground economy—tend to be individuals
who are not reporting all their income or who are overexpensing.

That group tends to be, to a large degree, not only big business
but also very largely small business and independent contractors.
At least, that is the Treasury’s assessment. So, I am wondering
whether seafood processors, if they are classified as independent
contractors, can give an assurance that all the legally due taxes.
will be paid because we do have a big underground economy in this
country.

I think one reason probably for the Treasury position is that
they are better able to make sure that people are paying their
share, whether it is payroll taxes or whatever. What assurances
can your group make that all taxes owed will be paid?

Mr. Carrais. What we do is get each worker to sign, testifying on
a piece of paper, that they are giving us their correct name, Social
Security Number, address, etcetera; and we send in 1099s just like
f)"ou would on any independent contractor that you have working
or you.

Senator Baucus. Ms. Harjo, let me give you a chance to testify.
You came in late, and I don’t want to deprive you of the opportuni-
ty to make your statement.

éTATEMENT OF SUZAN SHOWN HARJO, EXECUTIVE DIRECTOR,
NATIONAL CONGRESS OF AMERICAN INDIANS, WASHINGTON, DC

Ms. Harsgo. Thank you, Mr. Chairman. It is nice to see you again.
The National Congress of American Indians is pleased to testify in
support of this bill, if it is to be clarified in Section 3 report lan-
guage that there is no intent to abrogate any treaty and that this
measure is not the sole source of the exclusion from tax in this
area.

The treaties themselves, of course, are the source of the exclu-
sion, and we think that that is a very important principle and
point to be upheld by the subcommittee. We agree with the solu-
tion proposed by Senator Inouye, Chairman of the Senate Select
Committee on Indian Affairs that this be handled through report
language and sent expeditiously to the President for approval,
without it having to go back to the House Ways and Means Com-
mittee.

We do believe that, if there is to be further procedural and sub-
stantive maneuvering on this legislation, we would like the oppor-
tunity to have further matters clarified in addition to the deletion
of Section 3 and especially in those areas where lines are drawn
between tribes.

We reserve the right to comment further on these matters if this
legislation is to be added to, for example, the technical corrections
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legislation. The policy context within which we view this legisla-
tion is set forth in our A‘¥ril 7 communication to the Senate Select
Committee on Indian Affairs prior to the markup of S. 727; and
that is appended to and made a part of the testimony we are sub-
mitting today to you.

These matters are not very complex. They are, however, confus-
ing, as our President so recently demonstrated so very publicly to
the world community of nations in Moscow that there is something
abolt{lt Indian treaty rights that is not understood by many policy
makers.

If this is to be treated as a revenue measure, we would like to
note for the tax consequences people on this and the House Ways
and Means Committee that Congress has previously estimated the
unilateral abrogation and subsequent compensation under the
Fifth Amendment in the trillions of dollars for abrogation of
Indian treaty rights.

This Section 3 clarification is vital if we are to avoid generations
of protracted litigation. Thank you very much.

I would like to introduce at this time Joe De La Cruz, who is our
Portland Area Vice President and the President of the Quinault
Nation, and who is here in the audience today. If you have particu-
lar questions or wish further information from the perspective of
the Quinault Nation in the Portland area, I am sure he would be
able to provide that for you on some of the questions that you have
just asked. Thank you very much.

[The prepared statement of Ms. Harjo appears in the appendix.]

Senator Baucus. Thank you, Ms. Harjo.

I have no further questions of the panel. Senator Daschle?

Senator DAsCHLE. Mr. Chairman, thank you. I want to commend
Ms. Harjo for her comments and the clarification she has provided
the committee on Section 3. With what time I have, however, 1
would like to address my comments to Mr. Seaman and ask him, if
he would, to clarify a couple of things for the committee that I
think would be helpful as we deliberate on Section 1281.

The first is the question of size. We have put into the 1986 law,
as you know and as you have stated, that taxpayers with gross re-
ceipts of less than $5 million be exempt from the requirement that
businesses use the accrual method of accounting. How big is your
bank, and how reflective of the rest of the South Dakota banking
community is your bank?

Mr. SeamaN. Our bank, Senator, has current assets of
$14,500,000 as of June 30. In 1987, our gross income was $1,200,000.

Senator DascwLE. $1,200,0007

Mr. SEAMAN. That is right.

Senator DascHLE. What percent of banks in South Dakota do you
think would fit the less-than-$5 million description?

Mr. SEAMAN. There are 132 banks in South Dakota; and I think
of that total, 106 are under $5 million.

Senator DascHLE. Could you help us appreciate the impact of the
current drought on small banks {)ike those in Montana or South
Dakota?

Mr. SeamaN. The impact is difficult to fully assess at this time,
Senator. I think it is obvious to everyone that it is going to have a
devastating impact on our State’s economy, and lending institu-
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tions are going to be called upon, especially in the next year, 1989,
to advance substantial sums of morney for operating loans.

The better capital structure we have to meet those demands, the
more farmers we can help in our farm community.

Senator DascHLE. Would your bank’s situation be aggravated if
S. 1239 were not to pass? And, if so, how?

Mr. SEaMAN. S. 1239 immediately takes away $75,000 that would
ordinarily be part of our capital structure. By being able to retain
that, obviously our capital structure is stronger, which will permit
us to generate more loan activity to service our agricultural com-
munity. .

Senator DAscCHLE. Let me just ask, if I could, what you have had
to do in order to identify the short-term loans affected by Section
1281? What has the change meant for you in bookkeeping, account-
ing, and such?

Mr. SeaMAN. I think it was reported earlier by Congressman
Daub that banks currently are not required to identify any of their
types of loans by maturity.

What we did at First State Bank of Warner was that I prevailed
upon my wife to assist me in this. We went through our loan ledger
for the entire year and identified those loans which we thought
were one year or less of maturity. Then, we took our loan accrual
for December 31 of 1986 and 1987, went back, and picked up each
one of those individual interest amounts, and then calculated the
dollar amount.

Senator DascHLE. You and your wife did that?

Mr. SEAMAN. That is correct.

t%er‘;ator DascHLE. Was this something done over the kitchen
table?

Mr. SEAMAN. No, Senator. It was done at our bank. It took a
matter of about three weeks, with her working almost full time
and myself assisting whenever I could.

Senator DascHLE. I have to say—and this will be my last com-
ment because I know we are running out of time—that during the
time from World War II to 1980, we lost 170 banks in this country.
Since 1980, we have lost 600. And I have to believe with the
drought and with these kinds of perilous requirements on small
banks, that number is going to accelerate even more.

So, I am hopeful that this committee will see fit to put some ra-
tionality back into accounting for a small bank such as yours and
that the message that you have left with us today will be one that
will fall on the ears and certainly be in the minds of those who are
going to be making the decision on whether S.1239 should be en-
acted into law.

I thank you and the other panel members for their contributions
this morning. Thank you, Mr. Chairman.

Senator BAucus. Mr. James, do you have a brief statement?

Mr. JaMmes. Yes, I wondered if 1 had clarified your question.
Usual in an accustomed area that we fish that we deal with that
would be tax exempt, we know what those catches are within a 24
to 48 hour period. So, we know what those are. The ones that I was
implying in my statement were on restrictions that the Ways and
Means Committee put on individual corporations and processors
that don’t fit reality there.
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They are asking for separation of tribes, which don’t really fit
the way we fish in either the Great Lakes or the northwest. We
intermingle with each other’s fish; and they are asking that if we
put two tribes’' fish together or two individuals from different
tribes, the individuals have to have a minimum of ten percent own-
ership in the companies, which is totally unrealistic. They might as
well have just written it out of the bill.

Senator Baucus. I appreciate that.

Mr. JAMES. Thank you.

Senator Baucus. Mr. Seaman?

Mr. SEAMAN. I am sorry, Senator, but I do want to make one
more comment. Again, as Congressman Daub said in his testimony,
Section 1281 impacts on our bank much heavier than just a regular
accrual accounting system because, first of all, we are required to
accrue interest on cur interest income; but we are not allowed to
expense the interest we pay on our deposits.

Second, my accountant has told me that in their experience they
are not aware of any other industry that has been impacted like
ours that requires a mandatory change in your accounting method,
but not allowing a phase-in period of three to four years to permit
you to make adjustments to pay those additional taxes.

Senator Baucus. I wonder if you would also comment on the sup-
plemental effect of financial deregulation? Does that also have an
adverse effect on rural banks? It seems to me that these accounting
provisions, along with financial deregulation, are a further burden
on rural banks. I wonder if you would comment on that?

Mr. SEAMAN. It seems like—and I don’t want to sound like a
complainer, but that is the way it is going to come out, I am sure—
the requirements under deregulation have resulted in more bu-
reaucracy and more demands on our time to comply with those
types of things, rather than concentrating on being a banker.

By being a banker, I mean servicing our local community with
loans and providing a place for their deposits.

Senator Baucus. Thank you all very much. I appreciate your
help here. I notice that Mr. Wray, who was scheduled to appear on
a previous panel, is here. Mr. Wray, are you still here?

Mr. WraAy. Yes.

Senator Baucus. I am wondering whether an earlier panelist,
Ms. Anne Moss of the Pension Rights Center is also here. Fine. Ms.
Moss, why don’t you proceed. You two are our final panelists.

STATEMENT OF ANNE E. MOSS, DIRECTOR, WOMEN’S PENSION
PROJECT, PENSION RIGHTS CENTER, WASHINGTON, DC

Ms. Moss. Thank you. My name is Anne Moss. I am the Deputy
Director of the Pension Rights Center and Director of our Center’s
Women’s Pension Project. I appreciate your changing the hearing
order today since pension portability is a popular topic this morn-
ing.

The Center is a nonprofit group that has been working to make
the nation’s pension programs fairer for workers and retirees. We
thank you for the chance to testify on the new pension proposal,
the Pension Portability Act of 1988. I will just summarize ry testi-
mony quickly.
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Concerning portable pension plans, we support H.R. 1961’s prin-
ciple of encouraging the preservation of retirement money by pro-
viding for a transfer of funds directed from a plan to a portable
pension plan, a trustee-to-trustee transfer.

We like the idea of funds going directly from the plan to a porta-
ble pension plan; in fact, we would prefer that this be the only per-
missible type of lump sum payment from plans. This would be an
even better way of carrying out the bill’s objective of preserving
lump sums for retirement.

We think the bill could also be strengthened by adopting the ob-
jective of providing some inflation protection for workers who leave
a job before retirement age. Because the typical pension plan bases
a worker’s pension on his or her final salary, a worker who leaves
a job 20 years before retirement age will be collecting a pension
based on a 20-year-old salary.

While H.R. 1961 only gives plans the option of transferring lump
sums to portable pension plans, we think that workers should have
the same option, not just the plans. This would be true portability.
This is especially important where a worker believes a plan is not
getting a realistic rate of return on investment.

Pension benefits could also be indexed to inflation while they
remain in the plan. It isn’t necessary to let employees take benefits
out. Plans could be required to adopt some form of performance in-
dexing in which the plan would have to adjust upward the value of
the deferred vested pensions only in those years when the plan’s
rate of return on investment is better than the rate assumed at the
time the worker left the plan.

I want to point out that British pension plans are required by
law to be indexed to inflation, up to a point.

Essentially, what we are doing is asking Congress to expand the
scope of H.R. 1961 and to at least examine the feasibility of provid-
ing some type of inflation adjustments. Thank you. That concludes
my statement, but I would be happy to answer questions.

[The prepared statement of Ms. Moss appears in the appendix.]

Senator Baucus. ‘Thank you, Ms. Moss. Mr. Wray?

STATEMENT OF DAVID L. WRAY, PRESIDENT, PROFIT SHARING
COUNCIL OF AMERICA, CHICAGO, IL

Mr. WraAY. Thank you, and 1, too, want to extend my gratitude
for the rearrangement of the schedule. I am David Wray, President
of the Profit Sharing Council of America. The Profit Sharing Coun-
cil is an association of 1,200 profit sharing companies with one and
three-quarter million employees throughout the United States.

The Profit Sharing Council opposes restrictive pension portabil-
ity legislation. The need for such legislation has not been proven;
and, more importantly, it would reduce the incentive of profit shar-
ing.

In the case of deferred profit sharing plans, which are the vast
majority of defined contribution plans, it is not true that plan asset
accumulations are increasingly being used for current consumption
at job termination. If anything, the Tax Reform Act of 1986, which
eliminated ten-year averaging and imposed a ten percent penalty,
appears to have resulted in a trend toward savings.
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It is our experience that the 38 percent tax and penalty bite has
been a big incentive to defer larger distributions, and there is little
value in forcing deferral of small ones which will be largely demol-
ished by inflation and administrative fees bi retirement.

Further, the study upon which much of the argument for restric-
tive pension portability legislation is based has severe limitations.
It is based upon data collected prior to the Tax Reform Act of 1986.

In addition, the questionnaire upon which the study is based an- .
ticipated that most distributions would be large, with the result
that 84 percent of the respondents’ distributions fell in the smallest
category, under $5,000. So, it is impossible to establish the value of
the vast preponderance of distributions.

Likewise, when queried about their use of the distributions, 62
percent of the respondents replied “Other.” So, the key questions—
how much and how was it used?—could only be analyzed in a cur-
sory fashion.

There are two other problems with the study. Since the respond-
ents were not asked for the time period at which the distribution
was received, the results represent cumulative life experience
rather than current activity. Also, the study was done during a
severe economic recession, possibly distorting the responses.

Employers share profits with employees as an incentive for in-
creased productivity. In order for their to be a productivity‘bang”
for the deferred profit sharing buck, the employee must feel owner-
ship of the money. If an employee, especially a younger employee,
learns that the money is not his or hers until fifty-nine and a half,
the productivity incentive will be lost.

Also, the one and three-quarter million employees of the compa-
nies of the Profit Sharing Council of America do not want restric-
tive pension portability legislation. They want and deserve control
over their own money.

However, the Council does not oppose making it easier for those
who wish to continue their distributions in a tax deferred status.
For example, the Council does not object to making it easier to
make plan-to-plan rollovers, or allowing terminated employees to
roll both their preimposed tax balances into an IRA.

In conclusion, there is no pension portability problem for de-
ferred profit sharing plans where balances are already portable.
Most distributions of any size are already being retained voluntari-
ly in tax deferred status. Most other distributions are so small that
there is little value in-keeping them tax deferred.

Further, forcing deferral of all distributions would sacrifice the
incentive value of profit sharing, a very high price. Thank you for
this opportunity to testify. I will be happy to answer any questions.

Senator Baucus. Thank you both very much, and I appreciate
your changing your schedules to come over here after testifying on
the House side.

‘[The prepared statements of Mr. Wray and Senators Inouye and
Cranston appear in the appendix.]

Senator Baucus. The bill raises a very interesting subject. It is
one that this Congress will have to address very quickly. I don’t
know whether we will address it this year; in fact, I suspect we will
not, but I do think you have added a lot to the debate. Congress-
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man Jeffords, when he was here earlier, testified quite well, I
think, to the need for portability of pension benefits.

There are many commentators who have written on the need for
greater portability, and I think that they make some very good
points. It is question, I think, that we will have to address a little
more fully and more thoroughly in order to resolve it correctly.

In the meantime, I very much appreciate the effort you have
given to the issue. Thank you very much.

Mr. WraAY. Thank you.

Ms. Moss. Thank you.

Senator BAucus. The hearing is adjourned.

[Whereupon, at 12:34 p.m., the hearing was adjourned.]



A
i

T

APPENDI X

ALPHABETI1CAL L1ST AND MATERIAL SUBMITTED

OPENING STATEMENT OF
SENATOR WILLIAM L. ARMSTRONG

ON
$-1239 AND 8-2078 (S-2291)

SENATE FINANCE COMMITTER
SUBCOMMITTEE ON TAXATION AND DEBT MANAGRMENT
JULY 12, 1988

Mr. Chairman, I am pleased that you are providing this opportunity for

views to be heard on two measurss that I have introduced.

The first, S-1239, would olarify what many of ua thought was the outcome
of the Tax Reform Aot of 1986, that allowed organizations with average annual
8rosa receipts of $5 million or less to continue to use the cash method of
accounting for tax purposes, It turns out the situation for banks was
complicated by another section of that Aot whioch could require that short-term
obligations of those inatitutions be accounted for on an acorual basis. This

has a very negative effect for agrioultural lenders. S-1239 would ocorreot this

problea.

Tho ssoond dill, 8-2078, would require the approval, by majority vote, of
all enploy‘es before an Eaployee Stock Ownership Plan (BSOP) can be considered

& qualified plan for tax purposes., This adds a procedural safeguard when an

(54)
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ESOP is established and this is necessary becsuse there have been instances
where the ESOP ooncept has been abrsed and the employee/shareholder of the
ocompany could hardly be considered the beneficiary of such a plan,

Mr. Chairman, I would like to submit for the record a full explanation of

these measurea. Thank you.

51239

8-1239 would clarify tax law so that small banks, particularly agricultural
banks, will be able to retain the cash method of acoounting. This
oclarification is needed so that these lenders will not be required to pay taxes
on loans for whioh payment has not yet been received. Many small, rural bank.s
are under financial stress. To ask these lenders to pay taxes on income they
have not received is simply not wise. Moreover, it was clearly not the intent

of Congress in passing last year's tax reform bill to impose such taxation.

Here's the background: Corporations used to be be able to choose between

the cash method or the accrual method as their system of accounting for tax

purposes. Urler ¢ -sh ting, 1 is r gnized for tax purposes, when

actual payments are received. Under accrual ting, 1 isr gnized

when all events have ocourred that establish the right to receive income.

The Tax Reform Act of 1986 changed all this. That law tried to reduce the
number of corporations using the cash method of accounting. Large corporations
could no longer use the cash method of accounting. Only individuals, some
farming businesses, qualified personal service corporations and businesses with
average annual gross receipts of $5 million or less can still use the cash
basis of accounting. This $5 milljon test exempted many small, independent,

community banks that are critical to the survival of their communities.

But another section of the tax reform legislation effectively required that
short-term obligations must be accounted for on an acorual basis. Worse, this
ohange retroactively applies back to September 27, 1985. Banks are thua forced

R
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to file amended returns. In other words, a small dank using the cash metbod
of accounting must use the acorual methoi for income earmned on short tera
loans. Imposing two methods of accounting plus requiring banks to pay taxes on

income not yet received ~- all on a retroactive dasis -- can be a hardship.

I note, Mr. Chairman, that both the Senate and House committee reports
accompanying the Tax Reform Act say this latter section that is causing the
problem applies only to "...those for whom the cash method of acoounting for
interest income from short-term obligations is considered inappropriate.®
Clearly, then, Congress did not intend to require those allowed to use cash
acoounting to be forced to use acorual accounting for these short-term

obligations, S-1239 simply makes the law conform to Congressional intent.

Many agricultural loans are made on a fixed rate basis and payable on an
annual basis, Such loans may straddle the bank's taxable year. Requiring a
cash basis bank to acorue income from those loans in one tax year when payment
comes in another tax year is contrary to the intent of preserving the less

complicated methcd of cash basis acoounting for small firms.

This is not just an operational problem for community dbanks, but a
financial one as well. A cash basis bank may have a heavy concentration of
short-ters agriocultural loans, If income from these loans has to be brought
into income on an accrual basis for tax purposes, this adds additional

financial demands on those institutions.

What this bill accomplishes is this: It clarifies that for banks who use
the cash method of accounting that they can also account for the income from
short-term obligations for tax purposes using the cash method. The bill
modifies the retroactive nature of the Tax Rator; Aot of 1986 to insure that
banks qualifying to use this method of accounting will be spared the necessity
of having to file amended returns for 1985, Short-term obligations are meant
to inolude loans to individuals and businesses where there is stated interest
or acquisition discount, of one year duration or less, It does not inolude

T-bills, government securities or related obligations,
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8-2078 (8-2291)

Self-deteraination, as a method of decision-making in a political or
practical sense is an honored and respected tradition in this nation. Votes,
polls and opinion surveys are some of the ways American's satisfy their need to
know what their fellow citizens are thinking. I believe there may be a need to
extend the principle of self-determination to some facets of employee denefit
deoisions -- specifically the decision to initiate an employee stock ownership
plan (ESOP).

This legislation amends the Internal Revenue Code to establish that before

an BSOP is established that the following must occur:

1. Notice must be provided to the employees by the employer explaining
all material faots conoerning the plan including a) whether assets
will be transferred to the plan from any other plan and whether the
plan will replace such other plan, b) the terms of the plan, and ¢)
the terms of the plan from which the assets are being transferred {if

any).

2. A majority of the employees of the employer establishing the plan
mst approve of the plan by secret ballot within a reasonable time

after notification to employees.

3. The Seoretary of the Treasury may deny qualification to an ESOP
where the voting rights of the employee-shareholders or beneficiaries
are not substantially similar to the voting rights of shareholders who

hold the same class of securities direotly.

BSOP's were conceived as a means to provide employees with a greater
ability to become shareholders in the organizations they work for and both
company and employee would benerit. I buv; come to learn that beyond this
threshold there are questions to be answered such as whether a majority of

those affected approve of the conditions under which the ESOP 1s to be adopted?
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It is important to realize that the ESOP might be formed as an addition
to existing pension rules, in lieu of them or some combination thereof. In
some cases the existing pension plan is terminated and excess ;nseta might be
used to fund the ESOP., The question for the employees can be quite significant

as it applies to their future retirement security.

These eaployees are asking legitimate questions: Is this a good deal?
What will the stock be worth when I retire? Would I be better off with a

defined benefit plan upon retirement age?

Questions like these are ones we have been asked to consider by the

General Assembly of Colorado when they passed the following resolution:

"Be It Resolved by the House of Representatives of the Fifty-sixth General
Assenbly of the State of Colorado, the Senate comcurring herein:

(1) That we, the members of the General Assembly, support the application
of the principle of "One Person One Vote®™ to Employee Stock Ownership Plans
which would give employees of a corporation the right to cast their votes on
issues pertaining to an Employee Stock Ownership Plan.

{2) That we, the members of the Gensral Assembly, urge the Congress of
the United States to enact legislation which would require all Employee Stock
Ownership Plans to be apprcved by a majority vote of all employees of a
corporation in order to become effective. .

Be It Further Resolved, That copies of this Resolution be transaitted to
members of the Colorado Congressional Delegation, to meambders of the Labor and
Human Resources Committee and the Banking Committee of the United States
Senate, and to members of :ne Banking Committee and the Committee on Education
and Labor of the United States House of Representatives, and to the management
of United Airlines.®

The Employee Benefit Research Institute in & recent publiocation had this

to say about ESOP's:

SESOP's can provide exployees with substantial financial benefits through
stock ownership while providing companies with attractive tax advantages
and a powerful financial tool. By making employees part-owners of the
business, companies may also realize productivity improvements, since
workers benefit directly from corporate profitability and are thus working
in their own interest...[but] there ars also risks that should be
considered. Because th> ESOP is invested primarily in employer securities,
the sucoess of the BSOP depends on the long-term perforsance of the company
and its stook,®

Authorities therefore recognize the risks involved even when the plans are

established with the employeces best interests in mind. But there is another

B
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disturdbing development oocurring with regard to the establishment of ESCP's and
some believe that in these cases employees are just pawns in a larger struggle

-- the struggle over control of the corporation.

The use of BSOP's in conteats for control of a corporation was the asubjeot
of hearings in June of 1987 by the Senate Committee on Banking, Housing and
Urban Affairs. What became olear is this., ESOP's are frequently used in

oorporate takeovers by any, and every party involved.

ESOP's can be used by existing management and serve their needs by
establishing a friendly market for large blocks of stock, providing a source of
lower rate finanoing to defend against takeovers, providing tax deduotions, and

they can be substituted for other retirement plans,

ESOP's can be used dy some or all employses to take the company private in
good times and in bad. ESOP's can be used by outside bidders to assist their
cause when tender offers are made for shares held by the ESOP.

Unintended though it may be, RSOP's have become a factor im corporate
finance and the implication for those employees, for whom the ESOP was
established, is not clear. In one instance an outside bidder favored by
amanagement was granted vhat is called a “lock-up" that prevented employee
shareholders from entertaining additional or even higher bids from other
sources. This example illustrates what little praotical influence employees
say have when it comes to major decisions with regard to their own shares. It
also appears that employee shareholders may be denied their rights as
shareholders if the ownership is within an BSOP, rights that would not be

denjed if they owned those shares directly.

The hearing held by the Senate Banking Committee raised troubling
questions regarding the actual value to the eamployee, for whom the ESOP is
established. The benefits can range from very good to very questionable and

the committee's attention then fooused on what mechanisms exist to provide

92-266 0 - 89 - 3
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employees adequate information and influence over the ESOP. The answers were

not very reassuring.

The following excerpts from Mr. Randy Barber of the Center for Economic a
Organizing at the June 26, 1987 hearing on BSOP's provide some indication of
vhat voting rights exist for employee-shareholders, the role of trustees and

the Board of Directors regarding essential decision-making activities:

"The tax code requires a resclution from a company's Board of
Directors to establish an RSOP, and by definition, only incumbent
Directors can grant life to an ESOP."

*"Thus, management and the existing owners enjoy a sort of legislated
noblesse oblige with respect to the terms under which they bestow
ownership on their employees, even as they use taxpayer concessions to
do so."

"Although there are requirements that participants be given the right
to vote the stock im their accounts on some issues under some
ciroumstances, managemcnt still has bdroad rights to severely limit the
authority of participants in deteraining the future of the company.”
"For instance, all unallocated stock may be voted by a trustee
selected by management. In a leveraged ESOP, this could include the
majority of stock in the ESOP for number of years."

") trusteo, following the Department of Lahor's guidance may over-ride
participant votes, and in most cases, wil) vote unallocated shares in
the BESOP as he or she deems appropriate.®

The HAonorable Russell B. Long, a former colleague and past Chairman of the
Senate Finance Committee, a noted authority on ESOP's, provided the Senate
Banking Committee with a request to legislate on this matter. Senator Long
oited a troubling legal decision that suggests that an BSOP trustee, in
responding to a tender offer, may not be permitted to rely on employees'
directions. That case is Danaker v. Chicago Pneumatic Tool Co., 635 F. Supp.
236 (S.D.N.Y.) and it involved the duty of the fiduolary to accept the highest
offer for shares, Inrhla testimony Senator Long objected to this fiduciary
standard presuaing that employees would favor management's intent to reject
such a tender offer. That may well have been the employee position, but unless
there is a direot employee-shareholder vote on the matter, free of management

pressures, then I am not sure the trustee can really know the wishes of those

he serves.
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This addresses but one aspect of a larger question of just what ia the
appropriate role of the employee-sharehclder at the time of the oreation of an
BSOP, during a tender offer and when employees themselves may wish to take a

company private,

Mr. Chairman, these statements and the statcments of others call attention
to the need rof Congress to consider this matter and determine if the laws and
rules in place need to be improved so that existing and potential
employee-shareholders can have a more practical role in deteraining if
proposals relato'd to ESOP's are, in fact, in their beat interest. This, it
sesms to me, can only de doﬁe on a case-by-case basis which then requires the

need to establish a method of effective decision making for the employees.

A majority vote standard to establish an ESOP is one such method of
self-determination that may be appropriate and is the method suggested by this
legislation. I propose this to my colleagues not as the definitive answer but
as a starting point from which more thorough deliberations may take place.

For existing ESOP's there may be other voting methods that might add a
degree of fairness to those affected. Proportional voting 1s a method that
would extend the outcome of a majority vote of shares allocated to individuals

to those shares that are unallocated and voted by the trustee.

In conolusion, I believe that an effective voting method is the missing
essential ingredient of ESOP's and I urge my colleagues to oconsider the equity
that can bé achieved by adopting this democratic method of decision-making. It

will insure that all pertinent information is available to employees prior to a

vote on the initiation of an ESOP and that xsbe elployee-shiroholdera do not

lose rights that are otherwise available to direct shareholders of the oonpiny.
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DESCRIPTION OF TAX BILLS
(S. 1239, S. 1821, S. 2078, S. 2409, S‘, 2484,
S. 2611, H.R. 1961, and H.R. 2792)

ScHEDULED FOR A HEARING

BEFORE THE

SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT

OF THE

SENATE COMMITTEE ON FINANCE
ON JULY 12, 1988

PREPARED BY THE STAFF

OF THE

JOINT COMMITTEE ON TAXATION

INTRODUCTION

The Senate Finance Subcommittee on Taxation and Debt Man-
agement has scheduled a public hearing on July 12, 1988 on the fol-
lowing eight bills: (1) S. 1239 (tax treatment of short-term loans of
small banks); (2) S. 1821 (treatment of seafood processors for em- .
ployment tax purposes); (3) S. 2078 (majority voting requirement
for ESOPs); (4) S. 2409 (designation of overpayments and contribu-
tions on tax return for the Organ Transplant Trust Fund); (5) S.
2484 (extension and modification of research credit); (6) S. 2611 (dis-
closure of certain tax return information to the Veterans’ Adminis-
tration); (7) H.R. 1961 (portability of pension plan benefits); and (8)
H.R. 2792 (tax treatment of Indian fishing rights).

The first part of the pamphlet! is a summary. The second part is
a description of the bills, including present law, explanation of the
bills, and effective dates.

! This phlet bedhdufollowmlointOunmi&eeonTmﬁon,Mdpliono/Thx
Bills (8. m 4 181:1”8 2078, 8. 2409, S 2434, S 2611, HR. 1961, and HR. 279%) (JCS-12-88),
July 11, 1988,
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1. SUMMARY
1. S. 1239—Senators Armstrong and Daschle

Tax Treatment of Short-Term Loans of Small Banks

Under present law, certain taxpayers must accrue as interest
any acquisition discount and stated interest on short-term obliga-
tions. For taxpayers that are not subject to this accrual require-
ment, present law defers the deduction of net direct interest ex-
pense with respect to any short-term obligations until the interest
income on such short-term obligations is recognized.

The bill would exempt loans made by small banks in the ordi-
nary course of the bank’s trade or business from the rules applica-
ble to short-term obligations requiring accrual of any acquisition
discount, accrual of stated interest, and the deferral of interest ex-

nse. This provision would be effective for loans acquired after

uly 18, 1984. The bill also would change the effective date of the
provision that requires the accrual of stated interest on short-term
obligations.

2. S. 1821—Senator Breaux

Treatment of Seafood Processors for Employment Tax Purposes

Under present law, an employer is required, with respect to its
employees, to (1) withhold the employees’ share of the Federal In-
surance Contributions Act (FICA) tax, (2) pay its share of the FICA
tax, (3) pay the Federal Unemployment Tax Act (FUTA) tax, and
(4) withhold Federal income taxes. FICA and FUTA taxes and Fed-
-eral income tax withholding apply only with respect to employees.
In general, employees are exempt from the tax on self-employment
income because they are subject to FICA taxes.

Under the bill, certain seafood processors are excluded from the
definition of employees for pur of the FICA tax, FUTA tax,
and Federal income tax withholding, and thus are not subject to
such provisions; instead, such seafood Erocessors are subi'ect to the
tax on self-employment income. The bill generally applies begin-
ning on January 1, 1988.

3. S. 2078--Senator Armstrong

Majority Vote Requirement for ESOPs

An employee stock ownership plan (ESOP) is a type of qualified
pension plan. An ESOP must be designed to invest primarily in
employer securities.

Under present law, the decision whether to establish an ESOP is
within the discretion of the employer, except in the case of a collec-
tively bargained plan. Present law imposes voting requirements

)
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with respect to employer securities allocated to the accounts of
ESQOP participants and beneficiaries. If the employer maintaining
an ESOP has a registration-type class of securities, the ESOP must
provide that each participant and beneficiary is entitled to direct
the plan trustee how to vote the shares allocated to the partici-
pant’s or beneficiary’s account. If the employer does not have a reg-
istration-type class cf securities, then each participant and benefici-
ary is entitled to direct the trustee how to vote shares allocated to
his or her account only with respect to certain enumerated issues.

In general, the bill would provide that (1) a plan will not be
qualified as an ESOP unless the establishment of the plan is ap-
proved by a majority of the employees of the employer establishing
the plan, and (2) the Treasury Department may provide that the
voting requirements with respect to ESOPs are not satisfied if the
voting rights of any participant or beneficiary are not substantially
similar to the voting rights of other persons who hold the same
class of securities or substantially similar securities.

The majority vote requirement would be effective with respect to
plans established after the date of enactment of the bill. The voting
rights requirement would be effective with respect to securities ac-
quired after the date of enactment.

4. S. 2409—Senator Bumpers

Designation of Overpayments and Contributions on Tax Return
for the Organ Transplant Trust Fund

Under present law, individual taxpayers may elect on their
income tax return to allocate $1 ($2 on a joint return) of their tax
liability to a fund established to provide financing to Presidential
election campaigns. Federal tax law does not permit taxpayers to
make contributions for charitable or other purposes through their
Federal income tax returns.

The bill would provide that taxpay:rs could designate on their
tax returns all or a portion of their tax refunds (or could make con-
tributions with their returns) to a new trust fund that would
defray the cost of necessary organ transplants. The designation of
contributions to the trust fund would be effective for returns filed
for taxable years ending after the date of enactment.

5. S. 2484—Senators Danforth, Baucus, Wallop, Kerry, Heinz,
Durenberger, Chafee, Mitchell, Boren, McCain, Riegle, Bond,
Cranston, Wilson, Symms, Bingaman, Rudman, Sanford,
DeConcini, Weicker, Grassley, Heflin, and Lautenberg

Extension and Modification of Research Credit

A 20-percent income tax credit is allowed for the amount of
qualified research expenditures paid or incurred by a taxpayer
during the taxable year that exceeds the average amount of the
taxpayer’s qualified research expenditures in the preceding three
taxable years (the “‘base period”). The credit also applies to certain
payments to universities for basic research. Under present law, the
credit is scheduled to expire after December 31, 1988.



3

65

5

The incremental credit is available only for research expendi-
tures paid or incurred by the taxpayer in carrying on an existing
trade or business. Thus, under present law no credit is available to
a start-up company for research the results of which are intended
to be used in its future business activities, or to an existing busi-
ness for research expenditures incurred for purposes of developing
a new line of business.

The bill would make permanent the incremental research credit
and the university basic research credit.

Under the bill, a taxpayer could elect either of two methods for
computing the incremental research credit. Under either method, a
specified credit rate would apply to the amount of the taxpayer’s
qualified research expenditures in the current year that exceeds a
fixed base period amount (subject to an annual adjustment to re-
flect increases in the GNP growth rate), rather than a moving base
period amount as under present law. The credit would be 20 per-
cent of the excess of current-year expenditures over the base, or
seven percent of the excess of current-year expenditures over 75
percent of the base.

Also, the bill would modify the present-law trade or business test
to extend eligibility for credit to qualified research expenditures
where the research results are intended to be used in the active
conduct of a future trade or business of the taxpayer.

The bill would be effective for taxable years beginning after De-
cember 31, 1988.

6. S. 2611—Senator Cranston

Disclosure of Certain Tax Return Information to Veterans’
Administration

The Internal Revenue Code prohibits disclosure of tax returns
and return information of taxpayers, with exceptions for author-
ized disclosure in certain enumerated instances. Any unauthorized
disclosure is subject to criminal penalties and civil damages.

The bill? would allow disclosure of certain tax return informa-
tion to.the Veterans’ Administration for the purpose of determin-
ing eligibility for (and the amount of) veterans’ pension and other
benefits. The bill would be effective on the date of enactment.

7. H.R. 1961

Portability of Pension Plan Benefits

There is no precise definition of portability of pension benefits,
and the term is often used to refer to a broad variety of concepts.
In general, the term portability refers to an individual's ability to
maintain his or her pension benefits after changing employment.
Under present law, the social security system provides the greatest
degree of portability of retirement benefits. The social securit;
system covers virtually all workers, and benefits are based on all
covered employment.

*S. 2611 was favorably reported by the Senate Committee on Veterans’ Affairs on July 6,
1988 (S. Rpt. 100-412), and was placed on the Senate Calendar.
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In the private pension system, present law includes several provi-
sions intended to facilitate portability by permitting individuals
who receive a distribution of benefits to keep the benefit in a tax-
favored retirement arrangement (this concept is often referred to
as portability of assets). The most significant of these provisions is
the ability to roll over pension distributions to an individual retire-
ment account (IRA). In addition, the withdrawal restrictions appli-
cable to tax-qualified retirement plans and the rules regarding tax-
ation of benefits facilitate the ability to keep retirement funds in a

tax-favored arrangement until retirement, inasmuch as these pro-
visions generally are designed to provide incentives for individuals
to retain pension savings until retirement.

The bill® modifies the rules relating to distributions from quali-
fied plans, qualified annuity plans, tax-sheltered annuity contracts,
and IRAs. The bill provides that (1) in certain circumstances direct
transfers to IRAs are required in lieu of distribution; (2) the Treas-
ury Department may permit the distribution of employee contribu-
tions to be rolled over; (3) distributions from IRAs must be made
with the consent of the IRA owner; (4) certain spousal rights to sur-
vivor benefits are required for IRAs and tax-sheltered annuity con-
tracts; (5) certain nontax provisions are made applicable to pension
plans consisting of one or more IRAs; and (6) the rules relating to
salary reduction SEPs are modified. The bill is effective for years
beginning after 1991.

8. H.R. 2792

Tax Treatment of Indian Fishing Rights

Various treaties, Federal statutes, and executive orders reserve
to Indian tribes (mostly in the West and Great Lakes regions)
rights to fish for subsistence and commercial purposes both on and
off reservations. Because the treaties, statutes, and executive
orders were adopted before passage of the Federal income tax, they
do not specifically address whether income derived by Indians from
protected fishing activities is exempt from taxation.

The bill* would provide that income derived by certain Indians
and Indian-owned entities from the exercise of fishing rights pro-
tected by treaties, Federal statutes, or executive orders is exempt
from Federal and State tax, including income, social security, and
unemployment compensation insurance taxes. The bill would apply
to all taxable years beginning before or after the date of enactment
as to which the period of assessment has not expired.

3 HR. 1961 was reported, with amendments, by the House Committee on Education and Labor
on, June 7, 1988 (H. Rpt. 100-676, Part 1).
“HR. 2792 was passed bythe House of Representatives on June 20, 1988. (See also H.Rpt.
100-312, Part 2))
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11. DESCRIPTION OF THE BILLS
1. S. 1239—Senators Armstrong and Daschle
Tax Treatment of Short-Term Loans of Small Banks

Present Law

Reguired accrual of interest on short-term loans

Under present law, certain taxpayers must accrue as interest
(computed on a daily basis) any acquisition discount and stated in-
terest on short-term obligations, i.e., obligations with a fixed matu-
rity date of not more than one year from the date of issue (Code
sec. 1281). This accrual requirement applies to accrual-basis taxpay-
ers, banks, regulated investment companies (mutual funds),
common trust funds, dealers in short-term obligations, taxpayers
that designate the short-term obligations as part of a hedge, and
certain taxpayers that stripped an obligation.

The requirement under section 1281(a)X1) for accrual of interest
attributable to acquisition discount generally is effective for obliga-
tions acquired after July 18, 1984. Taxpayers, however, could elect
to apply the provision to all short-term obligations owned by the
taxpayer for its first taxable year ending after July 18, 1984; an
electing taxpayer was permitted a five-year spread of the income
attributable to the change in accounting method for short-term ob-
ligations. The accrual of stated interest on short-term obligations
under section 1281(aX2) is effective for obligations acquired after
September 27, 1985.%

Deferral of interest deduction allocable to short-term obligations

For taxfayers that are not required to accrue acquisition dis-
count and stated interest on short-term obligations, present law
defers the deduction of net direct interest expense with respect to
any short-term obligations until the interest income on such short-
term obligations is recognized (sec. 1282). Net direct interest ex-
pense means the excess, if any, of the amount of interest paid or
accrued during the taxable year on indebtedness incurred or con-
tinued to purchase or carry a short-term obligation, over the aggre-
gate amount of interest includible in gross income for the taxable
year with respect to such obligation.

Explanation of the Bill
The bill would exempt loans made by a small bank in the ordi-
nary course of the banﬁ’s trade or business from the rules applica-

¢ The Technical Corrections Act of 1988 (S. 2238), sec. 118(cX1), would make this provision ef-
fective for obligations acquired after December 31, 1985.

m
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ble to short-term obhgatlons requiring accrual of any acqmsmon '
discount, accrual of stated interest, and the deferral of interest ex-
pense. A bank would be considered a small bank for this purpose if,
in general, its ave annual gross receipts do not exceed $5 million.
Thm provision would be effective for obligations acquired after
July 18, 1984.

For entities not affected by the provision above, the bill would
change the effective date of the provision which requires the accru-
al of stated interest on short-term obligations under section
1281(aX2). Under the bill, such accrual would be requlred for obli-
gations acquired after October 22, 1986.
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2. 8. 1821—Senator Breaux
Treatment of Seafood Processors for Employment Tax Purposes

Present Law

Under present law, an employer is required, with respect to its
employees, to (1) withhold the employees’ share of the Federal In-
surance Contributions Act (FICA) tax (sec. 3102), (2) pay its share of
the FICA tax (sec. 3111), () pay the Federal Unemployment Tax
Act (FUTA) tax (sec. 3301), and (4) withhold Federal income taxes
(sec. 3402). In general, employees are exempt from the tax on self-
employment income (sec. 1401) because they are subject to FICA
taxes (sec. 1402(c)).

In taxable years beginning in 1988 and 1989, the rate of tax on
self-employment income is 13.02 percent; in taxable years begin-
ning after 1989, the rate is 15.3 percent. The comparable FICA
rates (total of employer and employee shares) for the same periods
are 15.02 percent and 15.3 percent, respectively. Certain other ad-
justments apply to the tax on self-employment income that gener-
ally are intended to equalize the burden of the FICA taxes and the
ig:égon self-employment income for taxable years beginning after

The FUTA tax only applies with respect to employees. The mini-
mum net FUTA tax imposed on employees is 0.8 percent (0.6 per-
cent in calendar years after 1990) of the first $7,000 of wages paid
to each employee during the year.

lFederal income tax withholding only applies with respect to em-
ployees.

Explanation of the Bill

Under the bill, certain seafood processors are excluded from the
definition of employees for purposes of the FICA tax, FUTA tax,
and Federal income tax withholding and thus are exempt from
such provisions; instead, such seafood processors are subject to the
tax on self-employment income. For this purpose, the term seafood
processor means an individual whose remuneration is based on the
quantity of fish or shellfish the individual peels, picks, heads,
shucks, fillets, or otherwise processes.

Effective Date

The provisions with respect to FICA and FUTA taxes apply to
services performed after December 31, 1987. The provisions with re-
spect to income tax withholding and the tax on self-employment
income apply to taxable years ending after December 31, 1987.

€)]




,"!: .

&~

70

3. S. 2078—Senator Armstrong
Majority Vote Requirement for ESOPs

Present Law

An employee stock ownership plan (ESOP) is a type of qualified
pension plan. An ESOP must be designed to invest primarily in se-
curities of the employer maintaining the plan. An ESOP is either a
qualified stock bonus plan or a combination of a stock bonus and a
money purchase pension plan under which employer securities are
held for the benefit of employees participating in the plan and
their beneficiaries. ESOPs are subject to special requirements in
addition to the rules generally applicable to all qualified plans.

ESOPs receive the same favorable tax treatment available with
respect to all qualified plans. Thus, an employer maintaining an

P receives a current tax deduction for contributions to the
ESOP, and plan participants are not taxed on benefits provided by
the ESOP until the benefits are actually distributed. In addition,
the deduction and contribution limits applicable to ESOPs are gen-
e;'ally higher than those applicable to similar types of qualified
plans.

For purposes of the ESOP rules, the term employer securities
means common stock of the employer (or a member of the con-
trolled group of the employer) that is readily tradable on an estab-
lished securities market. If there is no such stock, then the term
employer securities means common stock issued by the employer
(or controlled group member) having a combination of voting power
and dividend rights equal to or greater than the class of common
stock of the employer (or controlled group member) having the
greatest voting power, and that class of common stock of the em-
ploger (or controlled group member) having the greatest dividend
rights. Employer securities also include certain convertible pre-
ferred stock. As long as the stock meets these requirements, an
ESOP may hold a special class of stock designed for the ESOP,
which is not held by any other shareholder.

Under present law, the decision whether to establish an ESOP or
another type of qualified plan is within the discretion of the em-
{)loyer, except in the case of a collectively bargained plan. Present
aw permits the employer to terminate another qualified plan and
replace it with an &OP. For example, under present law, an em-
ployer may terminate a defined benefit plan, and transfer any re-
version (i.e., excess assets remaining after satisfaction of all liabil-
ities to emploiees upon plan termination) to an ESOP. Present law
facilitates such transactions %ysgroviding that, to the extent the re-
version is transferred to an P, it is not includible in the gross
income of the employer or subject to the 10-percent excise tax on
employer reversions éec 4980).

10
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Under present law, ESOPs are subject to certain voting require-
ments with respect to the stock allocated to the accounts of plan
participants and beneficiaries. The particular requirements depend
on whether the employer has a registration-type class of securities.
In general, a registration-type class of securities is a class of securi-
ties that is required to be registered under the Securities Exchange
Act of 1934.

An ESOP that is maintained by an employer that has a registra-
tion-type class of securities is required to provide that each partici-
pant and beneficiary is entitled to direct the trustee how to vote
shares allocated to the participant’s or beneficiary’s account. Thus,
in such cases, each participant and beneficiary is entitled to direct
voting with respect to every issue on which there is a vote by
shareholders. ;

More limited voting requirements apply if the employer does not
have a registration-type class of securities. In such cases, an ESOP
is required te provide that plan participants and beneficiaries are
entitled to direct the trustee how to vote shares allocated to the
participant’s or beneficiary’s account only with respect to certain
enumerated issues. These issues are the approval or disapproval of
any corporate merger or consolidation, recapitalization, reclassifica-
tion, liquidation, dissolution, sale of substantially all the assets of a
trade or business, or such similar transactions as the Treasury De-
partment may prescribe.

Explanation of the Bill

In general

In general, the bill would provide that (1) a plan will not be
qualified as an ESOP unless the establishment of the plan is ap-
proved by a majority of the employees of the employer establishing
the plan, and (2) the Treasury Department may require that the
voting requirements applicable to ESOPs are not satisfied unless
the voting rights under the plan are substantially similar to the
voting rights of other persons who hold the same class of securities
or substantially similar securities.

Majority vote requirement

The bill would provide that a plan is not qualified as an ESOP
unless a majority of the employees of the employer establishing the
plan approve the establishment of the plan pursuant to an election
conducted by secret ballot. The employer would be required to
notify employees of all material facts concerning the plan, includ-
ing whether assets will be transferred to the plan from any other
plan and whether the plan will replace such other plan, the terms
of the plan, and the terms of the plan (if any) from which the
assets are being transferred. The election would be required within
a reasonable period after the required notice is provided.

Voting requirements

Under the bill, the Treasury Department would be authorized to
provide that the voting requirements applicable to ESOPs are not
met if the voting rights of any participant or beneficiary in securi-
ties allocated to the account of such participant or beneficiary are
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not substantially similar to the voting rights of other persons who
hold the same class of securities or substantially similar securities.

Effective Date

The provision relating to a majority vote of employees on estab-
lishment of an ESOP would be effective with respect to plans estab-
lished after the date of enactment of the bill.

The provision relating to the voting requirements applicable to
an ESOP would be effective with respect to employer securities ac-
quired after the date of enactment of the bill.
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4. S. 2409—Senator Bumpers

Designation of Overpayments and Contributions on Tax Return
for the Organ Transplant Trust Fund

Present Law

Under present law, individual taxpayers maﬂ elect to allocate $1
(32 on a joint return) of their tax liability to the Presidential Elec-
tion Campaign Fund, a fund established to provide financing to the
campaigns of presidential and vice-presidential candidates (Code
sec. 6096). The election is made on the first page of the taxpayer’s
return. An election to make an allocation to the fund neither in-
creases nor decreases the taxpayer's liability, but merely deter-
mines whether the allocated amount will be used by the Federal
Government for campaign funding.

No other provisions of Federal tax law permit taxpayers to desig-
nate for what purpose the amount of tax owed is to be used by the
Government. Present law does not permit taxpayers to make con-
tributions for charitable or other purposes through their Federal
income tax return.

The Commissioner of Internal Revenue, in the instructions to
Form 1040, has encouraged taxpayers to include with their tax
return volunta:ly contributions to reduce the public debt. Taxpay-
ers wishing to do so must enclose a separate check payable to the
Bureau of Public Debt.

Explanation of the Bill

Designation of amounts for Organ Transplant Trust Fund

Under the bill, taxpayers® entitled to an income tax refund could
irrevocably designate all or any portion of the refund as a contribu-
tion to the National Organ Transplant Trust Fund, a trust fund to
be established by the bill within the United States Treasury. The
bill would require that the designation appear on the first page of
the return.

Taxpayers not entitled to a refund, or who wished to make a con-
tribution to the Fund in excess of their refund, could include an
additional amount with their return and designate this as a contri-
bution to the Fund. The designation would not increase or decrease
the tax liability of a taxpayer for the year covered by the return.

Disposition of amounts in Trust Fund

Under the bill, each State would establish a program to receive
payments from the Fund and to provide financial assistance to in-
dividuals with a medical condition for which an organ transplant

¢ It is intended that this provision apply only to individual taxpayers.
a13)
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procedure is medically necessary, who lack the financial resources
to pay for such procedures. A State also could use funds from the
Trust to pay for costs incurred by the State’s chief health officer to
publicize the availability of the Trust Fund and to solicit contribu-
tions to the Fund, except that such payments could not exceed five
percent of the total payments received by the State from the Trust
Fund for the year. :

Specific rules and procedures relating to State residency and the
medical and financial eligibility of individuals for benefits under a
State’s program, which medical expenses would be eligible for pay-
ments from the program, the maximum amounts payable, the
terms and conditions under which payment will be made to eligible
individuals, and other relevant determinations, would be prescribed
by regulations issued by the chief health officer of each State.

Amounts in the National Organ Transplant Trust Fund would be
disbursed by the Secret.a.rgegf the Treasury to those States which
had been certified by the Secretary of Health and Human Services
as carrying out their programs in accordance with the bill and
fully accounting for the money received from the Fund for the pre-
vious year. Expenses incurred by the Treasury Department in ad-
ministering the program also would be payable out of the Fund.

Effective Date

The designation of contributions to the Trust Fund would be ef-
fective for returns filed for taxable years ending after the date of
enactment. The Trust Fund would be established on the date of en-
actment.
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5. S. 2484-—Senators Danforth, Baucus, Wallop, Kerry, Heinz,
Durenberger, Chafee, Mitchell, Boren, McCain, Ricgle, Bond,
Cranston, Wilson, Symms, Bingaman, Rudman, Sanford,
DeConcini, Weicker, Grassley, Heflin, and Lautenberg

Extension and Modification of the Research Credit

Present Law
Current deduction for certain research expenditures

General rule

As a general rule, business expenditures to develop or create an
asset which has a useful life that extends beyond the taxable year,
such as expenditures to develop a new product or improve a pro-
duction process, must be capitalized. However, Code section 174
permits a taxpayer to elect to deduct currently the amount of “re-
search or experimental expenditures” incurred in connection with
the taxpayer’s trade or business. For example, a taxpayer may
elect to deduct currently the costs of wages paid for services per-
formed in qualifying research activities, and of supplies and mate-
rials used in such activities, even though these research costs oth-
erwise would have to be capitalized.

The section 174 election does not apgly to expenditures for the
acquisition or improvement of depreciable property, or land, to be
used in connection with research.? Thus, for example, the total cost
of a research building or of equipment used for research cannot be
deducted currently under section 174 in the year of acquisition.
However, the amount of depreciation (cost recovery) allowance for
a year with respect to depreciable property used for research may
be deducted under sections 167 and 168. Pursuant to the Tax
Reform Act of 1986 (the “1986 Act”), machinery and equipment
used for research and experimentation are classified as five-year
recovery property.

Qualifying expenditures

The Code does not specifically define “research or experimental
expenditures” eligible for the section 174 deduction election, except
to exclude certain costs. Treasury regulations (sec. 1.174-2(a)) define
this term to mean “research and development costs in the experi-
mental or laboratory sense.” This includes generally “all such costs
incident to the development of an experimental or pilot model, a

! The statute also excludes tures to ascertain the existence, location, extent, or i
of mineral deposits (including Mm)ﬁomewutyformn 174 elections (sec. %ti
Howmr.unmuof new and innovative methods of i i from the
’mmdmny A for sec. 174 elections (Rev. Rul. 74-67, 1974-1 C.B. 63). Certain

or development of a mine or other natural deposit (other than an oil or gas well) may be de-
ductible under sec. 616.

(16)
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plant process, a product, a formula, an invention, or similar proper-
ty,” and also the costs of obtaining a patent on such property.

The present tions provide that qualifying research expend-
itures do not include expenditures “such as those for the ordinary
testing or inspection of materials or products for quality control or
those for efficiency surveys, management studies, consumer sur-
veys, advertising, or promotions.” Also, the section 174 election
cannot be applied to costs of acquiring another person’s patent,
model, production, or process or to research expenditures incurred
ilnl'?z.nzx(xe;:)tion with literary, historical, or similar projects (Reg. sec.

. a)).

Minimum tax rules

For purposes of the individual alternative minimum tax, the
excess of research expenditures that are expensed under section
174 over 10-year amortization is a preference item. In the case of
research expenditures incurred by corporations, expensing under
section 174 does not give rise to 8 minimum tax preference item.

Credit for increasing certain research expenditures

- Overview

A 20-percent income tax credit is allowed for certain qualified re-
search expenditures paid or incurred by a taxpayer during the tax-
able year in carrying on a trade or business of the taxpayer (Code
sec. 41). Except for certain university basic research payments, the
credit applies only to the extent that the taxpayer’s qualified re-
search expenditures for the taxable year exceed the average
amount of the taxpayer’s yearly qualified research expenditures in
the preceding three taxable years (the “base period”).8

A taxpayer’s research expenditures eligible for the 20-percent in-
cremental credit consist of (1) “in-house” expenditures by the tax-
payer for research wages and supplies used in research; (2) certain
time-sharing costs for computer use in research; and (3) 65 percent
of amounts paid by the taxpayer for contract research conducted
on the taxpayer’s behalf.

Under present law, the credit is scheduled to expire after Decem-
ber 31, 1988.

Definition of research for credit purposes

In general.—The incremental credit is directed at research un-
dertaken for the pur of discovering information that is techno-

ical in nature and when applied is intended to be useful in de-
veloping a new or impreved business component for sale or use in
the taxpayer’s trade or business. In addition, research is eligible for
the L.«dit only where substantially all the activities of the research
constitute elements of a process of experimentation relating to
functional aspects of the business component.

Research.—Research expenditures eligible for the incremental
credit must meet the definition of “research or experimental ex-

* The Code provides a single research credit, consisting of a 20-percent incremental component
and a 20-percent university basic research component. For convenience, this explanation gener-
ally refers to these components as the incremental research credit and the university basic re-
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penditures” eligible for expensing under section 174 (see descrip-
tion above) and the additional requirements and limitations set
forth in section 41. Thus, for example, pursuant to the section 174
limitations, the credit is not available for (1) expenditures other
than “research and development costs in the experimental or labo-
ratory sense,” (2) expenditures “such as those for the ordinary test-
ing or inspection of materials or products for quality control or
those for efficiency surveys, management studies, consumer sur-
veys, advertising, or promotions,” (3) costs of acquiring another per-
son’s patent, model, production, or process, or (4) research expendi-
tures incurred in connection with literary, historical, or similar
projects (Treas. Reg. sec. 1.174-2(a)).?

Research satisfying the section 174 expensing definition is eligi-
ble for the credit only if the research is undertaken for the purpose
of discovering information (a) that is technélogical in nature, and

. also (b) when applied is intended to be useful in the development of
a new. or improved business component of the taxpayer. In addi-
tion, such research is eligible for the credit only if substantially all
of the activities of the research constitute elements of a process of
experimentation for a functional purpose.

e Code also expressly sets forth exclusions from eligibility for
the credit for certain research activities that might otherwise qual-
ify and for certain nonresearch activities, including post-production
research activities, duplication or adaptation costs, and surveys,
studies, and certain other costs. The costs of developing certain in-
ternal-use software are available for the credit only if specified re-

uirements are met. The credit does not apply to any research to
the extent funded by any grant, contract, or otherwise by any
person or governmental entity.

Computation of allowable credit

General rule.—As a general rule, the incremental credit applies
to the amount of qualified research expenditures for the current
taxable year that exceeds the average of the yearly qualified re-
search expenditures in the pr ing three taxable years. The base
period amount is not adjusted for inflation.

New businesses.—For purposes of computing average annual re-
search expenditures during the base period, a new business is
treated as having research expenditures of zero for a year during
which it was not in existence. However, the taxpayer may be
deemed to have expenditures in such a base period year pursuant
to the 50-percent limitation rule (described below).

50-percent limitation rule.—Base period research expenditures
are deemed to be at least equal to 50 percent of qualified research
expenditures for the current year. This 50-percent limitation ap-
plies both in the case of existing businesses and in the case of
newly organized businesses.!®

¢ Sec. 174 also excludes from eligibility for expenuing (1) expenditures for the acquisition or
improvement of depreciable , or land, to be used in connection with research, and (2
ex&:ﬂt&suhmhhtb%lmﬁm,uﬁmhmqﬂkdmmw

mq"l" o that a calendar- ] Jan 1,1 makes
o 'or example, assume aduoo‘odnf“rwm organised on uary 1, 1986;
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Aggregation rules.—To ensure that the credit is allowed only for
actual increases in research expenditures, special rules provide
that research expenditures of the taxpayer are aggregated with re-
search expenditures of certain related persons for purposes of com-
puting any allowable credit. These rules are intended to prevent
artificial increases in research expenditures by shifting expendi-
tures among commonly controlled businesses.

Changes in business ownership.—Special rules apply for comput-
ing the credit where a business changes hands, under which quali-
fied research expenditures for periods prior to the change of owner-
ship generally are treated as transferred with the trade or business
which gave rise to those expenditures. These rules are intended to
facilitate an accurate computation of base period expenditures and
the credit by attributing research expenditures to the appropriate
taxpayer.

Trade or business limitations

Tle incremental credit is available only for research expendi-
tures paid or incurred by the taxpayer in carrying on a trade or
business of the taxpayer. With one exception relating to certain re-
search joint ventures, the trade or business test for purposes of the
credit is the same as for purposes of the business deduction provi-
sions of section 162. As a result, research expenditures of a taxpay-
er are eligible for the credit only if paid or incurred in a particular
trade or business already being carried on (within the meaning of
sec. 162) by the taxpayer.

Thus, under present law no credit is available to a start-up com-
pany for research the results of which are intended to be used in
its future business activities, or to an existing business for research
expenditures incurred for purposes of developing a new line of
business. Also, the credit generally is not available to a limited
partnership (or to any partners in such partnership, including a
general partner which is an operating company) for partnership ex-
penditures for outside or contract research intended to be trans-
ferred by the partnership to another (such as to the general part-
ner) in return for license or royalty payments.

Other limitations and carryover

The research credit is subject to the general business credit limi-
tation (i.e., the credit cannot reduce the taxpayer’s tax liability to
less than the greater of the taxpayer’s tentative minimum tax or
25 percent of the taxpayer’s tax liability over $25,000). Any excess
amount of the general business credit can be carried back three
years and carried forward 15 years, beginning with the earliest
year.

of $260,000 for 1987. The new-business rule provides that the taxpayer is deemed to have base
ricd expenditures of sero for pre-1986 years. Without regard to the 50-percent limihhon,%
s bese period

i tures for ofdoumin% credit for 1987 would
nmforlm(wwbom).l (.dl:’emadzobouro and 1986
However, by virtue of the 50-percent limi the (¥

mdoemedtohnoh-th.nlso tofhcurmtyurum
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In the case of an individual who owns an interest in an unincor-
porated trade or business, who is a beneficiary of a trust or estate,
who is a partner in a partnership, or who is a shareholder in an S
corporation, the amount of credit that can be used in a particular
year cannot exceed an amount (separately computed with respect
to the person’s interest in the trade or business or entity) equal to
the amount of tax attributable to that portion of the person’s tax-
able income which is allocable or apportionable to such interest.!?
Any excess credit amount is eligible for the carryover rule de-
scribed above.

Relation to deduction

The section 41 credit is available for incremental qualified re-
search expenditures for the taxable year whether or not the tax-
payer has elected under section 174 to deduct currently research
expenditures. Under present law, the amount of any section 174 de-
duction to which the taxpayer is entitled is not reduced by the
amount of any credit allowed for the same research expenditures.

University basic research credit

A 20-percent tax credit also applies to the amount by which cor-
porate cash expenditures (including grants or contributions) paid
for university basic research exceed the sum of (1) the greater of
two fixed research floors plus (2) an amount reflecting any decrease
in nonresearch giving to universities by the corporation as com-
Eared to such giving during a fixed base period, as adjusted for in-

ation.

The amount of basic research expenditures to which the universi-
ty basic research credit applies does not enter into the computation
of the incremental credit. The remaining amount of basic research
expenditures—i.e., the amount to which the university basic re-
search credit does not apply—enters into the incremental credit
computation, provided that such expenditures are eligible for the
incremental credit.

Explanation of the Bill

a. Extension of credit

The bill would make permanent the incremental research credit
and the university basic research credit.

!* For example, if in a particular year an individual partner derives no taxable income from a
partnership wﬁich had made incremental qualified research expenditures, the individual may
not use in that year any tax credit resulting from incremental qualified research expenditures
of such partnership which otherwise would have been properly allowable to the partner (eg.,
where the partnership had paid such research expenditures in on a trade or business of
the partnership and where any credit allowable to the partnership with respect to such expendi-
tures had been properly allocated among the partners pursuant to Treasury tions). If, in

le, the partner had derived taxable income allocable or a| to his or her
pcﬂnonh!plnmthenihonmwntofcnditwhichmqybemedinthnyurbytheindivid-
partner may not exceed the lesser of (1) the gencral business credit limitation amount or (2)
separately computed additional limitation amount applicable to individuals, i.e., the amount
of tax owed by the partner on income attributable to his or her partnership interest.
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8. Modification of base period for incremental credit

In general

Under the bill, a taxpayer could elect either of two methods for
computing the incremental research credit. Under either method, a
specified credit rate would apply to the amount of the taxpayer’s
qualified research expenditures in the current year that exceeds a
fixed base period amount (subject to certain adjustments), rather
than a moving base period amount as under present law.

Under the first ﬁethod (the “primary credit”’), the base period
amount would equal the average of the taxpayer’s yearly qualified
research expenditures for its taxable years beginning after Decem-
ber 31, 1982 and before January 1, 1988, with two adjustments. The
five-year base period amount would be increased by seven percent;
this would be a one-time only adjustment. In addition, the base
period amount as so computed would be increased each year to re-
flect the GNP growth rate.!? If the primary credit is elected, a
credit rate of 20 percent would apply to those qualified research ex-
penditures in the current taxable year that exceed the base period
amount.

Under the second method (the “alternative credit”), the base
period amount would equal 75 percent of the base period amount
as computed under the first method. If the taxpayer elects this
method, the credit rate would be seven percent.

In any taxable year, a taxpayer can elect either the primary
credit or the alternative credit, depending on which method results
in the greater credit amount, regardless of the method selected by
the taxpayer in the previous year.

New companies

A special rule would apply to determine the base period amount
in the case of a taxpayer which did not have qualified research ex-
penditures in at least three of the five years in the fixed base
period (i.e., taxable years beginning after 1982 and before 1988).
This rule would apply both to businesses formed after 1988 and to
existing businesses that meet the definition (e.g., a business incor-
porated in 1984 that prior to 1988 had qualified research expendi-
tures only in 1986 and 1987).

For such a new business, the base period amount wouid be com-
puted as follows: ’

For th® first taxable year (beginning after 1988) in which the
firm incurs qualified research expenditures, and for each of the two
succeeding years, the taxpayer’s base would be deemed to be_equal
to 50 percent of its current year qualified research expenditures.

For the fourth year, the taxpayer’s base would be deemed equal
to the greater of (1) 50 percent of its current year qualified re-
search ‘el:fenditures or (2) one-third of the average of the taxpay-
er’s actual yearly qualified research expenditures in the first three

12 The GNP growth rate means the nominal growth rate of the GNP published by the Bureau
of Economic Analysis of the De, nt of Commerce. The adjustment to the base period would
boﬂnwn (if any) by w GNP for the calendar year preceding the calendar yesr in
which taxable year begins exceeds GNP for the previous calendar year.
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years, as adjusted to reflect any incrvase in GNP between the third
and fourth ryear

For the fifth year, the taxpayer’s base would be deemed equal to
the greater of (1) 50 percent of its current year qualified research
expenditures or (2) the sum of (a) the base period amount applica-
ble to year four plus (b) 15 percent of the taxpayer’s actual quali-
fied research expenditures in year four, with the sum adjusted to
reflect any increase in GNP between the fourth and fifth year.

For the sixth f'ear, the taxpayer’s base would be deemed equal to
the greater of (1) 50 percent of its current year qualified research
expenditures or (2) the sum of (a) the base period amount applica-
ble to year five l‘Ilzlu:s (b) 15 percent of the taxpayer's actual qualified
research expenditures in year five, with the sum adjusted to reflect
any increase in GNP between the fifth and sixth year.

For the seventh year and subsequent years, the taxpayer’s base
would equal the base period amount a%phcable to the prior « year,
as adjusted to reflect any increase in GNP from the prior year. As
under present law, the taxpayer’s base period amount could not be
less than 50 percent of its current-year expenditures, regardless of
which credit computation method is selected.

¢. Extension of credit to start-up businesses

In general

Under the bill, in-house research expenditures would be treated
as meeting the “carrying on’ test if the taxpayer’s principal pur-
pose in making such expenditures is to use the research results in
the active conduct of a future trade or business of the taxpayer.
Thus, otherwise qualified in-house research expenditures of a start-
up firm whose activities have not yet reached the point of consti-
tuting a trade or business would be eligible for the credit. (Howev-
er, contract research expenditures wouid be eligible for the credit
only pursuant to the present-law trade or business test.) If in the
year the credit is earned the start-up firm does not have any
income tax liability against which the credit could be used, this
credit amount would be eligible for the 15-year carryover (subject
}o the general business credit limitation) provided under current
aw.

Limitations

The bill would not modify the present-law rule that the credit is
not available to any partners (whether businesses or investors) in a
partnership that does not meet the trade or business test at the
partnership level.

Under the bill, as under present law, base period research ex-

nditures would be treated as at least equal to 50 percent of quali-
ied research expenditures for the current year. o

Also, the bill would not affect the (s})ecia.l resent-law limitation
on use of the credit by individuals. Under t limitation, in the
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case of an individual who owns an interest in an unincorporated
trade or business, is a partner in a partnership, is a shareholder in
an S corporation, or is a beneficiary of a trust or estate, the
amount of credit that can be used in a particular year cannot
exceed an amount (separately computed with respect to the per-
son’s interest in the business or entity) equal to the tax attributa-
ble to that portion of the individual’s taxable income that is alloca-
ble or apportionable to such interest.

Effective Date

The provisions would be effective for taxable years beginning
after December 31, 1988.
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6. S. 2611—Senator Cranston

Disclosure of Certain Tax Return Information to Veterans’
Administration

Present Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information of taxpayers, with exceptions for author-
ized disclosure in certain enumerated instances (Code sec. 6103).
Unauthorized disclosure is a felony punishable by a fine not ex-
ceeding $5,000 or imprisonment of not more than five years, or
both (sec. 7213). An action for civil damages also may be brought
for unauthorized disclosure (sec. 7431).

Among the disclosures permitted under the Code is disclosure of
return information to Federal, State, and local agencies administer-
ing certain programs under the Social Security Act or the Food
Stamp Act of 1977. This disclosure, pursuant to a written request
by the agency, is for the purpose of determining eligibility for, and
the correct amount of benefits under, certain enumerated pro-
grams. Any authorized recipient of return information must main-
tain a system of safeguards to protect against unauthorized redis-
closure of the information.

Explanation of the Bill

The bill'? would allow disclosure of certain tax return informa-
tion to the Veterans’ Administration to assist it in determining eli-
gibility for, and establishing correct benefit amounts under, certain
of its needs-based pension and other programs.

The Veterans’ Administration worid be required to comply with
the safeguards presently containeu in the Code and in section
1137(c) of the Social Security Act (governing the use of disclosed
tax information). These safeguards include independent verification
of tax data, notification to the individual concerned, and the oppor-
tunity to contest agency findings based on such information.

Effective Date
The bill would be effective on the date of enactment.

138, 2611 was favorably reported by the Senate Commxttee on Veterans' Affairs on July 6,
1988 (S. Rpt. 100-412), and was p d on the S Cal .

23
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7. H.R. 1961
Portability of Pension Plan Benefits

Background

There is no precise definition of portability of pension benefits,
and the term is often used to refer to a broad range of concepts. In
general terms, portability refers to the ability to maintain pension
benefits following a change in employment. In order to evaluate
any pension portability proposal, it is helpful to understand what is
meant by portability, and what aspect of portability any particular
proposal means to address.

The most discussed concepts of portability generally fall into
three categories: (1) portability of benefits, which generally refers
to vesting; (2) portability of service (also sometimes called portabil-
ity of credited service or portability of service history), which refers
to the ability to count years of service under a plan of a prior em-
ployer in determining benefits under a plan of a new employer;
and (3) portability of assets (also sometimes called portability of
current or present value), which refers to the ability to maintain a
distribution of benefits in another retirement arrangement.

In addition, issues of coverage (i.e., what employees are covered
under private pension plans) and preservation of benefits (ie.,
whether an individual saves a distribution of retirement benefits or
spends the distribution for preretirement purposes) often arise in
discussions on portability. H.R. 1961 (described below) generally re-
lates to portability of assets and coverage issues.

Present Law

In general

Under present law, the pension system that provides the greatest
degree of portability is the social security system. The social securi-
ty system provides almost universal coverage for all workers, and
benefits are based on all covered employment. Qutside the social
security system (i.e., in the private pension system), present law re-
quires portability of service in limited circumstances. There are a
number of provisions of present law which facilitate portability of
assets. the most significant being the ability to roll over distribu-
tions to an individual retirement arrangement (IRA). In addition,
the withdrawal restrictions applicable to tax-qualified retirement
plans, as well as the rules regarding taxation of benefits, are gener-
ally designed to provide incentives to individuals to save pension
benefits for retirement purposes, and not spend them for preretire-
ment uses.

Under a plan of deferred compensation that meets the qualifica-
tion standards of the Internal Revenue Code (a qualified plan), an

(24)
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employer is allowed a deduction for contributions (within limits) to
a trust to provide employee benefits. Similar rules apply to plans
funded with annuity contracts. A qualified plan may be a pension,
profit-sharing, or stock bonus plan.

An employer’s deductions and an employee’s benefits under a
qualified plan may be limited by reference to the employee’s com-
pensation. The Code also imposes overall limits on benefits or con-
tributions that may be provided under qualified plans.

Under a qualified plan, employees do not include benefits in
gross income until the benefits are distributed even though the
plan is funded and the benefits are nonforfeitable. Tax deferral is
provided under qualified plans from the time contributions are
made until the time benefits are received. The employer is entitled
to a current deduction (within limits) for contributions to a quali-
fied plan even though an employee’s income inclusion is deferred.

In addition, employees may make after-tax contributions to a
qualified plan and defer taxation on the earnings on such contribu-
tions until distribution from the plan. An employee may also make
elective deferrals to a qualified plan on a salary reduction basis.
Elective deferrals are excludable from gross income when made,
and are not taxed until distributed from the plan.

Benefits or contributions under a qualified plan are subject to
standards designed to prohibit discrimination in favor of highly
compensated employees. In addition, qualified plans are required to
meet minimum standards relating to coverage (what employees
participate in the plan), vesting (the time at which an employee’s
benefit becomes nonforfeitable), and benefit accrual (the rate at
which an employee earns a benefit). Also, minimum funding stand-
ards apply to the rate at which employer contributions are re-
quired to be made to ensure the solvency of pension plans.

A simplified employee pension (SEP) is another type of tax-fa-
vored retirement arrangement under which the employer contrib-
utes directly to an IRA established for the employee. A contribu-
tion must be made for each employee who is at least age 21, has
performed service during at least three of the immediately preced-
ing five years, and received at least $300 of compensation from the
employer. Contributions must bear a uniform relationship to com-
pensation. Under the Tax Reform Act of 1986, employers with less
than 25 employees may establish SEPs on a salary reduction basis.
Like qualified plans, contributions to SEPs are excludable from
income and earnings accumulate on a tax-deferred basis.

Portability of assets

In general

There are a number of provisions in present law that facilitate
portability of assets. Present law encourages portability by permit-
ting assets to be rolled over or to be transferred from one tax-fa-
vored retirement arrangement to another, and by providing incen-
tives to individuals to save amounts received from retirement plans
for retirement purposes.
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IRA rollovers

An individual may generally roll over a distribution received
from a qualified plan to an IRA if (1) the distribution is a total dis-
tribution of the individual’s entire interest in the plan, or (2) the
distribution is a qualified partial distribution. To the extent a dis-
tribution is rolled over into an IRA, it is not includible in income
and is not subject to the 10-percent additional income tax on early
distributions (see below). Of course, when such amounts are subse-
quently distributed from the IRA, they are includible in income
and subject to the 10-percent additional income tax unless an ex-
ception to the tax applies. Only employer contributions (and
income on employer or employee contributions) can be rolled over
to an IRA. Distributions of employee contributions cannot be rolled
over.

A total distribution mai'l be rolled over to an IRA if it is made (1)
because of the death of the individual; (2) after the individual has
attained age 59-1/2; (3) because of termination of employment
(other than in the case of a self-employed person); or (4) in the case
of self-employed persons only, after the individual becomes perma-
nently disabled. In the case of these distributions, a distribution is
a total distribution only if it includes the individual’s complete
share in all of the employer’s pension plans, or profit-sharing
plans, or stock bonus plans. That is, for this purpose, all plans of
the same type are treated as a single plan.

A total distribution may also be rolled over if it is made because
of a termination of a plan. In order to qualify as a partial distribu-
tion, a distribution must be at least 50 percent of the individual’s
interest in the plan and meet certain other requirements.

Tax-free rollovers and transfers between IRAs are permitted, al-
though certain restrictions may apply.

Rollovers and transfers to another qualified plan

Distributions from qualified retirement plans can generally be
rolled over to another qualified plan or transferred to another
qualified plan on the same basis that distributions can be rolled
over to an IRA, except that partial distributions may only be rolled
over to an IRA. Present law does not require that plans permit
transfers or rollovers from another qualified plan. Plan provisions
permittinf such transactions are likely to be most prevalent in the
case of related companies or where there has been a merger or ac-
quisition.

Incentives to retain funds for retirement purposes

In some cases, present law restricts the ability of employees to
obtain a distribution from a qualified retirement plan prior to ter-
mination of employment. In the case of pension p , 1.e., defined
benefit plans and money purchase pension plans, distributions
cannot be made prior to termination of employment. Elective con-
tributions to qualified cash or deferred arrangements (sec. 401(k)
plans) cannot be distributed prior to termination of em};lloyment,
attainment of age 59-1/2, death, disability, or financial hardship.
Contributions to profit-sharing and stock bonus plans generally can
be distributed within two years of when they were contributed.
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Em;floyee contributions generally may be withdrawn at any time.
A plan may impose stricter restrictions on plan distributions than
those imposed by the qualification rules.

The qualification rules generally require that a distribution be

available upon the attainment of normal retirement age. Whether
an employee who terminates employment prior to normal retire-
ment age has the right to obtzin a current distribution of the value
of his or her benefit dzi)ends on the terms of the plan. Defined con-
tribution plans generally permit a distribution of the employee’s
account balance upon termination of employment. In defined bene-
fit plans, there are not separate accounts for each individual and,
as a result, distributions often are not available until retirement
age. Some defined benefit plans prefer not to make lump-sum dis-
tliibutions, because doing so can affect the funded status of the
plan.
If the present value of the employee’s benefit does not exceed
$3,500, the benefit may be distributed upon termination of employ-
ment to the individual, without the individual’s consent. Many
plans, including both defined contribution plans and defined bene-
fit plans, will cash out benefits of less than $3,500 because the em-
ployer will want to avoid the administrative burdens of keeping
track of small benefits for former employees.

If the present value of the individual’s benefit exceeds $3,500,
then the benefit cannot be distributed prior to the later of normal
retirement age or age 62, unless the participant consents to the dis-
tribution. Thus, participants with larger benefits have the option of
deferring a plan distribution until retirement age.

Taxation of distributions

A number of rules regarding taxation of distributions are de-
signed to encourage individuals to save distributions for retirement
purposes rather than use them for current consumption.

For example, the Tax Reform Act of 1986 (the 1986 Act) added a
10-percent additional income tax on all early distributions from
qualified retirement plans, including IRAs. Prior to the 1986 Act, a
similar 10-percent tax applied to early distributions from IRAs and
early distributions to certain ‘“key employees,” such as five-percent
owners, from a qualified plan.

The tax is an additional income tax, so it only applies to the por-
tion of a distribution includible in income. Thus, the tax does not
apply to distributions of employee contributions or to the portion of
? Riistribution that is rolled over to another qualified plan or an

In addition, the additional tax does not apply to distributions (1)
after attainment of age 59-1/2; (2) due to the death of the individ-
ual; (3) due to the disability of the individual; (4) used to pay medi-
cal expenses that would be deductible if the individual itemized de-
ductions (not applicable to IRAs); (5) that are part of a series of
substantially equal periodic payments made for the life or life ex-
pectancy of the individual (or the joint lives or joint life expectan-
cies of the individual and his or her spouse); (6) made in the case of
an employee who seﬁgzt;ted from service after attainment of age 55
(not applicable to ); (7) from an employee stock ownership



plan; or (8) made pursuant to a qualified domestic relations order
(not applicable to IRAs).

Other changes in the 1986 Act were also designed to reduce the
incentive to take distributions prior to retirement. Under the law
prior to the 1986 Act, an individual who received a lump-sum dis-
tribution could elect to apply 10-year income averaging to the dis-
tribution, which treated the distribution as if it had been received
over a 10-year period. In addition, under prior law, the portion of a
lump-sum: distribution attributable to contributions prior to Janu-
ary 1, 1974, could qualify for treatment as long-term capital gains.

The 1986 Act phased out long-term capital gain treatment over
six years and replaced 10-year forward averaging with five-year
forward averaginig. In addition, averaging may be elected only after
the individual has attained age 59-1/2, and only one such e{ection
may be madec.

Explanation of the Bill

In general

H.R. 19614 modifies the rules relating to distributions from
qualified plans (sec. 401(a)), qualified annuity plans (sec. 403(a)),
tax-sheltered annuity contracts (sec. 403(b)), and TRAs (sec. 408).
Generally, the bill provides that (1) in certain circumstances, direct
transfers to IRAs are required in lieu of distributions; (2) the Treas-
ury Department may permit the distribution of employee contribu-
tions to be rolled over; (8) distributions from IRAs must be made
with the consent of the IRA owner; (4) certain spousal rights to sur-
vivor benefits are required for IRAs and tax-sheltered annuity con-
tracts; (5) certain nontax provisions are made applicable to pension
plans consisting of one or more IRAs; and (6) the rules relating to
salary reduction SEPs are modified.

Transfers
In general, the bill requires that singlesum distributions to em-

" ployees or their spouses from qualified plans, qualified annuity

plans, and tax-sheltered annuity contracts (qualified retirement
plans) be made in the form of a direct trustee-to-trustee transfer to
an JRA. This requirement does not apply, however, if (1) the
present value of the employee’s accrued benefit exceeds $3,600, (2)
a different form of benefit is elected, and (3) commencement of pay-
ment of the benefit is not deferred. This requirement also generally
does not apply to governmental plans, church plans, certain frozen
plans, and certain plans to which employers do not contribute.

The bill also requires that an individual be permitted to transfer
IRA assets to another IRA or to a qualified retirement plan that
accepts such transfers. :

S HR. 1961 wos reported, with arendments, by the
Labor on June 7, 1888 (H.Rpt. 100-676, Part 1). The bill was referred jointly
on Education and Labor the Comniittee on Ways and Means. :
H.R. 1981, as reported, has the same provisions as 8. 2843 (Senator Quayle).

House Committee on Education and
to ttes
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Rollovers

Under the bill, the Treasury Department may permit distribu-
tions from qualified retirement plans of employee contributions to
be rolled over to another such plan or to an JRA.

IRA distributions

Under the bill, certain assets in IRAs may not be distributed
without the consent of the IRA owner. The assets subject to this
rule are assets transferred from a qualified retirement plan and
assets in a SEP. An exception is provided for distributions in the
form of a 50-percent qualified joint and survivor annuity or a
single life annuity to the extent that such distributions are re-
quired by the minimum distribution rules.

Spousal rights - .

Present law provides an individual with certain rights to survi-
vor benefits with respect to his or her spouse’s interest in qualified
plan assets. The bill extends these rights to IRAs and tax-sheitered
annuity contracts by treating such arrangements as nonpension de-
fined contribution plans. However, with respect to IRAs, such
treatment only applies to assets transferred from a qualified retire-
ment plan and assets in a SEP.

IRA pension plans

The bill provides that pension plans consisting of one or more
IRAs are subject to certain requirements under Title 1 of ERISA.
Generally, IRA pension plans are to be treated as other pension
plans under Title 1, except that the funding rules do not apply and
only certain rules under Part 2 (generally relating to participation
and vesting) apply. In general, the rules applicable under Part 2
are (1) the participation rules (with special rules for SEPs); (2) the
prohibition on alienation or assignment; and (8) the vesting rules
(Wi?;d )the modification that all interests must be 100 percent
vested).

Salary reduction SEPs

Under certain circumstances, the bill allows employers to estab-
lish a new type of SEP that permits employees to reduce their
salary and contribute the amount of such reduction to the SEP.
This alternative arrangement is available to employers (other than
State or local governments or tax-exempt organizations) not other-
wise maintaining a qualified plan or qualified annuity plan. Under
the bill, such salary reduction SEPs are subject to nondiscrimina- -
tion rules that are similar to, but less restrictive than, the rules
applicable under present law to salary reduction SEPs. The bill
also modifies certain other nondiscrimination requirements for all
SEPs, without regard to whether they allow salary reduction.

Effective Date

The bill is effective for plan years and taxable years beginning
after December 31, 1991.
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8. H.R. 2792
Tax Treatment of Indian Fishing Rights

Present Law

Various treaties, Federal statutes, and executive orders reserve
to Indian tribes (mostly in the West and Great Lakes regions)
rights to fish for subsistence and commercial purposes both on and
off reservations. Because the treaties, statutes, and executive
orders were adopted before passage of the Federal income tax, they
do not expressly provide whether income derived by Indians from
protected fishing activities is exempt from taxation.

Indians generally are subject to Federal tax in the same manner
as other U.S. citizens, absent a specific Federal exemption. Conse-
quently, the T'ax Court has ruled in three cases that income de-
rived by Indians from g:otected fishing activities is taxable, and
the Internal Revenue Service has assessed deficiencies in other
cases.

Explanation of the Bill

The bill!5 would provide that income derived by individual mem-
bers of an Indian tribe, or by a qualified Indian entity, from fishing
rights-related activity is exempt from Federal and State tax, in-
cluding income, social security, and unemployment compensation
insurance taxes.!® Fishing rights-related activities would be de-
fined as any activity by a tribe or members of that tribe directly
related to harvesting, processing, or transporting fish harvested in
the exercise of fishing rights guaranteed to that tribe by treaty,
Federal statute, or executive order. .

The bill would define a “qualified Indian entity” as an entity in
which (1) all of the equity interests are owned by tribal members;
(2) substantially all of the management functions are performed by
tribal members; and (3) if the entity engages in any substantial
processing or transporting of fish, at least 90 percant of the annual
gross receipts are derived from the exercise of protected fishing

'8 HR. 2792 was passed by the House of Representatives on June 20, 1988. (See also H.Rpt.
100-312, Part 2)

18 Individuals may derive exempt income through self-employed activities, as employees, or as
owners of qualified Indian entities.

30)
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rights.’” An entity that failed to satisfy any of the criteria of a
qualified Indian entity would not be eligible for the exemption
from tax provided by the bill; any employee or owner of such an
entity would not be eligible under the bill for tax exemption on
income received from such entity.

In the case of an individual tribal member or a qualified Indian
entity, the bill would exempt from taxation only that income ‘“‘de-
rived”’ from fishing rights-related activities. Thus, both individual
tribal members and qualified Indian entities would be required to
allocate income and expenses among fishing rights-related activi-
ties and all other activities.!® Expenses and amounts otherwise de-
ductible that were attributable to income that would be exempt
under the bill could not be used by an individual or entity to offset
any other income of the individual or entity. Likewise, income that
is exempt from tax under the bill would be excluded in determin-
ing whether an individual was eligible for social security benefits
or.unemployment compensation.

Income from Indian fishing activities protected by treaty, Feder-
al statute, or executive order would he exempt from Federal taxes
only to the extent provided for by the bill. If income from fishing
rights-related activity is exempt from Federal tax, then the bill
would prohibit imposition under State or local law of any tax on
such income. (However, the bill would not limit exemptions from
State and local taxes that may be broader than the exemption it
provides.)

Effective Date

The bill would apply to all taxable years beginning before or
after the date of enactment as to which the period of assessment
has not expired.

1TA egualiﬁecl Indian entity may be jointly owned by members of more than one Indian tribe,
provided that the entit?' is engaged in fishing rights-related activity of each tribe of which the
owners are members. If a jointly owned entity engages in substantial rowssm% or transporting
of fish, at least 90 percent of the annual groes receipts must be derived from fishing rights-relat-
ed activities of tribes whose members own at least 10 percent equity interests in the entity. The
bill does not affect the income of a tribal government recei pursuant to the exercise of an
essential governmental function (see Code secs. 115 and 7871; Rev. Rul. 67-284, 1967-2 C.B. 55,
58). However, wages paid to an Indian who was employed by an entity that was owned by his or
her tribal government and that engaged in fishing rights-related activities could be exempt from
tax under the bill only if the entity satisfied the bill's criteria for a qualified Indian entity
(treating the tribal government’s ownership as ownership by tribal members).

18 However, allocations between exempt and taxable income would not be required where all
but a de minimis amount of the income of the individual or entity was derived from protected
fishing activities.
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Statement of Martin Neil Baily

The U.S. econamy faces major challenges in the years ahead. There
is welcame news that exports are rising and the trade deficit is caming
down. But that deficit romains dauntingly large. We have a long way
to go yet. There is welcame news that productivity growth in U.S.
manufacturing is now running at over 3 percent a year. But in Japan,
manufacturing productivity growth last year was over 11 percent, and
the European econamies are on the move again. If the United States is
to retain its position as the most productive economy, we miet maintain
or even improve our performance. We can hope that the worst of the
econcmic problems of the past 15 years are behind us, but the
chellenges of the future will be tough.

Improving the econcmy will take efforts in many directions. The
workforce needs more skills, education and motivation to add to its
centribution. Investment in new plant and equipment should increase if
we are to equip the workforce appropriately to campete. And the United
States must continue to develop the innovative products and processes
ﬂuthavabem_}ucupcuuvammandiumjo:mof
productivity growth. The Federal goverrment has traditionally played
an important role in sponsoring technology development and today the
National Science Foundation, the Defense Department and other agencies
direct resources into basic science and technology. And of course
" since 1981 the R&D tax credit has been an important part of the Federal
camitment to imnovation.

It is now widely recognized that cammercial R&D is vital to U.S.
campetitiveness and growth, and that an R&D tax credit can help to
overccme the "appropriability problem® with RED spending. wWhen a
campany spends its own R&D dollars to develop a new product or process,
the benefits spill over outside the campany in ways for which the
campany itself will not receive payment. Campetitors will copy the new
technology. Research and engineering staff will leave to join other
campanies or set up their own, taking their inowledge with them. For
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mmmmummunm:'mmu'mofﬂn
returns to its own RED. Some of the benefits accruing to its
competitars, its custamers and its employees will not be paid for. as
a result, fimms will spend less on RiD than would be desirable from the
perspective of society as a whole, unless there are additional
incentives from the govermment.

Same econamists acknowledge the case for govexrment intexvention
but cbject to the R&D credit on the grounds that goverrment support
should be concentrated anly on basic research. There is a need to
support basic research, but the evidence suggests that, in the United
States, firms do not engage in sufficient cammercial R&D spending.
Although thay use different methodologies and data samples, most
studies have reached the same conclusion: Industrial RSD has social
returns that far exceed the returns from other kind of investment.Z

These studies point clearly to the need for increased incentives
for private campanies to do more R&D. An R&D tax credit increases the
efficiency of the market system, rather than distorting it, samething
that is true of very few other special provisions of the tax code. The
strength of the case for an RsD credit has been recognized by the
Senate, the House and the Administration, even in the face of the
budget deficit problem.

Other econamists argue that the goverrment or a camittee of
experts should be given the task of picking the camercial projects
with the highest social payoff. And some even go further and suggest
that particular kinds of firms e.g high-tech, smokestack, large or
small, should be favored. In same cases, €.§. superconductivity,
support for a particular technology project may be warranted. But for
mmm,mmmmmmhlghestsocmmwul
be realized, so it is better to give a general incentive that is
available to all fimms. This is the essential philosophy behind the R&D
credit: while the government provides add.itibral leveraging, a broad
spectrum of firms decides which projects should be supported.
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The use of a tax credit exploits the strength of the private
market. Camwrcial RED imrives finding inhovations that will succesd
in the market, not just thoee that are feasible technically.
Successful innovation requires knowledge of market conditions and the
needs of custamars. The tax credit channels Federal support to the
peocple who are best able to choose cammercially worthwhile projects and
bring them to fruition. We support Federal funding of basic science.
But such support is no substitute for the R&D credit. In fact, tax
incentives are likely to be more effective in stimulating R&D spending
than a grants campetition with a similar budgetary cost. When
govermment grants for RED are made available, private companies will
respord by seeking furding for their best projects i.e. those they
would undertake anyway. An R&D tax credit, by contrast, can affec:
decisions at the margin.

The S of the Credit

* The credit that was in effect from 1981-85 increased private RED
spending. In an earlier study we examined the evidence on the
effectivenass of the credit and then carried ocut our own investigation
Of the data.3 We reviewed several independent studies that concluded
that the credit had succeeded in raising spending, although they found
that the impact was not very large. Our own analysis used more up-to-
date infommation than in the other studies and it confirmed that the
credit had raised spending. Moreover, our analysis indicted tnat the
credit was more effective than had been thought. The ratio of R&D
spending to output during the period when the credit was in effect grew
more than twice as repidly as in the comparable period prior to the
enactrent of the credit. In a statistical analysis, we found that the

credltmsedmwmnwtoftheumustri&csmw
and raised overall R&D spending by $2.6 billion a year.? These results

proved robust when we asked if there were altermative explanations of
the increased R&D spending over the period.

* The social retum to ReD is so high, that the credit is
worthwhile even if its impact is small. Many people judge the credit
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revenues. And the findings we have just described suggest that the
1981-85 credit passed that test. But in fact this is not the coxvect
m.’mﬂammnuotntumwmnmorwmfmr
times the return to the private company performing it, this means that
it is worthwhile for taxpayers to encourage RiD even if more
pessimistic estimates of the credit’'s effectiveness turn out to be
correct. The credit will raise G®P and pay for itself in the long run
even with a very consarvative view of its impact.
Problems with the Existing Credit

¢ The credit provides only a small incentive, and its effectiveness

is being eroded by revisions of the code. The credit that went into
effect in 1981 had a statutory rate of 25 percent on spending above a
base level. But the incentive effect was much less than 25 percent,
because of the way the base was camputed. In particular, current
spending increases the future base and thus limits the incremental

incentive. We calculate that, on an after tax basis, the original
czec?itreducedtheafcex-uxcostofapmpocedmw?&Dp:ojectbymly
7 percent. In addition, as Robert Eisner has pointed cut, the credit
could even act as a disincentive to R&D for a campany that was cutting
back‘j.ts R&D spending below its base.

The credit was renewed for three years effective in 1986 at a lower
statutory rate and its incentive effect was reduced further because of
the reduction in the corporate income tax rate. ‘n'scmdittoday.
provides only about a 5 percent incentive.

The House Ways and Means Camittee has recently proposed enacting
an offset to the credit when R&D is expensed which would further
reduce the incentive — to about 3.3 percent. An incentive of this
magnitude is simply tokenism. It acknowledges the social need to
stimilate industrial RiD but does virtually nothing to achieve it. The
R&D tax credit cannct be effective unless it provides an adeguate
incentive. The current credit provides too little incentive and the
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Ways and Means proposal would leave us with a credit that was largely
ineffective. '

e A temporary credit has only a limited impact. Same R&D directors
report that the credit has only a minor impact on their R&D budgeting
decisions. And no wonder. Not only is the incentive effect small, but
companies do not know whether or not the credit will even exist in the
future. An R&D project planned today will often involve spending over
many years into the future. Indeeditislong—templamirqt}ut.w
wish to encourage in our companies. A credit that will disappear in a
couple of years will not provide the stable incentive needed for long-
term R&D planning.

¢ Many campanies now miss out on the credit altogether. Wwhen the
credit was enacted it applied only on spending in excess of the base
level. At a time when the majority of companies were raising spending,
this was seen as a reasonable tradeoff between the goals of giving an
adequate incentive with a minimm of reverme loss. The credit’s
structure is no longer appropriate for the times. Many U.S. campanies
have raised their R&D to sales ratios but since their sales levels have
fallen or failed to grow rapidly, they cannot maintain increases in R&D
at the rate that was achieved in the past.

The scope of the credit should be as broad as possible. Encouraging
declining finms to undertake more R&D could be as beneficial socially
as encouraging those that are expanding to spend more. The existing
credit provides no incentive for companies who have fallen behind in

R&D spending to catch up, and provides little incentive for campanies
that have achieved high levels of R&D spending to hold that level.

The Proposed Restructuring of the Credit

Senators Danforth, Baucus and twenty-one other senators have
introduced S. 2484, the Research and Experimental Credit Extension and
Reform Act of 1988. This bill, if enacted, would restructure the

credit and make it permanent. We support this bill. The existing tax
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credit has bean a valuable tcol to encourage growth and a revised and
permanent credit would bs muxch better. The improved design would "
significantly enhance the efficiency of the Credit by dramatically
raising incentives and increasing coverage.

The new credit would be in two parts. 'mapu:imrya';dithld
be 20 percent on RsD spending in excess of a base level. The base
level in 1989 would be 107 percent of the average spending in the years
1983-87. In subsequent years-the base would rise in line with the
increase in GNP. The secondary credit would be 7 percent on spending
in excess of 75 percent of the base level. Campanies would be free to
choose either credit in each year. A campany will choose the primary
credit when its spending in a given year is more than 18 percent above
its base and will choocse the secondary credit for spending levels below
this. -

Industry-funded R&D in the United States rose by 7.4 percent a year
on average from 1983-84 to 1986-87. An individual campany that had
matched this rate of increase and continued to do so through 1989 would
choose the primary credit. Since its additional spendi.ngVin 1989 would
not affect its base in future years, with the new credit, the cost of
its marginal R&D project would now be reduced on an after tax basis by
the full credit. This would result in an after-tax incentive about six
times as large as the old credit. The new credit would provide a ’
substantial incentive to add extra projects. While the incremental
impact of the credit would be significant, the subsidy to R&D would
remain a relatively small proportion of total R&D spending. Our
representative company would receive a credit equal to only 3.5 percent
of its 1989 R&D spending. This representative campany would be given
an important incentive at a relatively small cost to the Treasury.

what about conpanies whose R&D spending grows more slowly? A
campany whose R&D had grown by 3 percent &'ye::rafter 1983 would select
the secandary credit. This would provide an incentive which is about
twice as large as that received by eligible companies under the old
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credit formila. Moxreover, under the old credit formula many such
campanies would not be eligible for the credit and scme might have
found themselves with an incentive to reduce R&D spending. However, no
such disincentives occur with the new formula.

As with the primary credit, the improved incentives for additional
projects is achieved at relatively small overall costs. A campany
eligible for the secondary credit but just below the threshold for the
primary credit, would receive a subsidy equal to only 2.4 percent of
its 1989 R&D sperding.

With both the primary and secondary credits, over time, campanies
will have their bases rise autcmatically. In future years, they will
have to increase spending as fast or faster than Q¥ in order to avoid
a gradual reduction of their credit.

The Advantages of tha Proposed Credit

« For companies whose R&D i{s growing stronoly, the pwoposed credit
provides an incentive for additional R&D six times as large as the
current credit and nine times as large as the Ways and Means proposal.
It does this with a very modest loes of tax reverme. By cambining a
high credit rate for any additional project with a low average rate
overall it does exactly what it should: It rewards campsnies that add
to their R&D spending and, for the most part, avoids rewarding them
for R&D that was being done anyway.

* The proposed credit broadens the range of campanies eligible for
the credit and encourages those that have had hard times to resume the
growth of their ReD spending. It provides a solid incentive to these
campanies but, again, the average credit rate is low. The 7 percent
incentive in the secondary credit is still twice as high as the
incentive in the Ways and Means pxoposal.

Corclusions
The proposed credit represents a substantial improvement over the
existing credit. The U.S. economy today is in a rather different phase
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than the cne it was in in 1980-81. R&D spending has grown rapidly
since then and now the main task is to hold the new higher lewvel of
spending. The new credit would provide an important tool to achieve
this. It avoids the adverse ircentives built into the existing credit
by adjusting the base with QWP rather than in response to each
campany’s own spending. ‘

We urge the Senate to enact S. 2484. Ellin Rosenthal, a reporter
for Tax Notes, talked to many people including critics of the existing
credit about this proposal and she writes: "No one interviewed for
this article opposed the proposal.” WauxgetheSem:etore;sist
efforts either to cut the effective credit rates or make the extension
of the credit temporary.

2. Three camplementary studies camissioned by the Natiocnal Science

. Fourdlation support this conclusion. Professor Edwin Mansfield and
his associates at the University of Pennsylyania analyzed detailed
data on a sanple of seventeen typical innovations. They found that
the madian project in their sample had a rate of return to the fim

it of 15 percent. However, once they took into account

the benefits accruing to other firms and consumers, the median
return to society was 56 percent. In a similar study Robert R.
Nathan Associates found the median social rate of return to be 70
percent, about twice the median private rate of retwrn. And Foster
Associates fourd the median innovation had a social rate of return
of 99 percent and a private rate of return of 24 percent.

3. Martin Neil Baily and Robert Z. Lawrence, Tax Policies for

Innovation and Campetitiveness, study camissioned by the Council
on Research and Technology.

4. These results refer to the period 1982-85. The credit wes only in
effect for part of 1981.
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REMARKS OF

MR. LEE A. CALLAIS
PRESIDENT, SUN SEAFOOD PRODUCTS LTD.
SECRETARY/TREASURER, LOUISIANA ASSOCIATION OF CRAB PROCESSORS
POST OFPFICE BOX 754
GOLDEN MEADOW, LOUISIANA 70357
(504) 475-6403
MR. MIKE C, VOISIN
OWNER/VICE PRESIDENT, MOTIVATIT SEAFOODS, INC.
POST OFFICE 30X 134
HOUMA, LOUISIANA 70361
(504) 868-7191
MR. RANDALL S. MONTEGUT
OWNER, BON CREOLE SEAFOODS, INC.
ROUTE 2, BOX 318 D
NEW IBERIA, LOUISIANA 70560
(318) 367-1230

STATEMENT IN SUPPORT OF S. 1821

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE:

We very much appreciate the opportunity to appear today to

voice our strong support of S. 1821.

My name is Lee Callais, President of Sun Seafood, Inc.,
Golden Meadow, Louisiana, and I represent the Crab Processors of
Louisiana; with me is Mr. Mike Voisin, representing the Oyster
Processors of Louisiana, and Mr. Randall Montegut, representing

the Crawfish Ccop of Louisiana,

There are some (number) of Crab Processors in

Louisiana, (number) of Shrimp Processors in Louisiana,

and _____ (number) of Crawfish Processors in Louisiana. 1In
addition, there are about _____ (number) people who peel, pick,
head, shuck, fillet or otherwise\proces; fish and other shellfish
(hereinafter referred to as processing specialist) in my area of
Louisiana. 1In all, there are over 500 seafood processing plants

in Louisiana.
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These plants are all very small "Mom and Pop" businesses.
The associations we represent here today are very small compared
to what this Committee generally deals with in terms of

Associations.

Each processing facility contracts for processing specialists who
possess particular skills and know how and provide their services
to individual plants based on the daily need of such facilities.
This need depends and varies with the batch, catch, boat load, or
whatever each facility is able to purchase periodically for
processing. Many days, there is no work at all, as there is no
seafood to process. Our business is also very seasonal.

Everything depends on when and what fish "run®.

The processing specialist that supply the know how and hand
work are an independent group of individuals who decide for whom
they work, when they work, the price they are to receive for the
work, and the manner of payment. They work on an incentive
basis, that is, they base their compensation on production or a
share of the catch. They move at will from plant to plant, and
they shop almost daily for the best price ané conditions for
rendering their services. The plant many times is forced to take
whatever processing specialist it can locate as the perishable
nature of seafood leaves the facility vulnerable to immediate
loss, and it must compete for the specialist available at the
time it receives seafood to be processed. There is not an
absolutely dependable supply of processing specialists available

at all times. Many of the specialists will only work part time.

The current practice in our business and industry in
Louisiana for more than 100 years has been to respect these
processing specialists as an independent group, which they in

truth and fact are. It is a business practice, custom and
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tradition that has survived in our area because of this mutual
respect between the plant and the processing specialist. The
business tradition and practice still exists because it {s

related directly to the habits, customs, and practices of the

fishing business along our gulf shores and the law of the sea.

After acknowledging the independent status of these
processing specialists for many years, Internal Revenue is now
trying to classify these processing specialists as "Employees™ of
the processing facilities with whom they contract. There is no
real basis for such IRS position, but the burden threatens to

destroy the ability to do business for most of our plants.

We are asking the Congress to codify, into statutory form,
the practice and custom of our businesses which historically
treats as independent contractors, individuals who peel, pick,
head, shuck, fillet or oiE;rwise process fish or shellfish, and
who are compensated on the basis of the quantity of seafood thgy

process.

As I understand it, S. 1821 would make clear that a
longstanding practice in the seafood processing industry is the

practice that Congress intended for that industry.

Thank you again for this opportunity. We request permission
to add to the record of this proceeding more detailed statements

from other individual processing facilities.

K
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v/ Joseph J. Cordes
De) t of Economics
The George Washington University

INTRODUCTION

I anm pleased to have the opportunity to offer my cbservations on
8.2484 to amend the Internal Raevenue Code of 1986 to ennhance the
incentive for increasing research activities. As I understand it, the
bill proposes to make permanent a tax credit for research and experi-
mentation as well to modify the present structure of the credit in
several important ways. My comments shall be organized around these
two broad features of S.2484 since they mirror two major policy
questions that should be asked in evaluating the desirability of the
proposed legislation. (1) Should an additional financial incentive for
the conduct of private R&D become a permanent element of U.S. science
and technology policy? (2) If such an incentive were to be adopted, how
should it be structured?

THE ROLE OF SUBSIDIES FOR PRIVATE R&D

Devoting resources to R&D is clearly an investment decision
involving the current commitment of resources with the expectation of
recovering the initial investment plus a return in the future. Such
commitments must be financed either through the firm's internally
generated funds or through external debt or equity capital.

An important policy question is: are capital markets likely to
provide adequate opportunities for economically promising -- as
distinguished from technically promising -~ innovations to obtain the
appropriate level of financing? 1In earlier work I have done for the
Office of Technology Assessment, I have concluded that while American
capital markets are generally quite capable of allocating the
appropriate level of financing to R&D and industrial innovation there
may be some potentially important exceptions.

New, Start-up Flims

The first is the case of new, generally small start-up companies.
while such firms hava traditionally played an important rcle in the
industrial innovation process, they have often done so in the face of
substantial barriers.

Investments in R&D generally promise high returns in exchange for
high risk. The uncertain nature of investments in innovation has
sometires been cited as one reason why such invostneFt: may fail to be

undertaken, even though they appear to be potentially promising.
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However, one important lesson of modern financial and capital market
theory is that uncertainty about future outcomes is not in and of
itself a source of capital market failure. If certain conditions are
satisfied, it can be easily demonstrated that risk and uncertainty will
be properly reflected in asset prices and/or rates of return.

This in turn implies that capital markets will allocaté*rescurces
efficiently to risky investment activities, including investments in
innovations. This is not %o say that every potential innovator will be
able to o ain the level of funding which she or he would like to have.
Nor does it imply that the cost of capital will the same for risky as
for riskless projects. Nevertheless, it does imply that the premiua
which must be paid by innovators will be not be "out of line™ with the
true risks of the ventures they seek to finance.

However, this will not be the case if there are systematic
obstacles to obtaining and/or acting upon relevant intoruation about
such investments. In the case of some innovations, particularly
"important® innovations, it is quite likely that investors within the
firm may have better information abouv the potential of of the
innovation than will outside investors. As a result of such
massymetric®" distribution of information, the availabili.y of internal
sources of capital can become an important factor in the decision to
innovate because access to external capital is limited. while this
consideration may be relatively unimportant to larger, more established
firms, it may be quite important in the case of newer, smaller firms.
Thus, it is conceivable that financial markets will fail to allocate
the appropriate amount of capital to certain types of firms which have
traditionally been an important source of innovations.

External Benefits of RED -

It is also widely acknowledged that certain types of R&D have some
special attributes. Many, though not all, forms of private R&D
generate aconomic benefits that are not captured fully by the firm
conducting the R&D, but instead spill over to other sectors of the
economy. In the absence of public support for privatc R&D, the
existence of such spillover benefits means that the financial incentive
to undertake certain types of R&D will be wenker than it should be,
creating the possibility that potentially valuable social benefits will
be unexploited.



105

Evidence of Maxket Fajlures

Arguments such as these establish the theoretical possibility that
markets may fail to allocate adequate resources to private R&D.
However, relatively little is known about how serious such market
failures are in practice. For exarple, while small, start-up firms may
face significant obstacles in obtaining financing for research
ventures, many are able to do so. Indeed, the ability of such firms to
ocbtain the capital needed to finance research ventures is a feature of
U.S. capital markets that is much admired elsewhere in the
industrialized world.
probem is created by the inability of firms to appropriate all of the
social benefits of some forms of R&D. A research study published in
1977 by Edwin Mansfield and his associates provides the -llowing
insights. Among the 17 industrial innovations studied by Mansfield et,
al.,, 12 produced an estimated flow of social returns in excess of the
private raeturns earned by the innovators. In 5 of these 12 cases, the
private return was sufficiently low that, if endowed with the wisdom of
hindsight, the innovators might not have undertalen the investment
needed to develop the innovation, even though such investments would
have been justified on the basis of their social returns. In 5 of the
17 cases, the social return to the innovation was either roughly equal
to or less than the private return to the innovators.

The implications of these results may be summarized as follows.
(1) Based on past experience, there is evidence that social returns to
innovations can exceed the private returns. (2) In some cases this
divergence may cause insufficient resources to be devoted to some
innovations which are socially but not privately profitable. However,
(3) there are also likely to be many instances in which the private
returns are sufficiently high to encourage private investment in the
innovation, even though the social return may exceed the private
return.

Existence of Other Federal Policies in Support of Private R&D

Moreover, even if one concedes that private market tailures‘afe
likely to be serious in practice, the desirability of adopting a
pexmanent R&D subsidy needs to be evaluated against the backdrop of
other policies that are also designed to foster private R&D. For
example, a 1985 CBO study notes that the federal government supports
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private R&D in a number of ways including programs of the National
Science FPoundation, the National Bureau of Standards, and other federal
research laboratories. ) ‘

Such programs do not directly subsidize the conduct of private
R&D. However, they support the conduct of much important basic
research as well as the maintenance and development of the scientific
and technological base, all of which are crucial inputs into private
R&D. In addition to these policies, the National Cooperative Research
Act of 1984 has made it easier to engage in research joint ventures,
which may make it more profitable for American firms to undertake R&D
when there are significant spillover benefits among different parties.

In addition, though R&D spending is intended to create an
intangible capital asset, and hence should be capitalized for tax
purposes, Section 174 of the Internal Revenue Code permits R&D outlays
to instantaneously expensed. While expensing of R&D was originally
enacted for administrative reasons, rather than to provide incentives
per se to R&D, the effect of the provision is to lower significantly
the atter~-tax cost of conducting industrial R&D,

The presence of other forms of public support for private R&D does
not of course preclude adding a permanent subsidy for private R&D to
the existing mix of policies. However, it does suggest that the
desirability of adopting a permanent subsidy should be judged on the
basis of whether such a measure would "add value" to the current policy
mix. This 4in turn depends in part on whether other measures provide
adequate incentives for private R&D; or if they do not, whether they
could be modified to do so. Unfortunately, there is even less
information on this latter point than there is about the practical

significance of private market failures.

Implications

Thus, while economists have learned some things about the causes
and the process of industrial innovation, there is not enough
information available a: this time to conclude with certainty that a
permanent financial subsidy for private R&D is needed. Indeed, as the
Council of Economic Advisers noted in the 1988 Eggngmig_xgng:&_gjf;hg
President, "...(while) the decrease in the U.S. lead in science and
technology has prompted some to call for increased government support
for R&l...it is not clear...that U.S. firms invest too little in R&D or

that their returns are not competitive.
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DESIGN OF AN R&D SUBSIDY

If a permanent financial incentive for private R&D were to be
enacted, there clearly would be better and worse ways of structuring
such an incentive. The first consideration would be whether a tax
credit in any form should would be preferable to a more direct form of
government grant. If one believes, as I do, that private entrepeneurs
and managers are best able to make the numerous and complicated
scientific and technical judgments required to ultimately transform a
good idea into a commerically viable product or process, then direct
government involvement should ideally be kept to a minimum. For this
reason, I would agree with the testimony given by Assistant Treasury
Secretary Mentz before this committee in 1987, in uhich he argued that
there may be considerable merit in subsidizing R&D through tax credits
rather than through direct government spending programs.

However, such a tax credit should be structured to satisfy three
objectives. --First, new, emerging firms should be at least as able to
benefit from the credit, at least to the extent they have positive tax
liabilities, as their larger counterparts. Second, to the maximum
extent possible, the general guidelines for determining eligibility
should ke written to maximize the likelihood that R&D spending which
qualifies for the credit has a potential for generating signiticaat
external benefits. Third, the amount of additional R&D spending
stimulated per $1 of revenue loss should be as large as possible.

The R&D tax credit enacted in 1981 was deficient to varying
degrees on all three points. While some new, emerging firms appear to
have benefited from having a relatively low base for purposes of
computing the credit, others had insufficient tax liability to claim
the credit, and still other; were precluded from claiming the credit
because eligibility was limited to companies actively marketing
products in the year they performed the research.

Prior to 1986, eligibility for the credit was determined with
reference to Section 174 of the Internal Revenue Code which allowed
firms considerable latitude in defining activities as R&D for purposes
of claiming the credit. As a result, my own research, as well as that
of others, suggests that at least in the early year§ of the credit, a
significant portion of increased R&D spending reported for tax purposes
may have reflected a reclassification of existing activities, rather

than an actual increase in industrial R&D.
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Finally, and most important, the basa used to deteraine the amount
of incremental spending eligible for the credit was seriocusly flawed in
several respects. Because of the way in which the base period of the
credit was defined, an additional $1 of R&D spending in the present
allowed the firm to claim a tax credit, but at a cost of not being able
to claim a comparable tax credit in the future because the additional
$1 reduced the amount of future R&D eligible for the credit by $1.

Most notably, this has had the effect of reducing the affective rate of
subsidy provided by the credit. As shown by my own research as well
as that of others, one conseguence has been that the current credit
has stimulated considerably less than $1 in additional R&D spending
for each $1 of tax revenue foregone.

In addition, because the base of the credit depends on each firm's
own spending on R&D, the credit has created undesirable incentives for
firms to change the timing of their R&D spending in order to maximize
the amount of credits that can be claimed. Firms with declining R&D
spending in a given year faced an incentive to defer R&D spending to
subsequent years, while other firms faced incentives to vary or to
“cycle® R&D spending over a period of years, in order to be able to
claim more R&D credits.

The Tax Reform of Act of 1986 significantly improved the design of
the R&D credit by tightening the definition of R&D eligible for the
credit to include only R&D undertaken for the purpose of discovering
information that is technological in nature and the application of
which is intended to be useful in the development of a new product or
process. While this change does not guarantee that all R&D spending
which qualifies for the credit will generate spillover benefits, it
definitely raises the likelihood that such will be the case.

However, TRA 1986 falled to address the other aforementioned
deficiencies in the design of the initial credit. To a large extent,
these shortcomings would be addressed by the types of changes in the
structure of the credit that are proposed in S.2484. _

First, S.2484 would make it possible for certain new start-up
tfirms to claim credits for research conducted in connection with
development of a future product or line of business. Second, and most

important, S.2484 would scrap the existing firm-specific moving base

in favor of a base that, while initially deteruiﬂQd with reference to
each firm's recent historical experience, would adjust in the future in

a manner which is independent of how much each firm spends on R&D.
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The gains from modifying the base in this manner are likely to be
substantial. Under current law, the effective rate of the credit is
such that it reduces the cost of an additional $1 of R&D to a firm
which qualifies for the credit by roughly 3.4 cents. Under the types
of changes proposed in 8.2484, firms eligible to claim the primary
credit would generally face an effective subsidy of 20 cents on each
additional $1 of R&D spending, while those claiming the alternative
credit would face an effective subsidy of 7 cents. Based on some
empirical simulations that have been done of the effect of introducing
a credit with a structure similar to that proposed in S.2484, it is
highly plausible that firms would respond to such modified incentives
by increasing their R&D spending by an amount that was at least equal
to the amount of revenue foregone.

CONCLUSIONS

While one can make a reasonable theoretical case that private
naiktets may fail to allocate sufficient resources to R&D, there is
relatively little strong empirical evidence about the seriousness of
such potential market failures. Moreover, there are other government
policies and programs which may already provide adequate support for
industrial R&D or which may be superior vehicles for extending
additional auébort.

Conceris of this sort do not mean that one should eschew providing
additional financial incentives~ in the form of a permanent R&D credit.

Rather, one should be somewhat circumspect in implementing such a

policy.

For this reason, while the;o are clear advantages to making the
credit permanent, one might also consider an alternative proposal to
extend the credit, with the types of modifications in the structure of
the base proposed in 5.2484, for some reasonable period of time, say
through 1992. However, in crder for such an extension to serve as more
than yet another postponment of a final decision, one should couple the
extension with an explicit commitment to evaluate the performance of
the revised credit, especially as compared to other policy options for
supporting private R&D, such as increased funding of the National
Science Foundation or of federal research laboratories. For similar
reasons, there would also be merit in enacting a credit somewhat less
generous than the one proposed in 8.2484, though structured in an

identical manner.
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While one may have some reservations about making ths credit
permanent at the level proposed in 8.2484, one should have none about
the proposed changes in the general structure of the credit. Regardless
of one's views on the desirability of enacting a more permanent tax
incentive for R&D, these changes, especially those involving the
definition of the base for purpoaes of computing the incremental
credit, would clearly make any credit that is adopted a more effective

instrument of U.S. science and t.chnoloqy.pollcy.
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STATEMENT OF
SENATOR ALAN CRANSTON, CHAIRMAN

SENATE COMMITTEE ON VETERANS' APPAIRS

. BEFORE THE
SUBCOMMITYTEE ON TAXATION AND DEPT MANAGEMENT
COMMITTEE ON FINANCE

HEARING ON MISCELLANEOUS TAX LEGISLATION

July 12, 1988

I would like to thank the Chairman of the Subcommittee, Senator Max
Baucus, for the opportunity to present this testimony on S. 2611, which
was reported by the Veterans' Affairs Committee on July 6, 1988. This
bill would allow the Veterans' Administration (VA) access to certain tax
return information in order to verify self-reported beneficiary income
for purposes of needs-based VA benefits and services.

At the outset, I would like to recognize the outstanding efforts on
this issue by Senator Frank Murkowski, the Ranking Minority Member of
the Veterans' Affairs Committee. I am delighted that our collaborative
effort in authoring this legislation has enabled us to move it forward
so quickly, and I look forward to continuing to work with him and the
members of the Finance Committee to secure its prompt enactment. I note
that these provisions were also included in S. 2011, our omnibus
veterans benefits and services bill ordered reported on June 29,

S. 2611 arose out of a March 16, 1988, General Accounting Office
report entitled "Veterans' Pensions: Verifying Income with Tax Data Can
Identify Significant Payment Problems™ (GAO/HRD-B88-24), which had been
requested by Senator Murkowski.

The GAO reviewed the records of 1.4 million 1984 VA pension
recipients and found that nearly half -- 698,000 -- had income reported
for them to the Internal Revenue Service (IRS) and the Soclal Security
Administration by third-party sources. Of these, 549,000 had a total of
$947 million mecre income on tax records than had been reported to the
VAN The GAO calculated -- based on only discrepancies greater than $100
-~ that the potential 1984 overpayments totalled $182.5 million paid to
nearly 149,000 VA beneficiaries. The GAO further found that the VA
could have identified only $25.3 millicn of these overpayments through
its existing resources and procedures.

Other Government agencies currently are permitted access to IRS and
Social Security third-party tax data for purposes of eligibility
determinations for certain needs-based programs, such as Supplemental
Security Income, Aid to Families with Dependent Children, and Medicaid.
According to the GAO, allowing the VA access to that third-party -tax
data would have made possible identification of over $157.2 million in
overpayments, (The Congressicnal Budget Office estimates that S. 2611
would achieve net savings of $674 million in the first five years of
enactment.) The GAO recommended that the Congress allow the VA such
access, and the VA, in its official response printed as pact of the GAO
report, agreed that it "needs the ability to verify wages, interest, and
dividends."™ S. 2611 would give the VA that ability.

The VA administers several "needs-based” veterans benefits,
principally non-service-connected disability pension (paid to certain
war-time veterans who have attained age 65 or who have permanent and
total disabilities incurred subsequent to their military service); non-
service-connected survivors' pension (paid to the spouses and children
of certain war-time veterans who die subsequent to their service from
causes unrelated to their service); and parents' dependency and
indemnity compensation (paid to the parents of individuals who die of
any cause while on active duty or, if subsequent to service, as a result
of a disease or disability which arose while the veteran was on active
duty). Eligibility for these benefits and the monthly rates payable
depend upon the total income of the beneficiary and his or her immediate
family.

In addition, certain veterans with disabilities incurred while they
were on active duty receive service-connected disability compensation at
the 100-percent rate even though their disabilitiers are not severe
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enough to qualify for a 100-percent disability rating. Such
compensation is paid when the VA determines that the service-connected
djsability or disabilities render the veteran unable to work on other
than a sporadic or inconsistent basis (the rating awarded in such a case
is referred to as an "individual-unemployability"™ rating).

Finally, the eligibiljity criteria.for VA hospital, nursing home,
and outpatient care include certain income criteria, and the eligibility
criteria for domiciliary care include a VA determination of income and

lack of adequate means of support.

In the case of applications for all of those benefits and services,
eligibility determinations currently are made by the VA on the basis of
income data which the beneficiary has self-reported. The only
Federally-collected data which currently may be matched against VA self-
reported beneficiary data to verify the latter are to Social Security
payments, which clearly do not cover all forms of income.

In the case of compensation based on an individual unemployability
rating, however, only the veteran's ability %o earn a living is
relevant; unearned income, such as dividend payments, has no bearing on
this determination, Therefore, S. 2611 would limit the VA's
authorization to obtain return information to earned income in such a
case, and the VA would be allowed to act upon such information only when
the VA Administrator determines that the earnings reported in the tax
records clearly indicate that the beneficiary involved may no longer be
qualified for a rating of total disability. :

Mr, Chairman, I would like to emphasize thav notning in S. 2611
would eliminate or reduce the entitlement of any VA beneficiary. It
would merely provide the VA with a tool, previously provided to othert
Government agencies, to ensure that the furnishing of certain needs-
based benefits and services is ifr accordance with statutory
requirements., Indeed, the bill would apply to the VA the strict
requirements with respect to giving beneficiaries notice of any proposed
reductions in payments, the basis for the proposed reduction, and an
opportunity for the beneficiary to respond to the VA's proposed action
(as required by section 1137(c) (2) of the Sogial Security Act (42 U.S.C.
1320b-7(c) (2))}, and governing the confidentiality of return information
which has been disclosed (as reguired by section 6103(1) (7) of the
Internal Revenue Code of 1986 [26 U.S5.C. 6103(1)(7)(C)]) which the other
Government agencies that have been given access to such information also
must meet.

In addition, S. 2611 would require the VA to notify the benefits
recipients and applicants potentially affected, prior to beginning any
verification, that self-reported income data would be subject to
verification by means of matching against information in reports
submitted by employers, financial institutions, and other third parties
to the Internal Revenue Service and the Social Security Administration.
Subsequently, the VA would be required to provide notice of the income-
verification program to all new applicants for the benefits involved or
for health-care services based on income status and periodically to
renotify all recipients.

. The VA's administrative costs of establishing and operating the
verification program, although less than 15 percent of the savings which
would be produced, nevertheless would be substantial, Therefore, to
ensure that the VA would not be prevented from implementing this cost-
saving program because its general operating expense account already is
overburdened, program costs would be paid for out of the VA's
compensation and pension account, into which all program savings
produced by this matching would accrue.

Mr, Chairman, the Veterans' Affairs Committee's report (S. Rept.
No. 100-412) on the bill contains a full discussion of the legislative
p:ovis:ons we are proposing, and I commend it to the Committee's
attention.
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STATEMENTY
or

SENATOR TOM DASCHLE
(SOUTH DAKOTA)

Member,
Senate Committee on Finance

TESTIMONY
\‘

The proposal I am here to discuss today is one that my
colleagues on the Finance Committee will recall I asked to have
included in the tax title to the budget reconciliation
legislation last year. The provision was subsequently dropped
along with so many others as a result of the "budget summit"
agreement between the Administration and the leadership of
Congress, but the underlying problem remains today and is, if
anything, more serious.

As the tax practitioners attending this hearing know, there
are two general methods of accounting used by taxpayers: the cash
method and the accrual method. The cash method recognizes income
and expenses at the time cash is actually received or paid out,
while the accrual method recognizes income and expenses when the
claim to the income or the obligation to pay the expenses arises.
Although it is said that the accrual method more accurately
reflects a taxpayer's financial situation, the cash method is
much simpler because bookkeeping and accounting duties are
minimized,

In 1986, Congress decided that ideally all taxpayers should
be on the accrual method of accounting. Congress made an
exception, however, for businesses with gross receipts of $5
million or less, recognizing that businesses of that size
generally do not have access to the resources and sophisticated
accounting help that larger businesses do. The added tax
revenues from having the small businesses on the accrual method

was simply not worth the trouble to those businesses and to the _
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Treasury. This new limitation on the cash method of accounting
was set forth in Internal Revenue Code Section 448(c).

Nowhere in Section 44B(c) is it stated that small banks do
not fall under the exception that allows businesses under $5
million in gross receipts to use the cash method. Yet, another
provision in the Tax Reform Act of 1986 stated that a previously-
enacted rule thought to apply only to acquisition discount or
original issue discount on bonds and similar instruments was
applicable, as well, to interest on ;nort term loans, regardless
of the taxpayer's size and regardless of whether the loan was
issued at a discount. That provision is Section 1281, and its
etfect is to require cash basis taxpayers to recognize and pay
tax ¢n interest income on short term loans, without regard to
whether the taxpayer has actually received the interest income in
cash or not.

For small banks in rural areas, Section 1281 has had a
severe impact, The primary source of income for thesg banks is
short term loans to farmers. 1In farming, loans are needed up
front in the planting season to plant crops for which no inconme
will be recognized until many months later when the crops are
harvested and sold. Because farmers generally do not have the
cash flow to make regular monthly payments on a loan, rural
bankers typically make loans to farmers under such terms that the
farmers do not have to pay any of the principle or interest until
the term of the loan expires, usually after the crops are sold.

1 might add that, in a rural economy, there is a ripple
effect to the seasonal nature of farm income. That is, loans to
businesses and individuals that provide services to farmers are
often made on similar terms.

Most important, for purposes of understanding the effect of
Section 1281, is the fact that these sport term loans frequently
span two tax years. Section 1281 says that a pro rata portion of
the interest income on the loan must be recognized and taxed in

the first year, even though that income will not be received

until the next year.
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Because of the large number of short term loans made by
small banks in rural areas, the effects of Section 1281 add up to
a significant burden. Bnvision a small rural bank with over 50%
of its business involving short term loans having to recognize
and pay tax on a pro rata portion of the incone on those loans in
one year, when the income will not actually be received until
sometime the following year. Some cash basis banks have found
that the resulting tax is almost as great as their net income for
the year.

An accounting firm with branches in my state, McGladrey,
Hendrickson & Pullen, estimated last year that the total tax on
the accelerated income for the twenty cash basis banks they
prepare books for in Sioux Falls, South Dakota, would be around
$3 million, or an average of $150,000 per bank.

Section 1281 places cash basis banks under a hybrid
accounting scheme where they must shoulder the burden of the
accrual method, while not receiving any of the corresponding
benefits of the accrual method. They must recognize the income
on short term loans but Ste not permitted, for example, to take
deductions for the accrued interest expense payable on short term
deposits made by their customers.

It would be easy to say that these banks should simply
switch to the accrual method of accounting, in order to obtain
the corresponding benefits of the accrual method. While
ultimately we in Congress may decide that to be the correct
result, we should make that decision expressly and facilitate the
change in a fair manner.

Section 1281 is in direct contradiction to Section 448(c),
which expressly states that small businesses may continue to use
the cash method of accounting. Furthermore, when Section 1281
was enacted in October 1986, it was made retroactive to September
1985. The technical corrections bill that was recently
introduced in the Senate and House changes that date to December

31, 1985. The ptovisién is still unfair, however, because small




116

banks did not have time to apply to the IRS for a change in
accounting methods by the time the Tax Reform Act of 1986 was
enacted. The IRS requires applications for changing one's
taxable year to be submitted during the first 180 days of the
taxable year in which the taxpayer wishes to switch.

Finally, there was absolutely no transition rule provided
for banks affected by Section 1281. Traditionally, when Congress
has enacted tax changes that have resulted in a heavy initial
impact, we have always sought to make the transition fair by
allowing affected taxpayers to smooth the effects of the
transition. We permit them to spread the impact over several
years, for example, or we provide taxpayers the opportunity to
make changes that will ease the impact of the new law. That
simply was not done with respect to Section 1281, and the small
rural banks are suffering considerably as a result.

I should mention here, too, that it has been argued that
switching to accrual would not be difficult for small bankers

because they already keep accrual books for fede:al regulatory

bputposes. This is not entirely true. Bankers must keep accrual

books for certain specified instruments only. A switch to the
full accrual method for tax purposes would mean keeping
complicated records on an array of items for which they do not
currently keep detailed records as cash basis taxpayers.

) Mr, Chairman, I have received many letters from small
bankers across the country, who are concerned about Section 1281.
I have letters from small bankers in Texas, Xansas, Oklahoma,
Arkansas, Oregon, Colorado, lowa, California, Nebraska, Florida
and Illinois. This is not just a problem for small bankers in my
state of South Dakota, it is a problem for small bankers
everywhere. We need to assist them with a problem we in Congress
have created, and we need to do it as soon as possible. Already,
small bankers are struggling with their enormous tax burdens from

last year. Many are confused about the provision and finding it
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impossible to go back and compute amounts that should have been
accrued because they simply do not have the detailed records
necessary to do so.

Last year, I introduced a bill, $.1239, along with my
colleagues Senators Armstrong and Durenberger, to correct this
problem. 1In simple terms, the bill repeals the application of
Section 1281 to short term loans, with the result that cash basis
taxpayers would not have to accrue interest on short term loans,
This would make the treatment of small cash basis banks
consistent with Section 448(c).

Later on at this hearing, you will hear from a small banker
in my state, Charles Seaman ;E the Pirst State Bank of Warner in
Warner, South Dakota, a town of approximately 300 people. I hope
you will listen carefully to what he has to say about the effect
of Section 1281 on his bank. He has come a long way to tell you
about it because alleviating the impact of the provision on his
bank and others similarly situated is perhaps the most important
matter to him right now.

Thank you, Mr. Chairman.
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STATEMENT OF CONGRESSMAN HAL DAUB (R-NE)
'+ BEFORE THE FINANCE TAXATION & DEBT
MANAGEMENT SUBCOMMITEE
JuLy 12, 1988

MR. CHAIRMAN, MEMBERS OF THE COMMITTEE, THANK YOU FOR THE
OPPORTUNITY TO TESTIFY BEFORE YOU TODAY REGARDING THE IMPOSITION
OF ACCRUAL ACCOUNTING ON SHORT-TERM LOANS HELD BY BANKS. ON MAY
7TH I INTRODUCED LEGISLATION, H.R. 2323, TO ALLOW CASH BASIS
BANKS TO CONTINUE TO USE THE CASH METHOD OF ACCOUNTING FOR TAX
PURPOSES FOR SHORT-TERM LOANS. THE CAMPANION BILL, S. 1239, WAS
INTRODUCED IN THE SENATE SHORTLY THEREAFTER.

THE 1984 DEFICIT REDUCTION ACT REQUIRED THAT ACQUISITION
DISCOUNT ON SHORT-TERM OBLIGATIONS BE ACCOUNTED FOR ON THE
ACCRUAL BASIS 'BY CASH BASIS BANKS. A "TECHNICAL AMENDMENT" TO
THE 1984 ACT, INCLUDED IN THE 1986 TAX REFORM ACT, EXTENDED THE
ORIGINAL ISSUE DISCOUNT RULES IN THE 1984 ACT TO INCLUDE
INTEREST ON SHORT-TERM OBLIGATIO;!S "IRRESPECTIVE OF WHETHER THE
INTEREST IS STATED OR IS IN THE FORM OF ACQUISITION DISCOUNT OR
WHEN THE INTEREST IS PAID."

IT IS MY POSITION THAT THE O.I.D. RULES IN THE 1984 ACT DID
NOT APPLY TO THE ACCRUAL OF INTEREST ON SHORT-TERM LOANS WHERE
INTEREST WAS BASED ON A FIXED RATE AND PAYABLE AT FIXED PERIODIC
INTERVALS OVER THE TERM OF THE INSTRUMENT. THE TECHNICAL
CORRECTION TO THE 1984 ACT, THEREFORE, WAS NOT TECHNICAL AT ALL,
BUT INSTEAD A RETROACTIVE CHANGE IN THE LAW EXPANDING SECTION
1281 OF THE CODE TO REQUIRE THE ACCRUAL OF ANY INTEREST,

INCLUDING STATED INTEREST ON SHORT-TERM OBLIGATIONS, REGARDLESS
OF THE TAXPAYER'S METHOD OF ACCOUNTING.

IT IS MY STRONG FEELING THAT CONGRESS, AND IN PARTICULAR MY
COMMITTEE - WAYS & MEANS, INSTEAD ADDRESSED THE TREATMENT OF
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CASH METHOD TAXPAYERS IN A FULLY DEBATED PROVISION OF THE 1986
TAX RBPORM ACT, SECTION 801. THIS PROVISION REPEALED THE CASH
METHOD OF ACCOUNTING AFTER DECEMBER 31, 1986 FOR TAXPAYERS WITH
GROSS RECEIPTS IN EXCESS OF $5 MILLION. THIS PROVISION FAIRLY,
AND SUFFICIENTLY ADDRESSES THE PROBLEM AND SHOULD BE CONSIDERED
AS THE OVERRIDING INTENT OF CONGRESS. WITHOUT THIS
INTERPRETATION OF THE LAW, THE EXEMPTION FOR SMALL BUSINESSES
WITH LESS THAN $5 MILLION IN GROSS RECEIPTS RESULTS IN A
MEANINGLESS EXCEPTION FOR SMALL BANKS.

IT MAKES NO SENSE TO ME TO 1MPLEMENT SECTION 1281, FORCING
THE RECOGNITION OF ALL INTEREST INCOME FOR ALL OBLIGATIONS OF
LESS THAN 1 YEAR, WITHOUT ANY SPREAD OF THAT INCOME. THIS IS
GROSSLY UNFAIR, PARTICULARLY WHEN A NORMAL CHANGE IN METHOD OF
ACCOUNTING WOULD RESULT IN AT LEAST A THREE YEAR .SPREAD OF THAT
INCOME.

SECONDLY, THE UNFAIRNESS OF THIS RULE IS AMPLIFIED BY THE
RATE STRUCTURE AND DEFERRAL RULES. LILE CASH METBOD BANKS, IN
GENERAL, ARE ALLOWED A FOUR YEAR SPREAD UNDER THE 1986 TAX
REFORM ACT, THOSE BANKS AFFECTED BY THIS RULE MUST RECOGNIZE A
LARGE PART OF THEIR INCOME (BUT NOT THEIR EXPENSES) IN THE FIRST
YEAR THAT THE RULE APPLIES, 1986. FOR MANY BANKS IN THE
MIDWEST, THESE LOANS CAN REACH UP TO 90% OF A BANK'S ENTIRE LOAN
PORTFOLIO. NOT ONLY IS THERE NO RELIEF FROM THE BUNCHING OF THE
INCOME, BUT THE TAX IS IMPOSED AT THE HIGHER RATES THEN IN
EFFECT FOR 1986.

THIRD, LET ME POINT OUT THAT MANY OF THESE SMALL BANKS WITH
LESS THAN $5 MILLION IN GROSS RECIEPTS WILL DECIDE TO CHANGE
THEIR METHOD OF ACCOUNTING, SO THAT THEY CAN ACCRUE THEIR
CURRENT EXPENSES AGAINST THEIR CURRENT INCOME. UNFORTUNATELY,
THEY MUST MAKE THIS ELECTION WITHIN SIX MONTHS OF THE TAXABLE
YBAR, MEANING 1989 AT THE RARLI'ES’I'. THE RESULT IS AN EVEN
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GREATER IIARDSHIP BECAUSE EXPENSES WILL BE SPREAD OUT OVER A SIX
YEAR J'BRIOD UNDER CURRENT RULES, MEANING THAT SMALL BANKS WILL
HAVE T WAIT SIX YEARS TO REALiI2E THEIR LOSSES, WHILR THEIR
GAINS ALL FALL IN A SINGLE TAXABLE YEAR.

' FOURTH, THIS PROVISION CAUSES A VERY BURDENSOME ACCOUNTING
PROBLEM FOR THESE INSTITUTIONS. THIS IS BECAUSE BANKS DO NOT
KEEP TRACK OF THEIR LOANS BASED ON THEIR DURATION, IN THIS CASE
ONE YEAR OR LESS UNDER SECTION 1281, IN ORDER TO GO BACK AND
AMEND THEIR RETURNS, THE ADMINISTRATIVE COSTS TO LOOK AT EVERY
SIMGLE LOAN WILL BE VERY EXPENSIVE.

FIFTH, MOST OF THESE SMALL BANKS HAVE A TOUGH ENOUGH TIME
KEEPING UP WITH THE SWEEPING CHANGES IN THE 1986 TAX REFORM
.ACT. THIS LITTLE KNOWN PROVISION WILL RESULT IN EXTENSIVE

PENALTIES AND INTEREST CHARGES DATING BACK TO 1985. I FIND THIS
KIND OF RETROACTIVE, OBSCURE RULE WITH ACCOMPANYING PENALTIES

VERY UNFAIR.

LET ME MAKE A BRIEF NOTE ON THE REVENUE EFFECTS OF THE
VARIOUS OPTIONS I HAVE EXPLORED AND-I'M-SURE THIS COMMITTEE WILL
EXPLORE. YOU WILL FIND THAT VIRTUALLY ANY OF THE POSSIBILITIES
TO SOLVE THIS PROBLEM WILL BE VERY EXPENSIVE, AT LEAST THE ONES
THAT MAKE GOOD POLICY SENSE. HOW A TECHNICAL CORRECTION TO THE

‘1984 ACT RESULTED IN SO MUCH REVENUE, I WILL NEVER UNDERSTAND.
HOWEVER, IN CORVERSATIONS WITH THE TREASURY I HAVE FOUND THAT IT
IS THEIR CONSENSUS THAT NONCONFORMING BANKS ARE NOT ON AN
ACCEPTED METHOD OF ACCOUNTING. UNDER REVENUE PROCEDURE 84-74,
IF A TAXPAYER COMES FORWARD ASKING FOR RBLIEF'AND TO BEGIN AN
ACCEPTED METHOD OF ACCOUNTING, A THREE YEAR SPREAD WILL BE GIVEN
ON THE SECTION 481 INCOME BEGINNING EITHER IN THE CURRENT YEAR
OR THE FOLLOWING YEAR, DEPENDING ON CIRCUMSTANCES.
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IF THIS IS INDEED THE Rm. THEN I CANNOT BELIEVE THAT MY
RECOMMENDATION TO YOU TODAY WOULD TRULY RESULT IN A SUBSTANTIAL
REVENUE LOSS. IT IS MY FEELING THAT TREASURY MUST ISSUE TO YOU
THEIR FORMAL POSITION REGARDING THE TREATMENT OF THESE BANKS,
AND THAT A NEW REVENUE ESTIMATE WILL BE NECESSARY SO THAT YOU
CAN THEN RECONSIDER YOUR OPTIONS.

AGAIN, IT IS MY RECOMMENDATION TO THIS COMMITTEE TO CONSIDER
SECTION 801 OF THE TAX REFORM ACT TO BE THE OVERRIDING INTENT OF
CONGRESS ON THE ISSUE OF CASH ACCOUNTING. IF I CAN BE OF ANY
HELP TO YOU REGARDING THIS PROBLEM, PLEASE DO NOT HESITATE TO
CONTACT ME.
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STATEMENT OF DANIEL J. EVANS
HEARING‘ON H.R. 2792
SENATE FINANCE COMMITTEE
UNITED STATES SENATE
JULY 12, 1988

MR. CHAIRMAN, I AM PLEASED TO TESTIFY IN SUPPORT OF H.R.
2792, A BILL THAT PROVIDES THAT INCOME EARNED BY INDIAN TRIBAL
MEMBERS EXERCISING FISHING RIGHTS GUARANTEED BY TREATY, STATUTE,
OR EXECUTIVE ORDER IS EXEMPT FROM TAXATION UNDER STATE OR FEDERAL
LAW. I RECOMMEND THAT THE COMMITTEE INSTRUCT ITS STAFF TO WORK
WITH THE STAFF OF THE SELECT COMMITTEE ON INDIAN AFFAIRS IN
DRAFTING ITS REPORT SO THAT THE COMMITTEE REPORT REFLECTS THE
WORK WHICH THE SELECT COMMITTEE HAS DEVOTED TO UNDERSTANDING THE
EFFECTS OF THIS BILL ON EXISTING PRINCIPLES OF LAW AFFECTING

INDIANS.

THE INTERNAL REVENUE SERVICE BEGAN LEVYING TAXES ON INCOME
DERIVED FROM TREATY FISHING. THE SELECT COMMITTEE ON INDIAN
AFFAIRS REPORTED OUT $.727, A BILL THAT WOULD CLARIFY THAT INCOME
DERIVED FROM THE EXERCISE OF TREATY FISHING RIGHTS IS NOT SUBJECT
TO TAXATION. THE ADMINISTRATION SUPPORTED A CONGRESSIONAL
CLARIFICATION OF THIS ISSUE AND MADE A COMMITMENT NOT TO COMMENCE
ENFORCEMENT EFFORTS WHILE CONGRESS CONSIDERED CLARIFYING
LEGISLATION. THE HOUSE PARLIAMENTARIAN RULED THAT S.727 WAS A
REVENUE MEASI{RE WHICH NECESSARILY MUST ORIGINATE IN THE HOUSE.
SUBSEQUENTLY, SEVERAL CONGRESSMAN INTRODUCED H.R. 2792, A
COMPANION BILL TO S.727.

H.R. 2792 DEFINES THE SCOPE OF THE TAX EXEMPT STATUS OF
INCOME DERIVED FROM THE EXERCISE TREATY FISHING RIGHTS. THE BILL
FURTHER ATTEMPTS TO CLARIFY THE RELATIONSHIP OF THE EXEMPTION TO
TREATIES. [ESSENTIALLY, I AGREE WITH THE SCOPE OF THE EXEMPTION
AS DEFINED BY THE BILL. HOWEVER, MY CONCERNS ABOUT THIS BILL
REST ON 1ITS CONSISTENCY WI/H ESTABLISHED PRINCIPLES OF INDIAN

TREATY CONSTRUCTION.




B AR

123

SECTION 1(C)(3) WHICH EXPLAINS THE RELATIONSHIP OF THE TAX
EXEMPTION TO TREATIES MIGHT BE CONSTRUED AS A SIGNIFICANT
DEPARTURE FROM ESTABLISHED PRINCIPLES OF THE RELATIONSHIP BETWEEN
THE UNITED STATES AND THE INDIAN TRIBES. WHEN NON~INDIANS FIRST
ARRIVED ON THIS CONTINENT, INDIANS FISHED FOR SUBSISTENCE,
CEREMONIAL, AND COMMERCIAL PURPOSES WITH "NOT A SHADOW OF
IMPEDIMENT.™ UNITED STATES V. WINANS, 198 U.S. 371, 381 (1905).
IN TREATIES SUBSEQUENTLY NEGOTIATED BETWEEN THE UNITED STATES AND
THE INDIAN NATIONS THE INDIANS RESERVED FOR THEMSELVES THEIR
TRADITIONAL RIGHTS TO FISH AT THEIR USUAL AND ACCUSTOMED FISHING
PLACES IN COMMON WITH ALL CITI2ENS. AS THE SUPREME COURT HAS
STATED, TREATIES ARE TO BE CONSTRUED "NOT AS A GRANT OF RIGHTS TO
THE INDIANS, BUT A GRANT OF RIGHTS FROM THEM -- A RESERVATION OF
THOSE NOT GRANTED." SEE WINANS, 198 U.S. AT 381. THUS, TO THE
EXTENT THEY DID NOT RELINQUISH THEIR RIGHTS TO FISH FREE OF
IMPEDIMENT, THE TRIBES STILL RETAIN THOSE RIGHTS.

THE TRIBES HAVE NEVER RELINQUISHED THEIR RIGHT TO FISH FREE
OF STATE, LOCAL, OR FEDERAL TAXATION. ACCORDINGLY, STATE COURTS
HAVE DEEMED INCOME DERIVED FROM THE EXERCISE OF TREATY FISHING
RIGHTS TO BE FREE FROM STATE TAXATION. SEE WASHINGTON DEPT. OF
FISHERIES V. DEWATTO FISH CO., 660 P.2D 298 (WASH. 1983); SEA-PAC
€O., INC. V. WASHINGTON DEPT., OF FISHERIES, 638 P.2D 92 (WASH.

APP. 1982). ALTHOUGH THE CONGRESS POSSESSES THE POWER TO
ABROGATE TREATIES WITH THE INDIAN TRIBES, IT HAS NEVER DONE SO AS
TO TAXATION OF INCOME DERIVED FROM EXERCISING THOSE TREATY
RIGHTS. FURTHERMORE, SUCH POWER TO ABROGATE TREATIES IS NOT TO
BE LIGHTLY IMPUTED TO THE CONGRESS AND MUST BE_ EXERCISED BY
EXPRESS LANGUAGE. MENOMINEE TRIBE V. UNITED STATES, 391 U.S.
404, 412-413 (1968); WASHINGTON V., WASHINGTON STATE COMMERCIAL
PASSENGER FISHING VESSEL ASS'N, 443 U.S. 658, 690 (1979).

THE DISPUTE BETWEEN THE DEPARTMENT OF THE INTERIOR AND THE
INTERNAL REVENUE SERVICE ARISES OUT OF AN INHERENT TENSION

92-266 0 - 89 - 5
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BETWEEN TWO APPLICABLE, LONGSTANDING CANONS OF CONSTRUCTION:
FIRST, THAT, REGARDLESS OF THE CIRCUMSTANCES, EXEMPTIONS FROM
FEDERAL INCOME TAXATION BE "CLEARLY EXPRESSED"; AND SECOND, THAT
TREATIES AND STATUTES AFFECTING INDIANS ARE TO BE INTERPRETED
LIBERALLY, IN LIGHT OF THE TRUST RESPONSIBILITY OF THE UNITED
STATES AND BEARING IN MIND THE INDIANS' HISTORICALLY INFERIOR
BARGAINING POSITION, WHICH CHARACTERIZED NEGOTIATION OF THEIR
TREATIES. UNFORTUNATELY, THE COURTS HAVE NOT BEEN WHOLLY
CONSISTENT IN DESCRIBING HOW THE BALANCE BETWEEN THESE CANONS OF
CONSTRUCTION SHOULD BE STRUCK. AS A RESULT, THE INTERNAL REVENUE
SERVICE CONTINUES ' TO PROSECUTE INDIAN FISHERMEN FOR FAILING TO
PAY A TAX THAT THE INTERIOR DEPARTMENT SAYS THEY DON'T OWE.
TRAGICALLY, THE INDIAN PEOPLE .ARE CAUGHT IN THE MIDDLE.

THE ARGUMENT THAT AN EXEMPTION MUST DERIVE EXPLICITLY OR
IMPLICITLY FROM TREATY LANGUAGE IS IN DIRECT OPPOSITION TO THESE
PRINCIPLES. IT IS ILLOGICAL THAT A FEDERAL TAX EXEMPTION MUST
DERIVE FROM SPECIFIC TREATY LANGUAGE WHEN SUCH TREATIES PREDATED
THE FEDERAL INCOME TAX BY SEVERAL DECADES. FURTHERMORE, IF THE
TREATIES CONTAIN NO LANGUAGE UPON WHICH TO CONS"I’RUE A SPECIFIC
TAX STATUS, AND IF THE CONGRESS HAS NEVER EXPRESSLY ABROGATED
IMPEDIMENT-FREE TREATY FISHING RIGHTS AS TO TAXATION, THEN THE
TRIBES' RIGHT TO FISH FREE OF SUCH TAXATION WAS NOT CONCEDED TO
THE UNITED STATES, BUT WAS RESERVED BY THE TRIBES.

S$.727, THE BILL TWICE PASSED BY THE SENATE CLARIFYING THIS
TAX STATUS, WAS CAREFULLY DRAFTED TO COMPORT WITH THESE
ESTABLISHED PRINCIPLES OF INDIAN TREATY CONSTRUCTION AND CASE
LAW. T AGREE THAT THE SCOPE OF THE EXEMPTION IS SUCH THAT INCOME
DERIVED FROM THE EXERCISE OF PROTECTED FISHING RIGHTS IS EXEMPT
ONLY TO THE EXTENT CLARIFIED IN THIS BILL. BUT I URGE THE
COMMITTEE TO REVIEW CAREFULLY THIS MEASURE AND ESPECIALLY SECTION
1(C)(3), TO ENSURE THAT THEY ARE CONSISTENT WITH THESE PRINCIPLES
AND THAT THE BILL DOES NOT ABROGATE RESERVED TREATY RIGHTS.

MR. CHATRMAN, I AM GRATEFUL FOR THIS OPPORTUNITY TO TESTIFY
IN SUPPORT OF H.R. 2792. I URGE THE COMMITTEE TO ACT ON THIS
IMPORTANT LEGISLATION EXPEDITIOUSLY.
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STATEMENT OF SUZAN SHOWN HARJO, EXECUTIVE DIRECTOR,
NATIONAL CONGRESS OF AMERICAN INDIANS, ON H.R. 2792,
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGE-
MENT OF THE COMMITTEE ON FINANCE, UNITED STATES SENATE,
IN THE HEARING ON MISCELLANEOUS TAX PROVISIONS, JULY 12,
1988, WASHINGTON, D.C.

Mr. Chairman and Members of the Subcommittee, thank you
for according the opportunity to present this statement
on behalf of the membership of the National Congress of
American Indians, the leading national intertribal organ-
ization established in 1944 to advocate the inherent
sovereign, treaty and other legal rights of American
Indian nations and people.

We support #ll efforts of Congress to clarify for the
Internal Revenue Service and the Department of Justice
that income derived by tribal citizens from the exercise
of fishing rights guaranteed or affirmed by treaty,
Executive order, statute or caselaw is not taxable by
the federal or state governments under U.S. or inter-
national law,

The Internal Revenue Service, with the support of the

Department of Justice, but with the opposition of the

Department of the Interior, is wronygly challenging the
non-taxable status of Indian treaty fishing rights in

the Pacific Northwest and the Great Lakes areas.

The appropriate Indian policy Committees of Congress for
clarification of this matter - the Senate Select Committee
‘on Indian Affairs and the House Committee on Interior and
Insular Affairs - have concluded that the position of the
IRS and Justice is incorrect and that the position of the
Interior and of the Indian governments is correct. The
House Committee on Ways and Means also came to this con-
clusion, and we are confident that your Subcommittee will
reaffirm the conclusions and principles contained in the
clarification bill, S. 727, passed by the Senate in June
of last year. The policy context for the bill we have
supported is contained in the attached letter of April

7, 1987, to the Senate Select Committee on Indian Affairs.

In the House of Representatives, legislation on this
matter became a revenue measure. To the extent that it
accomplishes the same result as the Senate-passed S. 727
to protect Indian fishing rights, and to the extent that
your Subcommittee will act to forestall erosion of these
or any other Indian rights, we support H.R., 2792. If

our concern can be addressed in report language and this
bill enacted as 2 free-standing measure, we support the
speedy discharge of H.R. 2792. 1f, however, the bill is
to be made a part of the technical corrections legislation,
and therely subject to further procedural and substantive
steps and opportunities, we would support additional
changes, especially in the Ways and Means provisions
which draw lines between tribes and complicate the calcu-
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lation of fishery income along tribal lines, rather than
in accordance with treaties.

We are deeply concerned that this measure, without addi-
tional clarifying report language, would jeopardize the
treaty rights of Indian governments and tribal citizens
and would be the harbinger of generations of litigation
and expense to all thoses who are intended to be protected

by H.R. 2792.

Specifically, we urge the Subcommittee to clarify that
this measure is not the source of the exclusion from tax
and that H.R. 2792 does not imply that any other Indian
treaty right is subject to tax. We support the proposed
solution of the Chairman of the Select Committee on Indian
Affairs in this regard, in order to expedite approval of
this legislation without returning it to the House Commit-
tee on Ways and Means. If, however, the instant course is
not followed, we would prefer that the present Subsection
3 be deleted as a confusing and potentially complicating
provision.

Thank you for your serious consideration of our concerns,
expressed especially on behalf of the Indian nations who
have treaties which cannot be unilaterally abrogated with-
out constitutional compensation under known law. Such

an abrogation would be wrong as a matter of U.S. policy
and morality. For those viewing this as a revenue measure,
it should be pointed out that such abrogation would cost
the federal government in the trillions of dollars, ac-
cording to past Congressional estimates.

These matters are not all that complex, but they can be
confusing, as the Presicdent demonstrated so very publicly
a few weeks ago to the world community of nations. For
the information of the Subcommittee, a copy of my response
to those misquided statements is provided with this testi-
mony (reprint, The Miami Herald, page 1, Viewpoint, June
5, 1988).

Dear Mr. Chairman:

On behalf of the. membership of the National Congress

of American Indians, I am pleased to commend you and

the other sponscrs of S. 727, the Indian Fishing Rights ~
Act. We urge its speedy enactment.

The American Indian and Alaska Native governments and
people who comprise the voting membership of NCAI sup-
port this effort to clarify the law, for the edifica-
tion of the Internal Revenue Service and the Justice
Department, and to reaffirm that Indian fishery income
is free from taxation. This will have been an expensive
lesson, but not for the federal agencies. It is the
Indian peoples who are paying for the education of those
who would separate us from our property, despite long-
standing treaties, caselaw, executive orders, adminis-
trative decisions and statutes to the contrary. Enact-
ment of S. 727, however, will avoid the far greater
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costs of protracted litigation that would take place
without it. For those Lummi fishermen and their families
who have been driven to financial and emotional ruin by
the Internal Revenue Service and Justice Department, the
costs cannot be measured.

To us, this is a plain matter. The Indian nations of
the Pacific Northwest always have depended upon the
salmon and other fish for religious purposes, for good
health, for food, for clanship and kinship structures,
for trade and for survival. They, like Indian peoples
from throughout this land, gave the United States great
wealth and property, and reserved precious little for
themselves. Any attempt from any federal quarter to
take more from the Lummi or other Indian or Native
people should be rebufied for its cupidity.

In this matter, the two federal agencies have become
bureaus of revisionist history in an effort to break
bargains and sidestep the U.S. Constitution. It is
fitting that this effort will be rejected by Congress
in the year of the bicentennial of the Constitution.
These Indian peoples are the "Indians not taxed" of

the Constitution. These are the peoples who ceded so
much territory in order to secure a future and to main-
tain their traditional ways that they were "taxed" in
perpetuity. They have withstood the onslaught of
foreign settlement, of poisoned environments, of modern
litigious warfare. They have drawn a firm line against
further encroachment, and they are supported by fair-
minded people everywhere.

Contrary to the views of the two federal agencies, the
Indian Citizenship Act of 1924 was intended to confer
benefits, not burdens, of U.S. citizenry in recognition
of the service of Native people in World War I. This
was to complement, not to take away, the citizenry of
Indian veople in their Indian nations. Persons can
renounce citizenry in Indian nations; can enjoy dual
citizenry in Indian nations and the U.S.; or can recog-
nize only their Indian national citizenry. No act, nor
U.S. constitutional amendment for that matter, can
extinguish Indian national citizenry. And, no federal
agency, nor single act, can tax the "Indians not taxed"
without a constitutional amendment.

This is the way in which we understand the bill that
you will mark up tomorrow, and we have only praise for
your undertaking. We request that this letter become
part of the record of the hearing on S. 727. Again,
our deep appreciation to you and the other sponsors for
being our advocate.

Sincerely,

- __-5...\-&-5‘\) +L -\ >

Suzan Shown Harjo

Executive Director

National Congress of
American Indians
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DIANS

TARGET OF
NEGLECT

By SUZAN SHOWN HARJIO

the 1800s to have added insult to injury by
personslly offending Indian people in an interna-
tional forum.

The president seemed to have been caught off
guard on Tuesday by a Moscow State Unlversity

student's question about his intention to meet with

Indian people who followed him to Russia because
he would not meet with them at home. He left the
misimpression that he has an open-door policy of
meeting with Indian people, even though he has
either declined or ignored more than a thousand
requests to meet with Indian leaders over the two
terms of his administration.

After lecturing the Soviets on human rights and
cultural and religious liberty, the president
d d Indian traditi cultures and religions
as “primitive life-styles.” He said the United States
has “done everything we can to meet their
demands as to how they want to live. Maybe we
made a mistake. Maybe we should not have
humored them in that, wanting to stay in that kind
of primitive life-style. Maybe we should have said,
*No, come join us; be citizens along with the rest of
us.’ And I'm very pleased to meet with them, talk
with them at any time and see what their
grievances are."”

" The president lurched through an impressionis-
tic, old-time-movie version of history, complete
with a great-white-father image of a benign US.
government that “provided millions of acres of
tand for reservations” and gave Indians a Bureau
of indian Affairs (BIA) “to help take care of them.”

The president appeared unaware that the United.

States did not have millions of acres to give away.

Suzan Shown Harjo, executive director of the
National Congress of American Indians in Wash-
inglon, is Cheg»enne and Creek and a citizen of the

eyenne and Arapaho Tribes of Oklahoma. She
wrole this article for The Herald.

Indian nations ceded vast territory to the United
States through treaties of peace and friendship,
and reserved land and other property and rights
for their future generations. This is why most
Indian lands are called “reservations,” a word the
president had a hard time recalling, dredging up
instead the word “‘preservations,” as in human
200s.

In treaty-making, Indian nations usually were
not at s disadvantage, and the fledgling United
States was not often in a position to humor them.
For example, in a treaty with the Oneida Nation,
which had fed Gen. George Washington and his
troops at Valley Forge, the US. salutation was,
“Hail to the Victorious Allies in the Revolution.”
The treaties, including federal-tribal treaties, are
characterized in the U.S. Constitution as the
“Supreme Law of the Land,” and are in full force
and effect today.

In exchange for lands over which to govern, the
United States promised to protect Indian territory
and to respect tribal sovereignty and te ritorial
jurisdiction. President Washington traveled to the
Seneca Nation to explain in person the first Indian
law passed by Congress in 1790, pledging that the
new general government would not let the Indian
nations be defrauded of their land by states and
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privale interests.

The United States promised to
“make the deserts bloom" for tribes
that agreed to move to arid lands. The
United States agreed to provide health,
‘ducation and other services to Indian
people, also in perpetuity. In 1983,
President Reagan signed an Indian
policy statement upholding these same
principles, re-emphasizing the U.S.
policy of government-to-government
dealings with Indian nations. However
fine the rhetoric of his statement,
President Reagan’s administration con-
finued to undermine Indian rights, to
ask Congress to cut one-third of the
tedersi Indian budget and to take
actions contrary to stated policy. This
iollowed the pattern of the 1800s,
when the United States reneged on
wvirtually every treaty commitment
once it acquired a country and its
riches. The United States looked the
cther way while its citizenry stole the
gold from the Black Hills, took over or
destroyed much of the remaining
fndian resources and preveated Indian
people from exercising their off-reser-
vation hunting, fisaing and gathering
rights

As part of the westward expansion
and a policy of Indian extermination,
the U.S. Army delivered smallpox-in-
fested blankets to some Indian nations,
whose people were decimated or no
longer exist. The Army force-marched
many Indian nations from their homes
1o military outposts thousands of miles
away. Under direct orders from the
Army surgeon general, military offi-
cers decapitated Indian people and
exhumed freshly buried bodies,
weighed their brains and measured
their skulls as part of a federal “Indian
crania study.” Over 4,500 of these
skulls and volumes of reports docu-
menting their names, tribes and family
information are in the collection of the
Smithsonian Institution, which boasts
more than 19,000 Native human re-
mains and displays some of them today
alongside the dinosaurs and insects.

The United States set up the BIA,
first in the War Department, then in
the Interior Depariment with the flora
and fauna, which helped to ““take care”
of Indians by ordering the BIA agents
to stop all traditional Indian religious
practices and to give various Christian
denominations franchises on specified
Indian nations. The BIA furthered the
“arts of acwvilizatlion” in boarding
schools by beating Indian children who
spoke their own languages rather than
English. The BIA became the one-stop
shopping center for one-cent sales of
Indian property. and federal Indian
agents retired in splendor while the

Reagan excerpts

On Tvesday President Reagan
answered a question froma
student at Moscow State
University about his intention to
meel with American Indians who
had followed him to the Soviet
Union. Here are excerpls of his
comments:

The United States, the
president said, has “'done
everything we can to meet their
demands as to how they want to
live. Maybe we made a mistake.
Maybe we should not have
humored them in that, wanting
to stay in that kind of primitive
life-style. Maybe we should have
said, 'No, come join us; be
citizens along with the rest of
us.” And I'm very pleased to meet
with them. talk with them at any
time and see what their
grievances are. ...

**And you'd be surprised. Some
of them became very wealthy
because some of those
reservations were overlaying
great pools of oil, and you can
get very rich pumping oil And,
so [ don't know what their
complaint might be.”

Indian people suffered in poverty.

In the early 1900s, when the Indian
population was down to 250,000,
prominent artists, scientists and church
‘leaders began to call on the federal
government to adopt enlightened poli-
cies to help Indian people to survive. In
recognition of the many Indian soldiers
who fought with the United States in
World War I, a law was passed to
nake U.S. citizens of Indian nations'
citizens, and federal law today recog-
nizes Indian people as having dual
citizenship. President Reagan's re-
marks in Moscow, delivered two days
before the 64th anniversary of the
Indian Citizenship Act of June 2, 1924,
revealed a misconception of this histo-
ry, too.

Steady progress in cultural, social
and governmental rights was made in
Indian country — especially through
the legal clarifications and programs of
President Roosevelt's New Deal admin-
istration — until the 1950s era of the
federal termination policy. This era
involved an assimilation policy to end
the federal-tribal ties, liquidate tribal
property, pay Indian people a relatively
small amount of cash and to send them
sailing down the mainstream of Arnieri-
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can soclety. Indian social and health
conditions plunged, while non-Indian
lawyers, bankers and land barons
became millionaires. The termination
experiment was halted jn the 1960s
and repudiated by every Congress and
president since that time. Presiden

about the excesses of the BIA in this
decade, the U.S. Senate Select Ci it
tee on Indian Affairs established a
special Investigations committee with a
budget of nearly a million dollars for
the first year.

President Reagan's administration
has d to elimi all Indian

Reagan’s 1983 policy also d d
termination, but his remarks to the
Soviet students suggested that main-
streaming was the preferred course.
The programs of the 1960s and
1970s were designed in coordination
with Indian leaders, and the controlling
powers of the BIA were diminished
through a score of reform acts. Even
though Indian people remained at the
bottom of every socioeconomic indica-
tor, dramatic improvements were be-
ing made by 1980, when the Indian
population had grown to 1.5 million.

This progress was abruptly halted
and the positive trend reversed by the
Reagan administration’s nationwide
economic experiment, which hit Indian
country disproportionately. While the
full extent of his proposed cuts in
Indian programs were rejected by
Congress, significant erosion has taken
place since 1981, and several of the
reform acts were gutted through the
budget process and BIA fiat. Tribal
educators and program professionals
were turned into crisis managers who
had to fight for status-quo funding at
best and then perform their real jobs
with fewer resources. Many tribal
leaders were forced into program
manager positions, in order to attempt
to meet the pressing needs of their
people, while being blamed by the
tribal voters for the decreasing level of
federal services.

The BIA has been given a free hand
by this White House and is more
repressive and less respectful of tribal
rights and people than at any time in
this century. The BIA has resumed its
interlerence in tribal political elections,
primarily by releasing or withholding
programs in an effort to influence
voters, and then has widely criticized
tribal governments for leadership in-
stability. Since 1986 most Indian
leaders have called for the removal of
Ross O. Swimmer, assistant secretary
for Indian affairs who heads the BIA,
but the White House has simply
referred tribal complaints back to him.

In 1987, Congress became so put out
by the zeal of the administration to
change federal Indian policy through
the budget process that it stopped all
plans of the BIA to do anything new

housing programs, when federa) stud-
ies show Indian housing conditions as
the worst in the nation. President
Reagan vetoed the reauthorization of
the Indian Health Care Improvement
Act and tried to cut out all tribal
hospital construction montes and urban
Indian health programs, when Indian
people have the poorest health status
of any U.S. population and suffer from
diseases virtually eradicated in the
general population. Indian jobs, train-
ing and economic development pro-
grams have been under attack since the
first of this administration's budget
proposals, while Indian unemployment
has doubled and tripled since 1980.
Unemployment in Indian country was
39 percent in 1979. Today, the jobless
rate on most reservations is between
S0 percent and 90 percent, and the
BIA's own study of three years ago
showed unemployment on the 10

largest reservations averaging 75 per-___

cent. While Indian people have an
average eighth-grade attainment level,
the lowest nationwide, the BIA has
made it harder for Indian students to
get in and stay in schools, and has tried
to blame the tribes for the Indian
children scoring low on standardized
tests.

American Indians and Alaska Na-
tives are the poorest people in the
richest country in the world. Indian
people have the Jowest per-capita
income, the shortest lives, the highest
suicide rate in the United States. Yet,
President Reagan in Moscow chose to
raise the specter of resource-rich
Indians. “And you'd be surprised,” he
said. “Some of them became very
wealthy because some of those reser-
vations were overlaying great pools of
oil, and you can get very rich pumping
oil. And, so I don't know what their
complaint might be.”

Most Indisn people cannot get jobs
pumping gas, let alone rich pumping
oil. Perhaps if the president had met
with Indian leaders or paid even one
call on one Indian nation, he would
have understood a complaint or two
and used his office for good. Even now,
the president could better his record by
meeting Indian leaders, by visiting in
Indian country, by making an informed
stat t, by signing Indian health,

until and unless it had lted with
Indian tribes and Congress. As a result
of last year's award-winning series by
The Arizona Republic, “Fraud in Indian
Country: A Billion-Dollar Betrayal,”

education, economic and cultural bills
into law. As Suquamish Chie! Seattle
said, “We may be brothers after all.
We shall see.”
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STATEMENT OF DANIEL X. INOUYE
BEFORE THE
SENATE COMMITTEE ON FINANCE

ON H.R. 2792
TAX TREATMENT OF INDIAN FISHING RIGHTS INCOME

MR. CHAIRMAN, I AM VERY PLEASED TO TESTIFY IN SUPPORT OF
H.R. 2792, A BILL THAT PROVIDES THAT INCOME EARNED BY INDIAN
TRIBAL MEMBERS EXERCISING FISHING RIGHTS GUARANTEED BY TREATY
STATUTE OR EXECUTIVE ORDER IS NOT TAXABLE UNDER STATE OR FEDERAL
LAW.

AS I AM SURE YOU ARE AWARE, THE SELECT COMMITTEE ON INDIAN
AFFAIRS REPORTED OUT S. 727, A BILL THAT WOULD CLARIFY THAT
INDIAN TREATY FISHING INCOME SHOULD NOT BE SUBJECTED TO TAXATION
BY ADDING AN AMENDMENT TO AN 1877 STATUTE THAT PERTAINED TO
TREATY MAKING WITH INDIAN TRIBES. IT WAS THE POSITION OF OUR
COMMITTEE THAT THE 1982 DECISION OF THE INTERNAL REVENUE SERVICE
TO BEGIN LEVYING TAXES ON SUCH INCOME WAS IN CONFLICT WITH BASIC
PRINCIPLES OF FEDERAL INDIAN LAW.

DURING THE INDIAN AFFAIRS COMMITTEE'S HEARING ON THIS BILL,
THE ADMINISTRATION EXPRESSED SUPPORT FOR A CONGRESSIONAL
CLARIFICATION OF THIS ISSUE AND MADE A COH;(ITHENT THAT THE
TAXATION EFFORTS WOULD BE HELD IN ABEYANCE WHILE CONGRESS
PROCEEDED TO CONSIDER LEGISLATION ON THIS MATTER.

MR. CHAIRMAN, I DO NOT NEED TO TAKE UP THE 7TIME OF THIS
COMMITTEE DISCUSSING THE QUESTION OF WHETHER THIS IS A REVENUE
MEASURE OR AN INDIAN TREATY CLARIFICATION BILL. SUFFICE IT TO
SAY, THAT OUR COMMITTEE CONSIDERED IT THE LATTER WHILE THE HOUSE
PARLIAMENTARIAN CONSIDERED IT THE FORMER. CONSEQUENTLY, WHEN OUR
BILL, (S. 727), WAS PASSED BY THE SENATE AND REFERRED TO THE
HOUSE, IT WAS NOT REFERREb TO COMMITTEE BUT WAS BLUE~LINED BY THE
PARLIAMENTARIAN BASED ON HIS OPINION THAT THIS ACT REPRESENTED A
REVENUE MEASURE WHICH NECESSARILY MUST ORIGINATE IN THE HOUSE.
SUBSEQUENTLY, CONGRESSMEN LOWRY, UDALL AND OTHERS, INTRODUCED A
COMPANION MEASURE TO OUR SENATE BILL, H.R. 2792, AND THAT BILL
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WAS REFERRED TO BOTH THE INTERIOR AND WAYS AND MEANS COMMITTEES.

OUR COLLEAGUE, CONGRESSMAN RANGEL, AGREED TO HOLD HEARINGS
AFTER H.R. 2792 WAS FAVORABLY REPORTED BY THE INTERIOR COMMITTEE
AND ON JUNE 15, 1988, THE BILL WAS PASSED BY THE HOUSE INTERIOR
COMMITTEE HAVING BEEN AMENDED AND SUBSEQUENTLY APPROVED BY THE
WAYS AND MEANS COMMITTEE. AS YOU CAN SEE, THE WAYS AND MEANS
COMMITTEE HAS REPORTED OUT AN AMENDMENT IN THE NATURE OF A
SUBSTITUTE WHICH SPECIFICALLY EXEMPTS INDIAN FISHING INCOME FROM
FEDERAL INCOME AND SELF~EMPLOYMENT TAXES, AND FURTHER PROVIDES
THAT SO LONG AS SUCH INCOME IS EXEMPT FROM FEDERAL TAX, IT SHALL
BE EXEMPT FROM ANY INCOME TAX BY A STATE OR POLITICAL SUBDIVISIO}.J
THEREOF .

MR. CHAIRMAN, ALTHOUGH I AM OF THE OPINION THAT THE BILL
ADOPTED BY THE INDIAN AFFAIRS COMMITTEE, AND APPROVED BY THE
SENATE IN 1987, PROVIDES SUFFICIENT LEGISLATIVE CLARIFICATION ON
THE ISSUR OF INDIAN TREATY RIGHTS TAX EXEMPTION, I AM MORE THAN
HAPPY TO DEFER TO THE DECISION BY THE WAYS AND MEANS COMMITTEE TO
SPECIFICALLY AMEND THE INTERNAL REVENUE CODE TO ACCOMPLISH THIS
SAME OBJECTIVE. THE WAYS AND MEANS COMMITTEE SUBSTITUTE ON H.R.
2792 HAS THE ADVANTAGE OF DEFINING WHO IS QUALIFIED TO CLAIM THE
EXEMPTION AND WHAT TYPE OF ACTIVITY IS COVERED BY THE EXEMPTION.

MY ONLY RESERVATION REGARDING THE WAYS AND MEANS COMMITTEE
SUBSTITUTE AMENDMENT PERTAINS TO SUBSECTION (C), "SPECIAL RULES"
SUBSECTION (3) RELATIONSHIP OF THIS SECTION TO TREATIES, ETC." I
INTERPRET THE PURPOSES OF THIS SECTION TO BE SIMPLY A
CLARIFICATION THAT NO OTHER TYPE OF TAX EXEMPTION CAN BE CLAIMED
FOR INDIAN TREATY FISHING INCOME, EXCEPT AS PROVIDED FOR IN THIS
BILL. THIS SECTION REPRESENTS A STANDARD METHOD OF CLARIFYING
WHAT IS AND WHAT IS NOT THE LAW WITH RESPECT TO THIS MATTER. IN
EFFECT, THE COMMITTEZ IS SAYING NOW THAT CONGRESS HAS SPOKEN ON
THIS QUESTION OF TAX TREATMENT OF INDIAN FISHING RIGHTS INCOME,
THAT THIS 1S THE DEFINITIVE STATEMENT, AND THAT WE, THE CONGRESS,
DO NOT INTEND TO LEAVE THE DOOR OPEN FOR ADDITIONAL CLAIMS IN THE
FUTURE WHICH MAY WELL END UP IN PROTRACTED LITIGATION AND
CONTINUED UNCERTAINTY AND CONFUSION AS TO WHAT THE LAW IS.
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SINCE THE TAX EXEMPTION A8 DEFINED BY THE BILL, H.R. 2791,
IS A SIMPLE STRAIGHT-FORWARD AND FAIR STATEMENT, I AM ENTIRELY IN
SUPPORT OF SUBSECTION 3, AND ITS PURPOSE OF PROVIDING A CLEAR
STATEMENT THAT THIS LEGISLATIVE DEFINITION OF THE EXEMPTION IS
THE EXCLUSIVE DEFINITION. IN THE COMMITTEE'S REPORT ON H.R.
2792, A STATEMENT IS MADE THAT THIS BILL,

“GOVERNS ONLY THE TAX TREATMENT OF INCOME
DERIVED FROM THE EXERCISE OF FISHING RIGHTS
GUARANTEED BY TREATIES, FEDERAL STATUTES AND
EXECUTIVE ORDERS AND NO INFERENCE IS MADE
THAT INCOME DERIVED FROM ANY OTHER ACTIVITIES
GUARANTEED BY TREATIES, FEDERAL STATUTES OR
EXECUTIVE ORDERS (B.G., HUNTING, GATHERINGS,
OR GRAZING ACTIVITIES) IS EXEMPT FROM
TAXATION."

I THINK IT IS VERY IMPORTANT THAT THIS COMMITTEE, IN ITS
REPORT ON THIS SECTION OF THE BILL, ALSO CLARIFY THAT NO
INFERENCE IS MADE THAT SUCH OTHER ACTIVITIES ARE NOT EXEMPT FROM
TAXATION. THE LAW IS WELL ESTABLISHED THAT THESE ACTIVITIES ARE
NOT TAXED AT PRESENT PRECISELY BECAUSE THEY ARE RIGHTS THAT WERE
PRESERVED TO THE INDIANS BY THEMSELVES IN TREATIES AS RECOGNIZED
BY FEDERAL STATUTE AND EXECUTEIVE ORDERS AND THESE RESERVED RIGHTS
ARE NOT TO BE BURDENED BY THE IMPOSITION OF FEDERAL AND STATE
INCOME TAXES. THIS BASIC PRINCIPLE OF FEDERAL INDIAN LAW IS NOT
DISTURBED OR MODIFIED IN ANY WAY BY H.R. 2792.

MR. CHAlRMAN, APART FROM THIS IMPORTANT MATTER OF
CLARIFICATION WITH RESPECT TO INTERPRETATION OF SUBSECTION 3, OF
H.R. 2792, I URGE YOU AND YOUR COLLEAGUES ON THE FINANCE
COMMITTEE TO REPORT THIS BILL EXPEDITIOUSLY AND WITHOUT
AMENDMENT. AS YOU WELL KNOW, IF THE SENATE MAKES NO AMENDMENT TO
H.R. 2792, THE BILL CAN BE SENT DIRECTLY TO THE PRESIDENT FOR HIS
SIGNATURE. INDIAN PEOPLE ACROSS THE COUNTRY HAVE REPEATEDLY TOLD
ME AND THE MEMBERS OF MY COMMITTEE, THAT THIS BILL IS OF THE
HIGHEST PRIORITY AND EXPEDITIOUS ACTION BY THIS COMMITTEE WOULD
BE GREATLY APPRECIATED.
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¥ UNDERSTAND THAT SOME MEMBERS OF THIS COMMITTEER HAVB A
CONCERN THAT IF THE BILL IS imxsmxn TO THE SENATE, STANDING
ALONE, IT MAY BE THE SUBJECT OF NON-RELEVANT AMENDMENTS, OR
AMENDMENTS THAT PROVIDE FOR TAX TREATMENT OF OTHER TYPES OF
INCOME BY NON-INDIANS. HOWEVER, I AM CONFIDENT THAT BETWEEN THE
FINANCE COMMITTEE AND THE INDIAN AFFAIRS COMMITTEE, WE CAN SECURE
A COMMITMENT FROM THE SENATE LEADERSHIP TO SEND THIS BILL TO THE
PRESIDENT WITHOUT ANY AMENDMENT MTSOEV'FR.

THANK YOU FOR YOUR GRACIOUS INVITATION TO TESTIFY AND PLEASE
BE ASSURED THAT I AND MY COLLEAGUES ON THE SBELECT COMMITTEE ON
INDIAN AFFAIRS, ARE PREPARED TO ASSIST YOU IN ANY WAY POSSIBLE TO
EXPEDITE ACTION ON THIS BILL.
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TESTIMONY OF GERALD I. JAMES

VICE CHAIRMAN
LUMMI INDIAN BUSINESS COUNCIL
. BEFORE THE
SUBCOMMITTEE ON TAXS;IW AND DEBT MANAGEMENT
THE

SENATE COMMITTEE ON FINANCE HEARING
ON MISCELLANEOUS TAX PROVISIONS

JUKRE 12, 1988

I am Gerald James, Vice Chairman of the Lummi Indian
Business Council, and also a_Tribal fisherman. 1 serve as a
Commissioner with the Northwest Indian Fish Commission which
represents the twenty Western Washington tribes situated
along the coastline of Puget Sound and the Pacific Ocean.
Thirty-five of our tribal fishermen have been processed
through the U.S. Tax Court because of their refusal to pay
federal income taxes on treaty-protected fishing income.
All bave IRS collection actions pending against them. I be-
lieve my testimony will offer definite insight regarding
H.R. 2792 "Indian Fishing Rights Clarifications" legislation
under consideration.

We are here before you because the IRS, an administra-
tive arm of the United States, has been attempting since
1982 to impose Federal taxes on Tribal fishermen's income
derived from commercial harvest of salmon in treaty-
designated waters. We appear because the IRS Chief Counsel
took the position that our fishing income should be tax
exempt only if exemption language was contained in our

treaty. This makes no sense, since our Treaty of Point
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Elliot was signed in 1855 and the first Constitutional Federal in-
come tax law was signed in 1913. Two Interior Department Solici-
tors (Coldiron 1983 and Richardson 1985), who are experts in

Indian law, held that our Treaty-based fishing rights are tax

exempt. But the Justice Department Associate Attorney General
reasoned that the Treasury Department position was the ''sounder
view of the law' in December, 1985. Senator Bradley and thirty-
two bi-partisan Senate co-sponsors asked the Justice Department in
July 1986 to ''reverse their ill-conceived policy without delay."
The Justice Department responded that this was a matter for Con-
gress or the Courts to decide. Thus, we appear before you today

on this significant treaty issue.

In the Pacific Northwest, fishing has been an integral

element of our Tribal cultures and economies for many centuries.

In the mid-1850's, Governor Stevens negotiated treaties with our

forefathers whereby vast areas of land and natural resources of

incalculable value were ceded to the United States in exchange for

reservation lands, support provisions, and protection from non-

Indian encroachments. We kept our fishing rights. Each of our

treaties:

Treaty of Medicine Creek, December 26, 1854
Treaty of Point Elliott, January 22, 1855
- Treaty of Point No Point, January 26, 1855
Treaty of Neah Bay, January 31,
Treaty of Olympia, July 1, 1855 and
January 25, ?856

contained the language: "The right of taking fish at usual and
accustomed grounds and stations is further secured to said
Indians, in common with all citizens of the Territory..." This
Tribally reserved treaty right was specifically mentioned in each
treaty to ensure commercial, ceremonial, and subsistence fishing
rights for our future generations.
- Preserving and protecting our tribal fishing rights against
non-Indian encroachment and diminishment has unfortunately been a
: continuing struggle for each succeeding Tribal generation. Seven

times in this century we have defended our Tribal fishing rights
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in the Supreme Court. Five times in the last decade we have
fought legislative attempts to diminish or extinguish our fishing
rights. Environmental degradation, mismanagement of the salmon

resource, and unregulated international interception of our salmon

in this century further depleted this Tribal resource.

We are heartened that H.R. 2792 has reached the Senate
Finance Committee, that a hearing has been expeditiously held, and
that this treaty clarification measure could feasibly become law
in the 100th Congress. S. 727, a bill "to clarify Indian Treaties
and Executive Orders with respect to fishing rights" as reported
by the Senate Select Committee on Indian Affairs passed the Senate
on May 13, 1987. A companion measure with bi-partisan support was
introduced in the House in June 1987 and was jointly referred to
the Committee on Interior and Insular Affairs and the Committee on
Ways and Means. The Committee on Interior and Insular Affairs
favorably reported H.R. 2792 on September 21, 1987; the Committee
on Ways and Means favorably reported this bill, amended to conform
with the Internal Revenue Code, on June 9, 1988, Even though
these years have been spent to clarify that Tribal fishing rights
protected by treaty are tax exempt, the Ways and Means Committee
judged S. 727 unconstitutional as a revenue measure. The House of
Representatives under suspension of the rules passed H.R. 2792 on
June 20, 1988. '

OUR TREATIES SHOULD NOT BE LIMITED OR DIMINISHED BY THIS BILL

We hope that H.R. 2792 will become law and do not want to im-
pede its progress. We are concerned, however, that the Committee
on Ways and Means in the redrafting process has implied that this
legislation rather than the Treaty is the source of the tax exemp-
tion. We hope the Senate Finance Committee in its deliberations
would clarify this matter. Our concern is focused on the statute
Section (1)(¢)(3) of H.R. 2792 and thé corresponding report lan-
guage. ’

This section poses significant threats to the body of Indian

Law as developed by the Federal Courts. Indian Treaties have been
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judicially construed as grants from the Indians to the United
States, and not grants from the United States to the Tribes. The
Tribes reserved all the rights that were not given to the federal
government. This 'Reserved Rights Doctrine’ is a cornerstone of
Indian Treaty Law.

The language of the House Bill regarding the relationship of
this act to Treaties may be seen as changing the teserved>tighCS
doctrine. This is very dangerous, and could lead to substantial
and expensive litigation.

The Reserved Rights Doctrine is a bedrock principle of both
Indian Law and water rights law. It comes from two Indian cases

which were decided over 80 years ago by the Supreme Court, United

States v. Winans, 198 U.S. 371 (1903) Winters v. United States,

207 U.S. 564 (1908). The Winans case involved interpretation of
the Treaty Fishing Rights of the Pacific Northwest Indiams, in
particular, the Yakima Nation. The Supreme Court held that the
fishing rights recited in the Treaty were not a gift from the
United States, but were reserved by the Indians. As the Court
said, "In other words, the treaty was not a grant of rights to the
Indians, but a grant of rights from them, - a reservation of those
not granted.” In the Winters case the Supreme Court held that the
reservation of rights to a reservation in the Indian Treaty
included by implication enough water to make the land productive;
this reserved right to water defeated a non-Indian claim to water
rights later granted by the State or the United States. The
Winters holding is routinely used to justify federal water and use
rights reserved by implication to the federal government in
national forests, national monuments, and national parks, as well
as upon Indian reservations. The Reserved Rights Doctrine has
been upheld by the Supreme Court and the lower federal courts in
countless cases.

Indian Tribes are governments within the federal system.
Many laws - Indian Tribal Governmental Tax Status Act, Clean Water

Acz, Clean Air Act, now-defunct Revenue Sharing, etc. - recog-
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nize and confirm this long-standing judicial characterization.
The Executive Branch cooperates with the Tribes as governments,
acknowledging that such status derives from the Treaties with the
Tribes. However, State governments traditionally are very antag-
onistic to treaty derived powers.

The 'relationship to treaties' language in the Bill permits
the States once again to advance the argument that Indian Treaty
rights are only a gift from Congress, and do not come from the
solemn national commitments represented by the Treaties. The
States routinely and vigorously fight any assertion of treaty
rights by Indians. Perhaps the most bitterly fought issues in the
Pacific Northwest concern the fishing rights which this Bill
interprets. As the Supreme Court stated in its 1979 decision
interpreting the Fishing Rights clause of the Pacific Northwest
Treaties:

The impact of illegal regulation, see Tulee v.

Washington, 315 U.S. 681, 86 L.Ed. 1115, 782 S. Ct. 862,
and of illegal exclusionary tactics by non-Indians, see
United States v. Winans, 198 U.S. 371, 49 L.Ed. 1089, 25
S.Ct. 662, in large measure accounts for the decline of
the Indian fisheries during this century and renders that
decline irrelevant to a determination of the fishing
tights the Indians assumed they were securing by

initialing the treaties in the middle of the last
century.

Washiongton v. Washington Commercial Passenger Fishing Vessel
Ass'n., 443 U.S. 658, (1979), at 669, n.l4.

Despite the language in the House Report limiting the sec-
tion's effect to federal taxes, State Attorneys General are
certain to seize upon the 'relationship to treaties' language to
initiate another round of attacks on the Reserved Rights doctrine.
They will claim that treaty rights are neither enforceable nor
self-executing without Congressional action such as this language.
Although a similar argument was réjected by the Supreme Court in
Fishing Vessel at 443 U.S. 693, n.33, the States will claim that
this legislation modifies that holding. New litigation asserting
this old claim can be expected, for the States have proven that
they are nothing if not inventive when it comes to attacking

Indian treaties.

RO T
S
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Modification of the this language to provide that the pro-
tections of this act are coextensive with the treaty is appropri-
ate and will forestall State action. We recommend this language:

The provisions of any law, Executive Order, or treaty
which secure any fishing right for any Indian Tribe shall
not be construed to provide an exemption from any tax
imposed by this title which is any broader than the
exemption recognized by this section.

We suggest that corresponding report language should be:

This Bill is consistent with Congress's interpretation
of the scope of tax immunity with respect to Indian
fishing activity under existing Treaties, Executive
Orders and Federal statutes. It is not intended to
exsand or limit suchb rights. Accordingly, the Bill pro-
vides that provisions of laws, Executive Orders or
Treaties proteccing Indian fishing activity are not to be
construed to provide an exemption from Federal income or

social securitz tax which is any broader than the exemp-
tion provided by Section 7873.

INCOME EARNED BY INDIANS MANAGING AND REARING FISH SHOULD BE
EXEMPTED FROM INCOME TAX BY THIS BILL

The House Bill exempts Indian income earned while harvesting,
processing, orv}ranspotting fish bharvested under the applicable
Treaty. The Report of the House Ways and Means Committee explains
that this definition includes income earned through 'aquaculture'.
However, tribal members employed in managing the fishery or rear-
ing the fish may still be subject to taxation of their income,
notwithstanding the language in the report.

The language of the Bill focuses on the catching and selling
portions of the Treaty right, but does not deal with the raising
and administration areas secured by the Treaty. There is no
logical reason to distinguish between Indians who manage the fish-
ery and raise the fish and all other Indians who earn income from
exercise of the Treaty right. While rearing and administration do
not involve as many tribal members as the harvesting, processing
and transporting functions of fishing, they are just as important.

Inclusion of the words ''managing and rearing” within the
definition of '"treaty fishing-related activity" would clarify
Congressional intent that all income from treaty protected activi-
ties is exempt from taxation, and would avert potential litigation

regarding the scope of the Bill.

e

i
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In the original 1974 decision in United States v. Washington,

384 F. Supp. 312, at 340 (W.D. Wash., 1974, Judge Boldt confirmed

that the Treaties gave the Tribes the right to regulate the treaty
fishing of their members. Tribal regulation required each tribe
to have management and enforcement capabilities including a tribal
government which could promulgate and enforce fishing regulations,
manage properly trained enforcement personnel, and use staff or
contracted fisheries scientists and managers. The tribal right to

manage the fishery has been confirmed by numerous court rulings,

" and was explicitly recognized by the Congress in the Pacific

Salmon Treaty Act of 1985, P.L. 99-5.

The Indian Tribes of the Pacific Northwest produce millions
of salmon which are released into the waters of Washington, Oregon
and Idaho. These fish are caught by all users, Indian and non-
Indian, in salt and fresh water. The United States District

Court in Phase II of United States v. Washington, 506 F. Supp. 187

(W.D. Wash., 1980) recognized that there was no difference between
hatchery and natural fish so far as the treaty fishing right was
concerned. The Court also noted that the purpose of the hatchery
fish was to supplement the natural fish populations in places
where man has damaged the natural runs. The Phase II decision,
like the original ruling, recognized that the Treaty Fishing Right
encompassed the right to take advantage of the technological
advances in fisheries science. These advances include the rearing
of fish.

INDIVIDUAL/CORPORATE PROCESSING EXEMPTION REQUIREMENTS ARE UNREAL-
ISTIC AND THE PROJECTED LOSS TO THE TREASURY ARE GROSSLY EXAG-
GERATED

Two other issues regarding H.R. 2792 deserve mention; namely;

(1) the complex requirements imposed on individual Indian or

Indian-owned corporations processing fish are prohibitively cum-

bersome and unrealistic; and (2) the annual tax revenue estimate

of $8 million annually we believe is grossly exaggerated based on

known tribal fisheries operations.

s
o,
£
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H.R. 2792 as passed by the House largely restricts the defi-
nition of "fishing rights-related activity" to activities carried
on within a single tribe. Generally, if part of an activity is
performed by members of a tribe other than the tribe whose members
“caught the fish, then, the activity is taxable. The exception to
this rule related to qualified Indian entities engaged in fish
processing or transbortation where members of multiple tribes own
at least 10 percent of the equity interests in the entity. In
this instance, there are significant issues of how income is
traced and allocated within the - entity and among the equity
holders. The allocation issues have been left for Treasury to
address in regulations. ;

The Tribes involved in the treaty-riggz_;fshing do not be-
lieve that this tribal boundary approach is realistic given the
nature of rtheir fishing resource and the history of the Tribes.
While the Tribes are sensitive to the House concerns that large
Indian-owned interests should not dominate substantial portions of
the fishing industry, the Tribes believe that the House concerns
can be addressed with 1;;8 restrictive rules.

There are two approaches which establish boundaries that will
meet our concerns and which are economically viable within the
fishery. The first approach would draw the boundaries at the
usual and accustomed fishing area of the processor's tribe. The
second approach would group together tribes which signed the
same treaty in the 1850's. We would be pleased to provide ample
justification to these approaches.

The revenue estimate cost to the Treasury is projected at $8
million annually in H.R. 2792, Our generous estimates for exist-
ing Western Washington Tribal fisheries operations, stretch the
potential loss to the Treasury to a total of $625,000 annually in
1987 dollars. As the Pacific Northwest Tribes harvest a major
portion of treaty fish, we are indeed mystified by the size of the

established revenue estimates in H.R. 2792. Again, we would be

St
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most willing to provide our calculations for Committee considera-
tion of a more realistic figure.
‘ CONCLUSION
In closing, I can only stress our deep concern that H.R.
2792 becomes law duri-; the 100th Congress. The Treasury Depart-
ment has forced us to seck Congressional clarification on the tax

exempt status of our treaty-protected fishing rights. Now the

administration supports H.R. 2792. We would hope the Senate Com-

mittee on Finance and the Congress will apply the broadest inter-

pretation of these treaty principles.
1 appreciate your time and attention to our views. We are
most willing to respond to any inquiries from the Committee on

Finance on Indian Fishing Rights clarification.
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TESTIMONY OF

REPRESENTATIVE JAMES M. JEFFORDS (R-VERMONT)

ON I
THE PENSION PORTABILITY ACT OF 1988

BEFORE THE

UNITED STATES SENATE
COMMITTEE ON FINANCE

JULY 12, 1988 at 9:30 A.M,

PENSION PORTABILITY ACT OF 1988

Mr. Chairman,

First, let me commend you and your Committee for holding
today‘'s hearings on the timely subject of pension portability; a
subject, I might add, that transcends the obvious and important
gains in retirement income security that can accrue to America's
workers and their families.

In a broader context, the legislative approach I will
present to the Committee for its consideration today also offers
great potential for increasing national savings and capital
formation and for addressing the issues of worker dislocation,
mobility, and competitiveness.

During the enactment of ERISA nearly fourteen years ago, our
two Committees and the corresponding two Committees of
jurisdiction in the HodSe and Senate were charged to study
alternative means of enhancing pension portability and expanding
pension coverage. Over the last decade and a half the Bouse
Committee on Education and Labor, on which I serve as Ranking
Member, has held extensive oversight and legislative hearings on
these and other employee benefits subjects with the view towards
developing a national retirement income policy.

As 1 stated over three years ago in introducing bipartisan
portability legislation, it is not only my view and that of my
Committee, but also the consensus of several Presidential
commissions and other private and governmental study groups op
retirement that a long term framework should be fashioned in
this most critical area of domestic policy. At that time it was
clear that several themes stemming from these hearings and
studies appeared to have a rather broad consensus among
business, labor, and employee/retiree groups. Briefly stated
they encompass the topics of pension portability, pension
coverage, and what I will term "pension preservation.”™ These
three topics remain as choice candidates for inclusion in any
revised retirement policy structure which seeks to improve on
the efficiency of the current framework serving to supplement
Social Security, that is, employer plans and individual
retirement savings. That framework is essentially a voluntary
one, and I believe that we in Congress must be careful to
recognize that element as we fashion our intended improvements.
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Over the past few years there has been a strengthening of
the consensus for an improved retirement income policy
framework, especially as the details of this framework have been
refined. To illustrate, I would call to the Committee's
attention the degree of unanimity accompanying the recent
' recommendations of the Advisory Council established under ERISA.
In March the business, labor, retiree, and public
representatives on this Council recommended a change in law
requiring private pension plans fhat permit lump sum
distributions to transfer such amounts t» financial -
intermediaries. In general, the Fensiou Portability Act of 1988
as reported by the Committee on Education and Labor on April
28th incorporates just such a feature as the presumptive form of
distribution for terminated employees who receive distributions
prior to retirement.

The ERISA Advisory Council also made a number of other
positive recommendations regarding portability and expansion of
pension coverage, including a provision to allow employees who
are not otherwise covered under a pension plan to request of
their employer that a salary-reduction SEP be established for
their contributions. As to this last innovative feature, 1'4d
like to recognize that my colleagues in the BHouse,
Representatives Bob Matsui, Edward Feighan, and Rod Chandler,
had the foresight to include just such a provision in the
pension portability legislation they've introduced (H.R. 1992
and H.R. 2643). .

At this point I would like to briefly describe the features’
of the Pension Portability Act of 1988 (H.R. 1961) as they were
reported by the Committee on Education and Labor (HBouse Report
100-676, Part 1). The reported bill has also been jointly
referred to the House Committee on Ways and Means for
legislative consideration. The legislation is identical to S.
2343 which was introduced by Senator Dan Quayle on April 28th.
I should point out that this legislation has been developed on a
bipartisan basis, is cosponsored and supported by our Committee
and Subcommittee Chairmen and Ranking Members, and has been
approved unanimously by the full Committee on two separate
occasions. As reported on April 28th, B.R. 1961 also reflects
several changes to the pension portability provisions as they
were passed by the Bouse last year under budget reconciliation.
The changes were made to conform the provisions as closely as
possible with specifications that had been suggested by the
Administration during the budget reconciliation conference,

As revised, this legislation containing the "portable
pension plan" concept is intended to directly address the needs
of our increasingly mobile labor force and to better preserve
current pension .plan asset accumulations of cver $2 trillion for
the payment of retirement benefits.

Today too much of this $2 trillion in assets, which NBC News
labeled "The Biggest Lump of Money in the World," is being
cashed-out, thus reducing future retirement income security and
our pool of national savings and increasing the burdens on
Social Security. From another perspective, our increasingly
mobile labor force, while generating a more freguent turnover of
pension assets, is demanding a more attractive pension
portability vehicle than currently exists. The Pension
Portability Act meets these dual and seemingly conflicting
challenges by permitting portable pension plans (i.e. individual
retirement plans and SEP's) to be set up by private sector
investment managers in order to receive, on a tax-free basis,
those employer plan distributions that would otherwise be
cashed-out.
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In several specific ways, the proposal encourages a form of
voluntary portability from existing tax-qualified pension plans.
First, the current law prohibition on the direct transfer of
employee contributions from pension _plans to IRA's is removed.
The Pension Poztability Act would permit all or a portion of a
terminated employee's benefit under a qualified plan, including
the employee's own after-tax contributions, to be transferred
tax-free directly from the plan to a portable pension plan.

Secondly, unless pensions are paid in annuity form the
direct transfer from qualified plans to a portable pension plan
would become the presumptive form of distribution. Not all
plans, but at least those qualified plans that allow fo:
single-sum distributions would have to provide employees +ho are
eligible for a distribution under the plan with an option to
transfer their benefits. Such sums would be made to a portable
pension plan in a direct trustee-to-trustee transfer. A plan
would be allowed to provide this portability transfer option as
the only option or as one of other distribution forms, including
the joint and survivor form as under current law. Also, if the
qualified plan provides, employees would be permitted to elect
out of the portability transfer option and receive their
benefits in another form allowed under the plan. To encourage
the employee and the employee's spouse to utilize the tax-free
portability transfer, the plan must provide an explanation of
the possible adverse tax consequences of not taking such a
transfer.

Thirdly, plan sponsors would be allowed to reduce their
recordkeeping burdens by transferring the pensions of .
terminating employees to portable plans. Thus, the portability
of pensions in any amount would be encouraged by permitting
plans, without obtaining employee or spousal consent, to make
such transfers. This procedure would be allowed, and the
current $3,500 restriction would be eliminated, because the
receiving portable plan would be treated as a transferee plan
that protects any spouse and provides a "core" set of
distribution options.

Finally, the portability of pension .amounts between plans
would be improved. Direct trustee-to-trustee transfers would
always be allowable among portable plan IRAs, and as under
current law, previous "rollovers" or transfers from gualified
plans to IRAs, which are separately accounted for, may be
transferred back to qualified plans of the same type.

For several reasons I believe it critical that this Congress
move expeditiously on these pension portabiddty and asset
preservation provisions I've just described.” The recent number
of terminations of overfunded pension plans has led in many
cases to the lump-sum cashout of vested benefits, thus
undermining the future retirement income security of employees
choosing cash rather than annuities. The adoption of these
provisions would help assure that such sums continue to be
invested for retirement purposes. Also, the Tax Reform Act's
amendments shortening ERISA's vesting provisions from 10 to 5
years will undoubtedly result in a further acceleration in both
the voluntary and mandatory lump-sum cashout of vested benefits
when short-service employees terminate their employment. Given
that plans' vesting provisions must soon be brought into
conformance with the Tax Reform Act, it is crucial that the
portability legislation be enacted now so that the pension asset
preservation provisions can be made effective in a timely

manner.
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Transcending these short-term concerns and from a more long
term perspective, the portable pension plan concept under H.R.
1961 is a key element in furthering spousal pension protection;
in furthering the expansion of pension "buy-back®” features for
teachers, engineers, and other mobile employees; and in
encouraging the payment of pension accumulations in annuity-like
form to supplement Social Security.

In general, IRAs (including SEP's) would serve as the
portability vehicle for benefit transfers from gqualified plans.
Such benefit transfers could consist of both taxable and
non-taxable benefits subject to appropriate reporting
requirements. Separate accounting of such amounts, including
earnings thereon would make the amounts eligible to be
transferred back to gualified employer plans.

In addition, the IRA portability vehicle would be subject to
the Retirement Equity Act spousal protection rules as though
they were defined contribution plans of the profit-sharing type.
By treating the portability vehicle as a transferee plan, the
spouse or other beneficiary designation under the qualified plan
would continue to be effective with respect to any benefits
transferred.

Lastly, the IRA portability vehicle would have to make
available a number of core distribution forms -- for example,
lump sums, joint and survivor and single life or guasi-annuity
forms, and ten year installment forms.

In addition to pension portability and pension asset
preservation, my Committee colleagues and I consider the
widespread lack of pension coverage to be one of the most
serious problems remaining to be addressed by ERISA. About
one-half of this Nation's recent retirees must meet their
retirement needs without the benefit of employer-sponsored or
other individual retirement savings. Even today, far too many
of the Nation's workers must rely on Social Security alone for
their retirement income security.

HB.R. 1961 begins to address this need by reducing the
administrative and cost barriers currently hindering employers
from establishing plans and making contributions. By
establishing portable pension plans under which employers and
employees may make contributions as circumstances permit without
having a continual and annual obljgation to do so, the bill
gives recognition to the fact that one of the major reasons that
some small employers are reluctant to establish plans is a
concern that they will be unable to make the annual required
contribution.

Also, by removing the restriction on the size of the
employer who can enroll their uncovered workers under a
salary-reduction SEP, the legislation intends to simplify the
administration and operation of SEP's, thus encouraging the
expansion of pension coverage. Under a new simplified formula,
employers would be able to make contributions on any combination
of a percentage-of~compensation or fixed-dollar-per-participant
basis. Employees would then be able to contribute to the plan
on a salary-reduction basis in any amount up to the employer's
contribution. Employer and employee salary-reduction
contributions would be subject to the limitations on
contributions under existing law. Besides being an
administratively simple and attractive means for employers to
establish pensions for their employees, it has been demonstrated
that employees are more likely to contribute and save if
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employers lead the way and the amounts coﬁtributed do not show
up in an employee's W-2 wages.

B.R. 1961 offers additional encouragement for the
establishment of portable pension plans by clarifying and
simplifying the application of ERISA to such plans, 1In this
connection the ERISA funding rules would be made inapplicable to
SEP's and other IRA pension plans. To eliminate the ’
inconsistency of SEP rules under current law, ERISA would be
conformed to the vesting, participation, and distrdbution rules
applicable to SEP's under the Internal Revenue Code.

"In summary, Mr. Chairman, as a key element of the national
retirement income policy advanced by my Committee on Education
and Labor, the Pension Portability Act is désigned to improve
retirement income security and address issues of worker
dislocation, mobility, and competitiveness by enhancing pension
investment choice, national savings and capital formation. I
would observe that these goals are also consistent with the
employee pension plan policies adopted pursuant to the Tax
Reform Act of 1986 and its ERISA predecessor.

Because of the long and careful study we've made of the
pension portability and pension coverage issues, I believe the
Congress can now take these significant steps while at the same
time maintaining the delicate balance needed to protect employee
interests and preserve the best features of both defined benefit
and defined contribution plans under our private pension system.

In conclusion, I look forward in the days ahead to working
closely with you, Mr. Chairman, the other members of this
Committee, the Administration, and other interested parties so
that by means of the early enactment of the Pension Portability
Act of 1988, we can begin moving towards the goal of increasing
pension coverage, portability, and retirement savings.
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STATEMENT OF ESOP ASSOCIATION
J. Michael Keeling, Esq.

Chairman Baucus, members of the Subcommittee, I am
J. Michael Keeling, and I am General Counsel to the ESOP
Association. I am also Of Counsel to the Washington, D.C. law
firm of Zuckert, Scoutt & Rasenberger.

The ESOP Association is a non-profit organization with over
1200 members nationwide, the majority of whom are ESOP companies.
The Association's offices are located at 1100 17th Street. N.W.,
Suite 310, Washington, D.C.

Mr. Chairman, it is a pleasﬁre and honor to speak to your
committee. You are considered to be a great friend of employee
ownership by the ESOP community.

The ESOP Association opposes S. 2078. S. 2078 would require
pre-transaction approval by a majority of a company's employees
befcre an ESOP could be established.

The reasons for the Association's opposition are many.

One, ESOPs are governed by ERISA, which means that they are
part of the private voluntary retirement system that is funded
through the voluntary contribution§ sf employers. The decision
to establish a qualified compensation plan is a voluntary one
made by the employer.

S. 2078 would make the ESOPs uniquely different from other
plans which may be invested in employer stock, such as profit
sharing plans, stock bonus plans, savings or thrift plans, and
the popular 401(k) plans, by requiring an employee vote to
approve establishment of an ESOP.

As we walk through the ramifications of an employee vote
before establishment of the ESOP, it will become clear why an
employer would more often than not elect to create a profit
sharing, stock bonus plan, or other similar arrangement, on a
voluntary basis instead of an ESOP.

Our second reason for opposing S. 2078 is because it erodes

the role of the ESOP trustee, a fiduciarv.
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ERISA is a set of procedural safeguards. The responsibility
of protecting participants in an ERISA plan is on the plan
fiduciary who is required to act for the exclusive benefit of the
plan paiticipants.

In addition, the asép fiduciary has perhaps even more
difficult burdens than other ERISA fiduclaries. For example, the
law requires DOL and IRS to give special scrutiny to a leveraged
ESOP transaction. Recent DOL enforcement actions hava'actually
undone proposed ESOP transactions.

We maintain that there is very little evidence that ESOP
fiduciaries do not act exclusively in the interests of plan
participants. Wwhere there is a doubt, the Department of Labor
has brought legal action against the fiduciary and the plan
sponsor. We welcome vigorous enforcement of the law by the
Department.

Although not clear in the introductory statement by Senator
Armstrong accompanying S. 2078, it is to be assumed that the
proposed employee vote may result in the absolution of the
fiduciary of responsibility for negotiating the terms of an ESOP
transaction, the reviewing of the value of the consideration
given by the ESOP for employer stock, or safeguarding the welfare
of the participants.

Removing ths qualified fiduciary, who is often an
independent trustee with independent financial and legal
advisors, from the process of establishing an ESOP, will not
benefit employees.

In searching for the legal framework that would accompany
the implementation of S. 2078, the only analogy lies in our labor
laws, and the regulation of employee votes by the National Labot
Relations Board (NLRB). Here lies our third objection. S. 2078
creates unanswered questions for labor-management relations.

- Under current Federal law, Congress requires an employee
vote only when there is evidence that a certain number of
employees wish to vote for a labor union to bargain for them with

management.
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These employee votes are governed by Section 29 U.S.C. §.159
of the National Labor Relations Act. This Act, and related laws,
are popularly called the Wagner Act, the raft-Hartley Act, and
the Landrum-Griffin Act. 29 CFR §§ 101/102, issued by the NLRB,
provides greater detail about how these employee votes are to be
called, conducted, and certified. These laws and regulations are
long, and complex.

Conflicts arising from these employee votes are too numerous
to count. One short treatise on NLRB elections listed, in 1979,
over 525 major court decisions on these election disputes.l/
There are literally thousands and thousands of unfair labor
practices filed with the NLRB arising from elections since
enactment of the Wagner Act in 1935. )

What are these lawsuits about? The issues are obvious:
what is the duration of the election? what is permissible
behavior during the election period, by management, by employees
(is face to face campaigning permitted, i1s campaigning permitted
during work hours, at residences, over the airwaves, etc.)? Wwho
is eligible to vote? Who counts the vote? Who certifies the
election? Who decides if an unfair practice influenced the vote
outcome? Who stops the election process if a siahificant unfair
practice occurs during the campaigning/election process?

It is reasonable to expect that a vote requirement in the
ESOP context would create the same mass of confusion.

And this brings us to the fourth reason for opposing

S. 2078.

The ESOP Association has as members most of the successful
ESOP companies in America.

The overwhelming majority look at management-employee
teamwork as a key element in their®success.

The teamwork that accompanies the ESOP is not born in an
adversarial relationship.

S. 2078 would automatically convert the normal ESOP creation

process into one of suspicion and hostility because it would
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require a wall being dropped between management and employees.

For example, if you personally visit an ESOP company, you
will probably find direct evidence of the bond of ownership
between management and employees .

Typically, the ESOP in a closely-held company is the result
of thinking by one or two owner-managers. It is common in such
circumstances for the current owners to go to the 100 to 1000
employees, who they may know on a first-name basis, and announce
what is perceived as a great employe benefit -- employee
ownership. The employees make no wage concessions, give up no
other employee benefits, and react in an upbeat manner.

Under S. 2078, the first message to the employees by
owners-managers would be -- "We would like to create a program of
employee ownership -- an ESOP. But Congress has decided ESOPs
are dangerous, unlike profit sharing plans, 401(k) plans, and
stock -bonus plans. So we have brought some people you do not
know to tell you the plus's and minus's of ESOPs because we
cannot try to persuade you to vote for the ESOP."

The reaction of any normal employee would be ~- "WOW, ESOPs
are bad. These managers are up to something. This looks like an
'us' versus 'them' issue."

So S. 2078 would automatically create a negative patina
around ESOP creation where currently, in the typical ESOP
company, the ESOP is created in an amicable environment between
owner-managers and employees.

Furthermore, if the employee vote is close, the possibility
that the ESOP will be a positive force in increased corporate
performance is unlikely.

The above-related scenario of the changes fostered by
enactment of S. 2078 leads to the fifth reason the ESOP
Association opposes this legislation.

It is still a fact that most ESOP companies -- companies
with a significant level of employee ownership -- are small to

mid-size corporations with 100 to 1000 employees. These
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companies are closely-held and have never had their stock
publicly traded.

If this class of company is faced with an employee vote
before creating an ESOP, the vote may require registration with
the Securities Exchange Commission, because the action would be
similar to many individual investors making a stock investment
decision.

The expense of SEC registration, filing stock prospectus,
and annual reports are well-documented, and it is an expense
avoided by most U.S. business owners.

Reasons 1 through 5 all lead to an overvhelming conclusion.
When the business man or woman of the typicel U.S. corporation is
presented

o with the detailed dictates of an employee vote;

o with registering as a publicly-traded company;

o with bringing in strangers to be a buffer between them

and their employees; and

o with the plan fiduciary absolved of his or her duties

to act in the exclusive interest of participants,
as contrasted with setting up a profit-sharing, stock bonus plan,
401(k) plan, with having none of the above-cited headaches, that
corporation will not create an ESOP.

Mr. Chairman, S. 2078 goes to the essence of debate about
ESOPs -- are they good for employees, for America, or are they
bad for employees.

The debate swirls. We believe that the evidence is
overwhelming that the vast majority of ESOPs do work for
employees.

It particularly works for employees and America in that
sector of the economy vei'y important to our nation's future --
small and mid-size privatwely-held corporations.

To illustrate our point, I ask your consent to include in
the hearing record u recent article in INC magazine by John Casey
-~ "BSOPS -~ Dead or Alive?* (Attachment 1.) This is not an
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ESOP puff piece. The author had read all the "exposes" of ESOPs
by the "big" name financial and popular press, and set out to
blast ESOPs. Instead he did what you have done Mr. Chairman. He
actually met with ESOP company managers and employees. He found
most very happy, and well off financially.

So the article presents the problems of ESOPs for small and
mid-size companies, as well as the plus’'s.

Turning to the large, publicly traded corporations, since
1986, these companies in greater numbers are looking at ESOPs.
some, very few, have actually begun a significant employee
ownership program. The results are encouraging, and we believe
that the success stories will move larger companies to ESOPs.
Because timing is key to obtaining financing by large company
ESOPs, and because large, publicly traded corporations frequently
have union-represented bargaining units negotiating for
employees, S. 2078 would slow significantly large company ESOP
creation, and would erode labor union power to represent its
members. This 1s our sixth reason for opposing S. 2078.

$. 2078 would also discriminate in favor of the hostile,
third-party raider, whese actions may result in some employees
losing their jobs, over a group of employees who may want to
acquire the corporation to save their jobs.

Mr. Chairman, ESOPS are not all perfect. Huch controversy
arises when an ESOP gets thrown into the volatile mix of a
takeover fight, labor-management strife, or both. '

The ESOP Association has worked closely with its frienrnds in
Congress, and the Department of Labcr to ensure the employee is
protected in these situations, and that the fiduciary meets his
responsibilities to act in the exclusive benefit cf ESOP
participants.

For example, our friends proposed the 1986 reforms on
diversification, independent valuations, and mandatory payout.

Our friends proposed the tightening of voting rights in 1986. We

‘
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welcomed Assistant Secretary of Labor, David Walker, when he came
to us to speak to our Conventions.

For example, under Assistant Secretary Walker's prodding,
the Secretary of Labor's ERISA Advisory Committee spent over one
year~study1ng thousands of pages of testimony and documents from
ESOP critics and supporters. The Advisory Committee reviewed the
very issues mentioned by Senator Armstrong when he introduced
S 2078. After the one year study period, the Advisory Committee
submitted recommendations to the Secretary of Labor on ESOPs in
large, complex transactions. Although the ESOP Association does
not agree with all of the Advisory Committee's recommendations,
we do commend the serious study given to ESOP issues, and we were
honored that Assistant Secretary Walker sought our views during
the year long sthdy.

The Association pledge to continue to work with
Congressional ESOP supporters to encourage more employee
ownership and to make ESOPs better.

In summary, Congress has enacted laws for over 15 years
encouraging the creation of ESOPs and employee ownership so that
capital ownership can become more widespread. The sad fact is
that the Pumber of ESOP companies in America is still rather
small compared to the total number of companies. One suspects
that the many regulatory and costs hurdles to establishing an
ESOP, along with the psychological barrier of sharing ownership,
limits the number. We do not need new hurdles such as S. 2078
would create.

I will be pleased to answer any questions.

1/ R. Lewis and W. Krupman, Winning NLRB Elections (1979).

92-266 0 - 89 - 6
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ATTACHMENT 1

ALIVE?

Sure, ESOPs can be cumbersome and tricky.

But despite the bad press, they
can be exactly what your company needs

BYJOHN CASE

>STORY PROPOSAL - |

1’ve been reading negative steries oa employee stock
ewnership plans for years. That scarcely prepared me
for what | found at last year's Natienal Center for
mnmm k'naﬂondodby
ds of small-busk , and mest were

with thelr ESOPs. Later | began visiting

ESOP companies ud lo-rnh. sheut thels experi-
ences. My h ies have heen
figuring out how te use ESOPs te their advantage.
Let’s sort through what they’ve done and tell our
readers what works—and what te watchfor. —J.C.

94 INC/JUNE 1988

EMPLOYEE STOCK OWNERSHIP PLANS—ESCPS—
have been around for a while now, and plenty of compznies
have tried them. Having spent a year or so studying up on
the experience, ['ve come to a couple of conclusions.

One: [t would be very easy to argue that no commpany
owner should even consider installing an FSOP.

Just think of all the companies with employee ownership
that got themselves into trouble. Frank Borman, chief ex-
ecutive officer of Eastern Air Lines Inc., agrees to give
workers about 20% of the stock inreturn for wage conces-
sions. And what happens? Losses mount, unions and man-
agement keep on bickering. Employee owners vote to sell
U.S. News & World Report 1o would-be media mogut Morti-
mer B. Zuckerman. Immediately the deal gets tied up in
tawsuits—ex-employees [eel they’ve gotten the shat.

The cautionary tales aren’t limited to large companies.
“If f had it 10 do all over again, [ wouldn't have an ESOP,”
says Phil Grogan, who led an ESOP-financed buyout of
Keyser Garment Inc., a2 smail clothirg manufacturer. Elliot
Schrier, president of a San Francisco consulting firm called
Manalytics [nc., set up an ESOP but terminated it this year.
At least Grogan and Schrier talked to INC.; another CEQ
wouldn’t let us get past his secretary. ‘He doesn’t wish to
discuss the ESOP,” she informed us icily. Too bad; we'd
heard he’d had some senous problems.

All this was beginning to add up to yet another negative
article on ESOPs. But wait! There seemed to be a few
other experiences—no, a lof of other experiences—that
didn’t fit this sour view.

For one thing, the number of ESOPs is continuing to
grow. "‘About 70010 800 new ESOPs are established every
year,” says Corey Rosen, executive director of the Nation-
al Center for Employee Ownership, a research organiza-
tion. Most of them, Rosen adds, are in small, private
companies. All told, there are m1ybe 9,000 U.S. companies
with ESOPs.

Then 100, there are just 100 many CEQs who /ike their
ESOPs. Henri Bertuch, for example. Until recently Ber-
tuch was sole owner of D.V.C. Industries Inc., a Bay Shore,
N.Y., manufacturer of looseleaf binders and packaging ma-
terials. Then he established an ESOP and sold it 30% of his
stock. Now, he says, he's “in a dreamworld.” Not only
does he have a hefty jingle in his jeans, but his company has
a new team spirit. For years, D.V.C.'s sales had been flat,
hovering around $15 million. In 1987, the first full year
after the ESOP wasinstalled, revenues were up 8%, pretax
profits up 64%. This year looks even better, with sales
running ahead of last year's by 28%.

As it happens, Bertuchisn't the exception, he's the rule.
Over the past 12 months ! met with dozens of executives
who had installed ESOPs. | attended conferences at which
dozens more lauded the plans. | talked with employees and
experts—and came to another conclusion.

Yes, ESOPs can cause problems. And yes, the problems
can sometimes overwhelm the benefits. But the difference
between ESOPs that work and those that don’t isn't blind
luck. Rather, it's knowing when an ESOP is appropriate
and when it's not—and how to use it when it is. An ESOP
can accomplish everythifig it was designed to accomplish.
For some companies it can work wonders.

With that in mind, here’s INC.’s question-and-answer
guide to ESOPs—the promises and possibilities, the prob-
lems and pitfalts. There are plenty of cach.
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HOW AN EXOP WORKS

Inc. creates the trust and annually - .
contributes stock, treasury stock, or
cash, up to 25% of covered payroll
Il the contributions are in cash, the
ESOP uses the money to buy stock
{rom existing shareholders. Stock
is then credited to individual em-
ployees’ accounts, usually vesting
over a period of up to seven years.
Unless ABC is a publicly traded com-
pany, it must offer to buy the stock
back when the employee leaves or
retires (the payout can take place
over several years). ABC’s contribu-
tions of stock or cash are tax-geduct-
ible; so are cash dividends passed
through the ESOP to employee
shzxeholdem
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eraged ESOP worki'in the

*faraé way, excest the ESOP borrows.

‘themooeytoﬁmdmwrchauol ‘?‘
stock. ABC pr

guarantees the joan to lhe ESOP and

contributes cash or pays dividends
sufficient to enable the ESOP to re-
pay it. As the loan is paid off, the
stock it bought is credited to employ-’
ee accounts. ABC can deduct the full
value of loan repaymeats (principal
and interest) from its taxable income,
though contributions used by the
ESOP to pay the principal can't ex- -
ceed 25% of covered payroll. Since
!hebankgeu a tax break on its earn-
ings from the loan, rates are typically
75% to 90% of the company’s usual
rate. If the borrowed funds are used
to buy new stock (rather than to buy
out existing shareholders), the com-~
pany gets full use of the proceeds. - -

OK, given all the sad stories about ESOPs, why should |
even consider installing one at my company?

In a word, liquidity.

Qwners of small, private companies usu-
ally engineer an ESOP to create a market
for their stock. It's 2 way of cashing in—or
out—without going public or selling the
company. The tax breaks are huge. The
psychic rewards—well, let Bertuch tell it.

In December 1985, at age 54, Bertuch
was beginning to think about getting some
of his money out of the business his family
had owned for three generations. Aa IPO
was out of the question. D.V.C. Industries
was in too unglamorous an industry, its
sales and earnings too lackluster. Granted,
some would-be buyers were sniffing
around. But Bertuch couldn't see selling.
An acquirer would probably move the busi-
ness, costing a generation of loyal employ-

ees their jobs. Family members who might
want to come into the company—Bertuch
was thinking mainly of his sons Michael and
Mark—wouldn't get the chance.

And oh, those tax breaks. Bertuch sold
his new ESOP 30% of his stock. That made
him eligible for. socalled rollover treat-
ment: ali he had to do was reinvest the pro-
ceeds in other U.S. corporate securities,
and the tax on-his gains was completely
deferred. If he dies before selling the new
assets, his heirs can avoidincome taxon the
gains entirely. To buy Bertuch’s stock, the
ESOP borrowed $1.8 million. Because
banks get a tax break on ESOP loans, the
interest rale was 82% of prime, not the
point or so over prime that D.V.C. normal-
ly pays. And because both principal and

interest payments are tax-deductible,
D.V.C.’'s ESOPis buying the stock with pre-
tax dollars as it pays down the seven-year
loan. Had it simply retired Bertuch’s stock,
the company would have been using after-
tax dollars. And it wouldn't have gotten a
break on the loanrate.

The story of Henri Bertuch is the reason
why the number of ESOPs continues to
grow: a lot of people are, or will be, n his
situation. Are you among them?

1f you're looking for liquidity; if you want
to continue running the company or at least
see it remain independent; and if you want
to avoid the whopping taxes you'd owe on a
cash sale—well, then, some day, you'll at
Jeast comsider an ESOP. [f your accoun-
tants don't insist ou it, your children will.

The cash and the tax benefits sound great—for me.
But what happens to the business?

Rest easy: despite the occasional horror
story, thousands of thriving small and mid-
size companies now have ESOPs. The
plans themselves are both a powerful fi-
nancial tool and a potentially generous
benefit.

Consider BCM Engineers I[nc., in Plym-
outh Meeting, Pa. Eleven years ago, BCM
employees bought their $6.5-million com-
pany from Betz Laboratories Inc. Officers
put up about $1.4 million for convertible
debentures; the rest, $3.8 million, was paid
by a newly organized employee stock own-
ership plan, which borrowed the money.

Today. BCM racks up about 350 mﬁbon a
year in revenues from¢

the last of the purchase loan. Two years
lateritb d $1.5 million for an acquisi-

ing, mostly in water, asbeslos. and waste
treatment. A share of stock worth $2.40 in
1977 hit $21.25 at the end of 1987—and last
year alone paid its owner a cash dividend of
12.5¢. The ESOP owns more than 85% of
the shares.

How much the ESOP contributed to
BCM's stellar performance is a question
company president James Jablonski doesn’t
answer directly; engineer-like, he prefers
facts to theories But the facts he cites are
compelling. In 1984 the company paid offl

tion, and last year it financed 2 $1.1-mullion
renovation of its laboratory and equipment.
Since both loans were chaaneled through
the ESOP, the bank offered fixed rates of
about 80% of prime—and BCM can repay
the money with pretax dollars. Put the
two factors together, says Jablonski,
and you have borrowing costs that are
roughly Aglf what they would be without
the ESOP.

Cheap mouey; atlractive benefit. BCM—
which also has a 401(k) retirement plan—
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shares, vested or not; snd they can vote in
shareholder elections

mooths of service. . .
Mmmm«mmw
400 people. Since then it has added 300, 2

dla-meuix.

Tate candidates, he svers, are so miich moce

difficult task in a field as competitive as  heid firms, in which the prospect of owning
BCM's. Jablonsii credits the ESOP. First-  stock was so remote,” be says.
does stock ownership breed

cooperation? Does It make employees more productive?

ers. “The employees coukdn't care less
about the stock,” says David L. Stone, a
partoer with Touche Ross & Co., descrid-

ing a that sold its
kers a third of the shares. “They know

that 65% of the stock still beloags to guys
who treat them like garbage and will contin-
ue to treat them fike garbage.”

The fact is, howaver, that the bopes for
ESOPs weren’t entirely misguided. The
plammlmaaqumo(wopammd

canhaveap

ation of the company dropped a litde, and
Bertuch knew the committee would hold
hir accountable. It did. **“They called me in
and asked me about our strategy and long-
range plans,” be says. 1 talked about what
eqmpmentwe were buying, how we were
addr the problem.” Last year the val-
uation of D.V.C. Industries rose 18%.
Employees have tobe able to understand
the information they're given. Another
ESOP company, Reflexite Corp.. distrib-
utes an ] kind of £
to employees: every entry is annotated to
explain exactly what it means. Bertuch pro-
ndestheoommlttu'nhonlylhzwdxmy
But he has invited the

Mynmdoutdonmmmmuny Thnu

sale of the business. (Even then, their vote

doesa’t mean much uniess they cootrol a

mazomy)NotdoSeanmndhchnge
rules about

Eacd

interviews with
CEOs who not only established ESOPs but
have gone out of their way to feaf employ-
ué\ieommeememmm
and joa. “If

yourenotwﬂhng to have a committee,”
says Bertuch, “you shouldn’t have an
ESOP.” His committee, composed of two
peop&e&vmeachdemmt.mhemhe
joa about the busi-

apply.
ESOP shareholders don’t have to be kept
informed about the plaus, prospects,

Esohm'%gyio&emd
= in this case, of an icon-

duced the two men—and Long, soa of

ness, induding financial figures. The first
year after the ESOP was installed, the valu-

THE BIRTHOF EXOPs

New York State Center for Employee Own-
ership and Participation into bis company to
teach employees about business. “The
more knowledge people have about how a
company works—bow prices are deter-
mined, bow we make money—the better
off they're going to feel about the compa-
ny,” says

[0 Money. Bertuch doesn’t pay cash divi-
dends; instead he contributes 15% of salary
10 ESOP accounts pius 4% interest per year
in addition to stock appreciation. Other
ESOP companies, such as Reflexite and

code. Now, however, Senator Loag i isre-
tired, and federal revenue needs are put-
ting pressure oa tax breaks of all sorts.-
Does that presage an end (o the ESOP ,.
mm’ Pn:obabty not, uy the experts. 1.
tive Fortney H. “Pt!:" Shrk (D-Calif.), .
tike to attack ESOPs, but the vast major-
ity is either sympathetic or neutral. . .
Kelso, now in his seventies, is grati- .
fied by the proliferation of his intellectu-
al offspring, but bitter that economists -
stiil pay him 50 little mind. “I had the
bad luck,” he complains, “to displease ¢
the most arrogant profession on earth.”

POTOGEAM JOMN RAFDING.
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Chy‘ﬂ‘;lk. P .;l-«vm-.. >
ond mail-réo‘in’-hiﬂ'a Solar Press loc.,
and today he is complaining to manage- -
ment. The tools needed to fix a jammed
machine, be says, are always .
getting lost. Work stops while
the crew chiefs fook for them.
This, it is plain, is not your
ordinary workpiace complaint.
Polk is the leader of a group of
four other hourly workers, and
together they have researched
their grievance to within an
inch of its life. They know
how often the machines jam
up, how long it takes to find
the tools, and how mucb the
unnecessary downtime costs
the compa.iy. And they have a
proposal: buy the 17 mail-
room crew chiefs individual
sets of tools. Hand-lettered
wall charts compare the cost
of the nerv tools with the costs
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How one

manager Chuck Ommu—u convinced.

Supervisor Clay Polk of Solar Press Inc.
are entrested with & tion and

lity.

Maybe—but thea this grou é
of 16 “reativity circles” esubnshed Qc
throughout Solar Press since January -
1987, and all of the 16 groups are busy
coming up with ideas to save
money or improve quality. -
The customer-service reps
realized that job tickets were
being written up in a dozen
different ways, leading to re-
current production foul-ups,

{ and are writing a manual to
standardize procedures. A
pressroom circle figured out
how 10 save thousands of dol-
lars in wasted paper by open-
ing the rolls differenty.

All this, oddly enough, is
part of Joe Hudetz's plan—a
plan that began with woader-.
ing how he and his 10 broth-
ers and sisters, owners of the
company their father had
started, could solve two
problems.

of the current situation. If

The siblings’ immediate -

management will pay for the
tools, Polk says, his group will come in
before work to build toolboxes and a de-
ot to keep them in. And oh, yes: crew
chiefs will replace any tools they lose.

When the plan proposed by Polk’s group
goes into effect, the annual savings could
come to $8,000.

Not much for a $27-million business?

concern was lLiquidity. Solar was highly

profitable, but shares in the privately

held company had no market. \
For those active in the business—

BCM Engineers, boost the ownership mes-
sage with regular cash dividends. “We pay
them in the summertime, nght around the
Fourth of July,” says BCM's Jabloaski. "It
really makes the ESOP mean something
more than just a stock certificate.”

O Participation in management. At
BCM—and at other ESOP companies that
pass voting rights through to employees—
workers elect the board of directors, just as
shareholders do in a public company. But
participation need not be limited to elec-
tions, nor to the kind of ¢ jon Ber-

distributor of packaging to the fast-food in-
dustry, employee committees make nearly
all decisions relating to working conditions,
benefits, equipment purchases, and sales
policies.

The CEQOs who treat employees as own-
ers swear by their methods—which is not
to say that those methods are appropriate
for all. But at least some evidence points to
an effect on company performance. A Na-
tional Ceater for Employee Ownership
study, for example, found that a sample of
45 companies grew faster after establishing

tuch has established with his ¢ . At
Clay Equipment Corp an lowa mamtac-
turer of farm eq that i d an

an ESOP than they had been growing be-
fore, with sales rising fastest in high-partici-
pation panies. And a recent report by

ESQP a few years ago, employees meet in
groups to discuss ways of increasing sales,
cutting costs, and improving products.
* At Phillips Paper Corp., a San Antonio

the U.S. General Accounting Office found a
positive relationship between employee
participation and corporate productivity,
though no relationship between econ-

omic performance and ESOPs in general.

Information sharing, generous compean-
sauion schemes, participation in manage-
ment—is it all a bit much? ft was for Phul
Grogran of Keyser Garmeat, who resented
the fact that, as he put it, “There are certan
individuals who think they own the plant
and think they should run it.” If you're in
Grogan's camp—if you'd just as soon not
rock the managerial boat—you may not
want an ESOP.

But f ycu believe that a culture of coop~
eration is exactly what your business
needs, you may well want to start with shar-
ing owmership—and then learn to involve
your employees in the operation of the
company. The one without the other may
give you some tax breaks, but it won't have
any positive effect oa the way your busi-
ness works.

So far, so good—but aren’t ESOPs expensive and
complicated? And can’t they backfire?

Yes, and yes.

First come the consultants, then the law-
yers and accountants. A feasibility study
alone can cost several thousand dollars. If
you decide to proceed with the plan, you'll
spend at least §15,000 to setitup. Onceitis
in operation, moreover, the law requires a
complete annual valuation of the company,
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and someone on your stafl will have to
spend large of time administering

blunt the attraction of an ESOP. “‘For small
c the costs are really just too

the plan. ESOPs are even more complex
than other tax-qualified retirement plans—
themselves no models of simplicity—be-
cause the relevant rules and regulations are
still being written.

These administrative costs alone can

tugh,” says Elhiot Schrier of Manalytics, the
San Francisco consulting firm. An ESOP
isn't cost effective, experts agree, until the
payroll is larger than 15 or 20. Similarly, if
all you want is an employee benefit—and
youdon't particularly care about the tax and

PHOTOGIAMH DAVID SUTTON




known all the employees, and had
worked out of offices right ca the shop
floor. Now there were too many people,
and ication between
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ployees’ accounts. Solar found it could
contribute 15% of payroll 10 the ESOP—
roughly triple what it had contributed to
its old profit-sharing plan, and at no ex-
tra cost. At this rate, employees will own
25% of the business by 1996,

ed to reverse the trend toward top-down
management,” he says, “and get back to
a group effort, the way it used to be.”
.0 ESOP alone, said the experts Hidetz
ited, wouldn't tish that goal.

and workers was breaking down.

Joe Hudetz isa’t the chief executive;
that job belongs to younger brother -
Frank, who has been with the company
longer. But it was Joe, a lawyer and
CPA, who introduced ESOPs to the rest.

Employees had to be treated ke own- -

€r3, entrusted with information and re- *
fity; and they had to see some

tangible resalts of their efforts now, not

. .ast at retirement. -

Hudets attacked oo several fronts. He
telused the company’s first-ever public

By 1986 Solar had established its plan.

. The tages were ap imme-
diately. The ESOP borrowed $4 million
pany, which retired an equivalent
amcunt of Jong-term debt. Since prind-
pal and interest on ESOP loans are tax-
deductible, Solar saved some $150,000 a
year. It contributed that money to the
ESOP, which begin buying family mem-
bers’ shares and allocating them to em-

and passed the loan through to the com- .

| repoct. He instituted a new
gain-sharing system: 25% of all profits
over a certain modest target would be
distributed as “employee owner bonus-
es,” typically adding several hundred
doflars per quarter to veteran employ-
ees’ paychecks. Most significantly, he
established the creativity circles, there-
by giving employees a chance to take
coatrol of their wock lives.

To bear some employees tell it, an,.’.@‘]
this was laid oo a litde thick. “T was ->%'F,
nkepba!." says Vince Adetman, 3 super- ,
visor in the prepress department. “The
idea was heavily sold and packaged; the
leaders tried to elicit enthusiasm for it. |
felt as if | were being manipulated.” But,
says Adelman, he became a reluctant
convert. “What really convinced me was
seeing that the system worked. For ex-
ample, we had a problem with printing-
plate rework. We gathered up data,
charted it, and ended up reducing re-
work significantly.”

From Hudeta's perspective, the ESOP
and its accompanying changes have
worked well as managemeat tools: ab-
senteeism and turnover are down, sales
and profits up. “The company that we'll
own 75% of will grow faster thanthe .
company we used to own 100% of,” be :
predicts. But what impresses him most
is the way employees now seemto be -
acting like owners, thinking about their
jobs as well as performing them. “The _
American worker needs a shot in the
arm to start being more competitive,” he
says, “and this gives it to them. They
wake up in the morning saying, Hey, I'm
somebody—1 own a piece of this place.”

financial advantages—an ESOP may be
overkill. “I could design a stock-option or
some other kind of stock plan that would
have all the motivational benefits of an
ESOP and cost the company less,” says
Touche Ross’s David Stooe.

Administrative costs are at least predict-
able. But there's also a hi unpre-
dictable—cost to an ESOP. Consider: in an
ESOP transaction like Bertuch's, the cash
borrowed from the bank goes to buy out the
owner. Employees get stock, not moaey.
Yet the company or the ESOP must offer to
buy back every departing employee’s stock
at current appraised value. So D.V.C. In-
dustries will eventually be Hable for cask
outlays beyond what it pays the bank.

This repurchase Lability, as it’s known,
operates by a kind of perverse bogic. The
faster D.V.C. grows, the more the stock

will be worth and the more costly the
buyouts. If the company runs into trouble
the stock will be cheaper—Uut there may
not be enough money to redeem it. Exactly
when the bill will come due, moreover, isa't
clear. In a small company, employee depar-
tures can't be predicted with precision.
The peoblem arises whether or not the
plan is buying the original owner’s shares.
A company can contribute new shares to an
ESOP, for example, and deduct their full
value from its taxable earnings. That's a
cash-generaling benefit plan—but the com-
pany will need all these tax savings and a
good bit more when employees leave. The
situation is the same when a company bor-
rows through its ESOP, 1s BCM Engineers
has dooe. For every loan dollar that's re-
paid, the company must credit employee
accounts with a dollar's worth of stock.

That dilutes existing share%.oldings and
creates new repurchase liabilities. So the
transaction makes financial sense only if
the loan “buys” enough growth and profit-
ability to cover its eventual costs.

[t's possible to make more of the repur-
chase liability than it merits. The ESOP is,
after all, a benefit plan, and benefit plans do
cost money. Even so, some of the compa-
nies we talked with had gotten themselves
into trouble on this score. A Honolulu en-
trepreneur, whose company has hit hard
times, said he'd have to sell assets to buy
out his key employees if they chose to
leave. The bottom ne? ‘You have this big
uncertainty hanging out there,” says Corey
Rosen, of the National Center for Employ-
ee Ownership. “You're trading a present
cash-flow benefit for a future liability of un-
certain size.”

How else can these plans get me in trouble?
Seems tome a lot of ESOPs have wound up in court.

The ad rative ¢ lexities of

1 end daf,

jon plans. In

ESOPs—and the strict rules governing re-
purchase—reflec: 2 fundamental tension in
the conception of the plans. ESOPs provide
all kinds of tax advantages. But they are
benefit plans, not just tax shelters, and
they're governed by many of the same
restriclive laws that govern other tax-

legal terms, they're exprcssly requu'ed to
operate for the “exclusive benefit” of the
participants.

That opens Lhe door to plenty of dis-
put valuation, for te. Compa-
nies have always been required to assess
ESOP stock at fair market value. But the

objecuvity (or competence) of the apprais-
ers has sometimes been in question. The
U.S. News case dramatized the potential for,
let's say, different interpretations. In 1983,
the magazine was appraised at $425 a share;
when it was sold the following year, the
price was $3,000 a share, Hard times can
also cause disputes. When a company goes
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national press has been more critical.
Some notes on the critics: .
Forbes just doesa’t like ESOPs. “The
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RESOURCES

'} Trouble?” (/nstitutional Invesior, August
1987) wooders if the tax breaks are too™"
No 1 ya! I
ESOPsdont work for pnvatd'y held coto-
panies. In fact, the opposite: “How Well
1s Employee Ownership Working?” a *
Harvard Business Review special report
(September/October 1987) by two ESOP
partisans, reports flat out that ‘‘compa-
nies do better after setting up ESOPs.”
solid back 4

Rec dation: for g

ing"” (November 30,71987) argue that
worker-owners will milk their companies
dry. Why more !han corporate ovmers’

usually make investment deasxons

Business Week's cover story “Revolu-
tion or Ripoff?” (April 15, 1985) attacks
ESOPs on another ground: they screw
the workers. Prime example: at Dan Riv-
er Inc., where managers set up an ESOP-
financed leveraged buyout, workers feel
that they “got took.” Yet W.L. Gore &
Associales Inc. is beralded 2s an example
of a truly successful ESOP. “It's hard to
find someone at Gore who doesn't like
the job.” -

Other recent attacks: “Fhe Foibles of
ESOPs” (Newsweek, October 19, 1987)
rehashes BW's fear of fancy ESOP fi-
nancial drals “Are ESOPs Headed for

information, skip the articles entirely and
browse through a copy ofJoscph R

o R Bl

EMPLOY l‘l‘
‘\\. NERSHIP

Croition

o Rifr ’/]1 want to know
N

~ about where

ESOPs came
from, how they
work in practice,
what legal and
practical issues
they raise. And—
inently fair-minded,

thank h

s
Blasi isn't afraid to criticize ESOPS that
don’t work or to praise those that do.

First, contza the ESOP Assocnnon,
1100 17th Street N.W., Suite 310, Wash-
ingtoa, DC 20036. Ask for its introduc-
tory booklet How the ESOP Really Works
($10). But alsa get a copy of the mast re-
cent “ESOP Survey” ($5), which will tell
you who else has ESOPs and what prob-
lems they've encountered; and a copy

of ESOP Directory ($25) which lists -

both ESOP companies and speczbsls in
the field.

Second, get in touch with the Nauonal
Center for Employee Ownership, 426
17th Street, Suite 650, Oakland, CA -
94612. Get the introductory pamphlet
“Selling Stock to an ESOP in a Closely
Held Firm,” but also ask for a copy of ---
Managing an Employee Ownership Com-
pany ($25). It's the best examination of -
how the way you run your busmess can
be affected by an ESOP.

Both organizations can put you in -
touch with knowledgeable bankers, law-
yers, and consultants who are likelyto~ -
have informational materials of their own
on such matters as valuation and repur-
chase liabiity. And both spoasor regular
conferences and information sessions
around the country.

belly-up, as employees of several defunct

atrlines and trucking companies have discov-

ered, ESOP assets can vanish into thin air.
Since 1986, the government has required

says you must buy the stock back, but it
leaves the planning up to you And there’s
no easy way around it. A company can elimi-
nate the liability by going public—but it may

annual valuations by qualfied independ:

have blished the ESOP precisely to

appraisers. [t also requires that ¢
with ESOPs offer diversification options (in
certain circumstances) to employees 55
and over. The one area it hasn't yet ad-
dressed is repurchase liability. The law

keep the b private. Short of an [PO,
it can either begin putting aside cash or it
can take its chances.

With all these complexities, what's the
chance that a company with an ESOP will

wind up in court? Many troubles originate
in the motivation for establishing the plan.
If you're interested primarily in the finan-
cial advantages—and if the benefits to em-
ployees are distinctly secondary—realize
you're playing with fire. The law gives dis-
gruntled employees plenty of grounds on
which to sue, and it's getting stricter every
year. If employees think you're playing fast
and loose with them, sue they will.

So what should | do? How should | think about all c;f this?

The world of ESOPs is filled with rony. An
idea born of spread-the-wealth fervor is
propagated by lucrative tax shelters. A de-
vice that can help relations between labor
and management is also one more tool in the
Wall Street M&A specialist’s kit bag. These
facts alone guarantee that ESOPs will keep
cropping up in the news.

But don't be misled by whal you read.
For smaller companies, ESOPs are simply a
way of restructuring ownership to provide
certain benefits—analogous, in a sense, to
going public. As with going public, there are
situations in which an ESOP makes sense,
others in which it doesn’t. And there are
certain constraints to be kept 1n mind as you
figure out which camp you fall into. Three
rujes of thumb:
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(3 ESOPs are for well-established, profit-
able Not uny i not
start-ups; not companies in decline. A com-
pany has to be able to afford the costs, and it
should be able to take full advantage of the
tax breaks. Once ina while an ESOP saves a
failing company. Often it only postpones
the inevitable.

(J An ESOP, like a marriage, isn't to be
cntered into lightly. Yes, you can get liquid-
ity for yoursell and financial benefits for
your company. Bul the plans are expensive
and cumbersome, and if you don't pay at-
tention to them they can backfire. I{ you're
thinking about establishing an ESOP, talk to
alot of experts and a lot of CEOs who have
done it before. There are plenty around.

. An ESOP raises expectations among

employees. Like former Senator Long,
most people take the notion of ownership
seriously. If they're treated like owners,
they'll respond accordingly, and your com-
pany's performance should benefit. If they
aren't, they won't, and you'll end up with
employee relations no better than before.
Contrary to some of their partisans’
hopes, ESOPs aren't likely to dominate the
business landscape anytime soon. But nei-
ther are they likely to disappear. In the
right circumstances—as Henri Bertuch and
many other CEQs will testify—they offer
benefits that companies and entrepreneurs
can't get anywhere else. O
Research assistance was provided by Amy
Schulman

BOOK FHQTOGEAPKED BY ONIE CHAURAN
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PENSION RIGHTS CENTER

Mr. Chairman, Members of the Subcommittee, I am Anne
Moss, Deputy Director of the Pension Rights Center. I also
direct the Center’s Women’s Pension Project.

The Pension Rights Center is a ;onprofit organization
that has been working for the past decade to make the
nation’s pension programs fairer and more responsive to the
needs of workers and retirees. We thank you for the
opportunity to testify today on a new pension.reform
proposal, the Pension Portability Act of 1988.

I. simplified Employee Pensions

Simplified Employee Pension Plans, or SEPs, are the
greatest hope that most workers in small companies have for
getting a pension at retirement. H.R. 1961 recognizes the
importance of SEPs in national retirement income policy by
expanding individual rights under SEPs.

Most important, the bill extends to SEP participants the
enforcement rights of Title I of ERISA. This means, for
example, that a worker whose employer had wrongly failed to
make a contribution for her in a particular year would have a
right under ERISA to sue her employer. Without Title I
protections, her only recourse would be to complain to the
Internal Revenue Service which might or migh; not disqualify
the plan. -

Another very important ERISA provision extended to SEPs
by H.R. 1961 is widow’s pension protection. In keeping with
the Retirement Equity Act’s survivor protections, this bill
would require a spouse’s consent before a worker could
withdraw benefits from a SEP in a form other than a joint and
survivor annuity, that is, the automatic form of payment for
a married worker would be a pension payable over the two
lives of husband and wife. We ask that the bill clarify that
the REA’s divorce protections also apply to SEPs. This would
make explicit that a Qualified Domestic Relations Order could
be used to award a share of the SEP to a former spouse.

There are two areas where the bill should be modified to

further protect individuals under SEPs.
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First, although we are convinced that many small
businesses will adopt SEPs once they are educated about their
value, these plans will not be widely used until employees
themselves start urging their employers to set up SEPs. For
this reason, it is important that employees at all income
levels be able to expect a SEP to provide a decent retirement
benefit. Because lower-paid employees cannot reasonably
expect an adequate pension from a SEP integrated with social
security, we urge that the bill prohibit integration in
employer contributions to all SEPs, not only in contributions
to certain salary reduction SEPs.

Second, we urge that the bill be modified to repeal the
salary reduction SEP first made avajilable last year under the
Tax Reform Act of 1986 to employers with 25 or fewer
employees. An employee who works under one of these salary
reduction SEPs is likely to receive no benefits unless he or
she voluntarily contributes to the plan. Yet the employees
who are most in need of a retirement income supplement to
their social security will be the least able to make
voluntary contributions for retirement.

H.R. 1961 does use a better approach to salary reduction
SEPs, that of basing employee contributions on the amounts
contributed by the employer. If we are to have SEPs that
allow tax deferred voluntary employee contributions, it is
certainly preferable as a matter of policy to condition
employee contributions on the requirement that the employer
contribute first. On the negative side, the H.R. 1961 salary
reduction SEP would be available to companies of any size,
not just small companies. If anything, the Pension Rights
Center would like to see all salary reduction SEPs abolished.
We believe that SEPs should be solely employer-paid plans.

II. Portable Pension Plans

The Tax Reform Act added several provisions to the tax
code encouraging workers to leave their pension plan benefits
for retirement. It generally reduced favorable tax treatment
and increased tax penalties for workers who withdraw their ’
pension in a form other than as a monthly benefit starting at

retirement age.
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H.R. 1961 further encourages the preservation of
retirement money by providing for a transfer of funds
directly from an employer’s plan to a Portable Persion Plan,
a trustee-to-trustee transfer. We urge the Subcommjittee to
modify the bill so that this would be the only way that a
lump sum distribution from a retirement plan could be made

before age 59-1/2.

We would also like to see the bill clarify that if
employers transfer lump sums to Portable Pension Plans for
some deferred vested employees, they must make this option
available on a uniform basis to all employees.

While the bill addresses the concerns of employers who
do not want to retain funds of deferred vested employees, it
does not address the critical need of these employees to
preserve the real value of their benefits until retirement.
The typical worker changes jobs many times during a career.
If this worker is fortunate enough to have become vested
under a plan, he or she still faces the prospect of
collecting a benefit based on wages or salary fixed as of the
date the worker leaves the plan. According to one study, a
worker who has four jobs, for ten years each, would get about
half the pension of the worker who works continuocusly for
forty years on one job (assuming a 6 percent inflation rate
and that all plans are identical).

We urge the Subcommittee to study the feasibility of an
approach that would provide true pension "portability" by
requiring that at the request of deferred vested
participants, plans either transfer the present value of
their benefits to Portable Pension Plans or, if such a
transfer would jeopardize the financial security of the plan,
index the participants’ deferred vested pensions until
retirement age. )

The indexing could be along the lines of the British

occupational pension scheme, which requires plans to index
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deferred vested pensions by the lesser of the Retajil Price
Index or 5 percent. An alternative approach could be a form
of "performance indexing" that would require a plan to adjust
deferrad vested pensions upward only in those years when the
pPlan’s rate of return on investments is better than the rate
assumed at the time the participant left the plan.

Thank you for inviting us to appear here today. I would

be pleased to answer any questions you may have.
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STATEMENT OF SENATOR FRANK H. MURKOWSKI (R-AK)
CONCERNING 8.2611

AT THE HEARING OF THE COMMITTER ON FINANCE,

SUBCOMMITYEE ON TAXATION AND DEBT MANAGEMENT

July 12, 1988

I am pleased that the Subcommittee on Taxation and Debt
Management of the Committee on Finance has acted expeditiously to
consider S.2611. This legislation would provide the veterans'
Administration with a useful and appropriate tool for use in
ensuring that needs-based veterans' benefits are paid to the
beneficiaries intended by the Congress. It is expected that
enactment of this legislation would result in savings to the
taxpayer of over $200 million per year by 1992 with no reduction
in benefit levels for the veterans and survivors who are the

intended beneficiaries of these programs.

The Congress has correctly provided for generous benefits
for those who serve our Country in our Armed Forces, as well as
their dependents and survivors. These benefits include: a
pension for veterans over 65 years of age, or who become
permanently disabled due to causes which arise following their
wartime service; a pension for the parents of servicemembers who
die while on active duty; and a pension for the survivors of
wartime veterans who die subsequent to service and due to causes
qgrelated to their service. These benefits are based on need,
that is, eligibility and the amount of the monthly benefit depend

upon the income of the recipient.

In addition, a veteran receiving compensation for a
disability which arose while he or she was on active duty can

receive compensation at the rate for 100% disability, even if the
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disability is less than 1008 disabling, if the disability
prevents the veteran for obtaining employment. In some cases,
eligibility for free VA medical care depends on the amount of the

veteran's income,

For all of these benefits, the income and/or employment of
the recipient is a factor in determining eligibility or the
amount of the benefit, 1In all of these cases, the VA depends
upon self-reported data provided by the recipient in making

eligibility determirations.

In 1985, based on numerous anecdotal reports of abuse of
these programs and reports of limited matches of income reported
by beneficiaries against income data available from other
sources, I asked the General Accounting Office to conduct a
general match of income data self-reported by pension recipients
against income data provided to the IRS and Social Security
Administration by third-party payers such as employers and
financial institutions. The GAO needed and obtained special

permission from the Joint Committee on Taxation to conduct that

match.

The GAO published its findings on March 16, 1988; and, I
immediately responded to those findings by requesting that the
Committee on Veterans' Affairs report out legislation which would
allow the VA to obtain access to the same data for purposes of
managing needs based veterans' benefit programs. I am pleased
that the Committee responded by reporting out S.2611 which,
because it would amend the Internal Revenue Code, has been

sequentially referred to the Committee on Finance.

The GAO looked at the records of 1.4 million VA pension
recipients and found that 549,000 of them had a total of §947

million in income which was reported for tax purposes but whi~h
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had not been reported to the VA for purposes of determining
eligibility for veterans' benefits. After limiting itself to
discrepancies in excess of $100 the GAO found that VA had made
excess payments in one year of over $180 million,

These figures speak for themselves in establishing the need for

enactment of S.2611.

In considering this legislation it is important to keep

several things in mind.

- o This legislation would not eliminate or reduce any
veteran's benefit. It merely provides a tool to ensure
that recipients receive the amount intended by the
Congress.,

o This legislation does not depart from existing practice.
Other agencies administering needs-based programs already
have authority to use this data. *

o This legislation does not give the VA access to the
individual income tax returns of any individual. The VA
would gain access to income and wage data filed by third
parties such as employers and financial institutions. '

o This legislation protects the privacy and due process
rights of the individuals concerned. VA would be required
to protect the confidentiality of the information it
receives and would be prohibited from taking adverse
action until it had notified the benefit recipient of the
proposed action, the reason for the action and providing

the recipient with an opportunity to respond.

In short, S.2611 provides the Congress with an opportunity
to reduce Federal outlays without reducing benefit programs.
opportunities such as this are all-too-rare, and I urge the
members of the Committee on Finance to act quickly to bring this

legislation before the Senate so that the bill can be enacted in

the 100th Congress.
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STATEMENT OF
DENNIS E. ROSS
DEPUTY ASSISTANT SECRETARY (TAX POLICY)
DEPARTMENT OF THE TREASURY
R BEFORE THE
— SENATE FINANCE SUBCOMMITTEE
ON

TAXATION AND DEBT MANAGEMENT

Mr. Chairman and Members of the Subcommittee:

It i{s a pleasure to be here to present the views of the
Treasury Department regarding the miscellaneous bills that are
the subject of this hearing: S.2484 (extension and modification
of research credit); H.R.1961 (portability of pension benefits);
§.2078 and S.2291 (eaployee approval of the establishment of
employee stock ownership plans); H.R.2792 (tax treatment of
Indian fishing rights); $.1239 (treatment of certain short-term
obligations in the hands of certain taxpayers); S.2611 (provision
of certain tax return information to the Veterans
Administration); and S.1821 (exclusion of certain seafood
processors from the definition of employee).

RESEARCH CREDIT

Let me turn first to S.2484, the Research and Experimental
Credit and Extension Act of 1988, introduced by Senate Finance
Committee members John C. Danforth and Max Baucus. Because
research spending is essential to fostering tcchnological
innovation, which is a major source of growth in productivity,
the Administration i{s committed to encouraging continued growth
of private; - domestic research activities. To this end, the
Administration strongly favors a permanent R&E credit, and
supports the efforts of those, such as Senator Danforth and -
Senator Baucus, who are attempting to improve the effectiveness
of the credit.

A. Background: Description of Current Law and S.2484

1, Curtent Law

The 1981 Economic Recovery Tax Act adopted a 25 percent
incremental R&E tax credit "in order to encourage enlarged
researct efforts by companies which already may be engaged in
some res2arch activities.” The R&E credit was originally
scheduled to expire on December 31, 1985, and it was intended
that Congress "have an opportunity to evaluate the operation and
efficacy of the credit” before any extension. The 1986 Tax
Reform Act (the "1986 Act") extended the credit to December 31,
1988, lowered the rate of credit to 20 percent, restricted the
definition of eligible expenditures, and included the credit in
the general business credit limitation.

Under section 41 of the current Code, a 20 percent tax credit
is allowed for a certain portion of a taxpayer’s "qualified
research expenses.” The portion of qualified research expenses
that is eligible for the credit is the excess of the current
year’s qualified research expenses over the base amount. The
base amount is the average annual amount of qualified R&E
expenditures over the prior three years (or if the firm is not in
existence for three years, the average of the expenditures for
its years in existence). This base, however, is subject to the
limitation that it never be less than 50 percent of current
qualified expenditures.

The 1986 Act also established a separate 20 percent tax
credit ("the University Basic Research Credit”) for corporate
funding of basic research through grants to universities and
other qualified organizations performing basic research. The
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University Basic Research Credit applies to the excess of (1} 100
percent of corporate cash expenditures (including grants or
contributions) paid for university basic research over (2) the
sum of (a) the greater of two fixed research floors plus (b) an
amount reflecting any decrease in nonresearch giving to
universities by the corporation as compared to such giving during
a fixed base period, adjusted for inflation.

In general, qualified expenditures consist of (1) "in-house”
expenditures for wages and supplies used in research; (2) 65
percent of aaounts paid by the taxpayer for contract research
conducted on the taxpayer’s behalf; and (3) certain time-sharing
costs for computers used in research. Restrictions adopted in
the 1986 Act further limit the credit to expencitures for
research that is technological in nature and that will be useful
- in developing a new or improved business component. 1In addition,
certain research is specifically excluded from the credit,
including research performed outside the United States, research
relating to style, taste, cosmetic, or seasonal design factors,
research conducted after the beginning of commercial production,
research in the social sciences, arts, or humanities, and
research funded by a person other than the taxpayer.

The credit is available only for research expenditures paid
or incurred in carrying on a trade or business of the taxpayer.
wWith one exception, relating to certain research joint ventures,
the "trade or business test" for purposes of the credit is the
same as for purposes of the business deduction provisions of
section 162. As a result, new corporations and corporations
entering a new line of business cannot claim the credit for
qualifying R&E expenses because the expenses do not relate to an
ongoing trade or business.

The RSE credit is aggregated with certain other business
credits and subject to a limitation based on tax liability. The
sum of these credits may reduce the first $25,000 of regular tax
liability without limitation, but may offset only 75 percent of
any additional tax liability. Taxpayers may carry credits not
usable in the current year back three years and forward fifteen.

The Ways and Means Committee has tentatively agreed to extend
the present-law credit for two years. Thus, the credit would
apply to qualified research costs paid or incurred on or before
December 31, 1990. To offset some of the revenue cost of the
two-year extension, the Committee also agreed to reduce
deductions under section 174 by the amount of the taxpayer's
section 41 credit allowed for the taxable year.

2. Description of §.2484

$.2484 is designed to increase the R&E credit’s incentive
effect and to increase the number of taxpayers that are eligible
for the credit. S5.2484 would retain the incremental feature of
the present credit and its 20 pecrcent rate, but would make the
credit permanent and modify calculation of the base amount. The
new base would be a fixed historical base equal to the average of
the firm’s qualified R&E expenditures for 1983-1987 and would be
indexed annually by the average increase in gross national
product (GNP). 1In addition, in 1989 the base would receive a
one-time upward adjustment of seven percent (in order to make the
base revenue-neutral with respect to earlier proposals with a
three-year base). Firms also would have the option of a separate
seven percent credit for expenditures over 75 percent of the base
amount. As with current law, all firms would be subject to a 50
percent base limitation.

Under the proposal, the "trade or business” test would be
made less stringent so that new firms and firms entering new
lines of business could claim the credit without regard to the
trade or business test if the taxpayer intended to use the
results of the research in the active conduct of a present or
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future trade or business. The credit would not be available,
however, for research undertaken for investment rather than
business purposes. Thus, research intended solely to be licensed
to unrelated parties for use in their businesses would not be
eligible for the credit. 1In addition, the liberalized trade or
business rules would apply only to in-house research and not to
research contracted out to unrelated parties. §5.,2484 also
contains special rules for calculating the base for start-up
firms.

B. Evaluation of the Danforth-Baucus Bill (S.,2484)

1. Summary Evaluation

Prior Treasury testimony before this Subcommittee has
described certain weaknesses in the structure of the current R&E
credit. While continuing to believe that the R&E credit is an
important stimulant for economic growth and productivity, we have
also studied ways to restructure the credit so as to increase its
incentive effect. The Danforth-Baucus proposal is consistent
-with our own views regarding the optimal credit structuce, and we
believe it can have a significant effect in encouraging R&E.
Accordingly, the Treasury strongly supports the basic structure
and design of the credit proposed in §.2484.

The President has proposed a permanent R&E credit in his 1989
budget at a revenue cost equal to an extension of the current
credit. Although the Administration’s first priority is to
prevent expiration of the credit, we would support an R&E credit
as modified in the Danforth-Baucus bill if the proposal were made
revenue-neutral to an extension of current law. As I will
discuss later, we believe the revenue cost of the Danforth-Baucus
bill can be reduced while maintaining the bill’s important
structural improvements to the credit.

The R&E credit proposed in the Danforth-Baucus bill nas
several advantages: (1) it greatly increases the incentive of the
R&E credit both in absolute terms and per dollar of credit; (2)
it increases the percentage of R&E-performing firms that are
eligible for the credit; (3) it eliminates the relationship
between the availability of the credit and the rate of inflation;
(4) it extends to new ficrms RGE incentives which had previously
been available only to established firms; and (5) it makes the
credit permanent. I will discuss each of these advantages in
turn.

2. Incentive Effects

The most important feature of the Danforth-Baucus credit is
the replacement of the current credit’s moving-base with a
fixed-base structure. We believe the fixed-base structure
results in a five-fold increase in the credit’s incentive effect
per dollar of revenue cost. .

It is now widely acknowledged that an incremental credit with
a base equal to a moving average of previous expenditures I« .1
to an effective rate of credit which is only a fraction of thc
statutocy rate. A credit's effective rate is the effective
reduction in price of the last or marginal expenditure undertaken
by any firm and is a measure of the credit’s incentive effect.
Treasury analyses, as well as other studies, indicate that the
average effective rate of the current RGE credit is about two
percent. Thus, the credit on average provides the same incentive
as a two percent price reduction on R&E expenditures. This
relatively small effect is again primarily attributable to the
moving base, since additional R&E in one year increases the base
and effectively decreases the credit in subsequent ¥eat3. Thus,
R&E generating a dollar credit in the first year will cause a
33.3 cent reduction in credit in each of the following three
years, so that the credit’s only benefit to a firm is a deferral
rather than a reduction in taxes.
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In some situations the moving base can actually turn the
effective rate of credit negative, so that the credit encourages
a firm to reduce R&E expenditures. This occurs both when a firm
is growing slowly and current R&E expenditures are below base and
when a firm is growing quickly and is subject to the SO percent
base—limitation. ror firms below base, negative effective rates
of credit result because marginal increases in R4E yield no
credit but reduce credits in future years. For firms subject to
the base limitation, negative effective rates of credit result
because each 50 cents of credit earned in the current year is
followed by 33.3 cents less of credit in each of the following

three years.

The Danforth-Baucus bill would address both the low and
negative incentive prcblems by adopting a base equal to an
average of 1983 through 1987 expenditures, adjusted upward by
seven percent, and (to maintain relatively even revenue costs
over time) indexed to nominal GNP. The critical feature of this
so-called “"fixed"” base is that a fira’s current spending will
have no effect on future credits. Thus, unlike the current
credit, a dollar of credit earned in the current year does not
reduce credits in the following year. Under the Danforth-Baucus
bill, firms eligible for a 20 percent credit on average receive
the incentive equivalent to nearly a 20 percent reduction in
price. Taxable high-growth firms facing the 50-percent bass
limitation have an effective rate of credit equal to 10 percent.
Even low-growth firms on the alternative seven percent credit
receive twice the incentive of that provided by current law.

3. Growth and Eligibility for the Credit

The Danforth-Baucus bill would also significantly increase
the percentage of RiE-performing firms eligible for the credit.
This increase is achieved through the design of the primary and
alternative bases, which results in a larger number of firms with
R&E expenditures above base.

The limited availability of the current credit to fitrms
performing R&E is too often overlooked. iligh rates of R&E growth
in the early 1980s (due both to real growth and to inflation)
minimized the problem because inflation kept many slow-growing
firms from falling below base. A slowdown in R4E growth in the
late 1980s, however, has made it increasingly apparent that an
increase in availability of the credit would improve its
effectiveness.

The goal of a tax credit for R&E is to encourage a firm to
invest in R&E at a level higher than it would absent the credit.
In economists’ jargon, the credit is designed to increase
marginal expenditures. In the absence of a credit, all ficms
determine their optimal amounts of R&E spending by weighing costs
against potential benefits, 1If it were known that each firm
would spend $X in the absence of a credit, the most efficient
credit would provide a tax reduction to all firms for
expenditures above their respective $X amounts. Although there
has been much debate about how the credit should be distributed
among firms with high, low or negative growth in R&E, the credit
is most effective if it encourages all firms, regardless of
whether their $X amount is declining or increasing, to increase
R&E investments.

Unfortunately, the $X amount for every firm cannot be
accurately determined and in designing a credit base some
judgment must be made about the behavior of firms with respect to
R4E expenditures. The three-year moving base of the current R&E
credit assumes that firms steadily increase R¢E investment over
time, so that their $X amount is always in excess of prior years’
expenditures. Although this model may reflect the usual behavior
of larger firms, which tend to show steady growth in R&E, smaller
firms have more varied spending patterns. Small firms may have
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only one or two research projects for which optimal expenditures
may increase or decrease greatly, depending on the particular
phase of the research cycle that is faced in the current year.
Both Treasury studies and a recent General Accounting Office
study indicate that the moving-base of the current credit result
in approximately one-third of all R&E-performing firms being
ineligible for the credit in any one year.

chere are, of course, some trade-offs involved in designing a
credit base so as to improve the availability of the credit.
Lowering the credit base so as to increase the credit's
availabllity comes at the price of increasing the amount of
credit to nYl firms or lowering the rate of credit. At one
extreme, the base could be set at zero and all firms would be
eligible for the credit; but such a credit at a 20 percent rate
wougd be extremely expensive. Increases in the base save
revenue, but, of course, decrease availability. Although no
credit base can achieve optimal levels of availability at
acceptable revenue costs, the two-tiered credit of the
Danforth-Baucus bill significantly increases the credit’s
availability without substantially expanding the credit’s revenue

cost.

4. 1Inflation

Under S.2484 the credit base is indexed to GNP. As a result,
the amount of the credit allowable to any firm and the cost of
the credit to the government no longer depends on the rate of
inflation. In this way, the credit is provided only for real
increases in R&E spending. By contrast, under the current credit
structure, the availability of the credit, the amount of credit,
and the revenue loss from the credit are positively related to
the rate of inflation. This is undesirable as a matter both of
tax and economic policy.

From a tax policy standpoint, the incentive effects of the
credit are diminished since the amount of the credit available to
the taxpayer depends on the variable of inflation. There is
similarly uncertainty as to the credit’s total cost to the
government. -

The effect of inflation on the credit also has a perverse
macroeconomic effect. Since inflation is usually associated with
strong aggregate demand, the incremental credit has the opposite
effect of an automatic stabilizer: it encourages increased
business spending during economic expansions and decreased
spending during recessions.

As noted above, the Danforth-Baucus proposal provides a
credit insulated from the effects of inflation. Because the base
is indexed to nominal GNP growth (which includes inflationary as
well as real growth}, firms are not unduly rewarded for growth in
qualified expenditures due to inflation nor are they peralized
for slowdowns in the rate of inflation. The revenue costs of the
Danforth-Baucus proposal are therefore auch less dependent upon
the rate of inflation than the current credit. Furthermore,
because the amount and availability of the credit is much more
fertain, its incentive effect per dollar of revenue cost is

arger.

S. Entry into New Markets and Eligibility
for the Credit

5.2404 g:.ltly expands the number of firms eligible for the
credit by allowing new firms and firms beginning a new line of
business to claic the credit for qualifying R&E expenses that
relate to the active conduct of a present or future trade or
busineas. Under current law, a nev firm or a firm entering a new
line of business may not earn credits until qualified expenses
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are incurred "in carrying on” a trade or business. 8ince it may
be several goar. between initial research expenditures and the
sale of products resulting from such expenditures, the tax system
puts start-up firms at a competitive disadvantage vig-a-vis
;st:blllhcd ficrms who are already "carrying on" a trade or
usiness.

The Danforth-Baucus proposal would allow expenditures of new
firms and firms entering new lines of business to claim the
credit 'without regard to the trade or business test if the
taxpayer intends to use the results of the research in the active
conduct of a present or future trade or business. Thus, a firm
that intends merely to lease or license the results of research
would continue to be ineligible for the credit,

6. Permanency of the Credit

S.2484 makes the credit permanent, which we strongly support.
The ability of the credit to induce additional R&E expenditures
depends directly on its availability at the time firms are
planning R&E projects and projecting costs. R&E activity, by its
nature, is long-term, and taxpayers should be able to plan their
research activity with certainty that the credit will be
available, Thus, if the credit is to have the intended incentive
effect, the R&E credit must be made permanent.

7. The University Basic Research Tax Credit

We also support the provision in S.2484 that extends the
University Basic Research Credit along with a general R&E credit.
This provision was first available to taxpayers as a result of
the 1986 Act, and its structure should be reviewed for possible
modification once tax return data and other evidence is
available. At this time, however, it appears that the University
Basic Research Credit provides an important incentive to basic
2&! activities that are critical to this country’s economic

uture.

8. Suggested Modifications to the Danforth-Baucus
Proposal

As I stated earlier, we sttongl{ lugport the structural
changos in the R&E credit proposed in the Danforth-Baucus bill.
Our full support for the legislation, however, would require that
its revenue cost be limited to that of the current R&E credit.

We believe that this revenue objective can be obtained witheout
sacrificing the bill’s structural improvements to the R&E credit.

In our view, the best way to limit the revenue cost of the
Danforth-Baucus credit is to reduce a taxfaycz's section 174
research deductions b{ the amount of credit taken. Such a
reduction of deductible expenses currently exists for the
rehabilitation tax credit and the targeted jobs credit.
Similarly, a reduction of depreciable basis equal to 50 gercent
of the investaent tax credit existed before it was repealed by
the Tax Reform Act of 1986.

Disallowing a deduction for RGE expenses to the extent of R&E
credits would treat all sources of Pederal support for R&E
similarly for tax purposes. The Federal government supports
research indirectly through grants and tax credits. Although a
tax credit is economically equivalent to a grant (but
administered through the tax system), tax credits and grants have
different tax treatment. Research costs funded through grants
are not deductible vhile research costs offset by credits are
fully deductible. Disallowing the deduction of expenses
attributable to credits would raticnalize the curcrent budget
accounting for alternative funding sources for ressarch by
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measuring both direct subsidies and tax expenditures for R&E in
pre-tax dollars.

ror example, Firm A conducts $100 in gqualifying research and
receives $20 from the government as a 20-percent matching grant.
Undez current law, Firm A i{s entitled to deduct only the $80 R&E
expenses it actually incurred. By contrast, Firm B conducts $100
of research and receives $20 of tax credit rather than a $20
grant. Under current law, Pirm B is entitled to deduct the
entire $100 of R&E expense even though the $20 tax credit to Ficm
B is equivalent to $20 grant received by Firm A.

I should emphasize that ocur support for disallowance of R&E
expenses by the amount of the R&E credit is tied to adoption of
the balance of the Danforth-Baucus bill. Although this deduction
disallowance has a sound tax policy basis, as a practical matter
it is a reduction in the statutory rate of the credit.l/ As part
of the Danforth-Baucus proposal, this reduction is more than
offset by other improvements in the credit. We would not support
it, however, were it proposed as part of an extension of the
existing R&E credit.

To further improve the distribution of the credit while
maintaining revenue neutrality with respect to extension of the
current credit, the Treasury also recommends replacing the seven
percent upwvard adjustment of the fixed base with a two percent
adjustment. The revenue cost, incentive effect, and percentage
of firms eligible for credit under the Danforth-Baucus proposal
with Treasury’s suggested revenue-preserving modifications are
shown in Table 1.

s Jdeduction disallowance effectively reduces the credit
by the tax rate, 34 percent, resulting in an effective credit
rate of approximately 13.2 percent.

TABLE 1

summary of RGE Credit Stuctures with Permanent Extension

Revenue Cost Incentive: Availability:
Over riscal Increase in Percentage
Years 1989 R&E Per Dollar of Firms
Proposal Through 1993 of Revenue LoOssS Eacning Credit
(1) ways and .
Hc{ns $ 3,162 mil. $ 0.20 67.5 %
Credit
(2) Extension .
of Current $ 4,791 mil. $ 0.20 67.5 %
Law
{3) panforth-
Baucus $ 6,459 mil. $1.21 74.9
RGE Credit .
{4) Proposed
T:og:ury $ 4,865 mil. $ 1.11 77.8 %

R4E Credit
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TABLE 2

Revenue Cost of R&E Credit Proposals Under Two-Year,
Three-Year, and Permanent Extensions

Revenue Cost
(millions of dollars])

S-Year
Proposal 1989 1990 1991 1992 1993 Total
(£iscal years) a—
(1) Ways and
Neans Proposal
(a) Two-year Extension 265 538 361 139 93 1395
(b) Three-year Extension 265 538 675 438 191 2107
(c) Permament Extension 265 538 6758 789 896 3162
(2) Bxtension of
Curzent Law
(a) Two-year Extension 401 815 547 211 140 2114
(b) Three-year Extension 401 81% 1023 664 290 3193
(c) Permament Extension 401 815 1023 1195 1357 4791
(3) Danforth-
Baucus Credit
(a) Two-year Extension 510 1059 713 276 182 2740
(b) Three-year Extension 510 1059 1357 886 385 4196
(c) Pecrmament Extension 510 1059 1357 1627 1906 6549
(4) Treasu
R&E c::xle
(a) Two-year Extension 390 809 544 210 139 2092
(b) Three-year Bxtension 390 809 1028 667 291 3184
(c) Permament Extension 390 809 1028 1220 1418 4865

PENSION PORTABILITY: H.R.1961

A. Background

The issue of pension portability is a complex one, which
warrants serious and in-depth study by Congress, the Treasury
Department, the Department of Labor and other policymakers.

Prior to addressing H.R.1961, therefore, I would like to discuss
the issue in general terms, in order to identify the basic
sources of qualified plan benefit losses attributable to
employees changing employers, the difficulties associated with
increasing portability and the portability effects of some of the
recent, major legislative changes in the pension area.

1. Portability Under the Current Retirement Plan System

The issue of pension portability has often been viewed
narcrowly as whether employees can "take" their full vested
benefits with thea when they leave employers and invest them in
other plans or individual retirement accounts {IRAs). This view
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of portability is often referred to as portabllltg of assets or
cash va.ues. Other common views of pension portability have
included portability of benefits and portability of service.
Portability of bone¥1t: refers primarily to vosting and other
eligibility conditions (e.g., age and service conditions
applicable to early retirement subsidies) that may cause mobile
employees to lose pension benefits when they lose jobs. FPinally,
portability of service refers generally to the recognition under
a defined benefit plan, for participation, vesting, and benefit
accrual purposes, of an employee’s service for employers other
than the employer maintaining the plan. More recently,
commentators have begun to believe that while the concept of
portability includes these particular issues, it actually may be
a much broader concept that touches on many of the basic features
of our voluntary, employer-based private pension systenm.

Viewed more broadly, pension portability refers to the
differential hetween the total pension benefit that a short-ternm,
mobile employee receives for a working lifetime with many
employers and the total pension benefit that a long-term employee
receives for the same working lifetime with a single c-plo¥e:.
This benefit differential is often referred to as a portability
loss. Because many workers do not remain with a single employer
for their entire working lifetimes, or in many cases even for
their last 15 working years, portability actually reflects a
concern about whether sufficient numbers of this nation’s workers
receive meaningful retirement benefits under the private pension
system. Also, portability reflects a concern about whether the
tax benefits associated with the private system are fairly
distributed among various groups of workers--for example, mobile
and long-term employees, young and old employees, highly
compensated and non-highly compensated employees, and women and
men.

Under current law, two employees may start out at equal jobs,
do an equal amount of work, and receive the same amount of cash
pay., but, under the voluntary, employer-based pension system,
they may receive very different levels of pension benefits for
the same amount of work. If women shift employment more often
than men, for instance, they will receive smaller total pensions
at retirement for the same number of years of work. The extent
of these portability losses will depend upon many factors,
including, for example, the future rate of inflation.

The issue of portability centers broadly on what is
considered a "fair" differential of lifetime pension benefits
between mobile and less-mobile workers. If one tries to
determine what is "fair" by examining the pension rules
established by Congress, it is difficult to come to a conclusion.
For example, under the typical defined contribution plan,
fairness generally is determined by providing employees with
contributions that are an equal proportion of current pay. Under
a typical defined benefit plan, however, "fairness” is often
based on the provision of an equal replacement rate on a service
and pay base approximating final salary or salary in the
enployee’s peak earning years.

While these defined contribution and defined benefit formulas
might sound similar in concept, in practical tecrms they can have
enormously different impacts on mobile employees relative to
long-term employees. Defined benefit formulas often result in
little or no real accrual of benefits to the mobile employee,
especially in their young and middle years. Moreover, these
formulas produce benefits that are much more subject to the
vagaries of such factors as inflation. Por example, although the
typical defined benefit formulas may at low inflation rates
strike an apgro riate balance between mobile and long-term
workers, at higher inflation rates these foramulas may excessively
favor the long-term workers.

In evaluating portablllt{ issues and proposals, one should
recognise that pension benefit differentials between mobile and
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long-tcrn eaployees do not always reflect market failures or

imp g that certain groups of eaployees are being treated unfairly
in the larger perspective. Such benefit differentials may to an
extent be the result of appropriate eaployer decisions to
maintain plans p:ovidln? different amounts or forms of pension
benefits and of appropriate employee decisions to seek employment
offering different mixes of pension benefits, cash pay, and other
benefits.

For example, employers requiring specially skilled workers
may well prefer to link pension benefits to length of service,
such as through deferred vesting or deferred benefit accruals, in
order to retain such skilled workers. Other employers requiring
employees with mocre general skills, however, may have less
incentive to reward employees to stay for longer periods of time,
Similarly, for a variety of reasons (e.g., need for cash income
or other benefits), employees may appropriately select jobs
offering different levels of pension benefits, Also, to gain the
greater benefit security offered by properly funded and
PBGC-insured defined benefit plans relative to defined
contribution plans, employees may favor employment providing
defined benefit plan coverage over employment with an employer
that maintains only a defined contribution plan.

In this setting, it is important that employees have a better
understanding of their benefit entitlements and rights under
defined benefit plans and defined contribution plans. Informed
employees should be better able to make employment decisions and
bargain more effectively over the desired mix of cash
compensation and pension benefits.

The following discussion surveys the basic features of the
voluntary, employer-based private pension system that may
contribute to pension portability losses for mobile workers.

a. Gaps in Pension Coverage

Differentials of pension benefits between long-term
workers and mobile workers may first occur because not all
employers maintain.qualified plans and those employers that do
maintain plans do not necessarily cover all of their employees.
Thus, many mobile employees are likely not be covered under
qualified plans for some portion of their working lifetinmes.

Gaps in pension coverage generally are more common among
lower-paid workers in gazt because such workers -‘Y value
retirement benefits relative to cash compensation less than do
higher-paid workers. Nondiscrimination rules for qualified
plans, however, for broad social and tax equity reasons, require
employers to provide a portion of their lower-paid employees with
comparable pension benefits. Nevertheless, some disparity of
pension coverage is allowed to exist in favor of higher-paid
employees. For example, under current law, an employer that
provides pension benefits to 100 percent of its highly
compensated employees (generally, employees who have at least a
five percent ownership interest in the employer and employees who
earn over $50,000) need provide comparable pension benefits to
only 70 percent of the employer’s ncn-highly compensated
enmployees.

Furthermore, it is common even for employers that
maintain broad-based gqualified plans to exclude newly hired
employees from plan coverage until the employees have performed
at least one year of service for the employer. Thus, to the
extent mobile employees fail to stay with employers for at least
one year, they commonly do not earn any pension benefit. Thus,
their total working years commonly will exceed the total years of
pension coverage by at least the total number of jobs.

In the 1986 Act, the pension coverage rules were
modified to increase the extent to which an employer's low- and
middle-income employees must be provided comparable qualified
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plan benefits. FPFor example, under the pre-1986 Act rules, a
pension glan could qualify for tax-favored status if it covered a
reasonable classification of employees. While there is always
doubt whether a coverage classification is reasonable, in certain
circumstances a classification including 100 percent of an
employer’s highly compensated employees and on1¥ 20 percent of
the non~-highly compensated employees could qualify as reascnable.
Under the 1986 Act rules, not only must a pension plan cover at
least a reasonable classification of the employer‘'s employees,
but also all of the non-highly compensated employees of the
employer must receive, on average, pension benefits that are at
least 70 percent of the average pension benefits received by the
employer’s highly compensated employees.

While gaps in pension coverage have contributed to
mobile employees’ portability losses, research to date has not
indicated the frequency with which such gaps lead to major
benefit differentials between mobile and long-term eaployees.
Also, the extent to which the covetage changes adopted in the
1986 Act will affect portability los<es is as vet uncertain as
the new rules only go into effect in 1322,

b. Disparities in Benefit Levels

Even if a mobile employee is covered under an employer’s
qualified plan, pc:tabilit{ losses for mobile workers may occur
because employers do not all maintain qualified plans that
provide comparable levels of benefits. FPor example, one employer
may provide its employees with coverage under a defined
contribution plan that provides an annual contribution of five
percent of current compensation, while another employer maintains
a 10 percent defined contribution plan or a defined benefit plan
that provides a retirement benefit of 1.25 percent times years of
service times the employee’s final pay. 1In the voluntary,
employer-based private pension system, there are numerous
differences in the benefit levels provided under the various
types of qualified plans. 1Indeed, one of the premises of our
vo untut{ pension system is that an employer should have the
flexibility to set an affordable and appropriate level of
benefits for its workforce.

In fact, while these disparities in benefit levels
contribute to differences in benefits among employees, it is not
clear that this factor per se would create a greater likelihood
that a mobile employee would incur a portabilily loss.

c. Deferred Vesting

Even if a mobile employee earns a meaningful level of
pension benefits under a qualified plan, the plan may require
that the employee perform a minimum number of years of service
before vesting in his benefit. Beginning in 1989, the tax law
permits a plan to defer an employee’s vesting in his earned
benefits until he has performed at least five years of service
{ten years in the case of a collectively bargained, aultiemployer
plan). Obviously, mobile employees will more often fail to stay
with employers for the period necessary to vest in their pension
benefits and thus will more frequently suffer portability losses
due to deferred vesting.

In many cases, deferred vesting may also work to the
disadvantage of the lower-paid employees. To the extent that
low- and middle-income workerg change jobs more frequently than
higher-paid employees, the lower-paid mobile workers are more
likely to lose accrued benefits due to inadequate vesting
service, just as they are more likely not to accrue benefits due
to gaps in pension coverage and lower levels of benefits.

In the 1986 Act, the pension vesting rules were modified
generally to reduce the number of years of service that a plan
could require an eaployee to complete before vesting. Before the
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1986 Act, for example, a plcn could defer vesting until an
employee had performed ten years of service. The 1986 Act
reduced the years of service that a plan could require for full
vesting from ten to five years (except that multieaployer plans
still may require ten years of service).

It is difficult at this time to assess fully the effect
of the 1986 Act vesting changes on portability since these
changes are not effective until 1989. However, it is clear that
fewer employees will incur portability losses under the 1986 Act
rules. Whi{o five-year vesting will still contribute to some
employees’ benefit losses, existing evidence does not indicate
that it is a major factor in causing significant portability
losses among mobile employees.

a. Deferral of Pension Benefit Accruals

Portability losses for mobile workers typically occur
under those pension plans that use contribution or benefit
formulas based, in whole or in part, on an employee’s years of
service or final pay with the employer. Under such formulas, as
an employee accumulates additional years of service and
approaches retirement age, the employee earns pension benefits
representing increasing percentages of the employee’s final pay
immediately preceding retirement. Thus, by producing a pattern
of deferred benefit accrual over an employee’s working lifetime,
these foraulas provide longer service employees and employees
closer to retirement with larger benefit accruals than short
service, more mobile, and younger employees.

For example, assume that a mobile employee earns 40
years of pension benefits with four employers (ten years with
each employer) under identical defined benefit plans that base
benefits on the employee’s final pay with the employer. The
total pension benefit earned by this employee will be
significantly smaller than the total benefit earned by an
employee whe earns all 40 years of benefits under an identical
defined benefit plan witn & single employer. This is because
none of the plans base their benefits on the employee’s years of
service with prior employers or on the employee’s compensation
with subsequent employers. Indeed, very few of the defined
benefit plans in the private system (other than collectively
bargained, multiemployer plans) grant credit for service or pay
with other employers. :

Service- and final-pay-based benefit formulas are most
common among defined benefit plans. 1Indeed, even defined benefit
plans with career average pay benefit formulas generally defer
benefit accruals because benefits under such plans are often
ceqularly improved or updated to reflect employees’ pay as of the
update. However, some defined contribution plans, such as target
benefit plans and plans that allocate greater contributions to
employees with additional years of service, exhibit the same
pattern of deferred benefit accrual.

In addition to the deferred benafit accrual that
naturally occurs under service- and final-pay-based benefit
formulas, some defined benefit plans also permit long-service
employees who retire at an early retirement age (often, age 55)
to receive an additional generous pension benefit. Thus, for
example, a defined benefit plan may provide that an ongloyee who
reticres with at least 25 years of service at age 55 will receive
the same annual benefit that he had earned for commencement at
age 65. In effect, this early retirement benefit can be a very
valuable, deferred benefit for employees who retire at age 55
with at least 25 years of serv.ce.

The portability effect of deferred accruals, then, is
similar to the effect of deferred vesting. The value of the lost
benefits due to deferred benefit accruals, however, is generally
much greater than the value of the lost benefits attributable to
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an employee’s first few years of service. Thus, deferred

accruals ll{ cause long-service and older employees to receive
significantly greater pension benefits than the more mobile,
younger employees. Also, the extent of the significant benefit
differential resulting from deferred accruals is dependent on the
level of inflation, and does not depend solely on resal wage
growth. Finally, to the extent that lower-paid workers turn over
more ragidly than higher-paid employees, deferred accruals result
in the lower-paid employees accruing less than comparable pension
?:g::i:: than long-service employees over the same working

e. Pre-Retirement Benefit Erosion

. Some commentators argue that the issue of portability
involves not only differences in vested pension benefits earned
by mobile and long-term workers, but also differences in the
pension benefits ultimately received at retirement. That is,
portability problems can result not only from a mobile employee’s
failure to accrue a benefit, but also from the failure to
preserve an accrued benefit as a retirement benefit.

Defined benefit plans generally may not make benefit
distributions available to an employee before the employee either
terminates employment with the employer or attains retirement age
under the plan. Mobile workers will have more opportunities to
receive pre-retirement benefit distributions than will long-term
employees. Research indicates that, particularly for younger
employees, high percentages of pre-retirement distributions are
used for nonretirement purposes, rather than rolled over to IRA
or other plans, Thus, mobile employees generally incur greater
reductions in their ultimate pension benefits through
pre~-retirement benefit distributions. Note, however, that except
for foregone tax advantages, this factor does not imply that
mobile employees receive less compensation from employers, only
that they consume their pension benefits earlier.

The 1986 Act adopted various rules designed to reduce
the extent to which pension benefits are consumed before
retirement. The Act applied a 10 percent early distribution tax,
eliminated special ten-year averaging for pre-retirement lump-sum
distributions, and adopted a pro rata basis recovery rule for
qualified plans. These changes are likely to reduce the level
of pre-retirement benefit erosion by encouraging mobile employees
who do receive pre-retirement distributions to preserve their -
benefits in IRAs and other plans for retirement.

2. General Problems with Portability Proposals

No matter how attractive the portability label may be,
proposals intended to promote portability must be carefully
evaluated in light of several important objectives: increasing
savings; promoting an efficient allocation of resources;
distributing fairly the significant tax benefits associated with
private pension plans; and providing meaningful private pension
benefits to low- and middle-income employees. As discussed
above, in evaluating portability proposals, one should remsmber
that pension benefit differentials between mobile and long-term
employees may be the result of appropriate employer decisions to
maintain plans providing different amounts or forms of pension
benefits and appropriate employee decisions to seek employment
offering different mixes of pension benefits, cash pay, and other
benefits.

Features of the voluntary, employer-based, tax-qualified
pension system that contribute to portability losses may also
provide important benefits more consistent with the objectives
set forth above. For example, it is difficult to expand coverage
or improve benefit levels without also either creating
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disincentives for employers to maintain qualified plans by
increasing employer costs or threatening the voluntary nature of
the system {(e.g., mandating employer-provided pensions). Also,
some employers and employees may have non-tax and non-pension
preferences that may justify some benefit differentials.

Finally, proposals to encourage the naintenance of additional
qualified plans that provide more meaningful levels of retirement
benefits within the context of the voluntary system are likely
either to have revenue costs or to affect adversely benefit
funding or discrimination.

a. Benefit Indexing

Those who criticize the portability effects of deferred
benefit accruals often suggest indexing an eamployee’s benefit for
years between pre-retirement termination of employment and the
employee’s retirement age. Such indexing could be based on price
or wage growth and is aimed at giving an employee credit for
future pay increases with subsequent employers. However,
indexing either would substantially increase the cost of
maintaining defined benefit plans or result in reductions in the
ultimate pension benefits for long-service employees and
employees who commence employment fewer than ten or fifteen years
before retirement.

b. Mandating Prior Secrvice credlé

Another approach to addressing the portability losses of
deferred benefit accruals is to mandate that defined benefit
plans credit an employee’s years of service with all f:ior
esmployers and then to perait such plans to offsat employees’
pension benefits by the benefits provided by the prior eaployers.
This approach would lugoto significant costs on olgloyorl that
maintain defined benefit plans and thus would likely encourage
employers to stop providing defined benefit plan coverage. 1In
aany ways, this approach would be impractical given the wide
differences along the types of plans and could significantly
deter employers from hiring older employees.

c. Deferred Accruals May Benefit Mobile Employees

To further complicate the analysis :o?arding the
portability effects of deferred benefit accruals is the view that
plans providing deferred accruals actually may be beneficial to
mobile employees. By working the last ten or fifteen working
years under a plan that defers eaployees’ benefit accruals to the
years approaching retireaent age, a mobile employee is able to
earn a significant portion of the pension benefits he would have
earned if he had stayed with a single employer. Under the
voluntary, employer-based private pension system in an economy
whece mobility is common, many workers will earn no or very small
pension benefits for at least some of their years of elfloyncnt.
Indeed, during certain periods of their lives, some employees
will opt for employment that maximizes their cash compensation in
lieu of pension benefits. The availability of plans that defer
benefit accruals to the years approaching retirement thus gives
many employees the opportunity to" "catch up” on earning pension
benefits at the end of their working lifetiaes.

Thus, one must balance the adverse portability effects
of deferred benefit accruals with other important econoamic, tax,
and retirement obiectivcs. Given the ability of final pay
defined benefit plans to produce a aeaningful retirement benefit
for an employee, including a low- or middle-income employee, over
his last ten or fifteen vorking years, there is no single factor
by which to determine when an appropriate balance has been
achieved.

d. Other Portability Proposals

Other proposals have been made to address pension
portability. For example, as discussed, ainimum coverage and
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vccttn? requirements for qualified plans may have some effect on
portability losses. Some proposals would facilitate or encourage
tax-free benefit rollovers and transfers among IRAs and
retirement plans (e.g., increases in the early distribution tax),
while others at least would permit employees who have made
after-tax employee contributions to plans to transfer such
contributions to IRAs and other retirement plans. Of course,
there are significant questions about ths extent to which these
proposals meaningfully would improve pension portability. Also,
these and other proposals must be evaluated not only in light of
their purported portability effects, but also in light of the
i:portln; economic, tax, and retirement objectives outlined
above.

3. Description of H.R.1961--Pension Portability Act of 1988

H.R.1961, the Pension Portability Act of 1988, proposes to
make various changes to the qualified plan and IRA rules in an
attempt to promote the portability of pension benefits. 1In
general, H.R.1961 would provide that (i) in certain
cizcuastances, a plan would be required to make the direct
transfer of an employee’s pension benefits to an IRA the primary
form of benefit distribution; (ii) the Secretary of the Treasury
could permit tlgioycol to roll over to IRAs their after-tax
employee contributions to qualified plans; (iii) IRA amounts
transferred from qualified plans would be subject to the spousal
protections applicable to defined contribution plans; (iv) IRA
trustees would be rejuired to make IRA-to-IRA transfers within 10
days of receipt by the trustee of the IRS owner’'s transfer
request; and (v) employers that do not maintain pension plans
would be able to miintain an alternative salary reduction form of
simplified employee pension (SEP). These changes would not
become effective until 1992,

B. Discussion

In our view, the major feature of the bill likely to
facilitate portability is the rule permitting plan-to-IRA
transfers of after-tax employee contrlbutions. Under current
law, because after-tax employee contributions may not be rolled
over or transferred from qualified plans to IRAs, in many cases
employees are not able to preserve these amounts in tax-favored
retirement vehicles.

Most of the other features appear to be intended to provide
employers with greater authority to move the qualified plan
benefits of employees who have terminated employment to IRAs
without employeé consent. At best, these features would be
neutral with respect to portability issues. In fact, some of
these features would merely relieve employers of administrative
burdens at the risk of reducing some of the rights and benefits
that employees and their spouses would otherwise enjoy if their
brnefits remained in the employer’s plan.

The alternative salary reduction SEP generally is a SEP
design that many eaployers could adopt on their own under the
salary reduction SEP rules curcently in effect.. But B.R.1961
makes the salar¥ reduction SEP available to employers of all
sizes~--current law limits salary reduction SEPs to employers with
fewer than 25 employees--so long as the employers do not maintain
other qualified pension plans. However, it appears that H.R.1961
attempts to expand pension coverage through salary reduction
SEPs, in part, by applying nondiscrimination rules that are more
relaxed than the rules applicable to similar tax-favored
arrangements, such as cash or deferred arrangements under section
401(k). In our view, employers should not be able to avoid the
generally applicable nondiscrimination rules simply by providing
tax-favored pension benefits through a particular fora of plan,
such as SEPs; tax alified retirement plans should be subject to
a consistent set of nondiscrimination rules.
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We recognize that, despite recent legislative changes,
portability cremains a very important issue that affects millions
of Americans and that the curtent pension systeam could be
ilgrovod to reduce portability losses. In this connection, we
believe that many of the legislative proposals under
consideration, including H.R.1961, make important contributions
to the continuing dialogue on portability. However, they must be
evaluated in li?ht of the important economic, tax, and retirement
objectives previously discussed. Also, in recent years, the
private retirement system has been the subject of several

"significant, positive legislative changes which many employers
and benefit advisors have yet to fully digest. Time is needed to
properly assess the portab111t¥ effects of these recent changes
to the pension law, many of which only become effective in 1989.

EMPLOYEE APPROVAL OF THE ESTABLISHMENT OF EMPLOYEE STOCK
WNERSHIP PLANS: S. an .

A. Background .

An employee stock ownership plan ("ESOP") {s a qualified
pension plan designed to invest primarily in employer securities.
An ESOP is a "defined contribution” type of qualified plan. 1In a
defined contribution plan, an eaployee’s benefit is equal to the
value of the contributions and other amounts allocated to the
employee’s account under the plan, adjusted for investments gains
and losses. Assets of a defined contribution plan are generally
invested by the plan trustee either in a diversified portfolio of
investments or according to participants’ directions. Because
employees’ benefits are directly dependent on the value of the
plan’s assets, employees bear the risk of investment experience.
Under an ESOP, employees’ benefits are directly dependent upon
the success and profitability of their employer because the
assets of an ESOP are primarily invested in employer securities.
Thus, the investment risk borne by ESOP participants is greater
than the risk borne by participants in other types of defined
contribution plans.

significant tax preferences are available for ESOPs and
transactions involving ESOPs. All of the tax preferences
available for defined contribution plans are available for ESOPs.
This is so even though ESOPs are not solely retirement plans and
the tax preferences exist to encourage eamployers to provide
employees retirement income benefits. These tax preferences
peramit a corporation maintaining an ESOP to receive a cuirent
deduction for its ESOP contributions and Yrovide that plan
participants are not taxed on their benefits until theY are
distributed. Many additional tax preferences are available, some
of which simply increase the preferences available generally to
defined contribution plans and others which reflect the
nonretirement features of ESOPs. One often stated justification
for these additional preferences is that ESOPs provide employees
an equity ownership interest in their employers and, thus,
increase employee productivity and company profitability.

The increased tax preferences available for ESOPs are larger
pernissible deductions for contributions and greater annual
allocations to accounts than are permitted for other dsfined
contribution glann. Generally, an employer may deduct the amount
of its contribution to a defined contribution plan up to 15% of
the compensation paid to plan participants. If an ESOP borcrows
to purchase employer securities, the maximum deduction permitted
is increased to 25% of participants’ compensation, to the extent
the compensation is used to repay principal on the loan.
Moteover, an* contribution used to pay interest on the loan is
fully deductible. The maxiaum amount that may be allocated
annually to a participant’s account in a defined contribution
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plan is the lesser of $30,000 and 25% of the parcicipant’s
compensation. In the case of an ESOP satisfying certain
nondiscrimination requirements, the maximum dollar allocation is

increased to $60,000.

In addition, other special tax preferences are available for
ESOPs and transactions involving ESOPS. First, an employer may
deduct dividends paid on employer securities held by an ESOP.
Second, banks and certain other financial institutions may
exclude from income 50% of the interest received on an ESOP loan.
Third, persons who sell employer securities to an ESOP may defer
taxation on the gain from the sale if the proceeds of the sale
are reinvested in domestic companies and certain other
requirements are met. Fourth, an ESOP may assume the estate tax
liability of the deceased owner of the employer. Fifth, certain
estates may deduct up to 50% of the proceeds from certain sales
of employer securities to ESOPs. Sixth, early distributions from
ESOPs are exémpted from the 10% excise tax on early distributions
from qualified plans. Finally, if a reversion from a defined
benefit plan is transferred to an ESOP, the reversion is not
subject to income tax and the 10% excise tax applicable to
reversions. This exception from taxation for reversions does not
apply to reversions transferred to ESOPs pursuant to plan
terminations occurring after December 31, 1988. Treasury
testified before the Subcommittee on Taxation and Debt Management
of the Committee on Finance on March 28, 1988 in opposition to
any extension of this expiring exemption from taxation for
transfers of reversions to ESOPs.

Senate bills S.2078 and S.2291 require a majority of the
employees of an employer establishing an ESOP to approve
establishment of the plan pursuant to an election conducted by
secret ballot. The employer is required to notify its employees
of all of the material facts concerning the plan, including (i)
the terms of the ESOP, (ii) whether assets from another plan will
be transferred to the ESOP and, if so, the terms of the other
plan and (iii) whether the ESOP would rep_ace a plan of the
employer.

The bills also permit the Secretary of the Treasury to
provide that a participant’s voting rights required under section
409(e) of the Internal Revenue Code are not satisfied unless the
participant’s voting rights with respect to securities allocated
to the participant’s account are substantially similar to the
voting rights of holders of the same or similar class of
securities.

B. Discussion

The Treasury Department supports the underlying purpose of
§.2078 and 5.2291, which is to provide ESOP participants with the
same stock ownership rights as other holders of similar classes
of stock. As I indicated earlier, current law provides
significant tax incentives for ESOPs. Although Treasury does not
believe this Committee should now reexamine the appropriateness
of these incentives, there are questions about whether the
existing ESOP rules provide employees with a degree of control

.consistent with full ownership of their stock.

The bills’ requirement of majority approval of employees for
the establishment of an ESOP does not difgctly providg Egop
participants with more substantial stock ownership rights. It is
possible that the requirement may have the effect of inducing
employers to provide more substantial stock ownership rights so
that a majority of the employees will approve the plan. Although
we would be sympathetic with this result, it is not clear that
employees would exercise their voting rights to secure additional
stock ownarship rights. Moreover, we are concerned about
interfering with the historically voluntary decisions of
e;ployo:s to establish compensation levels or employee henefit
plans.
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A second more targeted effect of S$.2078 and §,2291 is to
require ESOPs of closely held corgorltlons to permit participants
to vote the shares allocated to their accounts on all matters for
which other shareholders of the same class of securities may
vote. The bills would have no effect on the voting rights of
participants in ESOPs which hold publicly traded employer
sgc;rlt es, because aqual voting rights are already required in
such cases.

Under curctent tax law, employer securities contributed to an
ESOP must be either (i) common stock which is readily tradeable
on an established securities market or (ii) where there is no
class of stock which is so readily tradeable, coamon stock which
has combined voting power and dividend rights equal to or in
excess of the class of common stock having the greatest voting
power and the class of common stock having the greatest dividend
rights. Additionally, if the securities of the employer are
required to be registered with the Securities and Exchange
Commission, the BSOP aust permit participants to vote the
securities allocated to their accounts. If the securities are
not required to be registered, participants only have the right
to vote in corporate mergers, consolidations, recapitalizations,
liquidations and similar transactions.

It is apparent from Senator Armstrong’s floor statement given
vhen S5.2078 was introduced that the equal voting right provision
was intended to override an ESOP trustee’s ability to vote shares
irrespective of the voting directions it receives from
participants. Since this is an issue of fiduciary responsibility
governed under Title I of the Employee Retirement Income Security
Act of 1974, it is under the jurisdiction of the Department of
Labor, which is the proper agency to consider its merits. We
understand that the Department of Labor intends to file a written
statement for the record on this issue.

INDIAN FISHING RIGHTS INCOME: H.R.2792

A. Background

There is no provision in the Internal Revenue Code that
exempts a person from payment of Federal income tax on the
grounds that the person is an Indian. Thus, in their "ordinary
affairs,” Indians are generally subject to Federal income tax to
the same extent as other persons. Any exemption from Federal
income tax must be derived from treaties or agreements with
Indian Tribes, from the Federal tax statutes, or from some other
Act of Congress.

Prior to 1871, when the Congress prohibited treaty making
with Indian tribes, several Indian tribes entured into treaties
with the United States Government and several territorial
governments reserving various fishing rights to the Indians.
Since then, additional Indian fishing rights have been
established by statute, executive order, or agreement later
approved by an Act of Congress. Fishing crights secured by
various treaties, Acts of Congress, and executive orders have
been held to include the right to fish for commercial purposes as
well as the right to fish for subaistence purposes. Washiangton
v. Washington State Commercial Passenger Fishing Vessel Ass'n,

- B . In three different cases, the courts
have held that income derived by an Indian from the axercise of
fishing rights reserved under a treaty was not exempt from
Federal income tax, on the grounds that there was no express
language in the treaty providing that income from such fishing
rights was to be tax-exempt. Peterson Estate v. Commissioner, 90
T.C. No. 18 (Feb. 11, 1988); Earl v. Commissioner, .C. 14
(1982); Strom v. Commissioner, & T.C. 621 (1948}, aff'd per
curiam 158 F.2d 520 (9th Clr. 1947).
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H.R, 2792 would amend the Internal Revenue Code to exempt
from tax income derived by a member of an Indian tribe from the
exercise of fishing rights of the tribe that are protected by
treaty. The exemption would also apply to income derived fros
the exercise of protected fishing rights by certain Indian-owned
corporations and other business entities, referred to by the bill
as "qualified Indian entities”. Income derived by an individual
member of a tribe from the exercise of protected fishing rights
would be exempt, whether such income is in the form of earnings
from self-employment, wages paid by another member of the tribe,
wages paid by a qualified Indian entity, or dividends or other
distributions from a qualified Indian entity. Income exempted
under the bill from Pederal taxation would also be exempted from
State taxation.

The bill would exempt income derived from protected fishing
rights not only from income taxes, but also from employment
taxes, including social security (FICA), and unemployment
compensation (FUTA) taxes. The bill would amend the Social
Security Act to provide that exempt income is not :aken intc
account in determining social security benefits, 1he bill would
be effective for all taxable years, and thus would cesolve all
current disputes between the Internal Revenue Service and
taxpayers involving prior years, and would apply to requests oz
actions for refunds that are not time-barred. The b'll would
also provide the sole basis for exempting fishing rights income
from tax; it would prevent treaties and other laws from being
construed to provide a tax exemption for such inconme.

8. Discussion

The Treasury Department recognizes that the issue of taxation
of income derived by Indians from exercise of fishing rights
protected by treaty is of great concern to Indian tribes
throughout the country, and particularly in the Northwest and
Great Lakes areas. As previous testimony from the Department of
the Interior has indicated, at the time these treaties were
signed, many tribes reserved the right to fish in perpetuity.
Statement of Ross O. Swimmer, Assistant Secretary for Indian
Affairs, Department of the Interior, Hearings of the Select
Committee on Indian Affairs, United States Senate, on S. 727, a
Bill "To Clarify Indian Treaties and Executive Orders with .
Respect to Fishing Rights," March 27, 1987. The Indians who were
parties to the treaties understood that they would be able to
fish (and trade fish) on the same basis as before the treaties,
when they were neither required to pay taxes nor turn over any
portion of their catch to the Federal Government. H.R.2792 would
embody that understanding in law by providing a tax exemption for
fishing riqhts incaome even though no express exemption is
provided by treaty or other authority.

The Administration supports H.R.2792, while also believing
that it should not serve as a precedent for conferring tax-free
status on all income derived by Indians from cresources covered by
treaties. Moreover, we understand that !1sh$ng serves a number
of unique and important functions in Indian cultural and
religious life, and thus may be distinguished from other types of
activities cngagcd in by Indians that would remain fully taxable
under H.R.2792.

TREATMENT OF CERTAIN SHORT-TERM OBLIGATIONS IN THE HANDS
OF CERTAIN TAXPAYERS: 35.1239

A. Background

Section 1281 requires certain taxpayers to accrue interest
income on short-term obligations (obligations with a fixed
maturity of not more than 1 year). Section 1281 applies to,
among others, accrual-basis taxpayecs, dealers, banks and
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regqulated investment companies. With respect to taxpayers not
subject to section 1281, section 1282 requices the deferral of
interest expense on leveraged purchases of short-term discount
obligations. Both sections are effective for obligations
acquired after July 18, 1984.

Section 1803(a)(8)(A) of the 1986 Act added section
1281(a)(2) in order to clarify that the accrual rule of section
1281 applies to both acquisition discount and accrued, but
unpaid, coupon interest on short-tera obligations. This
amendment to section 1281 under the 1986 Act is effective for
obligations acquired after September 25, 1985. Section 118(c)(1l)
of the Technical Corrections Act of 1988 would make the amendment
effective for obligations acquired after Deceaber 31, 1985.

S$.1239 would exempt banks not otherwise using an accrual
method of accounting from both sections 1281 and 1282 with
respect to loans made in the ordinary course of the banks’ trade
or business. Accordingly, such banks would not be required to
accrue interest with respect to such loans and, also, would not
be required to defer interest expense incurred in producing such
deferred interest income. The provision would be effective for
obligations acquired after July 18, 1984.

Moreover, with respect to taxpayers to whom section 1281
still applied, S.1239 would change the effective date of the
provision which requires accrual of coupon interest on short-term
obligations under section 1281 to obligations acquired after
October 22, 1986.

B. Discussion

The Treasury Department opposes S.1239.

In general, the accrual method of accounting is preferable to
the cash method of accounting because the >ccrual method provides
a more accurate method of determining taxable income. (nder the
accrual method of rccounting, items of income are recognized as
they are economically incurred, as opposed to when they are paid.
Accordingly, it is generally appropriate to use the accrual
method except where the additional complexities created by the
use of such method outweigh the improvement in income measurement
that the method provides.

As part of the 1984 Act, Congress decided that in the case of
certain taxpayers, including banks, it was appropriate to require
accrual of acquisition discount on short-term obligations.

Banks, including small banks, were included under the requirement
because they are generally sophisticated taxpayers with respect
to both the financial systems which they maintain and the
financial instruments in which they regularly deal. Furthermore,
banks generally determine their income from short-tera
obligations on an accrual basis for regulatory accounting
purposes. Thus, applying the provisions of section 1281 to banks
was not viewed as imposing unreasonable administrative burdens on
the affected taxpayers.

Moceover, in addition to the general superiority 05 accrual
tax accounting, there are other strong policy reasons Ior
continuing to apply section 1281 to small banks. An exception
for small banks would effectively permit small banks to use the
interest expense incurred in carrying such obligations to shelter
other unrelated income, leading to a distortion of income and a
mismatching of income and expense.

with tzspcct to the provision in the 1986 Act clar:fzi:g':hat
taxpayers affected by section 1281 must accrue coupon in e‘ tﬁe
the Treasury Department has no objection to the provilto? nd he
Technical Corrections Bill which would change the sffect ;: a
of the clarification from Septeaber 25, 1985 to naconh:r tﬂ
1985. Such a change would have the effect of lilglity ngt izcone
application of the provision for many taxpayers who tepor gt
on a calendar-year basis. Changing the effective date to ih
22, 1986, however, would provide an unwarranted benefit ;o : e
affected banks and would unfairly reward the taxpayers who have

failed to comply with the law.

s
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DISCLOSURE OF TAX INFORMATION TO THE VETERANS
= ADRINISTRATION: §.2811 —

A. Background

Under section 6103 of the Code, the IRS is required to
disclose tax return information upon request to a variety of
agencies or individuals, 1nc1ud1ns federal and state tax
administrators, certain other government agencies, and certain
interested persons such as a taxpaie:'s spouse or attorney. The
IRS is not currently required to disclose tax return information
to the Veterans Administration. The bill would require the IRS
to disclose tax return information to assist the VA in its
administration of its benefit prograas.

B. Discussion

The Office of Management and Budget has advised that the
Administration’s position on this bill is under development.
Consequently, my testimony today represents solely the Treasury
Departaent’s views on this issue.

Although the Treasury Department is sympathetic to the needs
of the VA for information, it opposes this bill on the ground
that it is the type of ad hoc modification to section 6103 which
tends to undermine the confidentiality of tax returns and has the
potential to damage the voluntary compliance system. In this
respect, S.2611 resembles other similar modifications, which have
been made or proposed.

Section 6103 was completely revised in 1976, The revision
was due in large part to concerns regarding the unwarranted
disclosure and inappropriate use of tax returns, in some cases
for political purposes. The general rule adopted at that time
and contained in section 6103 is that tax returns are
confidential and are not subject to disclosure except in
particular ciccumstances specified by statute. During the 1980's
there has been a steady expansion in the exceptions to the
general rule of confidentiality. The largest expansion came in
1984, when Congress required the IRS to commence disclosure of
return information to federal, state, or local agencies
ad-inlltcring certain benefit programs (AFDC, Medicare etc.).
Currently, 55 separate agencies participate in this program. 1In
1986-87, the IRS made 27.2 million disclosures to these agencies.

GAC has estimated that returns or return infocrmation of 80
million taxpayers now are subject to disclosure under section
6103. The bill under consideration would increase the number of
taxpay:rs whose returns are subject to disclosure by 1.6 million.

It is argued that permitting the VA access to tax returns
would lncrease federal receipts. It is possible that receipts
may, in fact, be increased, at least in the short term, but we
belisve that focusing on increased receipts in this context is a
shertsighted approach.

Allowing the Veterans Adminstration access to taxpayer return
information will encourage other agencies to seek similar access.
Typically, as in the current case, a federal agency seeking
access to tax returns would be able to present data showing that
federal receipts would be enhanced. 1In each case, the argument
would also be made that it would not result in a significant
increase in the number of taxpayers subject to disclosure. Thus,
in any particular case an agency will be able to make the sane
arguments that are made today. If we grant the VA access to tax
records, it will be difficult to deny access to other agencies in
the future. The eventual result will be that confidentiality of
tax returns will have become a hollow promise.
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We believe that taxpayers have a right to expect that their
tax returns will remain confidential. Pucrthermore, it is
possible that por-stttng increased access to tax returns may
actually result in a reduction in voluntary compliance. Any
reduction in voluntary compliance would lose far more in federal
revenue that would be gutnod‘bgagprglxttng aqonc¥ access to tax
records. (The IRS has estimated that a 1% drop in voluntur¥
compliance would cause federal revenues to drop by $3.8 billion.)
Admittedly, at this tize we do not know for certain that
weakening confidentiality will reduce compliance. The IRS has
begun a study of this issue, and we believe that any further
expansion of the exceptions to return confidentiality, even where
an increase in federal receipts can be predicated, should await
the outcome—of the study. Purthermore, we believe that amendment
of section 6103 should not be handled on a piecemeal basis in
response to requests from specific agencies. Certainly any
federal agency would prefer to have the power to order the IRS to
disclose tax information, especially if other agencies are being
granted that power. Because of the important principles
involved, amendment of section 6103 should be handled on a
comprehensive basis; if there are good reasons to allow the
Veterans Adaministration access to return information, then it
should be handled as part of a general rule allowing federal
agencies access in certain cases.

~ In susmary, we believe that Congress should not amend section
6103 to permit additional disclosure of tax return information
until the completion of the study on confidentiality and taxpayer
compliance. If, after the study is completed, amendment of
section 6103 appears in order, then section 6103 should be
revised by means of a thoughtful, comprehensive approach.

EXCLUSION FOR CERTAIN-SEAFOOD PROCESSORS FROM THE
DEFINITION OF EMPLOYEE: S.

A. Background

An employer is required to withhold from its employees’ wages
Federal income tax and the employee’s share of Federal Insurance
Contributions Act (FICA) tax and to pay Federal Unemployment Tax
Act (FUTA) tax and its portion of the FICA tax. These taxes only
apply with respect to employees. 5.1821 excludes certain seafood
processors from the definition of "employee" and, thus, such
seafood processors would be treated as self-employed individuals.

A
B, Discussion

The Treasury Department opposes S.1821 because it treats
seafood processors who are in fact employees as self-employed
individuals for Federal tax purposes. This treatment is both
unfair and burdensome to seafood processors and detrimental to
the Federal tax system. If seafood processors are treated as
self-employed individuals, they would be required to pay taxes
under the Self-Employment Tax Act (SECA) in an amount
approximately equal to the sum of the employer’s and employee’s
portions of the FICA tax. The employers of the seafood
processors would pay no FICA or SECA taxes for these employees.
Seafood processors who are not operating their own businesses and
who are unaccustomed to keeping business records would be
required to file additional tax forms and reait therewith Federal
income and SECA taxes. Such a system of collecting taxes is not
as effective as the withholding system and, thus, S.182%1 has the
effect of losing revenue,

CONCLUSION

This conclud‘s ay prepared remarks. I would be pleased to
address any questions which you might have.
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CHARLES SBAMAN

Mr. Chairman and members of the Subcommittee, my name S;“
Charles Seaman. 1 am Presiﬁent of the First State Bank of Warner
in Warner, South Dakota. I am here to testify in strong support
of $.1239, which would repeal the requirement that small cash
basis banks accrue interest on short term loans. Thank you very
much for allowing me to testify today. I would like to note that
my statement is supported by the American Bankers Association and
commercial banks across the country,

History

Internai Revenue Code Section 1281, which requires the
accrual of interest on short term obligations, including short
term loans, is an extension of a series of provisions enacted in
the past several years aimed primarily at the taxation of
original issue discount and acquisition discount on bonds and
similar instruments.

Initially, certain short term obligations were excepted from
the original issue discount rules, but in the Tax Reform Act of
1984, Congress added Section 1281 to the Code, which extended the
coverage of the discount rules to short term obligations.

Nothing in the conference reports and explanation of that bill
indicated that the discount rules were intended to apply to
stated interest income from short term loans.

Then, in the Tax Reform Act of 1986, Congress included a a
technical correction to Section 1281 of the Code, expressly
stating that interest income on short term obligations, including
short term loans, must be accrued. The rule was applied
regardless of whether the taxpayer was on the cash or accrual
method of accounting. Purthermore, it was said to apply "whether
the interest is stated or is in the form of acquisition discount
or original issue discount, and irrespective of when any stated
interest is paid."

The Tax Reform Act of 1986 was enacted in October 1986, but
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the Section 1281 provision was made effective for obligations
acquired after September 27, 198S.

Conflict with Section 448(c)

Congress also enacted .in the Tax Reform Act of 1986 a
provision limiting the cash basis of accounting to bus;nesses
with average annual gross receipts of $5 million or less., That
provision is now contained in Internal Revenue Code Section
448 (c).

Nowhere in Section 448(c) is it stated that banks may not
avail themselves of the exception for small businesses, and the
IRS has not disputed the fact that small banks fitting the
definition in Section 448(c) may do so.

By forcing small cash basis banks to accrue interest on
short term obligations, Section 1281 is in direct contradiction
to Section 448(c) enacted in the same statute.

Reflection of Parm Economy in Loan Terms

Farm income is seasonal. Periods of expenditures for
planting crops or initiating livestock operations altefnate with‘
periods of income fros }he sale of the crops or livestock that
are produced. Farmers take out loans to meet the expenses, and
repay those loans, both principle and interest, Wwhen they receive
their income. As a practical matter, farmers do not have regqular
income on a weekly, monthly or quarterly basis. Rural banks,
therefore, 4o not establish reqular payments for loans to
farmers.

Operating loans are alxmost always short term, that is, less
than ;ne year from the date of the loan until maturity. They may
be extended and mature within the bank tax year, or they may be
extended in one year and mature in the next, depending upon the
local growing seasons and the specific purposes for which the
loans were taken out. Maturity dates on these loans are not set
arbitrarily. Prudence requires that the loans be set to mature
when the borrower will have the proceeds of the harvest or

livestock operation available to repay the loan.

i
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>~ 1 should point out that my bank, like most community banks,

does not deliberately incur extra borrowing expense to fund these
loans. Our source of funds consists of local deposits. The
seasonal nature of the farming economy also prevents farmers from
being able to commit their deposits for long periods of time.

Matching the interest rate sensitivity of both assets angd
liabilities is a fundamental policy of managing interest rate
risk for a bank. If a bank has short term deposits that will
quickly reflect inczeases'in interest rates, then loans must also
be short term so that interest income will keep pace with
increases in interest expense.

Financial Impact of Section 1281 on Small Banks

Section 1281 requires banks to recognize substantial amounts
of income before that income is actually received. Where loans
span two tax years, the bank must inc)hde a pro rata portion of
the future interest income in the first year, and pay tax on that
income.

The issuance of short term loans constitutes the majority of
a émdll rural bank's business. These banks generally do not do
business outside of their communities; therefore, they do not
have the capability of diversifying their portfolios as larger
banks have, particularly those in urban areas. Thus, the
cumulative effect of Section 1281 is extremely onerous and
creates severe cash flow problems for a small bank stretching to
meet the added tax liability.

For many small banks, the effect of Section 1281 is more

burdensome than switching to the accrual method. It requires

small banks to accrue income on short term loans, but limits
recognition of the offsetting interest deduction until it is
actually paid. The bottom line is that some banks face nearly
triple the tax liability that they would have paid under the full
accrual method, .

Administrative Impact of Section 1281

Section 1281 imposes significant administrative problems on
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small banks. Small cash basis banks do not keep records of short
term loans per se. This category does not conform to any
grouping which banks use for\financial reporting pﬁrposes,
requlatory reports, management decisfons or other tax reporting.
Financial and regulatory reports categorize loans by type of
borrower or collateral (agricultural loans, commercial loans,
consumer loans, auto loans, etc.). For purposes of interest rate
risk management, it is crucial that banks sort loans according to

the next date at which-the interest rate can be adjusted or by

the maturity date.

Lack of Transition Relief for Section 128l

Deséice the substantial impact of Section 1281, no
transition rule was provided to banks affected by the new
provision. Normally, Congress has sought to make changes in the
law fair by permitting taxpayers who are affected to spread the
impact or by allowing a period of preparation for the new rule
during which appropriate adjustments may be made.

Not only was there no transition relief granted in Section
1281, the provision was retroactive in its effect. The current
technical corrections legislation, if enacted, would improve the
retroactivity problem slightly, in that banks would not have to
refile their 1985 returns. Banks still would not have had an
opportunity, however, to switch to full accrual. This is because
the IRS requires applications for changing a taxpayer's tax year
to be submitted during the first 180 days of the taxable year in
which the taxpayer wishes to switch.

§.1239

The bill introduced by Senators Daschle, Armstrong, and
Durenberger would make the treatment of banks consistent with the
policy of Section 448(c), which allows small businesses to use
the cash method of accounting. 1 strongly urge the Finance
Committee to adopt the provisions of S$.1239 in the upcoming

technical corrections legislation,
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If that is not possible, I hope that members of this

Committee will at the very least consider enacting some sort of

transitional relief to help small banks adjust to the severe
impact of Section 1281.

Again, thank you Mr. Chairman and members of the

Subcommittee for permitting me to be here to discuss this matter
3

that is so important to small bznks.
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TESTIMONY OF
HONORABLE FRANK 5. SWAIN
CHIEF COUNSEL POR ADVOCACY
U.S. SMALL BUSINESS ADMINISTRATION
BEFORE THE
SUBCOMMITTEE ON'TAXATION AND DEBT MANAGEMENT
OF THE COMMITTEE ON FINANCE
OF THE U.S SENATE

ON MISCELLANEOUS TAX BILLS -

July 12, 1988 '

Mr. Chairman and Members of the Subcommittee on Taxation and Debt
Management:

As Chief Counsel for Advocacy, U.S. Small Business Administration, 1
am pleased to appear before you to express Ry views on S. 2484, a
proposal to extend and improve the Research and Experimentation

(R & B) Tax Credit. My views here today reflect those of the SBA

and the Administration.

It is appropriate that small business is represented here today.
Research studies funded by the Cffice of Advocacy have shown smal
firms to be prodigious innovators; innovating at a rate twice that

1 epending twice the percentage of

of large firme per employee,
their research budget on basic, as opposed to applied zqsea:ch.z

and creating more than 20 times the innovations for the same amount
of R & E tax credit claimea.’? Despite this, the design of our
cuzr;nt credit structure has prevented small business from fully
utilizing the credit or receiving an equitable share of its
benefits. Moreover. the credit has been completely denied to
start-up firms in their efforts to develop innovative products vital
to America's continued competitiveness. i strongly support the
enactment ot a permanent R & E Tax Credit to replace the current

credit which is scheduled to expire December 31, 1988. I believe,

w
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however, that the credit must be restructured to achieve its

essential purpose.

Tae legislation under consideration by this Subcommittee J;uld
introduce much needed changes to the credit structure, substantially
improving its effectiveness. It is the product of considerable
effort to address concerns over widely recognized structural
" problems on behalf of Congress, the business commuaity. both large
and small, and government representatives from the Small Business
Administration, the Department of Commerce, the Department of

Treasury and the National Science Foundation.

The current R & E tax credit, codified in section 41 of the Internal
Revenue Code (1.R.C.). applies to the increase of the present year's
qualified R & E expenses over a “base,™ which is generally the
average annual amount of qualified R & E expenditures over the three
years preceding the year in which the credit is being claimed. As
an important limitation, I.R.C. § 41(b)(1l) restricts creditable
expenditures to those incurred “in carrying on" an existing trade or

business.‘

Under S. 2484, for the first time the credit would be available to
new firms or firms expanding into new trades or businesses which
intend to use the research in the active conduct of a "future trade
or business." effectively removing the "in carrying on®
testriction. Because of the “in carrying on* restriction, the R & E
expenses leading to many of America's most significant small
business innovations would not have been eligible for the credit.
This includes the R & E leading to the development of magnetic
resonance imaging, the six-axis robot arm, the alrzplane, the
helicopter, the human growth hormone, the Polaroid camera,

the programmable conphter. the super computer, and the personal
computer. By allowing the credit to be taken by firms who have not

yet brought their products to market, the legislation will remove
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this long-standing problem and further encoutrage llail tirm

innovation.

Equally important, the legislation would eliminate features that
have prevented established businesses from fully utilizing the
credit. Because the credit is tied to previous years' R & E
expenditures, expenditures by a firm in one year serve to block o
availability of the credit in future years. 1In order to maximize
the credit, some firms have been acrtificially stimulated to postpone
or otherwvise adjust their R & E spending downward. This problem,
acute in small firms, would be obviated by S. 2484, which would
replace the "moving-tase" with a "fixed-base," smoothly phased in
for new companies. A "fixed-base" credit, unaffected by a firm's
current year R & B expenditures, would provide a constant,
predictable incentive to perform R & E. Incentives for increasing
R & E intended by current law would be preserved under S. 2484,
while existing disincentives would be ameliorated. Finally., a
secondary feature of the credit would widen availability of the
credit by enabling flx-t which do not happen to be in high growth

industries, but which still perform significant R & B, to take a

reduced credit.

The restructured credit proposed in S. 2484 would provide an
effective incentive for R & E, which has been long overdue. - I urge
the Senate to adopt §. 2484 as part of the Technical Corrections Act

currently under consideration.

I. Smal) Businescs Need for the R & E Credit

Small ticms may be reluctant to direct mconey to R & E because of cﬂe
difficulty they experience in recapturing profit from their

efforts. With less market jdentity and smaller distribution
networks. they may lack the ability to rapidly penetrate markets,

particularly when products or processes do not enjoy intellectual
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" property protection. Even when the potential societal benefits of
an innovation exceed the costs of research and development, small
firme may not be able to translate enough of those benefits into
their own profit to afford R & £ investment. In many cases, small
firms generate ideas, only to see the final product manufactured and
sold by other firms, domestic and foreign. A well designed credit
would serve to ciose the gap between the benefit enjoyed by society

from an innovation and the economic benefit recovered by the

innovating ficm.

In addition, a new R & E tax credit is needed to offset the costs of
tinancing research in order to decrease the risk to potential
investors in small firms. Small tirms, when performing research,
must often rely on expensive, private sources of financing

since they have less access to traditional debt and equity markets
“ua. large firms. This reliance on external financing often
presents smail firms, particularly those dependent on a single,
cherished innovation with a unique problem: whether or not to
expose their innovations to potential investors. Moreover,
potential investors may be dissuaded from investing in -

R & B-intensive small firms because of the inherent financial rieks
of R&E projébts. A credit will assist firzrms in securing financing

by increasing the after-tax profits earnable by investors.

Finally. a new R & E credit is necessary to give all American
business the same level of incentive to perform private sector R & E
as is currently provided by other developed countries. Japan, for
example, targets a substantial flat credit for R & E expenditures to
small and medium-sized businesses. Under Japanese law, a taxpayer
with fewer than 1,000 employees, in lieu of a 20 percent incremental
tax credit, may elect a flat tax credit equal to 6 percent of
qualified R & B expens s or 15 percent of the income tax on business
income defore the credit, whichever is smaller. Also, Japan accords

a 7 percent credit on the acquisition or manutacturing cost of

LR
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high-technology lachino:y.s 1t America is to maintain her
technological lead, we must have a strong commitment to private

sector R & E.

11. t it

A. The Current Credit is lInequitably Distributed

The Federal subsidy accruing from the R & E tax credit is not
available to tllllvtitll to the same extent as large firms, even
though small tirms are more innovative per employee than large
firms. Chart 7 of Attachment 1, which shows the approximate tax .,
credit cost per innovation as a function of firm size, indicates
that small firas produce more than 20 times the innovations per
dollar of tax credit cl;;led than do large firms. 1In particular,
. small firms produce 155 innovations per million doilars of tax
.credit claimed. while large firms produce 6.5 innovations per
million dollars of tax credjit clailed.“rnus. large firms receive
over $150,000 in Pederal tix;iubsidy for every innovation they

introduce while small firms receive less than !7.000.6

The Corporate Statistics of Income (S01) data for 1983 indicate that
the use of the R & E credit increases exponentially with the size of
a firm. For example, in 1983 an average firm with 168 employees
claimed $6.32 in credits for every $100,000 in business receipts,
while a tizm of 1,319 employees claimed, on the average, $18.95 in
credits for every $100,000 in business receipts (See Chart 1 of
Attachment 1). Chart 5 shows a similar pattern in the
research-intensive manufacturing sector (see Charts 3 and 5 of
Attachment 1), which ies estimated by the GAO to utilize 83.3 percent
of the current R & E tax credit. According to the GAO, 77.6 percent
of the R & E credit goes to businesses with over $250 million in

lll.ti.a
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SBA has analyzed the effect of §. 2484 on hypothetical firms with
different R & E spending patterns in Attachment 2. In general,
firms. large and small, new or established, would greatly improve
their position with S, 2484 over current law. Start up firms would
benefit because of the smooth phase-in "base® calculation for these
firms. Those firms not benefiting, cyclical spending firms, would
be discouraged from purposefully increasing and decreasing their
expenditures in order to maximize the credit. 1 would refer you to
Attachment 2 for a more complete analysis of the impacts of 5.2484

on hypothetical firms.
B. The Current Cred De d to Start- irms

One of the principal problems with the current credit is that it is
misdirected; disqualifying expenditures by new firms and firms
branching into new trades or businesses while rewarding incremental
improvements in existing technologies or product lines. The “in
carcrying on" limitation was originally enacted to prevent taxpayers
from investing in abusive R & E tax shelters at a time when passive
losses and credite could offset active income. Because of changes
in the passive loss rules, the restriction is no longer needed as a
safeguard, but the negative effect remains for new research-oriented
firms which often incur substantial R & E costs over many years
before their product is marketable. I belleve this restriction is
one significant factor contributing to the less frequent use of the

R & E credit by small firms relative to large firms.

C. nt C fe ket rat
Y
The current credit system also tends to interfere with, rather than
augment, sound market decisions. The "moving base" si}uctu:e of the
current credit, which dictates how much credit a firm can take, is
intended to stimulate continued annual increases in R & E spending

by applying the credit rate to the difference between current year
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R & E and spending and the average spending level for immediately
preceding years. The structure is designed, however, to enable a
tirm to influence the amount of future credit by adjusting its R & E

spending. elevating tax strategy over market strategy.

Under the current credit, if expenditures for R & E are made that
equal or fall below the average "base”, the tax credit for those
expenses will be permanently lost. Likewise, when growth rates
accelerate or fluctuate, as is the case for many start-up companies,
the ceiling as contained in I.R.C. § 41(c)(3) may be .xccedcd.g

R & E expenses that are not creditable will be added to the “base"
to reduce or eliminate the credit in later years. A firm will,
therefore, gain no tax advantage from expending money for R & E in
an amount which falls below the “base" or exceeds the ceiling, even
though these expenses may be increases over the preceding year.
Sound tax planning would instead encourage a firm to forgo research
to reduce the spending "base" or avoid the celling amount. Larger
firms are also encouraged to redirect research funds anmong their
trades or businesses in order to maximize the firms overall tax

benefit.

Since the value of the credit can be optimized by steadily
increasing expenditures, firms that can assume 2 more steady R & E
growth posture, are favored over firms that cannot. Firms that
cannot steadily increase their expenditure level., typically smaller
firms, are encouraged to purposefully cycle their R & E expenditures

to maximize the credit.

Furthermore, by tying a firm's credit to preceding years' spending
levels the structure ensures the disproportionate distribution of
the subsidy to firms which happen to be in high-growth fields
relative to firms in emerging or slow-growth tields. S6ince high
growth industries tend to naturally increase research expenditures

as sales increase, the credit’'s incentive effect is reduced.
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IIl. Qmﬂmmnxmnmuum

An R & E tax credit is a vital incentive for performing innovative
research by small and large firms, yet, as currently constituted, it
is inefficiently and ineffectively designed. It should also be
noted that, since firms cannot increase their research expenditures
indefinitely, the current incremental tax credit system is )
inconsistent with a permanent tax credit. Ensuring the proper
distribution of the credit amoang-firm sizes and industries, reducing
disincentives to invest in R & E, especially for small firms, and
making the credit more efficient should be major éoals of any
restructuring of the R & E credit. Extending the credit for limited
duration, without reaching these goals, would only continue poor tax
policy and preserve the climate of uncertainty which has existed
since the credit's inception.

3

1 urge the Subcommittee to adopt S. 2484 or legislation that
accomplishes its essential purpose. The reforms contained in

S. 2484 will eliminate negative incentives for performing R & E by
severing the connection between the amount of credit avajlable to a
firm and its immediate past R & B expenditures. S. 2484 would also
ensure that the credit stimulates new product and technological
developrnent by effectively eliminating the "in carrying on*
limication. Finally, the new structure would greatly widen the
credit‘s availability among slower growth firms through the
secondary credit calculation. -
Reform of the credit and its permanent extension will assist all
firms in developing the products and processes wiich are vital to
America's international competitiveness. Making the credit more
available to small businesses will return the greatest number of

innovations per dollar of tax subsidy.
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Ecotnotes

1. Sources: Gellman Research Associates, Ing;jgl;;igngnxg;lgggggn

(Washington, D.C., U.8. 8=all Business Administration, Office of
Advocacy, May 1982, NTiS #PB82226119); The Futures Group,

<l

1982 (Washington, D.C.: U.8. Small Business Administration,
Oftice of Advocacy, March 1984, NTIS #PBB4 212067);: and, Gellman
Research Associates, Indicators of International Trends in
Technological Innovation (Washington, D.C.: U.S. National
Science Foundation, April 1986). According to the Gellman
study, small firms create 2.45 times as many innovations per
employee than do large firms. The Futures Group supported this
conclusion at a rate of 2.38, finding that on a per employee
basis small firms are 1.91 times as 1ikely as large businesses
to make first-of-type innovations, and 2.46 times as likely to
make modest improvements in existing technology.

U.Ss. National Science Foundation, 1 u a
ort of Bas 8 (Waghington, D.C.: U.S. Government

Printing Office; 1982, NSF 83-302), Table B-2,

See Chart 7, Attachment 1. This statistic was derived from
combining data from three sources: (1) the IRS/SBA Match File
(1979), which links size of firm by asset category to average
firm employment; (2) the IRS 1983 Statistics of lncome: (3) and
the Futures Group Study (id. at note 1l). —

A distinction between IRC § 41 and § 174, which permits
expensing in connection with a trade or business, was explored

in Snow v. Commissjoner, 416 U.S. 500 (1974).

YOJ1 GOMI, Guide to Japanese Taxes, 1986-87, Tokyo; Zaikei Shoho
Sha (Published in 1986) p. 126.

14. at note 3.

Briefing Report to the Honorable Brian Donnelly, U.S. House of
Representatives, e

e ntatio e . Government Accounting Office, June
1988 (GAO/GGD-88-98BR) and accompanying letter dated June 17,
1988. The statistic tracks data from 1981 to 1984.

Ibia.

Thie limitation statutorily restricts annual qualified
expenditures to the lesser of 50 percent of the current year

R & E expenditures or the increase in those expenditures over
the three previous years. 1In practice, the limitation applies
when R & E expenses annually increase at an effective rate of
about 45 percent. See Attachment 3 for a more detailed
explanation.
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Chart 2

R&D Tax Credit Claimed by Firm Employment Size
1984

AW
Y

¢

m L) mw L]

-

3 3 q
sjdiaosy Jo 001§ Jod pawiojy 1pas) QY

o

168 330 709 1319 2734 17211

16 26 56

1M

Average Number of Employees per Firm

=
¥
&
£4
-
#
¥
¥
S
-



Chart 43

R&D Tax Credit ‘Clcimed by Firm Employment Size
1983
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Chart #6

R&D Tax Credit Claimed by Firm Employment Size

1983
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Innovations per Million Dollars of Credit Claimed

innovations
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Notes on Attached Charte

The sStatistics of Income (80I) data of the Internal Revenue
Service (IRS8) are devoid of employment data. The published s8OI
data are arrayed by firm asset size class. .

However, the 1979 IRS/8BA MATCH file contains 801 data
augmentdd with employment data (as recorded on the Employers’
Federal Quarterly Tax Return). These data allow the
calculation of the average firm employment size (i.e., average
number of employees per firm) by firm gaggset size class and
industry.

The crosswalk between asset size and employment size that s
facilitated by the MATCH file was used to estimate the number
of employees associated with the returns topro-ontod in an s80O1
asset size cell.

The firm employment size classes that azre arrayed along the
horizontal axes of the attached charts are simply the average
number of employees per firm within each of the BOI asset size
classes.

Charts 1 and 2. R&D Tax Credit Claimed Per Dollar o
ceipts by Firm Employment Bize in 1983 and 1984

For each asset size class and year, the total research
activities credit claimed was divided by business receipts (in
$100,000 units). The result is the R&D credit claimed relative
to revenues. This ratio was then plotted as a function of firm
enmployment size. Charts 1 and 2 clearly show that the R&D
credit claim per dollar of revenue falls as the average firm
employment size falls.

Charte 3 and 4. RED Tax Credit Claimed per Employee
by Firm Employment Size in 1983 and 1984

The total research activities credit for each asset size class
was divided by the number of employees estimated to be
represented by that asset size class. (In particular, the
average number of employees per return within an asset size
clase was multiplied by the number of returns represented by
that size class.) Charts 3 and 4 show that the RED tax credit
claimed rises with firm employment size, even on a per employee
basis.

t (] olla eipts

by Firm Employment Size in 1983 and 1984: Manufacturing

The data displayed in this chart were derived in a manner
analogous to those displayed in Charts 1 and 2, except that the
tax credit data and asset-employee relationships pertain
expressly to manufacturing.

Chart 7. Innovations &D Tax Credit Claimed:

Small Firms vs. Large Firms

Using 1983 S80I data and the 1979 IRS/8BA Match file the
employment by asset category for the first 7 categories (up to
25 million in assets) were summed to gat the total employment
of small firms. The employment associated with the & largest
asset size classes was aggregated to get the total employment -
of large tirns.

The R&D tax credits claimed were aggregated intc small and
large firm categories in a manner analogous to the employment
aggregation, described above.
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The resulte of the 1982 PFutures Group study (published in 1984)
of innovations by firm sisze, which found that small firms
produce an estimated 74% innovations per million employess and
that large firms produce 313 innovations per million employees,
were used to derive estimates of the number of innovations
prodyced by emall firms (17,582) and by large tirms (7,919).
These numbers were then divided by the total RED tax credit
claimed by small and large firms, respectively, to obtain the
number of innovations per dollar of RED tax credit claimed for
small ve. large firms.

Results:
Small Ficms Large Firms
155.1 innovations per 6.5 innovations per
million dollars in R&D million dollars in R&D
tax credit claimed. tax credit claimed.

Rot n Possible Future Tabulations

The 1982 MATCH file has recently been developed which means
that the data arrayed in these charts could be recalculated
using the more current 1982 MATCH file asset-per-smployee
ratlos.

8ince there was substantial inflation detween 1979 and 1982,
the average firm employment size within firm asset size classes
probably shrank between 1979 and 1982. This possibility shoulad
not, however, seriously impair the credidbility of the data
presented here. \
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U.S. SMALL BUSINESS ADMINISTRATION
WasHINGTON, D.C. 20418
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OFFICE OF CHIEP COUNDEL FOR ABVOCACY

The attached Tables 1 through 8 model the effect on
hypothetical firms of the current Research and Experimentation
Tax Credit (I.R.C. $41) and a proposal to modify the credit,
§. 2484. Specifically, current law and the proposal are
modeled over a five year period, between 1989 and 1993, to
determiae its effect on two factors: the calculation of the
tax credit and the "historical base®, from which tax credit is
calculated. The hypothetical firms are divided into four
general categories of spending patterns: growing, declining,
cyclical, and constant. Tables 9 through 16 model the same L
spending patterns for the same years, but indicate the effects
of the current law on new and start-up firms. All firms were
assumed to have R &§ E expenditures of $200,000 in 1988.

Start-up firms are treated separately under the models because
under current law they are not eligible to use the credit.
Therefore, tables 9 through 16 are essentially a comparison of
$.2484 to two other current proposals, 5.2312 and HR., 4795
which would allow start-ups to take the credit, but not
otherwise change the current structure of the czedit. Tables
9-16 also assume that each start-up firm came into existence in
1984. For some of these firms, negative R & E growth is
assumed to occur.

Summary of Analysis

According to the analysis, established firms show substantial
increases in credit received in every R & E spending scenario
except "cyclical". Fast growth firms (12% annual R & E
increases) almost doubled thelr credit, increasing it from
$57,390 to $103,110 for 1989 - 1993. At the other extreme,
highly cyclical spending firms decrease their credit from
$34,670 to $23,120, vhile mildly cyclical fizms' czedit
decreased from $9,670 to $7,190. Therefore, in our

- hypothetical spending scenarios, 5. 2484 would provide a
disincentive for firme to cycle their R & B spending. At the
same tine it would encourage increased R & E spending by
allowing greater credit rewards.

Under 5. 2484 all start-up firms receive more tax credit than
under current law. The analysis somewhat understates this
result in tables 10 through 16 because it assumes that start-up
tirms came into existence in 1984. However, firms which came
into existence in 1988 or later years would receive a 10%
credit for the tirst three years (due to their zero base for
these years) on all qualified expenditures. Because such tirms
do not have a historic base, they would not be required to
calculate the credit with reference to the increase of their
current R & E expenditures over their historical base as wvas

\
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done in the analysis. Therefore, in tables 10 through 16, a
fi:: would receive more credit in 1988-1993 than the analysin
ndicates.

Description of . 2484

The major distinction between S. 2484 and current law lies in
the calculation of the base, upon which the credit is
determined. S. 2484 utilizes a fixed-base, the so-called
“historic base period amount,” which freezes a firm's historic
spending level. Current law, on the other hand, uses a
moving-base, which is calculated with reference to a firm's
expenditures for the three immediately preceding years. A
firm's fixed-base under S. 2464 would be equal to its average
annual R & E expenditure in 1983 through 1987 plus 7%.
Beginning in 1990 this base amount would be indexed by annual
increases in GNP. One important restriction is that it can
never be less than 50% of current expenditures when calculating
a firm's credit.

Once the historical base period amount is determined, a firm
has a choice of calculating its credit one of two ways: it can
subtract its current R & E expenditures from its base and take
20% of the difference as its credit; or, it can subtract its
current R & F expenditures from 75% of its base and take 7% of
the difference as its credit. The latter calculation is
referred to as either the “"alternative credit calculation" or
the "secondary credit". A firm can switch from one type of
credit calculation to the other in any taxable year, depending
upon which is most advantageous.

Section 5 of S. 2484 would make most start-up firms eligible
for the credit. FPirms which 414 not have R & E expenditures in
at least two years during the period between 1983 and 1987,
including firms which come into existence after 1988, would
calculate their R & E base as described below. Por a firm's
first three years of R&E spending the base would be zero. 1In
the fourth year, the base would equal one-third of the average
R & E spending in the first three years. 1In the fifth year,
the base would equal the fourth year base plus 15% of fourth
year R & E expenditures. 1In the sixth year, the base would
equal the fifth year base plus 15% of fifth year R & E
expenditures. Thereafter, the "historical base period amount*
would be fully phased in, and the base would be increased by
annual GNP growth. Start-up tirms would also be subject to the
508 of current expendituzes base limitation.

Established Firms _ -

° Table 1 represents fast-growth firms that increase their
R & E spending at a rate of 12 percent.

[ Table 2 represents medium-growth firms that increase their
R & E spending at a rate of 7 percent.

) Table 3 represents slow-growth firms that increase their
R & E spending at rate of 3 percent.

] Table 4 represents firmge that decrease their R & E spendinq
at a rate of 3 percent annually.

o Table S represents firms that decrease their R & E spending ,
at a rate of 1 percent annually.

o Table 6 represents firms that maintain a constant R & E
spending level.
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o Table 7 represents firms with mildly cyclical R & E
spending patterns.

[ Table 8 represent firms with highly cyclical R & E spending
patterns.

Start-Up Firms:

o Table 9 represents fast-growth start-up firms that increase
their R & E spending at a rate of 12 percent.

[} Table 10 represents medium-growth start-up firms that
increase their R & E spending at a rate of 7 percent.

] Table 11 represents slow-growth start-up firms that
increase their R & E spending at rate of 3 percent.

o Table 12 represents start-up firms that decrease their
R & E spending at a rate of 3 percent annually.

o Table 13 represents start-up firms that decrease their
R & E spending at a rate of 1 percent annually.

[} Table 14 represents start-up firms that maintain a constant
R & E spending level.

© Table 15 represents start-up firms with mildly cyclical
R & E spending patterns.

] Tables 16 represents start-up firms with highly cyclical
R & E spending patterns.

Notes

On all tables, R & E spending is given in thousands of
dollars. The column labeled “"Credit $ Current Law" displays
the tax credit which will result from current law for the
indicated year and R & E spending level. The column labeled
“Base Primary GNP = 2.5%* displays the "base" as calculated
under 5,2484 for hypothetical firms electing the "primary
credit®, taking into consideration the firm's historical R & E
spending levels. The column labeled *"Credit $ Primary 20%*
indicates the tax credit that would result from the base
calculation under the bill as determined above. The coluan
labeled "Credit $ Secondary 7% + 75% of Base* indicates the tax
credit that would result from electing the “alternative credit
calculation" described in S.2484. *Maximum Credit $ Available"
calculates the firm's optimal return from the new credit,
assuming the firm switches between the primary and secondary
credit at the most propitious time. The amount designated as
"Total Credit" at the bottom of each Table indicates the
combined total credit amounts for the particular spending
pattern under both curzrent law and $.2484, for the years 1989
through 1993. It is used as a rough gauge or a scoreboard of
the relative advantages of on system over another.

On tables 9-16, the column "Maximum Credit $ Allowable"

represent the greatest credit a firm could receive in a

particular year if the firm was limited only by the SO% of

current expenditure restriction contained in Section 3 of the

bill. For example, a firm spending $250,000 dollars in R & E

has a maximum credit of $25,000 - which is 50% of its current

spending at the 20% credit rate. This column is different from .
"Maxinum Credit Available™ which represents a firm's optimal

credit calculation - the primary or secondary credit.

“%ﬂ
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Year

of RSE
Spending

1983
1984
1985
1986
1987
1988
198%
1990
1991
1992
1993

R&AE Spending
Thousands
of Dollars

105.55
119.94
136.29
154,88
176.00
200.00
224 .00
250.88
280.99

314.70°

352.47

Totsl Credit ('89 to '93)

Year

of R&E
Spending

1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993

R&E Spending
Thousands
of Dollars

139.14
14%.61
160.87
172.98
186.00
200.00
214.00
228.98
245,01
262.16
280.51

Total Credit (‘89 to °93)

Year

of R&E
Spending

1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993

R&E Spending
Thousands
of Dollars

1721.75
177.06
182.53
188.18
194.00
200.00
206.00
212.18
218.55%
225.10
231.85

Total Credit ('89 to 93)
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Table 1: Fast Crowth Firm (+12%)

Credit §
Current
Lav

el el ot
BN OOV
-
o

57.39%

Base
Primary
GNP = 2.5%

172.65
176.97
--181.39
“185.93
190.58

Credit §
Primary
20t

10.27
16.78
19.92
25.76
32.38

103.11

Table 2: Hedium Growth Firm (+78)

Credit $
Current
lav

(LB R KV ¥ 3§
=00 U O OV
SPOWPuN

6.57
7.03

31.06

Base
Primary
GNP = 2.5%

190.72
195.48
200.37
205.38
210.52

Credit §
Primary
200

4.66
6.70
8.93
11.36
14,00

45.64

Table 3: Slow Growth Firm (+3s)

Credit §
Current
Lav

NoRRNRNNNNOR
LN BEWWRN
VNO S OWR -

¥

Base
Primary
GNP = 2.58

206.58
211.74
217.04
222.46
228.02

Credit §
Primary
208

NNOWS

= ©ooo0o0Oo
N NWwwo

Credic §
Secondary 7%
+ 75% of Base

6.62
8.27
10.15
12.27
14.67

51.97

Credit §
Secondary 7%
4+ 75% of Base

4.97
5.77
6.63
7.57
8.58

33.52

Credic § .
Secondary 78
+ 750 of Base

3.57
3.74
3.90
4.08
4.26

19.55

Maxinum
Credit §
Availadble

Maximum
Credit §
Available

4.97
6.70
8.93
11.36
164.00

45.96

Maxisum
Credit §
Available

3.52
3.7
3.90
4,08
4.26

19.55

[3
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Year

of R&E
Spending

1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993

Year

of RSE
Spanding

1983
1984
1985
1986
1987
1968
1989
1990
1991
1992
1993

Total Credit (‘89 to '93)

Year

of RAE
Spending

1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993

@F7IER OF EWIZP COUNBEL FOR ABVOCACT

Table &:

R&E Spending
Thousands Current
of Dollars

231.85
225.10
218.55
212.18
206.00
200.00
194.00
188.18
182.53
177.06
171.75

Totsl Credit (’'8% to '9})

R&E Spanding
Thousands
of Dollars

210.20
208.12
206.06
204.02
202.00
200.00
198.00
196.02
194.06
192.12
190.20

RAE Spending
Thousands
of Dollars

200.00
200.00
200.00
200.00
200.00
200.00
200.00
200.00
200.00
200.00
200.00

Total Credit (°89 to ‘93)

8 28338838

8

© 00000000

Base Credit §
Primary

GNP = 2.5% 208
CON
232.91 0.
L/ 238.73 0.
244.70 0.
250.82 0.
257.09% 0.
0.

Negative Growth Firm (-18)

Credic §
Current

8

00

.00
.00
00
.00
.00

(- - K- E-X-E-X-X-X-4
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Regative Growth Firm (-38)

Primary Secondary 7%

Base
Primary
CNP = 2.5%

223.78
229.38
235.11
240.99
247.01

Zero Growth Firm

Credit §
Current

8 23888388

Base
Primary
CNP = 2.5%

219.35
224,83
230.45
236.22
242.12

N

8 88888
oooo
8882%

-
-
o

88888

o 00000

o
o

o ooooo
8 88888

Maximun
Credit §
Available

1.35
0.64
0.00
0.00
0.00

1.99

Credit §
Secondary 7% Credit §
+ 758 of Base Available

2.11
1.68
1.24
0.80
0.35

6.18

Credic §
Sscondary 7%
+ 758 of Base

2.48
2.20
1.90
1.60
1.29

9.47

Haxigum

Maxioum
Credit §
Available

2.48
2.20
1.90
1.60
1.29

9.47
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Table 7: Mildly Cyclical Spending Pirms

WassinaTon, D.C. 20416

Year RAE Spending Credic § Base Credit § Credic § Maximun
of R&E Thousands Current Primary Primary Secondary 78 Credit §
Spanding of Dollars Lav GNP = 2.5 208 + 75% of Base Available

1983 175.00
1984 130.00
1985 125.00
1986 165.00 3.00
1987 180.00 6.67 '
1988 200.00 8.67 .
1489 175.00 0.00 175.87 0.00 2.81 2.81
1990 150.00 0.00 184.36 0.00 0.82 0.82
1991 125.00 0.00 188.97 0.00 0.00 0.00
1992 165.00 3.00 193.70 0.00 1.38 1.38
1993 180.00 6.67 198.54 0.00 2.18 2.18
Total Credit ('89 to '93) 9.67 0.00 7.19 7.19
Table 8: Highly Cyclical Spending Firs
Year R&E Spanding Credit § Base Credit § Credit § Maximum
of R&E Thousands Current Primary Primary Secondary 78 Credit §
Spending of Dollars Lav GNP = 2.5% 208 + 758 of Base Available
1983 25.00
1984 115.00
1985 235.00
1986 50.00 0.00
1987 75.00 0.00
1988 200.00 16.00
1989 100.00 0.00 148.06 0.00 0.00 0.00
1990 45.00 0.00 151.76 0.00 0.00 0.00
1991 250.00 25.00 155.56 18.89 9.33 18.89
1992 180.00 9.67 159.45 4.11 4.23 4.23
1993 65.00 0.00 163.43 0.00 0.00 0.00
Total Credit (’89 to °'93) 34.67 23.00 13.56 23.12
Table 9: Fast Growing Start-up Firm (+12%)
Year R&E in Credit § Base Maximum Credit § Credit § Maxioum
of R&E Thousands Current Primary Credit § Primary Secondary 7% Credit §
Spending of Dollars Lav GNP = 2.5% Allowvable 208 + 758 of Base Availadle
1984 119,94 11.99 0.00 11.99 11.99 8.40 11.99
1985 136.29 3.27 0.00 13.63 13.63 9.54 13.63
1986 154.88 5.35 0.00 15.49 15.49 10.84 15.49
1987 176.00 7.719 46.82 17.60 . 17.60 9.86 17.60
1988 200.00 8.86 74.39 20.00 20.00 10.09 20.00
1989 224,00 9.4} 106.25 22.40 22.40 10.10 22.40
1990 250.88 10.18 108.91 25.09 25.09 11.84 25.09
1991 280.99 1n.2 111.63 28.10 28.10 13.81 28.10
1992 314.70 12.55 114.42 31.47 31.47 16.02 .47
1993 352.47 14.06 117.28 35.28 35.25 18.52 35.25
Total Credit ('89 to '93) 57.39 142.31 142.31 70.2% 142.3
AN Aarr on A
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Tadle 10: Medium Growth Start-up Fira (+78)

Year R&E in Credit § Base Maximum Credit § Credit § Maxioum
of R&E Thousands Current Primary Credit § Primary Secondary 78 Credit §
Spending  of Dollars lavw GNP = 2.5% Allowvadle 208 4+ 75% of Basa Available

1984 149.61 14.96 0.00 14.96 14.96 10.47 14.96
1985 - '160.87 2.25 0.00 16.09 16.09 11.26 16.09
1986 172.98 3.55 0.00 17.30 17.30 12.11 17.30
1987 186.00 4.97 55.06 18.60 18.60 10.13 18.60
1988 200.00 5.36 84.34 20.00 20,00 9.57 20.00
1989. 214.00 5.53 116.45 21.40 19.51 8.87 19.51
19%0 228.98 5.80 119.36 22.90 21.92 9.76 21.92
1991 245.01 6.14 122.34 24,50 246.50 10.73 24.50
1992 . 262.16 6.57 125.40 26.22 26.22 11.77 26.22
1993 280.51 7.03 128.54 28.05 28.05 12.89 28.05

Total Credit ('89 to "93) 31.06 123.07 120.20 54.01 120.20

Table 11: Slow Growth Start-up Firm (+3%)

Year R&E {n Credit § Bass Maxfmum Credit § Credit § Kaximum
of R&E Thousands Current Primory Credit § Primary Secondary 78 Credit §
Spending  of Dollars Lav GNP = 2.5% Allowadle 208 + 75% of Base Available
1984 177.06 17.71 0.00 7.n 17.71 12.39 17.71
1985 182.53 1.10 0.00 18.25 18.25 12.78 18.25
1986 188.18 1.68 0.00 18.82 18.82 13.17 ° 18.82
1987 194.00 2.28 62.39 19.40 19.40 10.30 . 19.40
1988 200.00 2.35 93.04 20.00 20.00 9.12 20.00
1989 206.00 2.39 125.37 20.60 16.13 7.8 16.13
1990 212.18 2.44 128.51 21.22 16.73 8.11 16.73
1991 218.55 2.50 131.72 21.85 17.36 8.38 17.36
1992 225.10 2.57 135.02 22.51 18.02 8.67 18.02
1993 231.85 2.65 138.39 23.19 18.69 8.96 18.69

Total Credit (’89 to '93) 12.54 109.37 86.93 41.96 86.93-

Table 12: Regative Growth Start-up Firm (-33)

Year R&E in Credit § Base Max{sus Credit § Credit § Maximun
of RAE Thousands Current Primary Credit § Primary Secondary 7% Credit §
Spending of Dollars Lav GNP « 2.5% Allowable 20% + 758 of Bass Availadle
1984 225.10 22.351 0.00 22.51 22.51 15.76 22.5)
1985 218.55 0.00 0.00 21.85 21.85 15.30 21.83%
1986 212.18 0.00 0.00 21.22 21.22 14.85 21.22
1987 206.00 0.00 74.69 20.60 20.60 10.50 20.60
1988 200.00 0.00 107.46 20.00 18.51 8.36 18.51
1989 194.00 0.00 140.15 19.40 10.77 6.22 10.77
1990 188.18 0.00 143.65 18.82 8.91 5.63 8.91
199 182.53 0.00 147.24 18.25 7.06 5.05 7.06
1992 177.06 0.00 150.92 17.1 5.23 4.47 5.23
1993 1711.75 ©0.00 154.70 17.17 3.61 3.90 3.9
Total Credit (‘89 to '93) 0.00 91.35 35.37 25.27 35.87
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Year

of R&E
Spending

1984
1985
1986
1987

1988,

1989
1990
1991
1992
1993

Total Credit (‘89 to °93)
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Year
of R&E

Spending

1984
1985
1986
1987
1988
1989
1990
1991
1992
1993

Total Credit (‘89

[CORG

R&E {n
Thousands Current
of Dollars

208,12
206.06
204.02
202.00
200.00
198.00
196.02
194.06
192.12
190.20

Table 14: Zero Growth Start-up Firs

R&E in
Thousands Current
of Dollars

200.00
200.00
200.00
200.00
200.00
200.00
200.00
200.00
200.00
200.00

to '93)

S 8838338838=

© ocoocoocoooo
8 8838833382

Table 13: Regative Growth Start-up Firm (-1%)

20.81
20.61
20,40
20.20
20.00
19.80
19.60
19.4)
19.21
19.02

97.04

20.00
20.00
20.00
20.00
20.00
20.00
20.00
20.00
20.00
20.00

100.00

U.S. SMALL BUSINESS ADMINISTRATION
WasHinaTON, D.C. 20418

Maximum Credit $
Credit §
Allowable

Primary

208

20.81
20.61
20.40
20.20
19.51
12.59
11.52
10.44

9.34

8.23

52.12

U.S. SMALL BUSINESS ADMINISTRATION
WAsHINGTON, D.C. 20416

Maximm Credit §
Credit §
Lav GNP = 2.5% Allowadle

Primary
208

20.00
20.00
20.00
20.00
19.99
13.49
12.83
12.15
11.45
10.74

60.66

Credit §
Secondary 7%

Credit §
Secondary 7%

Maxioum

Credit §
+ 758 of Base Available
14.57 20.81
14,42 20.61
14.28 20.40
10.44 20.20
8.62 19.51
6.27 12.59
6.46 11.52
6.14 10.44
5.81 9.3
5.49 8.23
30.67 52.12

Maximum

Credic §

4+ 758 of Base Availadble
14.00 20.00
14.00 20.00
14.00 20.00
10.41 20.00
8.75 19.99
7.04 13.49
6.87 T 12.83
6.69 12.1%
6.51 11.45
6.32 10.74
33.42 60.66
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Table 15: Mildy Cyclical Spending Start-up Fira
Year R&E in Credit § Base Maximum Credit § Credic § Maxirun
of R&E Thousands Current Primary Credit § Primsry Secondary 7%  Ciedit §
Spending of Dollars Lav GNP ~ 2.58 Allowable 208 4+ 758 of Basé Availsble
1984 150.00 15.00 0.00 13.00 15.00 40.50 15.00
1985 125.00 0.00 0.00 12.50 12.50 8.25 12.5%0
1986 165.00 5.50 0.00 16.50 16.50 11.85 16.50
1987 180.00 6.67 50.11 18.00 18.00 9.97 18.00
1988 200.00 8.67 78.36 20.00 20.00 9.89 20.00
1989 175.00 0.00 110.32 17.50 12.94 6.46 12.94
1990 150.00 0.00 113.08 15.00 7.38 4.56 7.38
1991 125,00 0.00 115.91 12.50 1.82 2.66 2.66
1992 165.00 3.00 118.81 16.50 9.24 5.31 9.24
1993 180.00 6.67 121.78 18.00 11.64 6.21 11.64
Total Credit ('89 to *93) 9.67 79.50 43.02 25.21 43.86
. U.S. SMALL BUSINESS ADMINISTRATION
& WasHiNGTON, D.C. 20416
“Anyat
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Table 16: Highly Cyclical Spending Start-up Firm
Year R&E in Credit $ Base Maxismm Credit § Credit § Maxioun
of RAE Thousands Current Primary Credit § Primary Secondary 7% Credit §
Spending of Dollars Law GNP = 2.5% Allowable 208 4+ 758 of Base Available
1984 115.00 11.50 0.00 11.50 11.50 8.05 11.50
1985 235.00 24.00 0.00 23.50 23.50 16.45 23.50
1986 50.00 0.00 0.00 5.00 5.00 3.50 5.00
1987 75.00 0.00 45,56 7.50 5.89 2.86 5.89
1988 200.00 16.00 57.94 20.00 20.00 10.96 20.00
1989 100.00 0.00 89.39 10.00 2.12 2.31 2.3
1990 45.00 0.00 91.63 4.50 0.00 0.00 0.00
1991 250.00 25.00 93.92 25.00 25.00 12.57 25.00
1992 180.00 9.67 96.27 18.00 16.75 7.55 16.7%
1993 65.00 0.00 98.67 6.50 0.00 0.00 0.00
Total Credit ('89 to '93) 34.67 64.00 43.87 22.42 44.06
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Date: October 29, 1987

Yo. Dan Mastromarco, Mark Hankins

From: 1311 scheirer™

subject. Tax Credit if R&D Expenditures Increase by Sanme
Number of Dollars Every Year

If a firm's R&D has increased and will continue to
increase by the same number of dollars every year,
the annual R&D tax credit (at a rate of 20 percent)
will be 40 percent of the annual increase in R&D.
The algebraic proof is as follows. Let:

R(t) = R&D in year t
X = annual increase in R&D
B(t) = base in year t for the R&D tax credit
C(t) = tax credit in year t
Now B(t) = 1/3(R(t=-1)+R(t-2)+R(t-3))
or 3B(t) = R(t-1)+R(t-2)+R(t~3)
= X+R(t=2)+R(t=2)+R(t-3)
= X+X+R(t=-3)+X+R(t-3)+R(t-3)
= 3X+3R(t-3)
or B(t) = X+R(t-])
= R(t-2)
Then C(t) = 0.2(R(t)-B{t))
or 5C(t) = R(t)=-B(t)
= X+R(t-1)-R(t-2)
= X+X+R(t-2)-R(t-2)
= 2X
or c(t) = 0.4X
cec: Tom Gray

5 Charles Ou
S Bill Whiston
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from:

Subject:

Octcber 30, 1987

Dan Mastromarco, Mark Hankins

Bill SCheircr"‘u

Maximum Constant Percentage Growth in R&D
Expenditures without Surpassing Ceiling on R&D Funds
Eligible for Tax Credit

If a firm's R&D has increased and will continue to
increase by the same percentage every Yyear, the
annual R&D tax credit will be at the allowable
ceiling for a constant annual increase of 45 percent
in R&D. The proof is as follows. Let r denote the
ratio of each year's R&éD to the previous year's R&D.
With a 10 percent growth rate, r will be 1.1; with

. a 20 percent growth rate, r will be 1.2; etc. Also
let:

R(t) = R&D in year t
B(t) = base in year t for the RiD tax credit
m R&D as a multiple of the base

1/3(R(t-1)+R(t-2)+R(t=3))
R(t-1)+R(t~-2)+R(t-3)
rR(t=-2)+R(t-2) +R(t-3)
r2R(t-3)+rR(t-3)+R(t~3)
(r2+r+1)R(t-3)

R(t)/B(t)

3R(t)/3B(t)
IrR(t=1)/3B(t)
Ir<R(t-2)/3B(t)
3r3R(t-3)/ (Xé+r+1)R(t-3)
ard/ (p+r+1)
ar3(rés+r+1)-1

Now m increases as r increases. That is, the
derivative of m with respect to r is positive for
positive r:

dn/dr = 9r2(r2+r+1)=1-3r3 (r2+r+1)=2 (2r+1)

Now B(t)
or 3B(t)

Then =

We can wmultiply by (r?+r+1)2 and divide by r2
without changing the sign of the derivative. 5o the
sign of dm/dr will be the same as the sign of

sghnz)-s (2r+1)
= 9rl49r+9-6ré-3r
= 3r2+6r+9

It r is positive, this quantity is positive. as r
increases, m increases and has a value of 2 for only
one positive r. If r is 1.445, m is 1.997. If r is
1.455, m is 2.021. Thus if = is 2, r is betveen
1.445 and 1.455, or 1.45 to two decimals.

RiD as a multiple of the base is not allowed to be
greater than 2 in calculating the allowed tax credit.
This corresponds to a constant annual growth rate of
45 percent in R&D.

ee: Tom Gray

Charles Ou
Bill whiston
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U.S. SMALL BUSINESS ADMINISTRATION
WASHINGTON, D.C. 20418

November 24, 1987

Can Mastromarco, Mark Hankins

Bill Scheiror'*'

Present Value of Tax Credit for a Firm with a
Permanent Increase in R&D Spending

If a firm's R&D has been at a constant level of X
dollars per year, then increases to a new level of (X
+ Y) dollars per year, and stays at the nevw level,
the firm will be eligible for an R&D tax credit (at a
rate of 20 percent) for three years and the present
value of the tax credits will be 3.42 percent of the
present value of the R&D increase (Y dollars) in all
future years. The algebra is as follows. Let:

R(t) = R&D in year t
B(t) = base in year t for the R&D tax credit
c(t) = tax credit in year t
T = first year of the increased R&D
Then R(t) = X for t<T
R(t) = X+Y for t>T
B(T) = 1/3(R(T=1)+R(T-2)+R(T-3))
= 1/3 (X+X+X)
=173 (3X)
= X
c(T) = 0.2(R(T)=-B(T))
= 0.2 (X+¥Y-X)
- 0.2Y
B(T+1) = 1/3(R(T)+R(T-1)+R(T-2))
= 1/3 (X+Y+X+X)
= 1/3 (3X+Y)
= X+Y/3
C(T+1) = 0.2(R(T+1)-B(T+1))
= 0.2(X+Y-X-Y/3)
= 0.2(2Y/3)
= 0.4Y/3
B(T+2) = 1/3(R(T+1)+R(T)+R(T-1))
® 1/3(X+Y+X+Y+X)
= 1/3(3X+2Y)
= X+2Y/3
C{T+2) = 0.2(R(T+2)=-B(T+2))
= 0.2(X+Y-X~2Y/3)
= 0.2Y/3
B(T+3) 1/3(R(T+2)+R(T+1)+R(T))

1/3 (X+Y¥+X+Y+X+Y)
1/3(3X+3Y)
X+Y
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C(T+3) = 0.2(R(T+3)~B(T+3)) -
= 0.2(X+Y-X~Y)
= 0

There are tax credits for the years T, T+l, and T+2.
The simple sum of these three credits is:

0.2Y+0.4Y/3+0.2Y/3
= 0.6Y/340.4Y/3+0.2Y/3
= 1.2Y/3
= 0.4Y

However, a later credit is not as good as a credit
that can be taken sooner. This is an example of the

- rationale for the concept of present value. OMB

Circular A-94 prescribes a discount rate of 10
percent. We would divide the credit in year (T+2) by
1.1 to get its value in year (T+1), and divide any
values in year (T+l) by 1.1 to get their present
value in year T. Thus, the present value in year T
of the tax credits for the years T, T+1, and T+2 is:

0.2Y+0.4Y/3/1.140.2Y/3/1.1/1.1
= 0.376Y

or a little less than the simple sum of the three
credits. At a discount rate of 10 percent, the
present value in year T of the R&D increase (Y
dollars) for T and all years into the infinite future
is 11 times Y (proof omitted). The present value of
the credits is thus 3.42 percent of the present value
of the R&D increase in all future ysars.

cc: Tom Gray
Dave Hirschberg
Charles Ou
Bill Whiston




STATEMENT BY CONGRESSMAN BILLY TAUZIN

before the
Senate Finance Subcommittee

on
Taxation and Debt Management
on S. 1821

Mr. Chairman, I appreciate this opportunity to submit a
written statement on S. 1821, legislation to insure that the U.S.
seafood processing industry will not be burdened with unwarranted
and unnecessary administrative costs. The seafood processing
industry is vital to the economy of louisiana and other coastal
states, and that vitality is threatened by a policy recently
announced by the Internal Revenue Service.

Specifically, Mr. Chairman, the IRS for many years has
issued official determination letters stating that individuals
who process seafood -- who bone fish, remove seafood from its
shell, or head shrimp -- are not "employees" for federal income
tax purposes. Now the IRS has reversed that position, has
notified Louisiana seafood processing companies that it now views
these individuals as employees, and has threatened severe
penalties against companies that do not treat these individuals
as employees. This new policy, which directly contradicts
previous IRS rulings and is contrary to standard industry
practice, would result in the imposition of completely
unreasonable administrative costs and burdens on the seafood
processing industry.

The individuals who perform seafood processing activities
simply do not resemble the typical "employee". These individuals
do not receive a fixed wage, but instead are paid on the basis of
the quantity of seafood they process. By habit and temperament,
these individuals also are highly mobile, and frequently will
move around a state or even the country as they perceive more
desirable employment opportunities. They are free to come and go
at will and exercise their own discretion as to number-of hours

worked.

In short, these individuals are self-employed. Because of
their mobile and flexible work habits, even a very small
processing plant may well use the services of over 100 such
individuals in the course of a year. Obviously, it would be
difficult and impractical for a processing plant to keep the
necessary records to calculate its tax obligations as an employer
and equally difficult for it to withhold appropriate taxes for
payment. Yet the IRS policy would impose just such a burden, a
burden that may well force our smaller processing companies out
of business.

We have long recognized that mobile individuals compensated
on the basis of goods produced should not be treated as employees
under our Tax Code.

The legislation that my colleague Senator Breaux has
proposed and I have proposed in the House would ensure the
continued application of this policy in the seafood processing
industry so that the industry is not saddled with impossible

administrative burdens.

Mr. Chairman, I appreciate your consideration in this issue
and hope that the Subcommittee will favorably move this
legislation forward.
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STATEMENT OF R.J. VOGEL
CHIEP BENEFITS DIRECTOR
VETERANS ADMINSTRATION
BEFORE THE
SENATE FINANCE
SUBCOMMITTEE ON TAXATION

AND DEBT MANAGEMENT

JuLy 12, 1968

Mr. Chairman and Members of the Committee:

I am pleased to be here today to present the views of the
vVeterans Administration on §. 2611, 100th Congress. These
views represent splely the position of the Veterans Admin-
istration (VA). The Office of Management and Budget has
advised that the Administration's position on this bill is
under development. The bill is "To amend the Internal Revenue
Code of 1986 to provide for the dieclosure of income informa-
tion to the Veterans Administration for purposes of verifying
information provided about their incomes by beneficiaries of
programs under which income is relevant to eligibility; and :o
amend title 38, Unite” States Code, to protect against the

misuse of such information, and for other purposes.”

Por the reasons that follow, the VA supports enactment of

S. 2611.

The subject bill would amend the Internal Revenue Code of 1986
8o as to authorize the Veterans Administration (VA) to use
Internal Revenue Service (IRS) Pederal tax return information
to verify eligibility in certain veterans benefits programs
which are affected by income. The VA programs specifically

mentioned in the bill are: needs-based pension; parents'
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depenisncy and indemnity compensation; means-tested health care
services; and, compensation pursuant to a rating of total
disability due to inability to secure gainful employment.

We believe that the integrity of all of these programs would be
significantly improved if IRS roturn information were made
available because the IRS information would give the Agency the
opportunity to independently verify the income data provided by
a VA program applicant or beneficiary. The most detailed and
extensive consideration of the value of the avajlability of the
IRS information has occurred in one of the largest of the

mentioned programs, the pension program.

Currently, the VA provides an income based or "means test”
pension benefit to veterans permanently and totally disabled
(38 U.S.C. § 521), their surviving spouses (38 U,S.c. § 541),
or their surviving children (38 U.S.C. § 542).

On an annual basis, the Agency reviews the continued
elegibility of persons receiving pension benefits. This review
determines whether the annual amount of that benefit, which
under current law is reduced $1 for $1 based on income, should

be adjusted according to changes in an individual‘'s income.

The method used for verifying income is to4requ1te those
individuals receiving pension benefits to submit an annual

income report listing all sources and amounts of income,

As indicated by the Grace Commission Report, ':he pension area,
in particular, could contain many errors caused by incomplete
reporting, misinterpretation of the AIQ forms, or fraud"
(Commission Report, "Report on the Veterans Administration,”
1983, at p. 26). Thus, the Commission suggested in Recom-
mendation No. VA 2-2 (p. 27 of the report) that the VA

pursue all possible computer qatchlng opportunities,




230

The Agency has already established regular computer matching
of income data with other Federal entities such as the Social
Security Administration (SSA) and the Office of Personnel
Management. (Parenthetically, we note that the VA is ﬁot
curteﬁtly obtaining any data from the SSA which is subject

to 26 U.S.C. § 6103. The data exchange which we have been
pursuing for years with the SSA is limited to exchange of

VA and SSA benefit payment information.) These matches and
various audits by the VA Inspector General have tended to
confirm the suspicions of the Grace Commission, but the matches
are not adequate for comprehensive determination of outside
income. Moreover, not all possibilities for verifying pen-
sion income reports have been legally available for explora-
tion. The VA, without access to IRS taxpayer records and IRS
information return records, remains unable to monitor effec-
tively and to verify income from private sources, such as
wages, interest, or retirement benefits. With access to IRS
information, the VA would be in a better position to detect

fraud and control possible issuance of incorrect payments.

This wQs validated in two recent GAO reports which concluded in
both instances that Congress should consider amending the\
Internal Revenue Code of 1954 (26 U.S.C. § 6103(1)}(7) to grant
VA access (i.e., }or purposes of verifying income reported by
pension beneficiaries and by applicants for VA compensation
benefits based upon unemployability) to the same earned and
unearned income information that the Deficit Reduction Act

of 1984, Pub. L. No. 98-369, {(DEPRA) authorizes seven other
Federal benefit programs to receive. Those conclusions came
from analyzing the detailed, quantitative results derived from
computer matching of a representative sample of VA pension and
compensation rééotds with IRS return information. The first
report, "VETERANS BENEPITS: Improving the Integrity of the
VA's Unemployability Compensation Program," was completed in
September 1987. The second GAO report, "VETERANS PENSIONS:
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Using Tax Data to Verify Income Can Identify Significant
Potential Erroneous Payments,”™ was completed in March 1?88.
The cost effectiveness of such matching was amply supported by
the data which revealed that in the first report, potential
overpayments to veterans who should have reported their
earnings to the VA in 1984 and 1985 could have exceeded $10
million with only a relatively small $65,000 data processing

cost.

In the second report GAO found that with access to tax data the
VA would have been able to identify $157.2 million in potential
overpayments to 134,200 pehsién beneficiaries in 1984. The
GAO estimated that the cost effectiveness of using tax data

to verify income reported by pension beneficiaries to the VA
(i.e., in the annual self-reporting questionnaire form the
Agency solicits from those beneficiaries) was at a favorable

ratio of 11:1.

In light of the foregoing, we believe that justification exists
for expinding IRS authority to disclose tax return information
to the VA for purposes of determining eligibility and payment
amounts fo: pension and other benefits., State and local
agencies currently access IRS information for use in verifying
eligibility and correct payment amounts for certa;n Federally
funded benefits programs. Certainly, the VA, a Federal agency,
should be afforded access to IRS return information in order to
make such determinations in similar Federally funded income-
based programs. The VA pension beﬁefits program had a Fiscal
Year 1988 budget of approximately $3.9 billion. Although it is
impossible to project a reliable figure for cost savings due
solely to VA access>to IRS return information, we strongly
believe the potential exists for realizing significant cost
savings for the VA pension and other mentioned programs over

the next 5 years with VA access to IRS return information,
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These savings would be recovered both through the prevention of
future overpaymenta (i.e., cost avoidance) and from the actual
collection of the aub-tnn;ialil-ount of receivables created
from past overpayments., With respect to overpayments, an
efficient and effective means of actual collection is avail-
able. In cases where overpayment results in the reduction
rather than termination of benefits, the overpayment can simply
be offset against a claimant's future monthly benefits. Other
traditional means of collection‘could be used in cases where

benefits were terminated.

Our experience with computer matches of state wage and VA
pension benefits information has involved several states {e.g.,
Georgia, Florida, Missouri, New York, Texas, Virginia,
Maryland, Connecticut, Pennsylvania, Tennessee and Washington
State), and has reinforced our belief that significant cost
savings can be accomplished both from recoupment of
overpayments and from cost avoidance. As a result of the
computer matches of wage information from the states listed
above, 17,951 cases were sent to VA regional offices for
adjudicative review after earnings and employment status were
confirmed with employers. With that process having been
three-fourths completed as of March 17, 1988, the VA regional
offices in those 10 states verified 5,754 erroneous payments
totalling over $36 million in overpayments. Also documented
were 2,366 cases in which cost avoidance through prevention of
future overpayments would result in an annual savings of

.

approximately $5.4 million. We expect to experience comparable
results once this process has been completed. (Note: Of the
total overpayments, over $31 million (or 68.2 percent),
involving 3,929 cases was determined to have been received

fraudulently.)
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An aggressive approach to verifications, aided by IRS infor-
mation, would prevent many overpayments and result in cost
avoidance., This effect would directly result from claim-

ants' knowledge of improﬁed verification ability and their
corresponding efforts to report correctly the income infor-
mation on which their claims are initjially or subseguently
reviewed. The present misreporting should be halted to the
fullest extent possible. We believe that access to IRS infor-
mation for verification and for continuous monitoring will go a

long way to achieving this end.

We understand that the Treasury Department has the following
concerns: (1) disclosure of earnings information would under-
mine voluntary tax compliance, and (2) disclosure would violate
taxpayer's privacy. We do not agree that VA access to tax data
would adversely impact upon voluntary taxpayer compliance with
the tax laws. The GAO observed that despite the IRS' stated
interest in the general area of changes in voluntary taxpayer
compliance as a result of authorizing access to tax data for
nontax purposes, no studies exist or are underway to indicate
what effect such access.produces on voluntary compliance.
Moreover, the GAO argues, the addition of 1.6 million VA
pensioners to the more than 80 million recipients of Federal
benefit programs for which access to income tax data currently
exists should have "little incremental effect” on voluntary
compliance. Further, we doubt that there would be 1.6 million
new participants added. The tax information of many of these
veteran pensioners is already being reported in food stamp and
other DEFRA programs. The GAO did note, however, that studies
have been conducted which reveal that use of tax data for tax
enforcement purposes has a decidedly favorable impact. The
public's knowledge that third-party reporting of income is

required for verification purposes has improved (i.e., in 1986

cum
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by an estimated $2.7 billion) individual taxpayers' voluntary
compliance with IRS's own income reporting requirements. The
GAO anticipates that knowledge that income reported by VA
Pension beneficiaries in the annual self-reporting ques-

tionnaire would be subject to verification using third-party
reported tax data should have a similar effect.

Concerning taxpayer privacy, we believe that records and
information submitted to the Goverment by private citizens,
whether acting as taxpayers, veterans, or otherwise, should be
confidential. We believe additionally, however, that such
confidentiality should not be absolute. Indeed, as indicated
above, under certain circumstances confidentiality considera-
tions should and do yield to other significant concerns, such
as the maintenance of the integrity of Government benefit
payment programs. We believe that the extension of IRS dis-
closure authority as recommended by GAO would not unwarrantedly
invade the privacy of those taxpayers who participate in the VA
disability compensation program. The veteran taxpayer would be
treated no differently than those taxpayers participating in

the DEFRA programs mentioned above.

The second GAO report squarely addressed the Treasury and IRS
policy that alternate sources of income information must be
exhausted prior to seeking IRS data. In this regard, the GAO
observed that if the VA were to redesign the annual question-
naire, this would not be a substitute for independently verify-
ing income using third-party reported tax data. Neither would
requiring pension beneficiaries to annually submit to the VA
copies of IRS form 1040 be acceptable because: (1) not all
pension beneficiaries meet the minimum income necéasary for
£filing a return; (2) the 1040 form would not provide independent
verification of the accuracy of the income reported; and (3) VA

access would be more intrusive of personal privacy in that
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details extraneous to the needs of the pension program would be
unnecessarily disclosed. Purther, the GAO acknowledged that
resorting to quarterly wage information from the individual 50

-

states was impractical, even if all state agencieu cooperated

and data accuracQ'was ensured. (Moreover, some of the largest
states, such as California and Ohio, will not cooperate.) Por
example, state wage data excludes earned income for the follow-
ing categories of individuals: Pederal military and civilian
personnel, railroad workers, and the self-employed. Moreover,
to obtain interest or dividend information (i.e., other than
from the IRS form 1099 file) the VA would have the impossible
task of identifying and contacting each and every bank or
Corporation involved with making such payments, and then be
faced with the nondisclosure provisions of the Right to
Financial Privacy Act of 1987 (Pub. L. No. 95-630) as to the
financial institutions. Thus, we concur with these GAO
examples which shaw that the IRS policy on requiring exhaustion
of alternate sources of income information is neither

practicable nor efficient.

In'conclusion, the VA supports favorable enactment of this
timely and important provision. As the foregoing testimony
reveals, this bill would provide significant cost savings and

reduce fraud in VA income-based benefits programs.

Thank you Mr.Chairman,
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STATEMENT FOR THE RECORD OF
DAVID M. WALKER, CPA
ASSISTANT SECRETARY OF LABOR
PENSION AND WELFARE BENEFITS ADMINISTRATION
FOR THE HEARING ON S.2078
BEFORE THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE

SENATE FINANCE COMMITTEE

JULY 12, 1988

I. INTRODUCTION

We would like to thank you for the opportunity to submit the
views of the Department of Labor on S$.,2078, a bill that would,
among other things, provide for employee approval of the
establishment of employee stock ownership plans {ESOPs).

The Department of Labor (The Department) has responsibility
for the administration and enforcement of Title I of the Employee
Retirement Income Security Act of 1974 (ERISA). Accordingly, the
Department has a strong interest in issues related to employee
pension and welfare benefit plans, especially those issues which
involve fiduciary responsibility governed by Part 4 of Title I of
ERISA. The Department of the Treasury did not comment on the
fiduciary aspects of S.2078 in its July 12 testimony before the
Committee because of the Department of Labor's primary
responsibility in this area.

II. BACKGROUND

First, we would like to describe current provisions of Title
I applicable to employee stock ownership plans. With certain
exceptions, Part 4 of Title I of ERISA applies to all employee
benefit plans. ERISA section 3(3) includes pension plans under
the term employee benefit plans. An ESOP, which by its terms, or
surrounding circumstances, defers income to retirement, or
results in a deferral of income by employees for periods
extending to termination of covered employment or beyond, is a
pension plan. An ESOP is an individual account plan within the
meaning of section 3(34) of ERISA, that is, it provides that
assets held by the plan are to be allocated among individual
accounts established for each participant. Upon retirement (or
the occurrence of certain other events) the participant's
benefits will be based solely on whatever assets are held in his
or her account.

The decision of a plan sponsor to establish an ESOP (or any
other type of pension plan) is not a fiduciary decision subject
to review under ERISA section 404. However, once an ESCP has
been established, ERISA section 404 requires that a fiduciary
discharge his duties with respect to the plan in accordance with
the documents and instruments governing the plan insofar as such
documents and instruments are consistent with the provisions of
ERISA, 1If plan documents or instruments prescribe a course of
action which is not consistent with ERISA, a trustee who engages
in such action will violate ERISA. Section 404 also requires
fiduciaries to discharge their duties with respect to the plan
solely in the interest of the participants and beneficiaries and
with the care, skill, prudence and diligence that a prudent man

would use.

Among the key provisions of ERISA is the requirement that
fiduciaries who are responsible for making decisions on behalf of
employee benefit plans be identified. Section 403(a) of ERISA
requires that assets be held in trust by one or more trustees who
have exclusive authority and discretion to manage and control the
agssets of the plan. There are only two exceptions to the
requirement that the trustees of a plan have exclusive authority
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over the management and disposition of assets of the plan. One
exception is under section 403(a)(2), if the authority to manage,
acquire, or dispose of plan assets is delegated to one or more
properly appointed investment managers. The other is under
section 403(a) (1), which providea that a plan may provide that
the trustee is subject to the direction of a named fiduciary who
is not a trustee. Such directions, however, must be proper and
made in accordance with the terms of the plan. They also must
not be contrary to ERISA.

A procedure for obtaining instructions from participants as
to voting shares of employer securities held by an individual
account plan and allocated to their accounts could be put into
effect under section 403 (a) (1) of ERISA only where directions
received by the plan's trustee from the participants are proper
and not contrary to ERISA. If plan documents or instruments
prescribe a course of action inconsistent with ERISA, the trustee
cannot engage in such action. Also, a trustee cannot carry out a
procedure for obtaining participants' instructions if the trustee
is aware that the decision rendered by participants is not
independent or has been made under pressure.

Even where participant instructions are given in a manner
that is not contrary to ERISA's provisions, the trustee remains
responsible for certain matters such as assuring that the plan's
provisions are implemented fairly, that information necessary to
the participants is provided to them, and that information not be
false or misleading. (1In the event false or misleading
_ information may have been distributed by other parties, the

trustee has a duty to correct such information.) A trustee also
remains responsible for determining whether a violation of ERISA
would occur if participants' directions were followed.

It is the Department's view that an affirmative direction
from a participant is necessary for section 403(a) (1) to apply.
Therefore, a trustee cannot rely on a plan provision which
.provides that participants who do not specifically give in-
structions concerning the voting of shares allocated to their
accounts be deemed to have issued a specific instruction regard-
ing the voting of those shares. Where the trustee receives no
directions from a participant with respect to a particular
decision, section 403(a) (1) cannot apply. In those situations,
the trustee bears exclusive responsibility for the decision and
cannot merely vote the shaves based on a formula or in proportion
to the votes actually cast by the participants. Thus, for
example, the responsibility of deciding whether to vote shares in
a participant's account for or against a corporate
recapitalization, given the participant's silence on the matter,
would rest with the trustee. Of course, under this analysis, the
trustee has the obligation to vote all unallocated shares on
behalf of the trust.

Finally, as in all cases, the trustees must determine
whether they have conflicts of interest which may interfere with
the proper exercise of their responsibilities. If they do, it is
the view of the Department that they should step aside in favor
of trustees without such a conflict to decide the issue.

III. DISCUSSION OF S.2078

Now, we would like to turn to the proposal before the sub-
committee, S. 2078, This bill would require a majority of
employees to approve the establishment of an ESOP, It also would
require that the approval be pursuant to an election conducted by
secret ballot. Employees would be notified of all material facts
concerning the plan, such facts to include a) whether the ESOP is
replacing another plan and whether the assets from that plan will
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be transferred to the ESOP, b) the terms of the ESOP and c) the
terms of the plan from which the assets are being transferred.

Under S.2078, the Secretary of the Treasury would be
p2rmitted to provide that the voting rights of participants
required under section 409(e) of the Internal Revenue Code would
not be satisfied unless the participants' voting rights in
securities allocated to their accounts are substantially similar
to the voting rights of other persons holding the same class of
securities or substantially similar securities, regardless of
whether the shares were registered or not.

As noted by the Department of Treasury's testimony, S.2078
would grant the Secretary of the Treasury the power to require
ESOPs established in closely held corporations to allow
participants to vote shares allocated to their accounts on all
matters on which other shareholders of the same class of
securities may vote. ESOPs holding publicly traded employer
securities are already required to provide such equal voting
rights to participants.

The Department of Labor's overriding concern is that the
rights and benefits of participants and beneficiaries be ade-
quately protected. We share Senator Armstrong's concern that
employees’' benefits not be endangered by the creation of
ill-considered ESOPs, designed to aid one side or another in a
struggle for corporate control. In light of this concern, we are
in agreement with the underlying objective of S.2078, which is to
safeguard employee rights. h

The Department of Labor also supports the underlying purpose
of $.2078's provisions designed to provide ESOP participants with
the same stock ownership rights as other holders of similar
clagses of stock. We believe that it is appropriate to address
the question of whether the existing ESOP rules provide employees
with a degree of control consistent with beneficial ownership of

their stock.

When an ESOP purchases securities from a party in interest,
ERISA requires that no more than adequate consideration be paid,
and that the terms of an ESOP loan be such that the plan assets
would not be drained off. The loan must be primarily for the
benefit of plan participants and beneficiaries and the interest
rate charged cannot exceed a reasonable rate. Thus, properly
structured ESOPs, at their inception, would be protective of the
rights of participants in their ESOP benefits.

$.2078 would require a majority of employees to approve the
establishment of an ESOP, We would note that this does not, in
itself, provide ESOP participants with greater stock ownership
rights. The issue of ownership rights is separate from the issue
of whether employees should vote upon the establishment of an
ESOP. In this regard, we are concerned that a vote on the
creation of an ESOP would interfere with the discretion that an
employer has traditionally enjoyed with respect to the
establishment and termination of employee benefit plans. We
prefer to see the issue of ownership rights addressed directly.

The Department of Labor supports policies that would place
ESOPs that hold non-publicly traded securities on the same
footing as those that hold registered securities. In lieu of
granting regulatory authority in this area, we suggest that
consideration be given to amending the appropriate provisions of
the Internal Revenue Code governing the voting right protections
contemplated here. We would propose that this be done in
conjunction with a review of the existing inconsistencies between
the Internal Revenue Code and Title I of ERISA regarding ESOPs,
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The tax code has been amended several times without conforming
ERISA amendments. As a result, some elective provisions of the
Internal Revenue Code would allow (for tax qualification
purposes) actions which would violate ERISA. FPor example, IRC
section 409(e) (5) states that a plan may satisfy the tax
qualification requirements concerning voting rights for ESOP
participants if the plan grants each participant one vote and the
trustee votes the shares held by the plan proportionally on the
basis of the participants' votes. However under ERISA, the
trustee in voting such securities would remain responsible for
determining that participant directions regarding allocated
shares are proper and for voting the unallocated shares without
regard to participant directions, thus, in effect, rendering IRC
section 409(e) (5) inoperative.

We are also concerned about a portion of Senator Armstrong's
floor statement introducing the bill. Specifically, it is our
understanding that the voting rights provisions of S.2078 may
have been intended to override the trustee's ability to vote
shares regardless of the directions the trustee receives from
participants. We believe that the trustee's duty to determine
whether the directions it receives are proper represents an
important safeguard of ERISA's statutorxy scheme. As the
Department has previously stated, a trustee could not accept
instructions as proper if the trustee is aware that the
participant's decision is not independent or has been made under
pressure from the employer. The trustee also remains responsible
for assuring that the plan's provisions are fairly implemented,
that plan participants are provided necessary information, that
clearly false or misleading information not be distributed to
participants (or that such false or misleading information that
may have been distributed is corrected), and remains responsible
for determining whether following the instructions of the
participants would result in a violation of Title I of ERISA.
These participant protections should not be compromised. Any new
safequards should be in addition to the critical fiduciary
provisions which currently exist.

The Department supports the bill's limitation on voting
rights of plan participants and beneficiaries to securities
allocated to their account. If the bill contemplates changing
current laws to allow proportional voting of allocated stock as
to which voting directions have not been received in accordance
with voting directions received for allocated shares {subject to
the trustee's duty to determine that such directions are proper),
the Department would accept such a legislative change as not
fundamentally inconsistent with ERISA's protections in this area.
However, a trustee cannot and should not be allowed to evade its
responsibility by relying on a procedure for proportional voting
of stock held by a plan which has not yet been allocated to
participant accounts, This position properly recognizes that
plan participants and heneficiaries neither have beneficial
ownership of such shares nor have particular expertise as to
investments on behalf of the plan as a whole. Their directions
as to unallocated shares could not and should not be considered
proper under section 403(a) of ERISA.

In conclusion, we find that the bill's goal of providing
equal voting rights to ESOP plan participaats is commendable,
especially in light of the fact that one of the stated goals of
ESOP legislation has been to provide ESOP plan participants with
an ownership stake in their companies. We would concur with the
Department of Treasury that a more direct method of providing
equivalent ownership rights would be preferable.
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Pension Portability Testimony
y the
Profit Sharing Council of America

I am David Wray, President of the Profit Sharing Council of America (PSCA).
The Council is a non-profit association which, since 1947, has represented
companies that sponsor profit sharing plans. It is dedicated to the task of
developing, collecting end communicating profit sharing information, and seeks
to encourage the philosophy and practice of sharing profits with employees --
whose efforts make profits possible.

The PSCA represents over 1200 companies who employ over 1.75 million plan
participants throughout the United States. PSCA members engage in every type
of business activity and all regard profit sharing as a vital factor in their
success. They range in size from a family-owned fledgling enterprise to the
world's largeat retailer. One member has shared profits for over 100 years,
while other began only last month. All members depend upon the PSCA to represent
and advocate their interests concerning current legislative and regulatory
proposals that would affect profit sharing plans.

American business 1is increasingly recognizing the value of profit sharing.
Studies in the United States and Great Britain have shown that companies with
profit sharing outperforw non-profit sharing companies.l Further, research
by the Profit Sharing Council of America and Hewltt Associates over the 1973-1986
period found an average 11 percent of plan participants terminated for reasons
other than retirement, death, or disabllity.z Compare this figure with the
21.6 percent of workers aged 25 or over who had been in their current job for
a year or less in January of 1987.3 Two recent academic studies also provide
support for the greater labor for:e stability, and the resulting employment
security, among companies with deferred profit sharing plms.‘l

In addition, the Profit Sharing Research Foundation compared the retirement
benefits in large deferred profit sharing companies and found that deferred
profit sharing provided greater retirement benefits than a typical final average
salary defined benefit plan.5 It is no wonder that companies practicing profit

sharing have increased from under 200 prior to World War II to over 500,000

today.

SnER
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It is the view of the Profit Sharing Counctl of America that restrictive
"pension portability" legislation is ununecessary and, more importantly, it will
reduce the incentive value of deferred profit sharing.

It has been stated "that pension plan asset accumulations under existing
pension plans are increasingly being distributed at job termination or otherwise
used for current consunption”.6 This is not the case for deferred profit sharing
plans -- which are the vast majority of defined contribution plans. If anything,
the passage of the Tax Reform Act of 1986, which eliminated 10-year averaging
and {mposed a 10 percent penalty'on early withdrawals and termination distri-
butions, appears to have resulted in a trend toward-savings.

The data gathered by the May 1988 supplement to the Current Population
Survey (CPS) will not be available for some time yet. However, the limited
evidence from the 1983 CPS supplement, wobility patterns and benefit accrual
pattern interactions, company experience, and the evidence for labor force
stability among companies with deferred profit sharing suggests that the amounts
of distributed pre-retirement lump sums are probably relatively small. This
is certainly the experience of members of the Profit Sharing Council where most
distributions are small. Only a small percentage of employees who leave a company
prior to retirement have balances in excess of $5,000.

In the case of a small distribution, it makes no sense to force a recipient
to hold the money in a tax deferred status. Fees for required reporting and
other investment services will exceed the earnings on small amounts and eat
up the principle. What is left will be substantially devalued by inflatfon.
Recipients of larger amounts tend to be older, better educated, and with higher
earning potential. As a result, they generally roll their distributions into
IRAs to continue the tax deferred status for their funds and avoid the 10 percent
penalty. They need not be forced to save their distributions.

Also, the distributions to terminated employees represent only a small
fraction of the total assets in deferred profit sharing plans. For example,
a8 large Council member with cliff vesting distributed only 0.5 percent of the
plan assets in pre-retirement termination distributions. Another with immediate

full vesting distributea about 5 percent. - Overall, pre-retirement termination

distributions probably represent between 2 and 3 percent of plan assets.
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Unfortunately, the study7 upon which much of the argument for restrictive
"pension portability" legislation is based has limitations which reduce its
value in addressing this issue. 1t is based on data collected prior to the
passage of TRA '86. In addition, the questionaaire design anticipated that
lump sum distributions would be large ~- so the smallest precoded response was
"Under $5000". Unfortunately, 84 percent of the actual responses fell into
this category, so it was impossible to establish average or median values with
any degree of certainty or to identify the underlying distribution of the lump
sum values. Likewise, when queried about their use of the lump sums, 62 percent
of the respondents indicated "Other". So the key questions -- how much and
how was it used -~ could only be discussed in a cursory fashion in the analysis.
The wost recent Cur;ent Population Survey has been designed to avold these —
probleas.

Two other problems were also present in the 1983 study: since the individual
vas not asked for the time period at.which the lump sum was received, the results
represented cumulative 1ife experience rather than a measure of current activity.
Finally, the 1983 survey was conducted during a period adjacent to a severe
economic recession, possibly making the responses atypical of a broader tiwme -
period.

The facts do not support the need for restrictive "pension portability"
legislation.

It is interesting that most of the introduced legislation concerning "pension
portability"” focuses on defined contribution plans of which deferred profit
sharing plans are the vast majority. The intent of this legislation is to prevent
distribution from deferred plans or make such distributions as difficult as
possible.

However, employers share profits with employees as an incentive for increased
employee productivity. In order for there to be a prcductivity bang for the
deferred profit sharing buck, the employee must feel ownership of the money.

If the employee, especially a younger employee, learns that the profit sharing
distribution to a deferred profit sharing plan is not available until age 59%,
thlt/énployee will see that this distribution is merely a retirement bemefit

vith no immediate meaning. The productivity incentive will be lost. This
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incentive has already been reduced by the limitations in the Tax Reform Act
of 1986. It is the position of the Profit Sharing Council that this productivity
incentive must be preserved if the deferred profit sharing system is to continue.

It should also be noted that employees who are changing jobs asre more llkely
to accumulate benefits in a deferred profit sharing plan than other approaches.
Specific contributions are made to an employee's account. This money belongs
to the employee. This is important because, as show£ in "Job Mobility and Private
Pensions"” published by the International Foundation of Employee Benefit Plansa,
job mobility has been excluded from traditional benefit accrual measurement;
in defined benefit plans. As the article says, "In order to get anything meaning-
ful out of the private pension system one has to stay with a single employer
most of one's working life."” This is not necessarily true for employee who
work for companies with deferred profit sharing.

Deferred profit sharing, because it typically involves larger contributions,
vests more individuals at earlier points in their careers, and allows lump sum
distributions, can be expected to contribute to pre-retirement lump sum distribu-
tions in greater proportion than the coverage in the general pension population.

Recent BLS data confirms that there has been little change in the overall
job mobility patterns since 1968. Even the median white male still does not
reach 10 years of tenure with his curreant job uhtil after age bs.g Mobility
is most prevalent among the younger workers, those with the lowest vesting and
benefit accrual rates.

Deferred profit sharing needs to be encouraged so that employees, especially
those young and mobile, have distributions to take with them when they change
employment.

Also, the 1.75 million employees of the companies of the Profit Sharing
Council do not want restrictive pension portability legislation. They want
control of their money. However, the Profit Sharing Council has no objection
to making it easier for terminating participants who wish to continue to defer
their distributions to do so. For example, the Council does not object to making
it easier to make plan-to-plan rollovers or rollovers into IRAs. The Council
supports allowing terminated employees to roll their after-tax, as well as their
pre-tax balances, into an IRA. The Council supports repealing the requirement

that employers must maintain account balances for terminated employees whenever



244

the amount i{s over $3500 and the employee has chosen not to take a final distri-

bution at termination.

In conclusion, there is no "pension portability" problem for deferred profit
sharing plans. In deferred profit sharing plans account balances are already

portable. Distributions of any size are being retained voluntarily in tax deferred

status., Most other distributions are so small that there is little value in

keeping them tax deferred. Further, the price of forcing deferral of all
distributions would be the sacrifice of the incentive value of profit sharing.
The Profit Sharing Council of America urges that Congress not enact restrictive
"pension portability" legislation.

Thank you for this opportunity to testify. I will be happy to answer any

questions.

David L. Wray, President
Profit Sharing Council of America
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COMMUNICATIONS

AIRLINE ACQUISITION CORPORATION

WINSTON-SALEM, NORTH CAROLINA 27102

P.O. Box 199,

July 25, 1988

Honorable Max Baucue, Chairman

Subcommittee on Taxation and Debt Management
Committee on Pinance

United States Senate

Washington, D.C. 20510

S. 2078 (S, 2291)
Dear Mr. Chairman:

We write to express our opposition to the portion
of 5. 2078 (S. 2291) that would require majority vote approval
by all eaployees before an ESOP can be established. We do
not oppose the portion of the Bill that would provide ESOP
participants with the same stock ownership rights as other
holders of similar classas of stock.

We oppose the formation vote requirement in prin-
ciple and also because it appears to aim specifically at a
transaction in which we are involved -- the employee owner-
ship initiative at United Airlines. The United Alrlines
transaction is consistent with the historic purposes of ESOPs
and hence does not warrant Congressional intervention.

Our primary objections to the formation vote
portion of the Bill are the following:

1. §. 2078 would interfere with an employer's
historic right to determine the compensation levels and
benefit plans appropriate for ite employees. There is toaay
no statutory benefit plan in the country -- be it ESOP,
pension, profit-sharing, etc. =-- which requires an employee
vote before it can be implemented. Union employees can, of
course, vote directly or indirectly on their wages and
benefits, through their elected union representatives. But
non-union employees' wages and benefits are and always have
been left to the discretion of management. It seems incradible
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that Congress would reverse an important and fundamental
principle of commerce by giving non-union employees the right
to vote on whether to be covered by an ESOP ~- and to help
decide whether other groups can have an ESOP -- while denying
non-union employees such a right with respect to any other
type of wage or benefit arrangement, tax-advantaged or
otherwise.

2. S. 2078 undermines the collaective bargaining
process and is inconsistent with federal labor laws. The
Bill is effectively anti-union and a similar Bill in the
House, H.R. 4184, has been emphatically opposed by the
AFL-CIO on this basis. S. 2078 would allow one group of
employees to veto another group's negotiated benefits.
Moreover, the formation vote regquirement would pass negotiated
benefit decisions down to the union membership level, bypassing
the collective bargaining agent, thereby intruding on
well-established principles of collective bargaining.

3. S. 2078 favors corporate raiders over employee
ownership plans. If the takeover specialists of this world
want to take over a company and sell off units, dismiss
employees, reduce wages, terminate pension plans, put in new
plans, etc., they will remain free to do so. But if employ-
ees attempt to acquire their own company through an ESOP,
they will be subject to the Bill's restrictive inhibitions.

4, ERISA already requires that the formation of
an ESOP be supervised by a fiduciary faithful only to the
interests of employees, a fiduclary who will consult with
expert legal and financial advisors to insure that employees
are treated fairly. Thus, existing law is sufficient to
protect the interests of employees and a formation vote would
in substance prove a distraction rather than provide a
meaningful protection.

5. ESOPs have sometimes been formed in fast-
moving contests for corporate control. S. 2078's formation
vote requirement would in many cases impose a significant
time delay on the establishment of an ESOP which might insure
the fallure of employee ownership -- rather than the success
Congress contemplated ~-- in circumstances where employee
ownership would be a welcome alternative to an incoming
raider.

6. Senator Armstrong's floor statement introducing
S. 2078 indicates that the Bill responds to concerns raised
by some of his constituents about an ongoing ESOP transaction
that would allegedly place employee pensions at risk. It
appears virtually certain that the transaction reported to
him was the ESOP initiative at United Airlines. But the
employee ownership initiative at United Airlines has no
intention of terminating or changing in any way the pension
plans of non-union employees or using their pension money for
an ESOP, and Senator Armstrong may have been given inaccurate
information in this regard. As for union employees at United
Airlines, their pensions will be considered and protected by
the traditional collective bargaining process. Therefore, if
pension security at an employee-owned United Airlines is one
of the principal concerns, if not the primary concern to
which the Bill responds, the vote formation portion of
S. 2078 attempts to solve a problem that simply does not

exist.
Sincerely, )
. . L /3
Gt By K. B0

william R. Howard
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July 14, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's July 12 Hearing Record on §.2078, to require
a majority of employees to approve the establishment of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Coumittee's request for testimony on $.2078 (Committee
Press Release H-28), this letter and four (4) copies are sent to be included
in the Committee printed record of the July 12, 1988 hearings.

American Advertising Distributors, Inc., believes this amendment would
seriously hamper the creation of ESOP's to the detriment of employees

of the affected employers. Further, the additional legislation will
create massive additional regulation and complications to a process which
is complex at present.

Singarely,

Kenneth E. Williamson
Vice President-Finance & Administration

KEW/mfs

Enclosure

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) coples

American Advertising Disiributors, Inc. @ 234 S. Exiension, Meso, AZ 85202  P.O. Box AAD 16964, Mesa, AZ 85214
602-964-9393 © 800-528-8249 o Fax 602-461-0052
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. July 11, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD205

Dirksen Senate Office Building
Washington, D.C. 20510

RE: Statement for Committee's July 12 Hearing Record on
$.2078, to require a majority of employees to approve
the establishment of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on §5.2078
(Comnittee press release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of

the July 12, 1988 hearings.

My name is Ted Aprill, Jr., and I am writing you to ask your
support in defeating the above enactment. I am President of
Allied, Inc., an Ann Arbor, Michigan based company with over
200 employees and am currently in the process of implementing
a company ESOP plan. My vision in life has been to see our
company continue after I am gone and the ESOP gives me the
opportunity to realize this dream.

If S.2078 is accepted, it would make it more time consuming

and add to the cost of implementing an ESOP. Many small business
owners like myself feel a moral responsibility to our employees
to try and provide for their futures. An ESOP is one option

we have to assure this.

My concern is that I have basically two options. One of which
would be to sell the company. Both you and I know in many cases
after the company is sold, the company is gutted and many of

the loyal employees are let go. If I sold the company that

would be my choice, but yet if I want to give the company to

the employees, this enactment wants to delay or severely limit
when and how I do it. This doesn't seem to make a lot of sense
to me and I am sure to a lot of other business owners like myself.

I feel we should have our Senate loocking for ways to improve

the job market, and not trying to enact or delay programs that
are in place to help the work force. Too many people are trying
to restrict or delay ESOP enactments and are ignoring the real
issues at hand.

once again, I urge you to do everything in your power to defeat
this proposal as a show of your concern for businesses around
the country and their employees.

Sincerely,

Ted Aprill,\gr
President
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STATEMENT TO THE COMMITTEE ON FINANCE
OF THE UNITED STATES SENATE
ON THE MISCELLANEOUS REVENUE ACT OF 1988

Re: Extension of Section 127, the Exclusion
for Employer-Provided Educational Assistance

"Education,” stated President Lyndon B. Johnson, "is the
guardiae genius of democracy. Nothing really means more to our
uture.

National leaders of both parties have expressed a strong
commitment to maintaining and improving our system of education.
All agree that increased support by the private, as well as public,
sectors is necessary if the United States is to remain
technologically competitive in our rapidly changing world. However,
in the past several years, we have witnessed great ambivalence in
that commitment as Congress has alternately provided critically
needed public funding for education in one legislative session, only
to retract or shrink educational funding in the next session.

A primary example of this ambivalence is seen in the United
States Tax Code -- specifically Section 127 which provides support
for education through an exclusion from income for employee
educational assistance. Section 127 has been repeatedly allowed to
expire and then re-extended. It last expired on December 31, 1987.
The tax bill recently approved by the Ways and Means Committee (H.R.
4333) reenacts Section 127, but in a severely diminished form.

The intent of Section 127 is to encourage employees to further
their education, to allow employers to develop a more competitive
workforce, and to create closer interaction between colleges,
universities, business, industry and their communities. Employees,
private and public ingystry, and educational institutions all derive
substantial benefits.—

This tax provision benefits the educational community in
several ways. First, employer-provided assistance encourages
colleges and universities to design programs to fit the needs of
regional employers and their employees. In this period of
decreasing numbers of traditional-aged college attendees, the
increase in local and part-time enrollment attributable to employer-
provided education has strengthened many educational institutions.
Second, many colleges and universities developed educational
assistance programs under Section 127 as a benefit for their own
employees. Higher education recognizes the importance and value of
advanced degrees and Section 127 offers a needed inducement to staff
at all levels. Third, colleges and universities provide outstanding
graduate students with non-cash financial assistance by waiving
tuition fees which makes it possible for many excellent
students to complete graduate studies. Section 127 ptovigg? that
this non-cash fringe benefit may be excluded from income.—

We wholeheartedly support the extension of Section 127.
However, we deplore the destructive amendments to that section
approved by the Ways and Means Committee in H.R. 4333. Under prior
law, the exclusion was available for up to $5,250 of educational
asgistance during a calendar year. It applied to graduate as well
as undergraduate education, Under the Ways and Means Committee
bill, the prior-law limitation of $5,250 would be decreased to
$1,500 and would not apply to programs leading to a graduate degree,
except for graduate teaching or research assistants. These two
modifications -- the limitation of the exclusion to undergraduate
education and the cap of $1,500 -- substantially reduce the
enhancement of educational opportunity of Section 127.
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In view of current tuition costs at many educational
institutions, the $1,500 cap will make the exclusion almost
worthless for many employees. Moreover, employers' aversion to
assuming the administrative burdens of withholding on benefits in
excegss of the $1,500 cap may prompt some to reduce educational
assistance to that amount which is excludable under the tax laws.
Thus, workers face not only the prospect of increased taxes, but
also a possible loss or reduction of benefits. Saddling Section 127
with a cap of $1,500 per year will also deplete its utility to most
graduate research and teaching assistants.

The restriction of Section 127 benefits to undergraduate
programs will prevent even lower- and middle-income employees from
excluding tuition assistance for advanced training beyond the
bachelor's degree. This arbitrary limitation fails to recognize
that in many fields, education beyond the bachelor's degree is key
to vocational and professional advancement. Failure to provide the
proper incentives for advanced level training could have a
potentially devastating impact on the nation's supply of the types
of skilled professionals. Ultimately, we may witness a decline in
the critical specialty areas which this country will need to ensure
its competitiveness into the future.

Concern about international competitiveness has surfaced
repeatedly in this Congress. 1In a letter dated June 22, 1988, the
Congressional Competitiveness Caucus, chaired by Senators Max Baucus
and John Chaffee and Representatives Buddy MacKay and Claudine
Schneider, urged the Chairman of the Senate Finance Committee to
support the reenactment of Section 127:

It is critical to the international
competitiveness of U.S. business that
Congress act to create an eanvironment that
encourages productivity improvements in the
workplace. One way of doing that is to
encourage business to offer employees the
educational opportunities to keep up with
the changes in the workplace caused by
technological advances. We believe that
Section 127 has encouraged businesses to do
just that. We also helieve that the
exclusion is very important to the future
international competitiveness of U.S.
businesses.

We believe that 2merica‘s future depends on the unfettered
continuation of a strcry partnership between our government,
industry, and educational institutions. Section 127 is an
essential component in that equation. It should be reenacted
without destructive amendments crafted primarily to offset the
negative revenue impact of other tax provisions.

*/ Over the past nine years, more than seven million workers
have used Section 127 assistance to upgrade their skills
and to keep themselves, and their companies, competitive in
technological and industrial development,

A%/ Colleges and universities have traditionally offered
outstanding graduate students a package of financial
assistance, consisting of both cash stipends for teaching
and/or research, and tultion walvers. Under current law,
all amounts that represent compensation for services are
subject to tax.
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Bank Building
Corporation "\Js_

3630 S. Geyer Road / P.O. Box 8529-A / St Louis, Missourl 63127 [ (314) 821-2265
July 19, 1988

-

Ms. Laura Wilcox

Hearing Administrtor

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, D.C. 20510

Dear Ms. Wilcox:

i

Pursuant to the Committee's request for teatimony on S.2078 (Committee
Preas Release H-28), this leter and four (4) copies are sent to be
included in the Committee printed record of the July 12, 1988 hearings.

We are opposed to the provisions of 5.2078 which would require employee
approval for establishment of an Employee Stock Ownership Plan for the
following reasons:

1. It would interfere with free market activities.

Employers develop employee benefit plans, including Employee Stock
Ownership Plans, as a part of a total compensation plan to attract
and retain employees in a competitive market place. Passage of
this legislation would needlessly limit employers' flexibility {n
designing comprehensive compensation plans.

2, It would impose a form of collective bargaining on all employers and
employees under specific circumstances where collective bargaining is
not otherwise utilized. :

3. Current legislation and regulations are sufficient to protect
emaployees when Employee Stock Ownership Plans are enacted.

In many instances, Employee Stock Ownership Plans are additions to
the total compensation package. There is surely no need to obtain
prior employee approval for an increase in benefits.

When an Employee Stock Ownership Plan is a replacement for another
benefit plan and assets are being transferred from & prior plan,
existing regulations protect against unreasonable utilization of
the prior plan's assets.

Sincerely,
Zzgpuﬁi f;ﬁjlem,?é——’

Myton Carpenter
Senior Vice President and
Chief Financial Officer

MAC/th Bank Building & Equipment Corporation of America

na A’ on ~A n



2562

Benefit Concepts, Inc.

July 13, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committes on Finance
Room 8D 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's July 12 Hearing Record on
§.2078, to require a majority of emplovees to approve the
establishment of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on 5.2078
(Committee Press Release H-28), this letter and four (4)
copies are sent to be included in the Committee printed
record of the July 12, 1988 hearings.

Benefit Concepts Financial Services, involved in the design,
installation and administration of ESOP's, most strongly
objects to the proposed bill and amendment for the following
reasonst
The premise of an employee stock ownership plan is to
permit the employer, major stockholders, board of
directors and controlling interest of the company to make
a decision about their company, it's future, and
stockholders. This process does not need employee
approval.

There are adequate protections for employees under state
and federal laws to prohibit the abuses of an ESOP
without the proposed regulations ard amendments.

To adequately infors employses would also require the
employer and controlling interest to provide employees
with information that is unrealistic, unnecessary and out
of compatibility with the operations of the business and
of no right to the employee under any circumstances.

To provide the employess with this kind of control and
information prior to their stockholder involvement in the
company and bafore they have risks or economic
involvement in the decision, is unacceptable. The
proposed lawv would destroy any possible use of an ESOP as

Ten Governor Park & planning tool in the future.

To have employees approve a plan without full disclosure
of all economic, political and other factors involving
the formation of an ESOP, would be as unconscionable as
asking the exployee to run the company by committes. The
proposed bill creates the total destruction of the
formation of an ESOP.

It should be noted that ESOP's have jugt begun to work
for the closely held private sector, as the comfort level
of all the participating members of an ESOP has reached
an acceptable level. Design, installation, communication
and administration have utilized the advantages for both
the stockholder and the employees. There must be a *win
- win®" to all participants in an ESOP or it will not
continue. BSOP's are the opportunity to distribute the
assets and capital growth, capital accumulation and
opportunities of this country's vast privately held
business without this unneeded inclusion or amendments
into the process.

8incerely, .

Ronald H. ¥Windemuller, CLU

Executive Vice President
RHW:la *
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BRANHAM
733 THIRD AVENUE
NEW YORK, N. Y. 10037

Me. Laura Wilcox

Heering Administrator

U.S. Senate Committee on Finance

Room SD 205

Dirksen Senate Office Building July 14, 1988
Washington, D.C. 20510

RE: STATEMENT FOR COMMITTEE'S JULY 12 HEARING RECORD ON S.2078, TO REQUIRE
A MAJORITY OF EMPLOYEES TO APPROVE THE ESTABLISHMENT OF AN ESOP.

Dear Ms, Wilcox:

I &n enclosing this letter and four copies for inclusion in the Comittee's
printed record of the July 12, 1988 hearings on §.2078, (Committee Press Releasse
B-28). As the Chairman of an ESOP formed in 1980, I'd like to express my
opinion that the Senate Bill 2078, which I understand would require the
majority of employees to approve the establishment of an ESOP would be unduly
restrictive and would ultimately hamper the growth of ESOPs in the United
States.

8.2078 would place an unjust burden on the management group that would wish to
restructure an existing corporation as an ESOP, because the concept of an ESOP
is still generally unknown to American workers.

I believe that people are reticent to accept any change in their workiang
environment and without extensive education as to the benefits of an ESOP
concept, they would naturally vote to reject it since it would represent unknown
change to them.

I would like to believe that enlightened managements elect to establish ESOPs
for their employees because they wish to share their businesses with these
employees and help the employees grow to manage the panies for th lves.
It is & movement that leads to true work place democracy with total
participation by all employees in sharing the rewards of their profitable
endeavors.

However, it is an ongoing educational requirement that the benefits of ESOPs be
taught to all employees. Such a goal ie seldom achieved through one mailing or

one meeting.

I'm afraid that the Armstrong Bill would stifle the formation of ESOPs because
fev companies would embark upon the educational process before soliciting a
vote.

Pass through voting rights is a far greater benefit that the employees deserve to
receive and I would be far happier to support legislation which would bring about
the concept of employees voting their shares three years after the establishment
of any ESOP. That would make far more sense to me.

Sincerely,

ce: Mr. Ed Mihaleki
Minority Chief of Staff
U.8. Senate Committee on Finance
Room SK 203
Hart Senate Office Building
Washington, D.C. 20510
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Benefit Deu% Services, Inc.
847 James Sc., Syracuse, 13203  (315) 472-5537

July 13, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
wWashington, DC 20510

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on S.2078
(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

The long term result of this proposed legislation will surely be
that fewer employees have the opportunity to share in the
success of the companies in which they work. The millions of
Americans who may otherwise not have the opportunity to
participate in owning capital, will surely lose that opportunity
if this legislation ie passed.

Has it been forgotten that ESOPs provide beneficial ownership
If new rules and regimentation as proposed in this bill are
approved, you will have succeeded in changing a win-win
situation into a lose-lose situation. If a major objective is
to assure employees that they will not lose present benefits,
then propose a bill stating exactly that. Otherwise, pass this
bill, and you will be taking the first step toward extinguishing
future hopes of the best opportunity in history for American
workers to participate in capitalism!

?

Sincerely,

P 3

‘S“%ga‘%uncan

;ﬁice President

SJID/rk

cc: Mr. Ed Mihalski
Minority Chief of Staff
US Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
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Peopie .
TebdxxweTedwpbgy
Data Processing

302 Knickerbocker Road
Cresskill, N.J. 07626

Robert J. Rudoiph
President
(201) 567-5316

July 22, 1988

Ms Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 20S

Dirksen Senate Office Building
Washington, D.C. 20510

RE: STATEMENT FOR COMMITTEE'S JULY 12, 1988 HEARING RECORD ON §.2078, TO
REQUIRE A MAJORITY OF EMPLOYEES TO APPROVE THE ESTABLISHMENT OF AN
ESOP.

Dear Ms Wilcox:

Pursuant to the Committee's request for testimony on $.2078 (Committee
Press Release B~28), this letter and four (4) copies are sent to be
included in the Committee printed record of the July 12, 1988 hearings.

We at CallCenter Services, a leading telemarketing company in Cresskill,
New Jersey, wish to express our strong opposition to the Armstrong ESOP

bill (S.2078). We do not agree with the introduction of massive govern-
went regulations regarding the establishment of ESOP's at privately held
companies such as ours.

We trust that by communicating this opposition to you, our voice will be

heard and this bill will be defeated.
?ly.
/ 'beréa. Rufé;h/

President
RJR:1lp

cc: Mr, Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, D.C. 20510

Five (5) copies
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Carter Myers——
——§& Associates

PQ Box 56 Chester. Virginia 23831 (804) M8-8205

July 18, 1988

Ms. Laurs Wilcox

Hearing Administrator

U. S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee’ earing Record on 52078, to require a
majority of empl t rove the estab) ent of an ESOP.
Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on 52078 (Commitiee Press
Release H-28), this letter and four (4) copies » : . .nt to be included in the Comittee
printed record of the July 12, 1988 hearings.

We are “against” 5.2078 which would require a majority of employees to approve
the establishment of an ESOP. Please consider my view for the hearing record.

Sincerely,

i

H. Carter Myers, 111
Chief Executive Officer

CC: Mr.Ed Mihalski
Minority Chief of Staff
U. S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) copies

Colonial Honda + Colonial Nissan Cadillac Pontisc « Heritage Chevrolet  Petersburg Ford Wolvo Jeep Renault
Autolease Inc. * North Market Realty Corp. * Southside Virginia Auto Auction




267

CLUTCH 7474 Highway 169 North

Brookiyn Park Mn. 55428 =y

5 (612) 425-7474

U-JOINT

Brookiyn Park Inc.

July 18, 1988

Ms Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's Jﬁly 12 Hearing Record on §5.2078,
to require a majority of employees to approve the establishment
of an ESOP.

Dear Ms Wilcox;

Pursuant to the Committee's request for testimony of 5.2078
(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

Clutch & U-Joint Brooklyn Park Inc., opposes the enactment
of §.2078 because of the additional! record keeping that would be
required under this legislation.

Sincerely,
Clutch & U-Joint
Brooklyn Park Inc.

S

Gregory S. Jude
Treasurer

cc; Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510




COLUMBIA P

FOREST
PRODUCTS, INC.

2020 S.W. 4TH / SUITE 520 / PORTLAND, OREGON 97201 + 503.224-5300

July 12, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, 0C 20510

Re: Statement for Committee's July 12 Hearing Record on $.2078, to
require a majority of employees to approve the establishment of
an ESOP

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on $.2078 (Committee
Press Release H-28), this letter and four (4) copies are sent to be
included in the Committee printed record of the July 12, 1988 hearings.

We strongly oppose the ESOP provisions as set forth in proposed $.2078.
We are a successful ESOP company with 1,200 employees enjoying the
benefits and realization of appreciated value associated with stock
ownership. We feel that the provisions in 5.2078 would severely inhibit
the opportunity for the establishment of new ESOP's and create huge and
unnecessary Government regulations and cost.

Sincerely,

COLUMBIA FOREST PRODUCTS, INC.

Bruce G. Moore
Corporate Personnel Director

BGM:kam

enclosures

c.c. - Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Hashington. DC 20510
(5 copies)
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CIGNA Inditvidual Fnanciol
¢ Services Company

3040 East Camebock Rood, Suite 200
Phoenix, AZ 85016
(602) 956-6330

July 11, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Dear Mrs. Wilcox:

I beg you to please not allow the ESOP structure to be compromised by
allowing in any way Senator Armstrong's idea of requiring an employee vote
approving the establishment of any ESOP. I am convinced that ESOP is the -
most significant opportunity to broaden the capital base of our economy and
ultimately result in significant increased tax revenues while enhancing
productivity, morale and pride of ownership. As a representative of The
Arizona ESOP Group and The CIGNA Corporation we are adamantly opposed to
any requirement that employers be deterred in any way from consideration of
implementation of an ESOP plan by requiring employee approval. The
psychological impediment will clearly present an obstacle to the additional
formation of ESOPs where a severe need in the opposite direction is clearly
needed.’

Sincerely yours,
We'v MG J

Frank A. Amato, ChFC, CLU
Registered NASD

Offering comprehensive financial planning and investment and insurance products tyough Hs otfiates




Port Roed
P.O. Box 1108 VA 22001
(703) 4345006

RESEARCH DEVELOPMENT TECHNICAL SERVICES COMMUNICATIONS CATY ccTv ACOUSTICS

July 14,1988

Ms. Laura Wilcox

Hearing Administrator

U. S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Re: Stat t for C ittee's July 12 Hearing Record on S.2078, to require a majority of
employees to approve the establishment of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on S.2078 (Committee Press Release H-28), this
letter and four (4) copies are sent to be included in the C: ittee printed record of the July 12, 1988
hearings.

From an original one owner stockholder company established in 1972, ComSonics, Inc.converted
to an ESOP in 1975 and has evolved to a 100% employee stock ownership firm .

I can truthfully say that we have experienced virtually all of the ESOP problems along the way,
and have solved all of them to be a highly ful firm, b ing one of the Inc. 500 most
rapidly growing firms in the country.

One of the greatest duappomhnents concerning the ESOP occurred in the first year of the Trust.
Noting no improvement in morale or productivity after placing 18% of the corporahon s stock in
trust for the employees I found that, much to my horror, virtually all
d further, many of those who did understand stock, regarded such ownership
with suspicion. The problem lay not in gur employees, but in the educatlon system which does not
..teach our children the real basis for wealth, i.e., a concept of equity ownership.

Undaunted, I pushed ahead with a consultant to train our employees to understand finance, and
stock ownership, and the benefits of the same. After spending better than a third of a million
dollars on a variety of training, the employees have become enthusiastic about employee stock
ownership. They have b highly ful along the way, now sharing with each other 100%
ownership of the firm. Further, their productivity has risen sharply, with the result that the stock
value has risen 1130% over the past 12 years, topped by a 63% increase in the most recent fiscal
year.

Now we come to the crux of the matter. Those same employees who are so enthusiastic about the
ESOP today would, I believe, have voted the ESOP down during the first year of the ESOP plan.
Please don't put that king of decision into the hands of naive workers untrained in capital stock
matters until we have provided the basis for a clear understanding of our American enterprise
system in our public schools.

Our Employee Advisory Committee would echo the ume sentiment today 1 am sure. Don't deny
employees the opportunity to enrich th es by placing such a lex decision in their hands.
Currently the majority of employees not in an ESOP would not understand what it can mean to
them.

I extend a special invitation for all bers of the C: ittee to visit us at their pleasure. Since
we are only 130 miles from Washington, DC by interstate, this should be feasible at some point and
time. I assure you a most enlightening experience. By the way, I am the founder and currently
serving in the position as chairman of the corporation at the desire of the employee/owners.

Best regards.
Sincerely yours,

Yiws Bra

Dr. Warren L. Braun
Chairman and CEO
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. e>.cosro.

July 14, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Dear Ms. Wilcox:

Pursuant to the Committee’s  request for testimony on $.2078 (Committee
Press Release H-28), this letter and four %4) copies are sent to be included
in the Committee printed record of the July 12, 1988 hearings.

COBRO, as a successful emgl?{ee owned Company, opposes the subject Senate

bi11 because we think the would create massive Government regulations
that would impede the creation of capital ownership for employees.

Sincerely,

fef Exgcutive Offfcer
JJD/dtt

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
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Q Church Landscape Co. INC. 951 N. RIDGE, LOMBARD, IL 60148 629-0660

Since 1963

July 12, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: gtatement for Committee’s July 12 Hearing Recoxd on §.2078,
torequire a majority of esployees to approve the establishment of
an RIOP,

Dear Ms. Wilcox:

Pursuant to the Committee’s request for testimony on 8.2078 (Committee
Press kelease H~28), this letter and four (4) copies are sent to be
included in the Committee printed record of the July 12, 1988 hear-
ings.

As Secretary/Treasurer of Church Landscape Co., Inc., I would like to
strongly express my opposition to Senator Armstrong’'s Bill 5.2078.

We have had an BE.S.0.P. for the past five years and our employees now
own over 208 of the company.

The E.S.0.P. hus helped us to more than double sales and triple pro-
fits since ite inception. The team feels good about the company and
about themselves.

Had the employees had to vote on this plan, this success may have not

occurred. It is not that they would have voted the proposed E.S.0.P.

down because of the risk. Basic lack of understanding of the E.S.O.P.

may have forced them to vote emotionally and the E.S.0.P. may not have
happened at Church Landscape.

Why not give other companies the chance allowed to us. Please testify
against Senator Armstrong's Bill later this month.

il ..

Bruce A. Church
Secretary/Treasurer

ccs Mr. BAd Mihaleki
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) Copies

BAC/jkm




July 14, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's July 12 Hearing Record on S.2078,
to require a majority of employees to approve the
establishment of an ESOP

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on S5.2078
(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

I believe that enactment of the Armstrong Bill, as proposed,
would seriously hamper the creation of new ESOPS. The Bill would
unneressarily complicate an already complicated process of
implementation requiring the Secretary of Treasury to issue
voting rights regulations resulting in massive government
regulations and involvement in ESOPS.

ESOPS provide the best means available today for shared capital
ownership and enhanced labor/management relations, both of which
will lead to greater economic growth and jod security. There are
enough items of significance to deal with without tampering with
a well-thought out and excellently drafted area of the law that
does what it is supposed to do for the benefit of employers,
business owners and employees alike.

I urge you to strongly recommend withdrawal and/or defeat of
S$.2078 and thank you nov for your support of employee ownership
and gain sharing.

Sincerely,

Jages L. Moore
AYtorney at Law

JLM/ds

cc: Mr, Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
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July 21, 1988
The COBRA Coalition

Senate Finance Committes
Statement for the Record

on
Health Care Continuation Rules

Introduction

The COBRA Coalition is pleased to submit for the racord the
statenent belov wvhich details our position on tha proposed
legislative changoa to the health care continuation rules embodied
in the Consolidated Omnibus ludgat Reconciliation Act ("COBRA™:;
P.L. 99-273). The COBRA Coalition represents a variaty of
interests including insurers, agents, HNOs, sm3all business and
health benefit plan adsinistrators. As benefit providers, health
plan adainistrators, plan service providers and employers wa have
an interest both in presexrving the originasl Congressional intent of
the COBRA health care continuation rules and in securing vorkable
improvements to these rules.

Background

In 1986 as part of COBRA, Congress enacted certain health
care continuation regquirements for employer-provided health plans.
In general, these rules require employers (of 20 or more onpgoyeel)
sponlorinz group health oovorlgo to offer a8 right to purchase
continuation of that coverage to employeesn, their dependents and
others ("qualified beneficiaries™) vho loss such coverage due to
separation of service, divorce and other presoribed situations
("qualitying events®™). The coverage so provided is known as COBRA
continuation coverage; it must be offered for 18 or 36 months
depending on the type of qualifying event. A qualified beneticiary
may not be charged more than 102% of the applicable premium.

COBRA was correctly designed to imposs on employers (rather
than other parsons) the health care continuatlion obligation
described above owing to the fact that only the employer is in a
position to attend to such responsibilities. Both the statute and
the proposed Regqulation spell out which plans must comply and vhen,
who are qualified beneficiaries, what are qualifying events, the
type and duration of such health care continuation coverage and how
&loctions and payment for such coverage shall be made. In all such
instances, the coepliance burden is properly placed on the
employer, the only reascnable source for the knowledgs of or
control over the items and events that demand attention under the
lav, The law itself directly makes this point: *the plan sponsor
(employer) shall provide ... that each qualified beneficiary ... is
ont?tlad, under the plan to eleot ... continuation coverage® (29
U.B8.C, 1161(a)).

since the responsibility for continuation overage lies
with the employer, it follows that the penslty alr relate to the
enployer. Thus, under current lav any exployer wh. falls in {ts
COBRA responsibilities will lose its deduction (IRC 162(i)) for the
health plan and the empleyer's highly paid employees will lose
their exclusjon froa fncome (IRC 106) for coverage provided by the
plan.

Although COBRA is barely two years ©1d and while the
Regulations are still in proposed form, there have been calls from
some quarters to smerd the lavw. Responding to complaints &bout the
penalty contained in COBRA, the House in 1982 approved amenidzents
(as part of the Omnibus Budget Reconciliation Act of 1987
H.R.3545) designed to easse these penalty provisions. The
House-approved proposal also included an extension of COBRA
1iability to other persons beyond the smployer as vell as making
other changes to the health care continuation rules. However,
these anendments failed to be enacted.




265

-

A similar effort to amend COBRA has carried over to 1988,
adjustrments to COBRA =-- ranging
mors fundamental chang
legislative proposals:

Various
fros minor technical changes to

8 -- have surfaced in at least three current

(1) H.R. 4333, The Miscellanscus Revenue Act of 1980

(2) K.R. 4848, which makes certain pension and employee
benefit-related technical corrections to the Tax
Reformn Act of 1986, the Oanibus Budget Reconciliation

A:: ©f 1986 and the Pension Pretection Act of 1987,
a

(3) H.R., 85080, whioh makes technical corrections to the

health care continuation coverage rules of the Public
Health Sexrvice Act.

COBRA Coalition Poai{tion

Thus far the given reason for most of these proposed
changes (at least those that are more than just "technical”) is
that persons other than the enm loyer (9.g., insurers, HMOs or third
part¥ adaninistrators - TPAs) all of whom are members of the
Coalition) are interfering with or hindering the employer's afforts
to comply with COBRA. In particular, the most common complaint has
been that such other persons are refusing to provide continuation
coverage to qualified baneticiaries. A secondary complaint is

that such other persone are not attending to their administrative
duties under COBRA.

We believe that such claims are unfounded which has led to
our general view that many of the changes embodied in the proposals
noted above are not needed. Howvever, we also belisve that there
are cartain aspects of COBRA that do indeed deserve the attention
of Congress and should be the subject of legislative change in
1988. These truly technical changes would provide all parties
(employers, benefit and service grovldoru and beneficiaries) with a
batter understanding of their ob i?otlonl. responsibilities and
liability under the law ... resulting in both better compliance
with COBRA and more consistent coverags for beneficiaries.

We have detailed below our position based on issue areas
rather than on specific pieces of legislation related to COBRA,
This eapproach is particularly sppropriate given the uncertainty ot
which bill contains which issue and in what form. We hope that
this approach will provide the Committee with both a fuller
understanding of our views and the background needed to improve the
health care continuation rules of COBRA.

To the extent our position on the issues is found
acceptable to the Committee, we respectfully request that
appropriate legislative history be adopted to provide the needed
qu?dnncc to the regulation writers and others. It is particularly
{mportant to us that our position on the various issues not be read
out of context: consequently, if a position is adopted ths
legislative history should reflect the qualifiers we have provided
attendant to a given issue.

1. Impoaition of Liability under CORRA
Joiot and Several Liapility

le we support the extension of tax liability to persons
gzie; t;nn gﬁo enployer under the specified circunstances
noted below, we ara quite opposed to the imposition of joint
and several 1§ability on non-employsrs for failures arising
in connection with the provision of bsnefits or services
under COBRA.

In enacting the health care continuation rules under COBRA,
congress correctly made employers accountable for any
violations inasmuch as employers alone have the information,
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knowledge, access to and control of records necessary to
attend to COBRA responsibilities. The very essence of COBRA
-- identifying "qualifying events™ and providing covarage --
Trelates to circumstances about which only the employer and
the exployee have knowledge and control. Sirce most
compliance failures involve an employer's failure to extend
an offer for continuation coverage upon the occurrence of
;:ﬁtrapggal::ying :Icnt,dit voulllbo inappropriuta to hola
80, ointly and severa liable for so
which they have no control, Y ¥ something over

Moreover, such other persons should not be held responsible
for the possible noncompliance of someone else, i.e., the
enployer. Such other persons have no vay of "policing™ the
enployer's compliance as they have no right to interject into
the management of the employer's plan. Furthermore, in those
inetances where such other perseon has contridbuted in whole or
in part to the compliance violation, the employer currently
has a legally enforceable right under state contraot lav to
rocoup any penalties imposed from such other person, In
addition, many etata insurance codes already provide an
additional avenue of relief. And of course with the proposed
extension of liability changes noted below, the true failures
of other persons will in fact result in the imposition of a
penalty on such other persons.

Thus, we support maintaining the group health plan sponaor
(the esployer) ae primarily liable for any exoise tax imposed
for a failure under COBRA} however, we also support extending
such tax liability to other persons to the extent that such
other persons' act or failure to act resulted in a viclation
of COBRA in the sjituations described below.

Limited Extension of Liakility

As noted above, ve support retention of the employer as the
principal entity responsible for COBRA and COBRA compliance.
This is the original design of COBRA and reilects the intent
of Congress.

However, we also suppert the notion that other persons beyond
the employer should have liability under the law within
certain limited circumstances. Thus, ve lufport an extension
of liability to such other persons for spec fic failures
under COBRA in situations under the control of or the
responsibility of someone other than the employer such as an
insurer, an HMO, a TPA, etc.

To be specifioc, we believa that in addition to the employer
such other persons should have liability for a portion of the
excise tax under COBRA (assuming the current excise tax
proposal survives; see item 2 below) to the extent such other
pereon's action or {naction caused the plan to fail under
COBRA. Since COBRA compliance can generally be divided into
two broad areas, vwe support the extension of excise tax
1i{ability to non-employers as noted below,

gnn&jnu‘:&gn_ggx.xgij -~ If any "problem™ under COBRA deserves
attention, it is this aspect of the law, i.e., sssuring the
availability of continuation coverage to a qualified
beneficiary. Providing continuation coverage is the heart of
the lav; therafore, ve would support the establishment of
excise tax liability for a benefit provider who refuses to
make such coverage avaflable in two related circumstances.
Eirst, where such other person providing benefits under the
plan refuses to make continuation coverage available to a
qualified beneficiary dcagitc timely and proper notification
by the employer of the existence of a qualified beneficiary
entitled to elact such coverage. §Sgcond, where such other
person replaces tha existing or previous provider af benefits
and yet refuses to make continustion coverage available to an
existing qualified beneficiary upon timely and proper
notiflcation as of the etfective date of the plan.




267

By such a change the lav would provide that the provider of
benefits (such as an MMO Or an insurer) would have to make
continuation coverage availabla both to nay qualified
beneficiaries (in the case of an individual under an existing
plan who obtains the status of a qualified beneficiary) and
to existing qualified beneficiaries (in a situation where
qualified benefiociaries exist undar a plan and the provider
g:opg::-)to replace the existing or previous provider of
nefits).

Certain limitations would have to apply to this extension of
tax liability beyond the employer. Zirat, the employer must
give timely and proper vritten notice requesting such
continuation coverage. We suggest 60 days from a qualifying
event or, in the case of & new provider of benefit coverage,
prior to the effective dste of such replaceaent coverage.

, this extension of liability for refusing to make
continuation coverage available would not apply where the
parties have ngrcod in writing to handle continuation
coverage in a different manner. For example, in a
replacement of benafit provider situation, the esployer may
prefer to cover existing qualified beneficiaries on a
self-funded basis rather than through the replacing carrier
(this may cost the employer less). A vritten agreement to
this effect would take precedence over the employer's
subsequent request that such coverags be provided by the
replacing benefit provider,

Thixd, this change should not disrupt existing state lawv with
respect to similar obligations plready imposed on some
benefit providers such as insurers. Under existing state
Discontinuance and Replacement laws, in a carrier replacement
situation an inter-related obligation is placed on both the
prior and replacing carriers: an extension of benefite
obligation falls on the prior insurance carrier vhile the
replacing carriexr must make sure that persons on claim are
treated no less favorably than if the switch in carriers had
not occurred. The design of this obligation is to guarantee
that persons on claim are unaffected by the carrier change.

Thus, the COBRA continuation coverage change ve support (to
require continuation coverage upon the employer's written
request) must recognize that the COBRA requirement shall
apply only in the absence of a stats requirement imposing a
substantially similar requirement. Otherwise, an unintended
contlict will surface. This contradiction cannot be resolved
by a rule providing that the most stringent of two laws
(federal and stats)} apply as the obligations cannot be
quantified: They are placed on different entities.as the
prior carrier would have an obligation under state law vhile
the new carrier would have an obligation under COBRA.
However, der our proposal the end rasult is the ssme: the
employer's written request that continuation coverage be made
available vill have to be honored in a manner which
quaranteaes that persons affected by a change in carriers are
net tu;tod less favorably than if no ochange in carriers had
occurred,

In short, our proposal would establish a tax liability for a
benefit provider vho refuses to make coverage available
{rrespective 0f when such psrson became & gualified
beneficiary ii.-., vhether while the plan is effect or in a
venefit provider replacesent situation).

This change should spply to bensfit coverage only and not to
ndninﬁtrzu\ro services provided under the plan inasmuch as
the marketplace must dictate what, if any, services are
provided bg a given party. The lav should not be used to
prejudge whether the employer will perfor: its own COBRA
services, allov the insurer (or other entity) to handle thea
or contract with a consultant outside the control of both.
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In addition, it should bas made clear that any change in the

lav in this area would not force the employer and any other

person to negotiate, bargain or contract for the services or

benefit coverage provided by such other person to the

anploysr or otherwise interfere with the existing contractual

;:qh:;tot the parties with respect to such ssrvices or
nefite.

If the employsr faila to provide timely and proper written
notice of the existence of a qualified beneticiary, the
benefit provider should be allowed to adjust the quote or
proposal based on the actual risk assumed, withdrav the
proposal in a replacement situation or take other action
alloved under law to renedy the situation.

Administrative complianca - The second general area
appro?rlato for an extension of liability relates to
adninistrative compliance responsibilitiea under COBRA.
Under current law the responsibility (and therefore
liability) for such requirements falls on the employer.

- However, often enough the employer will bargain with another

party (such as an insurer, HMO, or TPA) for the performance
of such duties. 1In other cases, the employer will assume
this responsibility directly.

with respect to such adainistrative conglianen requirements,
we support a change in the law that would extend to persons
other than the employer an excisa tax liability resultant
from a violation of a COBRA administrative compliance
requirenent provided such other person had accepted .
responsibility for the compliance requirement pursuant to a
legally enforceable vritten agreexent.

As an example, the administrative agreement for a health plan
may srovldo that the employer is responsible for mailing
required notices to eligible beneficiariaes and that an
ingurance company is responsible for determining and
collcotin? remiure. Assuming that the parties have agreed
to this division of responsibility, the employer would be
penalized for any fallure relating to notices and the insurer
would be penalized for any failure relating to preémiums.

By this change the law would encourage the parties involved
with a group health plan to allocate various responeibilities
and attendant liabilities betveen or among themselves in
writing: therefore, this change should be drafted in a manner
that does not supplant or interfere with such written
agresments bstween exployers and other persons.

On the other hand, it would be ipappropriate to aseign
1iability for administrative compliance failures to other
than the ezploysr in cituations where no duty exista or where
the responsibility has not bsen xnowingly assumed by such
other entity pursuant to a legall enforceable written
agreement. To assign such liability in the absence of a
written agreement allocating administrative responsibility
under COBRA is far too important to leave to chance: It
would totally revise the structure and intent of COBRA well
beyond the scope of "technical corrections.” Furthermore,
the result could be chactic and a step backwards from the
ppurpose of COBRA as insurers and consultants could become
rather reluctant to provide benefits or services,

Penalty Provimion

We support the switch from the current penalty (loss of
deduction/loss of exclusion) to an excise tax form ot
penalty. We would agres that such an excise tax would be a
more equitable approach and would enhance compliance and
enforcemant under COBRA.

Wa sleo baliave that the sanction of such an excise tax must
be balanced by soms real vorld practicslities; consequently,
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© we support the change to an excise tax form of penalty as

qualifiad below:

Insdvertant failures -~ The exciss tax should not

imposed during a period of noncompliance {f it u:.bo
established that the person liable for the tax did not
know, or, exercising r ble dilig ¢+ WOUld not have
known, that the fajlure existed;

A0-day Grace Period - The excise tax should not
any failure due to reasonable cause and not wux:ﬂ’l’ to
neglact vhere such failure is corrected within the first
30 days of noncompliance; ’

- Majyser - For a fajlure dus to resasonable cause and not to
willful neglect, the secretary should be authorized to
vaive part or all of the excise tax to the extent such
tax would be unreasonably burdensome to that person based
upon the seriousness of the failure and the good faitha
efforts of that person to satisfy the health care
continuation rules.

In any event, tha amount of the fine to ba imposed shoula
bear a reasonable relationship to the failure involved such
that the tax will sexrve as a true compliance enforcesment
machanisn rather than as a revenue-raising technique.

Becauss of the possibility of an extension of excise tax
liapility beyond the employer, wa are concerned by the
absence of an overall limitation on the amount of the exciase
tax to be paid by such other persons. All of the proposals
we have seen propose an acceptable tax calculation

methodol (so much a day per qualified beneficiary) plug a
maxivum liability limitation calculated by factors that
relate solely to the employer (the lessar of a flat dollar
amnount or a percentage of the employsr's ysarly health plan
costs). If liability for the COBRA excise tax is to be
extended to persons other than the eaployer, it is our view
that the tax applicable to such othar persons should be
similarly calculated with the addition of a provision
esteblishing an appropriate cap for such non-employers.

The very extension of liability to such other persons in and
of itself will make such non-employers much more aindful of
their responsibilities and obligations under COBRA. Without
an overall cap with respect to such non-ewployers, the
unlimited exposurs faced by such persons would increase (not
decrease) the compliance problems vith COERA as non-employers
would be that much more reluctant to offer or provide
assistance to employers thersby depriving employers of
counseling and other services traditionally performed by such
other persons., Thus, Congress should avoid discouraging the
involvement of such non-employers vith respect to
adninistrative servicaes, the provision of benefits and
consulting assistance by astablishing an appropriate maximum
1iability for such other persons.

We therefore support the establishment of & maximum tax
1iability cap for such non-employers based upon a flat dollar
amount only inasmsuch as the rmmge test factor used for
ernployers simply does not "fit*® vhen applied to
non-exployers. We belisve that the flat dollar amount to be
used should be the same as that adopted for employers. And
please note that this iropocod cap only applies to
inadvertent failures, l.e., the excise tax imposed for
willful negleoct failures would not be so limited. .

Paypant Regquirements

Under existi lav the preaium for COBRA coverage may not be
collected until the passage of 45 d:g- after a beneticiary's
election for such coverage. B8ince this current provision
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could be read to prohibit an amployer from ,xg:_shnx!ing any
premiun for .n{ period of CORBRA coverage prior to the 48th
day, clarification of this provision is needed to make it
clear that the 43 day rule only paymaent of pramium and
fices not provide free coverage during this peried.

A current (1988) proposal wvould further provide that the 45
day prohibition on the collectiocn of premium applies to both
coverage prior to an election (current law as noted above)
and to any other period of continuation coverage (i.s., the
period subsaquent to the election).

Our objection to this proposal is based on two concerns.

L, as noted above, it must be clear that this rule, if
continued and extended, only operates to dafer the payment of
prenium and doea not prohibit the ultimate collection of
premium for the period in question. gacond, it must be
recognized that during this 43 day period (or a:{ other
period vhere promiuas have not been collected) the employer,
the plan administrator or benefit provider l!¥ vell be
presented with claims incurred during the entire retroactive
period for which no preamiums have ever been paid.

Since it would be inappropriate and inconsistent with
Congressional intent (to provide coverage at a reasonable
cost to the beneficlary) to pay claims for vhich a premium
has not besn (or may never be) collected, we support a change
in the lav to offset such claims by any unpaid premiums.

This could be accomplished by deducting unpaid premiums fron
benefit payments, suspending bensfit payments or any other
workable offset methodology depending on the facts and
circunstances.

Indapendent Contractoxs

The current health care continuation rules define qualified
beneficiaries to include certain "covered employees® and
certain family membars of covered enployees all of whoa
obtained such status by virtue of the individual's employment
or previous employment vwith an employer. A current proposal
to change the law would broadly expand this definition to
sweep in anx and all psrsons receiving or performing services
other than in an employer-employees relationship as provided
by current lav.

We are opposed to this change as proposed because it is
ovorl{ and unnecessarily broad and would swesp into COBRA
nany individusls vho would not otherwise be a partidipant in
such & plan.

To the extent Congress fesls tha need to broaden this
detinition, such a change ehould provide coverage only to
those independent contractors legally treated as employess
and for vhom & qroug health plan is being maintained by the
exployer. To do otherwise would place significant hardship
on employsrs and make compliance infinitely more difficult
inasmuch as typical employment related paperwork and tax
withnholding are not maintained for such individuals,

In any event, any such chaige should clearly note no
intention to alter or changt in any mannsr the current
statutory and common law relationship betwsen the employer
and such individuals. Nor should any such change carry any
implication with respsct to such individuals' status as
enployees for any other provision of law,

Ruplicate Covexags

Under ourrent lav COBRA coverage is terminated vhen the
qualified beneficiary becomes "covered under an other group
health plan ... “(29 U.8.C,1162(2) (D) (4))). This has the
potentiality of creating a problea with respect to coverags
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for pre-existing oonditions. For example, qualified
beneficiaries who lose COBRA continuation coverage (as a
result of coverage under & nev plan) may find that they are
not covered at all for a specific condition because the
m:d an oa-tcludu such ocondition as a “"pre-existing

co on.

To respond to this prodlem a current proposal entirely drops
the COBRA provision that terminates COBRA coverage when ney
coverage is obtained; consequently, under this proposal the
individusl gould continue the COBRA coverage and enroll under
the nev plan. While this u{pmch will respond to the
pre-existing condition problem noted above, it creates
another problem =- namely, which rules apply to determins
which of the two plans pays for what and when. 1In short, in
solving the pre-oxisting condition problem, the proposed
change creates a duplicate coverage problem vhich needs to be
addressed under COBRA to provide uniformity and consistency.

The result obtained from the p al above (fi.e., the
presence of duplicate coverage) is not an uncommon situation
for insurers and can adequately be handled through the
apgncn!.on of state Cooxrdination of Banefits (COB) laws and
rules. Such state laws te)l an insurer which plan is primary
and wvhich is secondary. howvever, the -Jurrent National
Association of Insurance Commissioners (NAIC) model that is
followed in the states does not clearl) spell out that the
new coverage is primary over ths COSRA coverage. Bince it is
clearly preferable for the hew coverage to ba primary over
the bc.:om continuation coverage (vhich we understand as well
to the position of employers), a change {initiated
Coalition members) to the COB provisicne at the atate :z"x
is currently underway at the MAIC to reach preferred result,
i.e., to provide that the COBRA coveraige is secondary in
insured plan situations.

However, such is not the case vith ras to non-insurers
providing benafits under a group health plan; they too
deserve uniform and consistent guidance as to handling the
duplicate coverage situation that will result from the
proposed change first noted above. We suggest an 4
to COBRA to incorporate Dy reference the needed provisions of
the NAIC model group Coordination of Benefits regulation, ace
amendad, s0 that such non-insurers may adopt such provisions
as needed in order to attend to this duplicate coverage
problem.

To this end wve suggest the following language be added to
Clause (iv) of Section 162(k)(2) (B) of the 1986 Code (and
sleevhere a. appropriate):

"For purposes of duplicate coverages resulti from an
election of continuation coverage by a qualifiea
beneficiary, a group health plan may utilize provisions
consistent vith the model coordination of benafits
provisions eatablished and adopted by the National
Association of Insurance Commissioners, as amended,”

concluaion

We believe the position described above attands to the important
issues surrounding COBRA in a reasonable and workable fashion.
We further believe that our poaition =- particularly as it
relates to a first-time extension of liability for non-employers
-~ should be recognized as a meaningful compromise inasauch as
the law now provides for sole and exclusive employer liability.

As members of the COBRA Coalition, the undersigned organiszations
beliave the suggestions embodied in our position reflect the

policy to be folloved as the Committes considers improvements to
the health care ocontinuation rules of COBRA. We further believe
that our position on the issues proviaes the videst framework for
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making improvements to the health care continuation rules without
going beyond the boundaries of non-controversial and "clean®

technical corrections.

We have enclossd suggested language to raflect our position on
the liability issue, the most Ytechnical® of the positions noted

abovaea.

Our suggested language to respond to the duplicate

coverage problem is contained in the body of this statement. We
would welcome the opportunity to provide suggasted language for

any other issue as appropriate.

Represantatives of the COBRA Coalition arc available tb raspond

to any questions or follow-u
etatenent.
JIr. (223-7797).

8incerely,

Anmerican Council of Life
Insurance

Blue Cross and Blue Shield
Association

Croup Health Association of
Anmexrica, Inc.

Health Insurance Aasociation of
Anerica

Independent Insurance Agents of
America

activity generated by this position
such inquiries should be directed to William Fritts,

National Association of
Casualty and Surety Agents

National Assoclation of Life
Conpanies

National Associstion of Life
Underwriters

National Association of
Pxofesgional Insurance Agents

Society of Professpional Benefit
Adnministrators
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JJDuﬁ&Phdm IIMC. 38 EASTMONROE STREET- GHICAGO, ILLIMOI 80603 - (312) 263-2610- TELEX 25.5188

Ms. Laura Wilcox .
Hearing Administrator July 14, 1988
U.S. Senate Committee on Finance
Room SD 205 -

— Dirksen Senate Office Building
Washington, OC 20510

Re: Statement for Committee's July 12 Hearing Record on $.2078, to require a
majority of employees to approve the eEESTTsT-ent of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on 5.2078 (Committee
Press Release H-28), this letter and four copies are sent to be included in
the Conmittee printed record of the July 12, 1988 hearings.

Ouff & Phelps is a 100X ESOP owned company employing over 220 people in
offices in Chicago, Cleveland, Los Angeles, and Washington, 0.C. Our ESOP has
been extremely successful in providing significant retirement benefits as well
as increased employee motivation and participation.

We are concerned that the proposed legislation (5.2078) would
effectively prevent other companies from taking advantage of this excellent
gpportunity to provide a valuable employee benefit. The bill would do this

ecause:

1) The time required to effectively communicate the complex nature of
the ESOP to employees and take a fafr vote would prevent ESOPs from being a
timely alternative to a third party buyer. This is not only true in big
corporate takeover situations, but also in cases where the owner of a small to
medium size private business is considering sale of the company.

2) Ko other employee benefit (pension plan, sedical plan, etc.) —
requires employee approval. As a result, an employer will be deterred from
using an ESOP relative to these other plans because of the cost and disruption
caused by the need to hold an employee election.

3} Many employees learn about the benefits of ESOPs and employee
benefits only over time and after experience with the plan. Once employees
become familiar with the plan, they can negotiate with employers to change or
alter it. It is not uncommon for collective bargaining units to negotiate the
specific terms of an ESOP, including voting rights, etc. This ongoing
bargaining process should not be hampered by government regulations which
place one set of standards on employers and employees with a wide variety of
needs.

In summary, the proposed bil} would seriously fmpair the creation of new
ESOPs. This would violate the stated interest of Congress to promote employee
ownership. This is why our firm strongly opposes the bill.

Yery truly yours,
(Yucs. W
CAG:MJY
cc. Mr. Ed Mihalski

Minori’ y Chief of Staff -
U.S. Senate Committee on Finance

Room SH 203

Hart Senate Office Building

Washington, DC 20510
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EMPLOYEE BENEFIT RESEARCH INSTITUTE

2121 K Street, NW / Suite 600 / Washington, DC 20037-2121
Telephone 202-659-0670 FAX 202-775-6312

PENSION PORTABRITY
AFTER TERMINATION OF BEMPLOYMENT

Statemert of
Emily S. Andrews, Ph.D.
Research Director
Empioyea Benefit Research Institute

What is Portabity?

Portabiiity involves the transfer of pension benefits from one pension pian to anather, If al
employees spen their entire careers working for only one empioyer, portabiiity would not be an issue, Al
pensions would be based on full-career service. Similarty, if pensions were only pakd through Soclal
Security or some other nationwide plan, benefits would be fully portable between jobs, and all years of
service would be credited by the pian. In our society, most employees change jobs and mary employers
supplement their employees’ Social Security benefits through employer-sponsored plans.

In & pension system characterized by a diversity of benefits tailor-made 1o the specific industry,
the company, and the work force, automatic pension credit transfers are difficuR to attain. One empioyer
may have a defined contribution plan and the other a defined benefit pian. Benefit and retirement provisions
May vary considerably among plans, and pian contribution rates may differ as well.

The benefits of diversity in pension provisions Inciude retirement practices that directly enhance
the roductivity of the comparny and that are appropriate to the financial status of the fim. n addition,
ditferences in pension plan provisions can better meet the needs of different workers for their ows
retirement income. The cost of this diversity, however, IS the relative benefi loss that may take piace for
empioyess who switch pians.

Types of Portablity

‘Whie the basic concept of a fully portable pension is easy to understand, k Is considerably more
compiex to categorize the ways in which our diversified system falls to meet full purtability. To do 80, the
Wummuwudhmotmm;mmm;wmm
current values {cash distributions). Current portabiity proposals only coneider the first third companents.

The 1986 Tax Reform Act (TRA) radically changed veesting standards for amployees covered by
single-employer, private-sector, uefined benefit pians. Such changes, effective in plans years beginning
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aftor December 31, 1888 will essentially reduce the earfier Employee Retirement income Securlty Act's
{ERISA) 10-year vesting standard to a 5-year vesting provision. Through than legisiation, more workers wil
be entitied to pensions upon job change.

When credited service Is portabie, years of service credited to one plan are maintained even upon
Job change. For instance, even if the employee has not met the vesting standard, years of participation
woukd be carmied over into the next empioyer's pian and would count toward the employee's pension on the
next job. Multiempioyer pension plans are often used 1o ilustrate service portabiity. However, the
recognition of the mary pr involved in implementing service-credit portabiity has tempered active

legisiation In this area.
Portability of accrued current values (cash distributions) refers to the cash vaiue of vested

benefits. Distributions are portabie when directly transferred to the empioyee leaving the sponsoring
comparny or transforred directly to another retirement arrangement. The first situation is by far the most
common.

may apply to certain defined benefit plans as well. Most defined contribution plans distribute vested
benefits in the form of a cash kimp-sum distribution, or “cash out” upon job change and at retiremert. if
preretirement cash outs are invested, the funds wilt continue to eam a market return Lntil retirement, which,
on average, would be roughly equivalent to what the empioyee would have received from the plan at
retirement. A loss in retirement benefits occurs if the distribution from the plan is used for currert
expenditures rather than being saved and invested. This portabiiity Ioes has been the focus of recent
congressional interest. This testimony focuses on issues that relate to enhancing the portabiiity of accrued

curment values.

The Issuss Being Addressed

The Pension Portabliity Act (H.R. 1861) seeks to increase coverage and improve portablity
through a new type of retirement plan and through changes in Simpiified Emplayee Pensions (SEPs). 1t also
seeka to Use pension roliovers to improve system portabiiity and preserve benefits. Portability would be
enhanced if preretirement distributions are savad unti retirement, and if assets held unti retirement are
used for retirement income. i

The 1888 Tax Reform Act (TRA] first sought to maintain preretirement distributions by imposing a
10-percent penalty tax on lump-sum distributions that were not roled over into an IRA. [t is too early to

determine the extant to which this additional tax has achieved that goal. The Portable Pension Plan Act
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would allow preretirement ump-sum distributions if the penalty tax were pakd but woukd require defined
contribution plans to accept rollovers from other pians.

A second concem is to ensure that retirement benefits are avallable for retirement income. Just as
prerstirement distributions may be spent for curTent consumption at retirement, kimp-sum retirement
distributions may be spent earty in reticement reducing retirement income in later vuinerable years. This
concemn dovetails the Retirement Equity Act of 1884 which requires that both spouses agree in writing to
any benefit distributions in other than the joint and survivor form. Concem about the form of distribution was
motivated by evidence that widows usually have significantly lower income than married couples. Recent
concems are also motivated by the knowledge that older retirees often have lower income than younger

retirees.

Under the Pension Portability Act, joint and survivor distributions would be required for SEPs and
portable pension plans. Annuity payrments would be provided uniess specifically waived by the participant
and the participant’s spouse.

Jobs and Job Tenure

The need for portability and preservation legisiation is integralty related to the way the labor market
functions. Benefits are more likely to be dissipated if workers change jobs many times over a career.
American workers exhibit marny pattems of lifetime labor force participation. Some individuals have heid
their job with the same company for their entire lifetime; in the future, cthers will to do the same. But many

workers have many jobs. Wi have more ireguiar careers than men and have shorter job tenure.

Nevertheless, certain overall career pattems have important implications for portability.

*
Lifetime Employment
mmmmmqnpbymmewwWMmpwmdmmmmb

because relatively few workers haves lifetime empioyment. Many younger workers use their early years on

the job for experimentation, changing Jobs before they find a career that is, hopefully, both interesting and
financially rewarding. Other workers make job changes later on to take advantage of new opportunities.

And, of course, some individuals become unempioyed or decide to leave the labor force for personal

reasons. in a seminal study, Robert Hall usad Census data to show that both men and women typically hold

100r 11 jobs over a lifetime. By age 24, the average worker will have heid the first four jobs out of a total of-

10. The next 15 years will contribute another four jobs. Consequently most employees will not have vested

in their plans during their aarty work years. i
This hypothesis s reinforced by data on the proportions of wage and satary workers with five years
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or more on the job — a rough proxty for vesting standards after tax reform. Only 7.3 percent of workers under
age 25 had five or more years of tenure in 1863. This figure increased to 37 percent of those age 25 to 35
and continued increasing gradually 80 that over 75 percent of all nonfarm workers age 55 to 59 ended up
with five or more years on the job. These figures demonstrate why many workers can count on pension
benefita at retirement. They also stggeet that many workers will accumulate pensions from more than one
Job. The issue is whether these benefita will be maintained until retirement.

Trends in Job Terure

Some are interested in augmenting pension portability because of the perception that workérs now
change jobs Mmare fraquently than they used to. U.S. Census Bureau data do indicats that the average job
tenure of working men fell between 1983-and 1887 from 5.7 years to 5.0 years. But aimost all of this decline
was a resul of the changing age distribution of the work force. Among prime-age working #in age 25 to 34,
Job tenure increased from 3.5 years in 1983 to 3.7 years in 1887. Tenure for men 35-44 averaged 7.8 years
in both years. Men age 45 to 54 averaged 11.4 years on the job in 1963 and 12.3 years in 1887, Job tenure
for women increased overall with gains particularly noticeable among women 35 years of age and older.
Thus, observed declines in job tenure are entirely a result of changes in the distribution of workers by age
and sex. Women have shorter tenure than men and younger workers have shorter tenure than older
workers. I view of this evidance, portability may be of increasing concern due to changes in plan provision
and societal expectations about retirement income but not because job stability has, on average, declined.
Nonetheless, some, such as Pat Choat, suggest that changes taking place in the economy will require more
flaxible empioyment relationships in the fture to maintain competitiveness. These arguments would predict

that job tenure will be shorter in the future.

What Plans Are Provided?

Neither career pattems nor the provision of benefits operate within a static environment.
Portability and preservation issues become more inportant as lump-sum distributions become more
prevalent and are called upon to provide a greater fraction of retirement income. An expansion in the role of
Jump-sum distributions can etem from the greater prevalsnce of defined contribution plans and from greater
asset accumuiation within those prains. Lump-sum distributions could become a more common option: in
defined benefit plans. For the moment, the expansion of defined contritrtion plans seems the more
significant trend.

More Defined Contribution Plans

The number of defined contribution planshisgmwnsiml‘e)"hunmmus.mh 1974
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t0 606,000 in 1988, Over 70 percent of all plans are defined contribution plans. Defined benefit plans
actually account for the majority of pian participants, however, since many defined contribution plans are
pension and profit sharing pians sponsored by small empicyers. Moreover, many participants in defined
contridution plans also are in defined benefit plans.

The proportion of defined contribution plans has increased since the enactment of ERISA but not
necessarily as a direct resuk of that legisiation. Many believed that ERISA's changes — including minimum
funding standards and mandated insurance for definad benefit plans — would resuR in a significant decroase
in the number of defined benefit plans. Contrary to expectations, the absoute number of defined benefit
plans has grown every year (expect 1978 and 1884). According to EBRI's plan-count statistics, defined
benefkt plans grew at an average annuai rate of 5.6 percent between 1976 and 1888. But, as a proportion of
all plans, the share of defined benefit pians foll 5.4 percentage points over the same period from 34.0
percent to 28.8 percent of alt plans.

While the shift towards defined benefi plans has not been consistent in every year, other evidence
suggests that & represents a long-run trend. Many empioyers have added defined contribution plans as
secondary plans, and many employers are now' nestructuring their benefits to prepare for the baby boom's
retirement. Employers have found that younges workers of baby boom age react favorably to defined
contribition plans because they can see an immediate curmern: cash value. In addition, employers realize
mmmmmmw-mmmm The benefit buildups are ico great
and the baby boom's retirement is 100 costly. Thus, defined contribution plans are becoming an integral
part of retirement income planning. To the exent that cash distributions from these plans are spent before
retirement, retirement benefits will be lost

The Assets in Defined Contribution (Mlans

Defined contribution plans represen: an increasing portion of assets in zil private trustead pension
funds. According to EBRI data from the Quartsviy Pension investment Report (QPIR), total assets in
trustesd pension funds amounted to $1.2 bilion by the end of the first quarter of 1988. Defined contribution
plans heid $410 billion of those assets or 34.4 percent of the total. Defined benefit plans accounted for §5.2
percent of trusted fund assets and multiempioyor plans for 10.3 percent. The share heid by dafined
contribution pians has increased considerably over the past five years from 28.9 percent of trusteed funds
in 1882. Defined contribution plans are expected to continue to play an increasing role in financial markets.

The Prevaiences of Lump-sum Disiributions
While changes in job tenure and modifications in the structurs of pension plans and plan provisions

will substantially affect future benefit payments, irnp-sum distributions at retiremernt and upon job change
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&re extromely important even today. information on current distributions provides baseline deta 1o holp
understand the future.

Promtirement Distibutions

Many workers have received or can expect to receive preretiement distributions. in 1963, some
6.6 mitlion workers sald that they had received a distribution from their pension plan. Ciose to 85 percent
were for amounts of less than $5,000. How these preretirement cashouts were used depended on the dollar
amount of the distribution. Only 26 percent of persons receiving preretirement distributions worth less than
$5,000 used some for savings. Over half of all persons receiving cash outs in the $5,000 to $9,999 range,
spent, rather than saved, some or all of the distribution. Thus, a substantial proportion of benefits provided
by empioyer-sponsored plans before retirement are never transiated into retirement income. Furthermore,
among workers who mat ERISA standards for plan participation in 1883, 21 percent of those entitied to
current vested benefits and 57 percent of those entitied to past vested benefits, report those benefits wers
received or could be received as a lurnp-sum distribution.

Distributions; at Retirement

Current retirees are less likely to have received lump-sum distributions than future retirees. .
Defined contribution plans were less prevalent than they are today (or are likely to be in the future). Most
retireos received penaion benefits in the form of an annuity. And many employers regarded defined
contribution plans as savings plans not as an integral part of retirement income securlty. Nonetheless,
even among workers retiring in 1882, lump-sum distributions at retirement were quite common. Among thase
retirees, nearty 10 parcent of aXl men with pension coverage from any job they worked on reportad recelving
& lump-sum distribution from the primary pian on their last job. The median value of that retirement

distribution was $20,000. Another 4 percent of male beneficiaries d by a pension pian received a
lump-sum benefit from the primary pian on their longost job (other than their last job). The median vakue of
that distribution was $10,000.
Potential Portablity Losses

In order to determine potential benefit losses if benefits are spent rather than saved, a simulation
model was used to construct exampies of the economic consequences of pension portabilty. The following
genural assumptions were used to analyze cashouls from defined contribution plans, Workers were
assumed to be first hired on a job with a pension at age 25 and work each yeer until age B5. Assets were
assumed to grow at & rate of 7.5 percent. Iiustrations were computed for four different workers.

For Different Workers

The typical fourjob worker with pension coverage Is entitied to substantial pension benefits at

R
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retirement. A clerical worker woukd receive $25,628 in benefits and a retal-trade professional $ 106,443, A
production worker would accrue $52,807 and a professional in financial services woukd have $145,664 (allin
1887 dokars).

These sums would only be availabie at retirement if pension accruals from each of the three sarfier
jobs wers maintained in the plan or rolled over into an IRA (or other empioyer plan) and saved. If the
distributions were spent, the retirement income losses would be considerable. The cerioal worker Gould
lose $18,280 and the retait-trade professional could lose $75,740. The production worker in manutacturing
coukd lose $37,631 and the financial profeasional couid give Up $103,452. Potential losses of over 70
percent of benefits represent & substantial fraction of retirement income for these Mkustrative workers.

For Small Distributions

Many earty cash outs are for sums of less than $3,500, Thia represents the value of accrued
benefita that employers can, at thelr discretion, distribute 1o employees who change jobs. AN the cash outs
calculated in the clerical worker exampie are less than $3,500. If a hypothetical employee recefved
distributions of exactly $3,500 at each job change, and that sum were indesdsd for inflation, the total vakue of
those cash outs at age 85 would be $21,254 (in 1887 dollars) under & 7.5 percent interest assumption. If the
$3,500 figure were not indexsd for inflation, the value of those $3,500 unindexed cash outs woukd stil reach
$15,768 (in 1887 doltars) by the time the persun reached age 85. In other words, small cash outs would be
worth a sizable percentage of, for instance, the full $25,633 cash valus of pension benefits that a female
clarical worker woulkd receive at retirement. It would also represent a significant proportion of the $52,837
benefit (in 1887 dolars) accrued by & male production worker who held four jobe between ages 25 and 65.

Conchusions

We live in a world in which lump sum-distributions already go to marry current workers and retirees.
Most of these distributions are smal and are spent upon receipt. Although job tenure has not become
M.MMMMWMMMMWWMme
distributions in the future. Current data indicate that defined contribution plans are becoming more
important both in numbers and in the assets they command. Mndwﬁhﬂonphmmm;s!ilwb
provide hump-sum distributions upon job change. Thesa facts suggeat that portabilty will be of Inreasing
importance to tomorow’s retirees. But since the aim of pension poiicy is the delivery of benefits,
projections of future retirement income can provide further insights.

Fubue Retiramert Benofits

Earfier work has shown thet today’s retirees have income that is roughly equivalent to that of the
rest of the population, Projections using a microsimulation model indicats that the baby boom can expect
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higher leveis of retirement income than current retirees. Much of these income gains can be attributed to
the increasad receipt of benefits from empioyer-sponsored plans and from higher benefit amounts from
those plans. But the total pension replacemacnt rate in retirement — the ratio of pension and Soclal Secuiity
benefits to preretirement eamings — will have fallen from 49 percent for the current generation of retirees to
45 percent for the baby-boom cohort. These rates are based on the assumption that workers will spend their
preretirement distributions just as they do today.

Better Benefis with Presarvation

It portability legisiation were enacted that ensured that preretirement distributions were saved until
retirement, replacement rates would be higher. The gains would depend upon how portability was ensured,
be it through voluntary incentives or mandatory rollovers. While no data are currently availabie on fump-sum
distributions from secondary pians, a 1885 study conducted by the U.S. General Accounting Office
suggested that savings plans coukd significantly raise replacement rates in retirement. That study
presented calculations based on information from five different organizations. The study indicated that for
employees who retire at age &5 with 20 years of credited service and a $20,000 salary, replacement rates
ane about 55 percent for those with no participation in a supplemental thrift plan, over 85 percent for those
with 50-percent participation and 78 percent for those with a full 8-percent contribution to a suppiemental
plan. Thus, supplemental plans have the potential to replace preretirement eamings at rates in line with
retirement income goals such a3 those put forward by the Carter Penision Commission.

Portability legislation, in part, intends to ensure that preretirement distributions are saved for
retirement. Such rotiovers fraquently stem from distributions from secondary definad contribution plans.
These supplements may have the potential to increase replacement rates beyond those currently forecast.
On the one hand, fittie is known about the efficacy of further voluntary incentives. Volurtary incentives
may not work. On the ather hand, mandatory roflovers would preserve benefits untit retirement but workers
would I the flesibility Lo use their funds for other purposes they determine to be in their best interests.
Hence, Congress must dacide whether the need for higher retirement income justifies restricting choice.
That decision may, in tum, depend on the increasing prevalence of lump-sum payments and the future

structure of the retirement and heakh care systems.
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the esot group, iNC. 3500 Wieies Boutevard s Los Angeles, Cattormia 500102815 @213 384-1126
FAX (213) 3876274

July 13, 1988

Ms., Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Ms, Laura Wilcox,

In response tc the Committee's request for testimony, I wish
to register my opposition to Senate Bill S.2078, introduced
by Senator William Armstrong (R-CO).

The Bill, if enacted, would thwart ESOPs, curtail Capital
formation, business perpetuation, and the transfer of equity
to employees.

It would be a giant step backward for employees who have
never had the opportunity to own stock in the company for
which they are devoting their working careers.

This is being sent in quintuplicate to be included in the
Committee printed record of the July 12, 1988 hearings.

Very truly yours,

Inc,

Chairman/CEO

RAF/11

cc: EQ Milalski

Minority Chief of Staff

U.S. Senate Committee on Finance
Room SH 203

Hart Senate Office Building
Washington, DC 20510
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EXECUTIVE FINANCIAL

SERVICES, INC.——

July 11, 1988

Ms. Laura Wilcox

Hearing Adainistrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statenent for Committee’s July 12 Hearing Record on 5.2078. to require a
majority of employees to approve the establishment of an ESQP.

Dear Ms. Wilcox:

Pursuant to the Committee’s request for testimony on 2.2078 (Committee Press
Release H-28), this letter and four (4) copies are sent to be included in the
Committee printed record of the July 12, 1988 hearings.

Executive Financial Services, Inc. sells financisl services and products
primarily to small, closely held businesses in Kentucky, Tennessee and
Mississippl. We specialize {n the design and adainistration of ESOPs, having
{splemented over a dozen ESOPs during the past two years. As an attorney
specializing in this fleld, I have addressed numerous business and professional
audiences regarding ESOFs and have had several articles published on the subject.
Nost recently, I spoke on ESOPs in Atlanta at an insurance industry conference
attended by over 5,000 members from around the world.

Based on my experience with ESOPs, I think they are very beneficial both to
business cvners and, in the right situation, to the businesses’ employees. I
also have seen situations where ESOPs have hurt both owners and employees. While
I support Congress’ desire to discourage the use of ESOPs in the “wrong
situation® and to avoid the use™of ESOPs vhere eaployees would be harmed, ] an

approve the establishment of an ESOP.

I feel that §. 2078 would have an irreparable chilling effect on the
establishment of ESOPs because of the time and expense involved in compliance
with its provisions. I feel that vigorous DOL enforcement of existing flduciary
standards would be a much more effective deterrent to ESOPs that harm employee-

participants.
Slncarely. 7

Kelly O. Finnell, President

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Comittes on Finance
Rooa SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) coples

Equities offered through SMA Equities. Inc. * SMA Financlal Advisory Services. Inc.

92-266 0 - 89 - 10
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FosteEr, Swirr, CoLLINs & CoEY, P.C.

ATTORNEYS AT LAW
313 SOUTH WASHINGTON SQUARE
LANSING, MICHIGAN 48933-2193
TELEPHONE (517 ¥72-8080

July 21, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance

Room SD 205

Dirksen Senate Office Building _
Washington, DC 20510 -

Re: Statement for Committee's July 12 Hearing Record
on S.2078, to require a majority of cmployees to
approve the establishment of an ESOP.

Dear Ms, Wilcox:

Pursuant to the Committee's request for testimony on
$.2078 (Committee Press Release H-28), this letter and four (4)
copies are sent to be Iincluded in the Committee printed record of
the July 12, 1988 hearings.

The purpose of this letter is to register my opposition
against the Armstrong ESOP Bill (S.2078). No other fringe bene-
fit plan requires an employee's approval before being implemented.
This is true regardless of whether the plan is a retirement plan
or welfare benefit plan. The Armstrong Bill would create an
exception to this general rule. If enacted, we believe the
Armstrong bill would be harmful to the establishment of
additional employee stock owanership plans which would restrict
the broadening of capital ownership in this country.

Yours very truly,

FOSTER, SWIFT, COLLINS & COEY, P.C.

S en J. Kown¥®y

SJL:kab

Enclosure

cc w/encl.: FEd Mihalski, Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) copies



Ask your Nelghber about...
Ask your Nelghbor about...
Vios President ang Chisf Fin Ottoar

APPLIANCES * ELECTRONICS

July 22, 1988
Ms. laura Wilcox
Bearing Adainistrator
U.5. Senate Coomittee on Finance
Rocm £0 205

Dirksen Senate Office Building
Washington, DC 20510

Re; Statement for Committee's July 12 Hearing Record
an 8.2078, to require a majority of employees to
approve the establishement of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's reguest for testimony on 8.2078 (Committee Press
Release H-28), this letter and four (4) copies are being sent so they can be
included in the Committoe printed record of the July 12, 1988 hearings.

The Fred Scimid Appliance ¢ IV Co., 2405 West Sth Avenue, Denver, Colorado 80204,
an exployee-owned company, wiches to convey opposition to the proposed
legislation of 5.2078. We feel the bill could severely hinder the formation of
new ESOPs. Purthermore, we feel the bill is unclear as to the specific voting
rights regulations which will be iwposed by the Secretary of Treasury.

Your expression of our concerns are ieeply appreciated.

w‘ ’
-ﬁ:-v
William M. Solden, Jr.

Vice President Finance and
Chief Financial Officer

cc: Mr. Rd Mihalski
Minority Chief of Staff
U.S. Senate Camittee on Finance
Rocm SH 203
Bart Senate Office Building
s DC 20510

Washington
Pive (5) copies
WG/ ic

2405 West S5th Avenue, Denver, Colorado 80204, Phone (303) 620-8201

.
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Btatement for the Record of it
Juseph P. Delfico, Senior Associstion Director
Human Resources Division

Before the
- Finance Subcommittee on Taxation and
Debt Management
Committee on Finance
United States Senate

PERSION PORTABILITY AND PRESERVATION

SUMMARY

Pension portability refers to workers being able to transfer
years of service or vested assets from cone employer's pension
plan to another. Pension presarvation refers to assuring that
workers who change pension plans conserve any cashed-out arssets
for retirement income rather than spending them for nonretirement
purposes.

GAD examined three issues crucial to understanding pension
portability and preservation for workers who are vested in
pension benefits and learned the following.

1. How does job mobility affect workers' pension income in
retirement? Compared to those who stay in one plan,
workers who vest in a series of defined benefit plans
could suffer retirement income losses. Their pension
benefits under each plan are froren at the time they
separate and will not reflect salary growth between the
time they leave the plan and the time they retire. 1In
contrast, workers in a series of defined contribution
plans will not experience a job mobility loss if their
vested pension assets remain in the plans or are rolled
over into an Individual Retirement Account (IRA) or a
subsequent plan.

2. what kind of pprtability and preservation arrangements
currently exist? Portability of service and pension
assets in the private pension system is limited.
Employees can preserve cashed-out pension assets for
retirement by transferring them to IRAs or, in a few
cases, another employer's plan. Many employees,
however, have spent rather than preserved their cashed-
out pension assets when changing jobs.

3. What problems and tradeoffs are involved in
implementing proposals to enhance the portability
and/or preservation of pension benefits? Current
legislative proposals address pension preservation
primarily by building on the concept of the rollover
IRA; some such proposals could increase the
administrative burdens of plans. Some options for

" maintaining the purchasing power of mobile workers'
pe.sions from defined benefit plans have substantial
drawbacks they would significantly increase employers
costs and remove some of the advantages these plans
have for personnel management. Employers could react
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by switching from defined benefit to defined
contribution plans, but this is a riskier way for
workers to obtain adequate retirement incomes.

Mr. Chairzan and members of the Subcommittee, I appreciate
the oppormamnity to summarize cur review of pension portability
and preservetion issues for the hearing record. Pension

_portability refers to workers being able to transfer years of
sservice or wsted assets from one employer's pension plan to
another. Pension preservation refers to assuring that workers
who change pension plans conserve any cashed-out assets for
retirement income rather than spending them for nonretirement
purposes. Several legislative proposals currently being

siconsidered address various aspects of these issues.

Portability and pressrvation issues are of long-standing
concern to the Congress and others. For example, the 1965 report
of the President'’'s Committee on Corporate Pension Funds and

. Private Retirement and Welfare Programs advocated, among other

.. things, the establishment of a central clearinghouse to manage
exployees’' cashed-cut pension assets. A similar proposal was

7 included in the Senate-~passed version of the legislation that

~ became the Employee Retirement Income Security Act of 1974
(ERISA). Other proposals have been debated, considered, and
studied since the passage of ERISA. The fact that even today the
discussions continue is evidence that while the issues are
difficult to address, interest in them, particularly in the
Congress, has not abated.

The primary motivation for portability and preservation
proposals is the desire to promote adequate retirement incomes.
The lack of pension portability may cause the retirement income
of workers who change enployers to be lower than if they had
stayed with the same employer's plan for a full career even {f
they are fully vested in each employer's pension plan. In
addition, research has shown that when job changers have been
able to cash ocut vested pension assets, most have used the money
for nonretirement purposes. To help preserve pensions for
retirement income, provisions in the Tax Reform Act of 1986 were
designed to provide a disincentive for using these funds for
purposes other than retirement. The effectiveness of this
legislation is not kxnown yet. Continued use of cashed-out
pension assets as in the past will clearly hinder the achievement
of adequate retirement incomes.

At the request of the Subcommittee on Oversignht, House
Committee on Ways and Means, we reviewed recent studies and
legislative proposals relating to pension portability and
preservation for workers who are vested in pension benefits. 1In
particular, we responded to three questions that are crucial to
gntll:rutanding these issues. Our findinjys can be summarized as

ollows:

1. How does job mobility affect workers' pension income in
retirement? Compared to those who stay in one plan,
workers who vest in a series of defined benefit plans
could suffer retirement income losses. Their pension
benefits under each plan are frozen at the time they
separate and will not reflect salary growth between the
time they leave the plan and the time they retire. 1In
contrast, workers in a series of defined contribution
plans who are vested when they leave their employer's
plan will not experience a job mobility loss if their
pension assets remain in the plans or are rolled over
into an Individual Retirement Account (IRA) or a
subsequent plan.
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2. What kind of portability and preservation arrangemsnts
currently exist? Portability of service and pension
assets is limited, with the exception of the social
security system. Employees can preserve cashed-out
pension assets (apart from previously taxed employee
contributions) for retirement by transferring them to
IRAs or, in a few .cases, another employer's plan. 8uch
assets then can continue to grow on a tax~deferred
basis. MNany employees, however, have spent rather than
pressrved their cashed-out pension assets when changing

Jobs .

3. What problems and tradeoffs are involved in implementing
proposals to enhance the portability and/or preservation
of pension benefits? Current legislative proposals
address pension preservation primarily by building on
the concept of the rollover IRA; some such proposals
could increase plans' administrative burdens. Some of
the options that analysts advocate for maintaining the
purchasing power of mobile workers' pensions from
defined benefit plans, such as indering deferred
benefits, have substantial drawbacks. They would
significantly increase employers' costs and
administrative burdens and remove some of the advantages
these plans have for personnel management. Employers
could react by switching from defined benefit to defined
contribution plans, but this is a riskier way for
workers to obtain adequate retirement incomss.

JOB MOBILIYY MAY REDUCE
WORKERS *° PENSION INCOME

To become legally entitled to pension benefits (vested),
Morkers must meet a plan's eligibility requirements and then
remain in the plan a specified length of time. Because the Tax
Reform Act of 1986 shortened the vesting timetables (e.g., from
10 years to 5 years), more workers are likely to have vested
benefits in the future. Our testimony today and the pension
portability and preservation proposals we reviewed relate only to
workers with vested pension benefits.

Pension plans fall into two categories-~those with defined
benefits and those with defined contributions. Of all active
plan participants in 1980, 60 percent (about 30 million) were in
only a defined benefit plan, 26 percent (about 13 million) were
in a defined benefit plan and at least one supplemental defined
contribution plan, and 14 percent (about 7 million) participated
only in a defined contribution plan.

Defined Benefit Plans

A defined benefit plan uses a specific formula to compute
workers' pension benefits. According to 1984-87 pension data,
about 69 percent of single-employer defined benefit plan
participants belonged to plans that used “final-pay" formulas,
which base benefits in part on salary immediately before
retirement. For instance, the pension might be defined as one
percent of "high-five" pay (the average of the highest 5 years of
salary) times years of service. Other defined benefit plans base
benefits on career average salary or pay a flat dollar amount per
year of service (the latter is typically used by union plans fo
workers whose salaries are similar to one another). :

Defined benefit plans help plan sponsors achieve various
personnel management goals:

1. Because benefits accrue slowly during the early years of
participation (compared with defined contribution
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plans), employers can of fset higher training costs for
newer employees with relatively low pension
contributione.

2. The bene.it formula encourages workers to remain with an
enmployer during their prime productivity years.

3. The employer can use special formulas to encourage older
workers to take early retirement.

4. When employers set up plans, workers can receive past
service credit so that their pension benefits reflect
all years of service with the employer.

From the worker's point of view, defined benefit plans
provide predictable benefits that typically are tied to earnings
immediately before retirement. Further, such plans put the risk
of investment performance on the employer, not the employee.
That is, if the investment return on pension assets is not
sufficient to meet benefit liabilities, plan sponsors are
required to make up the difference with increased enmployer
contributions. Even if sponsoring conpanies go bankrupt without
sufficient assets to meet their pension liabilities, sone
percentage of the employee's vested benefit is generally
guaranteed by the Pension Benefit Guaranty Corporation (PBGC).
On the other hand, as described below, workers with vested
benefits who leave a series of defined benefit plans before
retirement will usually receive less pension income than workers
who stay in a plan until their retirement age.

Defined Contribution Plans

In contrast to a defined benefit plan, the pension benefit
from a defined contribution plan is based on the amount
accumulated in the participant's individual account, not on a
predetermined formula. In many types of defined contribution
plans, the ermployer annually makes a specific contribution to
each participant‘'s account; for instance, 10 percent of pay or a
percentage of the enployer's profits. Each account also is
credited with its share of investment return, including any
increases or decreases in the market value of the underlying
assets. In some plans, participants also receive a pro rata
share of contributions made on behalf of employees who separate
before they are vested; these funds are known as forfeitures.
The pension at retirement or termination of employment may be
paid in a lump sum, a life annuity, or a series of installments
until the account is exhausted.

From the enmployer's standpoint, defined contribution plans
offer the advantages of administrative simplicity and less
regulation. From the worker's point of view, conpared to a
defined benefit plan, the value of defined contribution plan
assets builds at a faster rate during the early years of a
worker's participation, but slower during later years. Second,
the vesting schedules are usually shorter. Third, as described
below, workere' benefits are not generally affected by changing
employers. On the other hand, the enmployee bears the risk
associated with the investment performance of the pension assets;
thus, there is no guarantee of a set relationship between
g:la;iee earned immediately before retirement and the pension

nefit.

Defined Benefit Plans
and Job Mobility Loss

An employee vested under a series of defined benefit pension
plans can accumulate significantly lower pension benefits than an
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esployes who remains under one pension plan for a full career.
This is true even if all the plans have the same benefit formulas
and the employees have identical salary histories. PFor this
discussion, we will refer to the reduction in pension benefits
caused by changing employers as job mobility loss. To calculate
the loss, we first take the actual benefit that the employee will
receive from all employers and divide it by the pension benefit
that a sobile employee would have received if the last exployer
calculated the pension benefit based on the employee's full
career service. Then we subtract this percentage from 100
percent.

Using an exaxple developed by the Congressional Research
Service (CRS) to illustrate the job mobility loss, we coxpare the
annual pension benefits of two retired employees with identical
salary histories and pension plan provisions who differ only in
job mobility (see fig. 1). Each pension plan provides a
ratirement benefit equal to 1 percent of high-five pay for salary
up to the average social security taxable wage base, and 1.5
percent above it (a cosmon private sector practice called -
integration), multiplied by years of service. All amounts shown
are in 1988 dollars. Under this final-pay plan, one employee
works 42 years for the same employer while the other employee
works for five different employers (2 years with the first
employer, 5 years with the second, 10 years with the third, 10
years with the fourth, and 15 years with the fifth).

Figure 1

Impact of Job Mobility on Pension
Amounts for Equal Cost Pension Plans

?éghomnds Annual Pension Amounts at Age 65
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Source: Congressional Ressarch Service
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The mobile enmployee's total pension benefit from the five
different plans would be §9,800, or about 51 percent of the
nonmobile exployee‘s single plan pension income of $19,100. 1In
this case, the job mobility loss is about 49 percent. This loces
would be smaller for a mobile worker whose pension coverage is
not exclusively in defined benefit plans that use final pay
formulas or for a worker with fewer job changes, slower salary
growth, or an earlier retirement age. Furthermore, to the extent
that a worker receives a second pension, such as a thrift plan,
the overall retirement income loss would be less.

Components of Job
Nobility Loss

Job mobility loss occurs because psnsion benefits under
defined benefit plans often are tied to salaries, which typically
increase throughout the worker's career but are only taken into
account as long as he or she is contiruously covered under the
pension plan. Thus a loss occurs, for example, when a worker
leaves a final-pay plan before retirement age. 1In this case,
pension benefits are based on the worker's final average earnings
at separation, rather than at retirement age, when the worker's
earnings are likely to be higher.

The earnings growth over a career that causes job mobility
loss is attributable to two factors:

Inflation loss. Each time workers in defined benefit plans

change employers, their vested pension benefits usually are
retained by the enmployer and payment is deferred until
retirement. Between the time the worker leaves a plan and
benefit payments begin, the amount of the deferred benefit is
frozen. Therefore, the purchasing power of the benefit is eroded
by inflation. An inflation rate of 4 percent, for example, would
reduce the real value of a pension benefit deferred for 15 years
by about 44 percent.

Real earnings—growth loes. Presumably, workers become more
efficient and effective at thelr jobs the longer they perform the
same job tasks. In addition to wage and salary increases
designed to offset inflation, employers may also compensate
workers to reflect increases in their productivity that result
from job tenure. Within-grade pay adjustments for federal
workers are an exanple of productivity growth increases. Workers
also receive additional wage and salary increases resulting from
career promotions. Job mobility loss happens because future wage
and salary gains are not recognized in calculating deferred
retirement benefits.

Defined Contribution Plans
and Job Mobility Losas

Workers in a series of defined contribution plans who are
vested when they leave their employers' plans will not experience
a job mobility loss if their pension assets remain in the plans
or are rolled over into an IRA or a subsequent plan. This
assumes the rate of return on the funds is the same no matter who
manages rhem. The loss is avoided because the value of the
pension assets, and hence retirement benefits, is based on the
market performance of an investment fund, not on final earnings
and years of service. Workers who become vested in two or more
defined contribution plans over the course of their careers may
d0 better than mobile workers vested in two or more consecutive
defined benefit plans, as shown in figure 2.
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This illustration, also developed by CRS, contrasts the
earlier example of the twb employees under defined benefit plans
with an esployee under a defined contribution plan of equal cost.
The employee covered under the defined contribution plan,
regardless of the number of job changes, would have an annual
pension benefit of §12,100, or about 23 percent more than the
mobile erployee’s total pension income of §9,800.

In summary, mobile workers vested under a series of defined
benefit plai.s often accrue lower ret irement benefits than do
workers with comparable pension plans who work their full career
for one employer. In contrast, the vested pension benefits of
workers participating in defined contribution plans are not
affected by job mobility. Even though workers in a defined
benefit plan are at a disadvantage in terms of prospects for
future pension income when they change employers, such plans
offer employers and workers advantages not offered by defined
contribution plans.

LIMITED PORTABILITY AND
PRESERVATION ARBANGEMENTS EXISY

We have identified several examples of public and private
pension plans that provide pension portability for mobile
workers. In addition, under current law all workers who receive
cashouts are permitted to use IRAs to preserve pension benefits
until retirement.

Portability of Sexvice

Portability of service--allowing ezployees to transfer years
of service credit from one defined benefit plan to another--
exists in the public sector, but only in limited cases in the
private sector.
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8ocial security is our nation's most portable pension
system. It bases benefits on earnings ower an employee's entire
career, no matter how many times the worker changes employers.
However, employment in positions not cowred by social security
results in no credit for that service. 8ince its inception in
1935, coverage under social security has expanded considerably,
pPresently including almost all workers in the economy.

Examples of portability of service in the private sector
include collectively bargained multiesployer plans, as well as
networks of single-employer plans with portability or reciprocity
agreemsnts. In 1985, about 6.3 million individuals, or about 16
percent of all active private pension plan participants, were
covered by about 3,000 multiesmployer plans. The plans covering
the Bell System companies provide an example of reciprocity
agreemanis. Only about 8 percent of all single-employer pension
plans have reciprocity agreements with unrelated employers,
mwr. according to a 1981 study sponsored by the Departmant of

r.

Portability of Assets

Portability of assets refers to the practice of giving
workers a lump-sum cashout of their vested pension benefits when
they leave a conpany's pension plan rather than deferring payment
until retirement age. The cashout represents the present value
of future benefits from defined benefit plans or the vested
account balance from defined contribution plans. Under one
legislative proposal, these assets would be transferred directly
to a worker's IRA. Portability of assets is wore common than
portability of service.

Cashouts of assets generally take place at the plan
sponsor's option. A cashout may occur under either a defined
benefit or a defined contribution plan. An estimated 30 percent
of participants in defined benefit plans and 82 percent of
participants in defined contribution plans in 1984 were in plans
that permitted cashouts of vested benefits under at least some
circumstances, according to a 1986 study. Generally, cashouts
from defined benefit plans were not large. Only about 3 percent
of single-employer defined benefit plans accepted assets
transferred from prior plans, according to a 1981 study for the
Department of Labor.

Pension Preoervatigﬂ

The issue of preservation arises in those instances in which
workers receive cashouts upon leaving pension plans. Currently,
workers may preserve their pension assets for retirement by
transferring them into IRAe or (in rare instances) other
qualified pension plans, but in many cases workers spend the
assets rather than roll them over.

Whether lump sums are saved or spent may affect income
adequacy in retirement. Most workers who left their employer
with cashed-out pension assets (about 95 percent) did not roll
over the money into other retirement vehicles; only about 30
percent used the funds for any kind of investment, according to a
1986 study.

More workers may preserve pension assets in the future
because of changes resulting from the Tax Reform Act of 1986.
The 1-w raised the cost of spending cashed-out pension benefits
before age 59-1/2 in at least two ways: (1) it eliminated 10-
year averaging for income tax purposes and (2) it imposed a 10-
percent penalty tax on pension plan assets that are not rolled
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over ioto an IRA or other qualified plan. This essentially makes
the treatmsnt of lump-sum paymsats similar to the treatment of
Premture withdrawals from IRAs. Because of thess changes, more
workers may save their pension ascets for retirement purposes.
IRAs are a currently awailable mechaniem for mobile workers
.to pressrve their cashed-out pension aseets. Under current law,
however, workers may not roll over their own previocusly taxsd
contributions into a successor plan or IRA. Also, plan sponsors
my not directly transfer cashed-out pension sssets to an
employee's IRA or another employer-sponsored plan.

Although preserwation of pension assets is an ifssue for both
defined benefit and defined contribution plans, it is currently
more of a problem with cashouts from defined contribution plans.
This is because (1) in defined contribution plans pension assets
build up faster during early years of plan participation when
workers are most likely to change employers (see fig. 2) and (2)
as we noted earlier, defined contribution plans generally cash
out employees when t leave their employers. By contrast, in
defined benefit plans (1) pension assets build up faster in later
yeoars of participation when workers' salaries and years of
service are higher and (2) only a relatively small proportion of
defined benefit sponsors allow terminating employees to receive
lusp sums of more than §3,500.

PROBLENS AND TRADEOFYS IN INPLENENTING
FORTABILITY AND PEEEERVAYION PROFOSALS

WNe have identified a number of options that seek to (1)
mintain the value of pensions from defined benefit plans, (2)
increase the portability of pension assets, and (3) encourage
workers to preserve their cashed-out pension assets. Their
Primary goal is to help ensure adequate retirement incomes. Soms
cptions have been included in bills that have been introduced in
this session of the Congress, while others that we have
identified are based on earlier proposals or discussions in
studies, the press, or other forums. These ideas include:

1. Maintaining the Value of Benefits Prom Defined Benefit Plans

== Increasing portability of service.
-~ Indexing deferred pension benefits.

2. Increasing Portabjlity of Assets

3. Encouraging Preservation of Pension Assets

-~ Establishing a national portability clearinghouse to
manage workers' pension assets from previous employers.

-~ Making it possible for plan sponsors to transfer cashouts
directly to IRAs or other qualified retirement plans,
rather than having to give pension assets to separating
employees.

-~ Restricting workers' ability to spend cashouts before
retirement or increasing disincentives associated with
consuming cashouts.

-~ Allowing workers to roll over previously taxed employee
contributions into 1IRAs or successor plans.

-~ Requiring retirees to receive their perisions in the form
of lifetime annuities rather than _ump sums.
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The current legislative proposals that we have identified
generally deal with options for encouraging the preservation of
pension benefits and, to a lesser extent, with portability of
assets. They do not address portability of service.

lhiautnlgg the Value of
Benefits Prom Defined Benefit Plans

Portability of service and indexing vested deferred benefits
are two recognized methods for maintaining the value of mobile
workers' pension benefits from defined benefit plans.

Under portability of service, workers' final employers would
credit their workers' years of service with previous employers in
determining pension benefits. This would eliminate the entire
job mobility loss because it would effectively grant to all
enployees the higher benefits accruing to nonmobile employees
that are depicted in Pigure 1. For this reason portability of
service would cause a substantial increase in cost, all other
things being equal.

Alternatively, employers could index vested pension
benefits. By using an inflation indicator as an index, such as
the Consumer Price Index, pension benefits would be protected
from inflation losses. By using an average sarnings index, such
as the social security average wage index, pension benefits would
be protected from both inflation and productivity losses.
Indexing deferred pension benefits would substantially reduce--
but not eliminate--job mobility loss to the extent that workers'
earnings over a career tend to increase faster than inflation and
productivity gains. According to Congressional Budget Office
estimates, indexing veated deferred pension benefits would
increase the liabilities of a typical plan by 10 to 20 percent.

On the other hand, eaployers might reduce overall pension
benefits to offset the increased cost. 1In this case benefits for
nonmobile enployees would have to be reduced to offset the higher
benefits earned by mobile enmployees. Thus nonmobile employees
would implicitly pay a price for portability of service or
indexing of deferred vested benefits.

Some experts question whether the increased labor mobility
1ikely to occur with greater portability of service or indexing
of deferred vested benefits is good for the economy. They argue
that employers need to be able to recoup investments in
recruiting and training workers. Accordingly, one advantage of
defined benefit plans is that they discourage turnover in the
firm's work force. The loss of control over turnover could
threaten the purpose of defined benefit plane as an instrument of
personnel policy. Also, given the cost of portab:lity of service
or indexing and the generally heavier regulatory burden borne by
defined benefit plans, defined benefit plan continuation and plan
formation may be discouraged.

In addition, portability of service would pose substantial
administrative problems:

~- Special cost-sharing arrangements would have to be
inplemented to avoid shifting the entire economic
consequences of preventing job mobility loss to
workers' final employers.

-~ The paperwork burden on plans would be subs tantially
increased because plan sponsors (or a central
clearinghouse) would have to keep track of an
employee's service under various erployers and
allocate costs among these employers.
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-=- Coordinating the benefits of plans with different
formlas or 4i fferent actuarial assumptions would
require a method of translating the pension credits
of one plan into those of another.

-- Inclusion of federal, state, and local employees in
any portability or reciprocity schems would have to
be considered. S&tate and local pension plans
currently are exempt from many federal regulations.

Increasing Portability
of Assets

Cashing ocut workers' vested pension assets would permit them
to consolidate assets from two or more plans in an IRA or an
account with a central clearinghouse. This could simplify
workers’ recordieeping and retirement planning. It would also
allow them or their estates to gain access to these assets in the
event of disability, death, or other contingencies.

From the plan sponsor's point of view, paying cashouts would
save plans the trouble of making small benefit payments. Also,
defined benefit plan sponsors would not have to pay premjiums to
PBGC to insure the benefits of vested separated participants.

On the other hand, portability of assets generally would not
increase workers' total pension benefits. In particular, it
would not eliminate the job mobility loss in defined benefit
plans because the value of the cashout is calculated on the basis
of workers' final pay when they leave the plan. That pay is
generally lower than their final pay at retirement. Pension
experts who have examined proposals to increase portability of
assets have identified the following problems with implementing
these schemes.

-~ Increased portability of assets would necessitate
increased liquidity in pension funds. Also, it
would complicate funding of defined benefit plans,
insofar as the plans' actuaries normally act on the
assumption that the plan would begin to pay benefits
at retirement age, not at the date of separation,
vhich is more difficult to predict. Purthermore,
defined benefit plan sponsors would incur an
additional administrative burden in calculating
appropriate cashout amounts.

-- 1f portability of assets involves rolling over
assets from a defined benefit plan to the worker's
IRA (the most likely scenarjo), there would be a
shifting of investment risk from the plan to the
individual. This would make the retirement income
security of workers less certain.

-- Workers who were cashed out of a defined benefit
plan at termination of employment would forgo any ad
hoc postretirement benefit increases that might
Tater be granted to the plan'‘s retirees, if these
increases are extended to recipients of deferred
pensions.

-- Encouraging cashouts from either defined benefit or
defined contribution plans might increase diversion
of pension assets to nonretirement purposes. This
could occur even if these assets are initially
rolled over into an IRA, unless mesasures to
encaurage preservation of pension assets are also
isplemented.

]
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Proposals aimed at preserving pension assets seex to
encourage or require workers to roll over cashouts into an IRA or
other vehicle in order to make it more likely that pension assets
will be used for retirement. As such, these proposals generally
4o not pose the same tradeoffs as other proposals in terms of the
operation of pension plans because they deal with the treatment
Of assets that have already been distributed from pension funds.
However, there are certain practical issues to be addressed.

~- Spending pension assets before retiremant may be less of
a problem in the future because of the new rules
contained in the Tax Reform Act of 1986. 1t is too early
to determine the impact of these new rules, and hence the
potential benefits of further restrictions are unclear.

-= When employees have some discretion as to how much money
is contributed to a plan (e.g., 401(k]) plans), additional
restrictions on spending of assets may discourage thenm
from using the plan to save for retirement.

~~ Some preservation proposals would establish a central
clearinghouse as the repository of cashed-out pension
assets. Several experts have expressed concern that the
decisions concerning how to invest the assets of a
federally controlled fund could become a political issue.

-~ Encouraging or requiring pension assets to be rolled over
into successor plans and IRAs might increase retirement
savings, but it would also likely reduce the revenue to
the Treasury. This is because fewer premature withdrawal
penalties would be collected and the investment income on
these funds would accumulate tax-deferred.

-~ We were not able to identify any studies indicating to
what extent retirees withdraw assets from pension and IRA
accounts in lump sums, rather than purchase annuities or
otherwise spread pension income over their remaining
lifetimes.

CONCLUDING OBSERVATIORS

- The role of the private pension system has undergone
substantial changes. Initially, the pension system was used
primarily as a personnel management tool, allowing employers to
reward long and loyal service and move pecple out of the work
force with attractive retirement options. Over time, the
Congress has sought to use pensions more as an instrument of
public policy., adding requirements that help a broader cross
section of workers to gain pension income. These dual purposes--
personnel management and retirement income adequacy--can cause
the system to work at cross-purposes.

Efforts to increase pension portability and preservation of
pension assets aim to ensure adequacy of retirement income, but
undermine the use of defined benefit plans ab a personnel
management tool. Our assessment indicates that implementing the
portability proposals currently under discussion would entail
di fficult economic tradeoffs by employers, enployees, and the
federal government.

B
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For employers, more pension portability could mean greater
liabilities, additional administrative expenses, and an increase
in labor turnover. Employers could react in various ways. For
exanple, if the federal government does not pick up a substantial
portion of the additional cost, employers may decide to shift to
defined contribution plans as the primary pension plan. If this
occurs, workers' retirement income will depend on the rate of
return on their pension contributions rather than on a guaranteed
benefit under a defined benefit plan. Some would find this
course of action objectionable because the retirement income
security of workers will be less certain.

Pension preservation proposals would have less of an effect
on the pension system, unless greater portability of assets is
also required. 1Increasing preservation of pension assets would
constrain workers rather than plan sponsors. However, requiring
defined benefit plans to cash out pension assets whenever a
worker terminated employment would complicate funding and add
administrative burdens.

- - - -

Mr. Chairman, this concludes my statement.
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GLM Financial Jroup, LU4.

20856 NORTH RAND ROAD, BARRINGTON, LLINOIS 80010

July 12, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finarce
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Re: Statement of Committee's July 12 Hearing Record on
$.2078 to require a majority of employees to approve the
establishment of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's reqiest for testimony on S.2078
(Committee Press Release H-28), this letter and four (4) copies are
sent to be included in the Committee printed record of the July 12,
1988 hearings.

Please, please, please stop adding governmental regulations,
interference, confusion and the related expenses to the tax code.

We strongly disagree with any attenpt to make the current
ESOP laws more confusing. We try to provide our employees with bene-

fits and most of the laws you pass make it more difficult or impossible
for us to provide these benefits.

Sincerely,

GLM FINANCIAL GROUP, LTD.
Charles Mauter

‘es

c.c. Mr. BEd Mihalski

ACCOUNTANTS AND TAX CONSULTANTS
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July 15, 1988 South San Francisco, CA
94083-2248

Telophone (415) 952-4310
Ms. Laura Wilcox Outside CA (800} 821-8408
Hearing Administrator
U.S. Senate Committee on Pinance
Room SD 205
Dirksen Senate Office Building
Washington, DC 20510

Re: Statement for Committee’s July 12 Hearing Record on §.2078,
to require a majority of employees to approve the
establishment of an BSOP

Dear Ms. Wilcox:

Pursuant to the Committee’s request for testimony on §5.2078
(Committee Press Release H-28), this letter and four (4) copies are
sent to be included in the Coammittee printed record of the July 12,
1988 hearings.

We passionately believe in the concept of employee ownership of
capital producing enterprises. This is the only way to improve
America’s productivity and 1living standard. Do not destroy the
incentives that allow the ESOP concept to exist by passing S8.2078.

The program exists and is being expanded today because it presents
advantages to all parties. If these advantages don”t exist, the
concept will not expand.

We believe that the United Air Lines purchase will collapse because
of its own weight and does not need this kind of legislation.

Very truly yours,

HSQ TECHNOLOGY

. R4
"o AT
Henry D. Hoge

President

HDH: jwg
(In quintuplicate)

cc (5 copies): Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
washington, DC 20510

Caidornia Contractor’s Lic. 378393
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July 11, 1988

Ms. Laurs Wilcox

Hearing Adainistrator

U.8. Senate Committos on Finance
Room 8D 205

Dirksen Senate Office Building
Washington, DC 20510

RE: * 078

require » majority of employees to approve the estadlishment of
an _ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's reguest for testimony on 8.2078
(Committee Press Release N-28), this letter and four (4) copies are
sent to be included in the Committee printed record of the July 12,
1988 hsarings.

I strongly oppose 5.2078 and urge the committes to kill this bdill.
Requiring an employee wote on ths establishment of any ESOP would
seriocusly hamper Congress's stated goal of promoting employee
owmership. In addition, it would not achieve anything for future
participants in the plan becasuse the great majority of plans being
contemplated would never get off the drawing board. The additional
amount of time and money required to seek approval would defer the
establishment of an ESOP at the earliest stages. In the vast
msjority of cases, employess are far detter off after the -
establishment of an ESOP than befors. The only real concern should
be when a company is terminating other profit sharing or pension
plans and replacing those contributions with contributions to an
ESOP and using an ESOP ss the sole retirement benefit. In this
case, the employees have a different level of risk in their
retirement benefit. But this happens in a minority of cases. why
kill 95% of ESOPs when you only want to regulate 5%. Otherwise,
employees are getting sn additional benefit, and usually s large
one, that not only serves to broaden capital ownership in this
country but gives employees a stake in the competitiveness and
therefore success of the companies they work for. 8.2078 would
hamper these goals and dbenefit virtually no one.

Sincerely,

Susan Glass de Padron
Assistant Vice President
Harris Trust and Ssvings Bank

Copy to Mr. B4 Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) copies
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Nertegs Fluegel
Sloben Polk
dbd Jones & LaVerdiers

Ns. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, OC 20510

Re: Statement for Committee's July 12 Hearing Record on $.2078,
to require a majority of employees to approve the
establishment of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on S. 2078 (Committee
Press Release H-28), this letter and four (4) copies are sent to be
fncluded in the Committee printed record of the July 12, 1988 hearings.

We have been assisting clients in implementing and administrating Employee
Stock Ownership Plans for several years.

The main purpose of the Employee Stock Ownership Plan is to provide
employees with an opportunity to share in the growth of their employer and
become an owner in the company.

Many employees have no prior business knowledge. Some of them have never
seen a stock certificate or possessed one.

The Employee Stock Ownership Plan also enables, in the case of the closely
held business, an opportunity for the employees to acquire ownership of the
company versus an outside entity who may or may not continue the business
of the company.

Middle income and lower income employees may never have funds to acquire
ownership in the business. Thus if their employer does not provide a
retirement plan for its employees, these employees may be forced to rely on
social security benefits upon their retirement which benefits could be
quite nominal compared to their current income. As you can appreciate, the
majority of individuals do not set aside funds for their own retirement.

The Employee Stock Ownership Plan enables employees to acquire ownership of
an entity at no cost to them. The employer in essence is sharing its
profits with the employee by making contributions either in stock or in
cash to the plan on the employee's behalf.

If the law would require majority approval before the implementation of an
Employee Stock Ownership Plan by the employees, we believe many employers
would become discouraged by the complexity of and the time involved in the
establishment of this retirement plan and may in fact decide against any
retirement plan for its employees.

We thank you for your consideration.

Sincerely,

FOR THE EJRM:




BDEPENDENT APPRAISAL

-t
Na. Lsura Wilcox
Hearing Administration
U.S. Senate Committee on Fimanoe
Room SD 205
Dinkson Senate Office Building
Washington, D.C. 20510

SUBJECT: Statement for Committee's July 12 Hearing Record on
S5,2078, to require s majority of employees to approve
e establishment of an ESOP.

Dear Ms. Wiloox:

Pursusnt to the Committee's request for teptimony on S5.2078
(Committee Press Release H-28), this letter and four (A) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

Congreas in 1978 passed the ERISA bill which President Ford
signed into law on Labor Dey 1974 as & start of the ESOP wave 1in
America. I have appraised closely held ocompenies from coast to
coast since founding Independent Appraissl, Inc., in the Spring
of 1975. well over 1,000 appraisals. I atill asppraise annually a
dozen companies that I started appraising in 1975. These are
saall busineases that I hawve seen grow to medium sized businesses
because of their aggreasiveness and because of their ESOP.
Several in the psst thirteen yearas have become listed on the NYSE
and ASE and many have become public companies.

As a member of the Nationasl Federation of Independent
Businesses and of the ESOP Association of America, I urge you to
not recommend passage of S.2078 for this would be a deterrent to
the ease and cost-effective ocontinued formation of new companies
that should have ESOPs.

Pensions and Profit Sharing plans do not provide the
{incentives for eaployees that ESOPs do. Employees who %oun a
part of the company® become better employees, reap the benefits
of their improved worlkding conditions and retire with better
programs. Congress has done well to continue to support the
formation of ESOPs. Do not hinder this movement by interfering
Wwith more meaningless legislation.

Companies with ESOPs grow more rapidly than companies
without. ° Increased revenue equals increased profits equal
increased tazxes. Non interference from Congress provides for
growth of the economy and increased tax revenues. We need less
governlent. regulations and more freedom of choice for American
usiness.

Reject S.2078! A
Respectfully Suitmitted,

Yot rdutt, 2k

obert B. Wilkes, ASA

President of 1.A., Inc., and
Business Valustions-Senior Member
American Society of Appraisers
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STATEMENT ON PENSION PORTABILITY

by
EDWARD C. BERTNOLLI

CHAIRMAN, UNITED STATES ACTIVITIES BOARD

INSTITUTE OF ELECTRICAL AND ELECTROMICS EMGIMELRS, INC.
on behalf of
THE AMERICAN ASSOCIATION OF ENGINEERING SOCIETIES
THE AMERICAN INSTITUTE OF CHEMISTS
THE AMERICAN SOCIETY OF CIVIL ENGINEERS

THE COUNCIL ON PUBLIC AFFAIRS OF THE
THE AMERICAN SOCIETY OF MECHANICAL ENGINEERS

THE ENGINEERS AND SCIENTISTS JOINT COMMITTEE ON PENSIONS
THE INSTITUTE OF ELECTRICAL AND ELECTRONICS ENGINEERS, INC.
THE NATIONAL SOCIETY OF PROFESSIONAL ENGINEERS

JULY 25, 1988

Mr. Chairman and members of the Subcommittee, | Edward C. Bertnolli of
St. Louis, Missouri. | am Director of the Graduate Engineering Center and
Professor of Electrical Engineering at the University of Missouri-Rolla. In
this capacity 1 administer the University's Master of Science Programs in nine
engineering disciplines plus computer science and serve as the principal liaison
between the Center and supporting companies and agencies in the metropolitan
St. Louis area. 1 am also the Vice President of Professional Activities for the
Institute of Electrical and Electronics Engineers, Inc. (I1EEE) and Chairman of

JEEE's United States Activities Board.

1 sincerely appreciate this opportunity to communicate the views, not only
of IEEE members, but also those of the members of six other major scientific and
engineering organizations on the need for further improvements in the nation's

voluntary private pension system,

In this connection 1'm pleased to report that IEEE's written statement has
been formally endorsed by the following national organizations: The American
Assocfation of Engineering Societies (MES), The American Institute of Chemists

@
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(AIC), The American Society of Civil Engineers (ASCE); the Council on Public
Affairs of the American Society of Mechanical Engineers (ASME), the Engineers
and Scientists Joint Committee on Pensions (ESJCP) and The National Society of
Professional Engineers (NSPE).

American Association of Engineering Societies (AAES) and Engineers and
Scientists Joint Ccmmittee on Pensions (ESJICP) are umbrella organizations. The
other groups are individual membership organizations. TYogether we represent
more than 1,500,000 engineering and scientific professionals throughout the

United States.

Pensions Profile and Current Concerns of IEEE Members

IEEE's membership profile and its members concerns about pensions reflect

those of the other organizations that we are representing here today.

The Institute of Electrical and Electronics Engineers, Inc. (IEEE) is
comprised of more than 290,000 electrical and electronics engineers and computer
specialists, some 235,000 of whom live and work in the United States. Forty
percent of its working U.S. members are employed by large corporations. Thirty
five percent work for medium sized companies and an additional sixteen percent
work for small businesses. Five percent are deans, professors or instructors at
schools and colleges of engineering. Four percent are self employed on a full
time basis. And six percent work as consultants to business or industry on a

full or part time basis.

According to its most recent Salary and Fringe Benefits Survey, eighty-one
percent of IEEE's U.S. members are covered by but not necessarily vested in
pension plans offered by their employers (many of these are final average
defined benefit plans). 1 say covered but not necessarily vested because the
typical engineer changes jobs fairly frequently and is likely to have 3 or 4
employers over the course of his or her career. One third of the 1EEE members
whose employers offer pension plans are currently covered by plans that vest
after 5 years. Even with the recent rgduction of vesting standards from 10 to
between 5 and 7 years, many of our mobile members will not vest in an employer

sponsored pension plan.
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Secause of our membars longstanding concerns about ths}extant to which the
natfon's voluntary pension system discriminates against mobile workers,
IEEE/USAB and the other organizations that have endorsed our statement are
dedicated to improving the retirement income benefits that are available to
scientific and engineering professionals. To this end our organizations have
worked since the early 1970's to encourage the development of employer sponsored
pension and savings plans that will provide a greater measure of financial
security for all Americans during their retirement years. Our organizations
actively supported passage of the Employee Retirement Income Security Act
(ERISA) in 1974, the Individual Retirement Arrangements (IRA) provisions of the -
Economic Recovery Tax Act (ERTA) in 1981, and the retirement equity (coverage,

vesting, and integration) provisions of the Tax Reform Act of 1986.

In spite of major improvements in the nation's private pension anc retire-
ment savings system that have resulted from these legislative milestones, a
number of deficiencies continue to limit the system's adequacy as a reliable

source of adequate retirement income for many Americans.

We are concerned that about half of all working Americans, including many
engineers and scientists, are not covered by an employer sponsored pension plan,
Others who are covered will not collect any benefits at retirement and many of
those who do will collect much less than they need to maintain a reasonable

standard of living.

We are also concerned that America‘'s private pension system discriminates
against mobile workers and about the extent to which the system fails to meet

the needs of those who are employed by small businesses.

We have also found that present law makes it difficult for very many
Americans to build up supplemental retirement savings through their own
self-thrift. It is no longer certain that a middle income worker in the private
sector who is covered by a private pension plan and Social Security will be able -
to retire with an income sufficient to maintain his or her pre-retirement living

standard. Even long tenured workers may find that the combination of a private
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benefit and Social Security is inadequate to meet their needs. These two
sources, after all, currently replace less than 50% of the typical worker's
pre-retirement earnings. Individual savings for retirement must be made a more

important supplement to Social Security and private pension benefits,

We think it is essential that Congress move quickly to enact additional
lTegislative incentives and mechanisms to encourage the establishment of a more
flexible retirement system including employer sponsored plans and individual
retirement income arrangements that will more adequately meet the needs of an
increasingly mobile workforce in an increasingly competitive international

economy.,

The form and scope of such initiatives are a matter of considerable
interest to our 1.5 million members who are involved in almost every aspect of
American business and industry. Many are employed in the dynamic aerospace and
defense electronics industry where contracts, projects and companies expand and
contract, seemingly overnight, and where job changes are frequent and vested
pension benefits are hard to come by. Another substantial segment of our
members are employed in more stable industries, such as electric power and
telecommunications, where long term service has traditionally been the norm.
But even among these companies, pension problems have begun to surface. The
recent rash of business takeovers, mergers, consolidations, and corporate
downsizings has created unsettling situations which have dimmed the prospects of

3 secure retirement for many engineers and scientists.

A substantial number of our members are leaving the ranks of corporate
employment to start small businesses of their own or to work as consultants or
independent contractors. Such individuals must provide for their own retirement

needs and possibly those of a handful of employees.

As you can see ours is a very diverse group of professional and technical
personnel, Because of this diversity, our interests in and concerns about
pension issues are also very broad-based. But today I would like to focus on

three issues of substantial consequence to everyone in the American workforce.
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As we see it, the major challenge facing the Cangress and America's voluntary

crivate pension system is to find ways to expand pension coverage, particularly

teong small businesses; to promote increased savings by individuals for retire-

ment purposes; and to improve pension portability. With respect to pension

portability, we are particularly concerned about the importance of preserving

the nurchasing power of pension benefits when workers change jobs.

Expansion of Pension Coverage

Fﬁr;;. we see an urgent need to extend coverage to the substantial numbers
of Americans whose employers do not currently offer pension benefits, We are
concerned that after at least two decades of steady gains, coverage has leveled
of' at around 50X, and now seems to be declining. This topping out appesrs to
coincide with the emergence of small business as the principal creator of new
Jobs, Current data from the Census Bureau indicates that less than 35X of the
individuals who work for firms with fewer than 100 employees participate in any
kind of pension plan and that less than 10X of the workers who are covered are

likely to vest and thereby become entitled to future benefits.

If retirement plan coverage is to be extended significantly, it will have

to be primarily among small firms,

In our view, Simplified Employee Pension Plans (SEPs) hold the most promise
for expanding pension coverage among workers in small companies. Small busi-
nesses should be given financial and administrative incentives to offer employer
funded SEPs, and, in addition, be required to offer SEPs on a salary reduction

basis when no other company retirement savings vehicle is available.

Increased Incentives for Individual Retirement Savings

Second, we urge Congress to take a long-term view with regard to the tax
treatment of individual retirement savings arrangements, and to enact legisla-
tion that will permit persons who change jobs before vesting in a pension plan

to take an income tax deduction for amounts contributed to an IRA during the

pre-vesting period.
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Because the average tenure in today's mobile workforce has dropped to about
6 years, and continues to fall, a large percentage of covered workers never vest

and never collect retirement benefits from any employer.

We believe the current system discriminates against short-tenured workers
since they do not have access to retircment vehicles with the same kinds of tax

advantages that are provided under tax-qualified pension plans.

In our view the previous and still current $2,000 per year limit on tax
deductibility for IRA contributions will not provide an adequate retirement
income for very many middle income workers. In the interest of equity, we also
recommend that the IRA tax deduction limit for non-vested workers be set at a

level consistent with qualiried salary reduction plans, i.e. at $7,000.
Such a change would assist that segment of the workforce that hasn't
vested. But what can be done to preserve the pension benefits of workers who

change jobs after vesting in an employer sponsored plan?

Improving Pension Portability

Under current law, when a vested employee leaves a company before retire-
ment there are two possible outcomes: either the actuarial present value of tne
employee's accrued benefits is distributed as a lump sum at the time of his or
her departure or the monies representing earned benefits are retained by the

plan for distribution when the vested employee reaches retirement age.

There is ample evidence that lump sum distributions received early in
workers careers are frequently spent rather than saved for retirement,
particularly the smaller amounts typically received by short tenured workers.
And benefits that are kepy in a former employer's defined benefit plan lose
purchasing power over time due to the advers'e effects of inflation. Even though
fnflation is no longer in the double digit range, it still remains sufficiently
high to erode the purchasing power of pension benefits. Assuming that the

current 4% inflation rate continues, a forty year old worker who changes jobs
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today will receive a pension benefit from his former employer when he reaches
retirement age that has a real value of less than 40 cents on the dollar. 1In
other words, inflation will reduce the purchasing power of the worker's retire-

ment benefits by more than 60 percent.

Our 1.5 million members think that this is unacceptable. Yo the extent
that pensions represent deferred wages, it can be argued that eaployees pay for
their retirement benefits by accepting lower wages and should be entitled to

receive the equivalent purchasing power at retirement,

This is not a radical notion, It is entirely consistent with the widely
held conviction that benefits received during one's retirement years ought to
keep pace with inflation. Social Security and most government sponsored pension
plans subscribe to this viewpoint and index payouts. lsn't the concept of
preserving the purchasing power of pre-retirement accumulations an equally valid

concept?

To ensure that pension benefits remain ntact when workers change jobs,
several changes to present law are requirzd. First, we recommend that lump sum
cash outs of accrued benefits should be discouraged when employees change jobs.
Instead, terminating employees in all pension plans should be given the option
of choosing a rollover into some form of tax-deferred retirement arrangement, or
of leaving the benefits in the former employer's plan, if the value exceeds some

minimum amount, say $3500,

In keeping with the principle that pension benefits represent deferred
wages whose purchasing power is to be maintained, we also recommend that the
roll-over value of benefits accrued under defined benefit plans should be
calculated on the basis of a deflated long-term interest rate of about 3%
rather than an actuarial rate derived from market rates. This would provide
true pension portability by defining and specifying the monetary value to be
attached to the employer's promise when a vested employee leaves prior to
retirement. True portability is achieved when there is a reasonable expectation

that the purchasing power of accrued vested benefits will be maintsined from the
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time of termination until the worker reaches normal retirement age. This con-
dition is likely to be achieved when the rollover value is computed using a
deflated interest rate and transferred funds are then invested at market rates.

In keeping with the principle of maintaining purchasing power we also
recomnend that accrued vested benefits that are left in a former employer's
defined benefit plan from the time of job termination until retirement be
indexed to maintain their purchasing power. This could be accomplished either
by means of performance indexing wherein investments above a statutory real rate
of return would be used to enhance pension benefits or through the use of index

bonds whose nominal yield incorporates an inflation premium.

The present value of both rollover and retained job termination benefits in
3 defined benefit plan should be assized on the basis of the most valuable form
of accrued benefits that would otherwise be available. The present value of
transfers from defined contribution plans should be the combined account balance
at the time of separation from service, in other words, the employer's and the

employee's contributions plus investment earnings on both.

Another change to current law that is needed to achieve portability is to
permit after-tax employee contributions to be added to before-tax contributions

in roll-over retirement arrangements.

None of the above recommendations are new proposals, but they are needed
now to give real meaning to the concept of pension portability and to remove a
serious impediment to the kind of labor force mobility that {s needed to

maintain America's industrial and economic competitiveness.

We note with some concern that at least two of the pending portability
proposals (HR 1992 and HR 2643) would require that every pension distribution be
in the form of an annuity. We understand the intent behind these provisions but
we believe that the potential for creating hardships in emergency situations

outweighs the desire to assure long term income security.
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One final recommendation. HKardly a week goes by that we don't hear of a
troubling situation in which 8 relatively young vested employee dies leaving his
or her survivors to discover that their loved one's pension plan makes no
provision for paying benefits unless the participant dies after some threshold
age, typically age 55. Congress should take steps to remedy this grievous
situation. Vested benefits must be available to survivors should a pension plan

participant die at any age before retirement.

Mr. Chairman, this concludes our testimony. [ thank you for the
opportunity to appear before this distinguished Subcommittee. The 1EEE and the
other scientific and engineering organizations that have endorsed our statement
are dedicated to improving our nation's voluntary private pension system. We
have worked to this end since the early 1970s. Although major advances have
been made in the intervening years, significant shortcomings remain that need to
be corrected. On behalf of our 1.5 million members, we look forward to working
with the Congress and other concerned organizations to promote fhe enactment of
legislation to expand pension coverage; encourage increased individual savings
for retirement, and help to maintain the purchasing power of pension benefits

when workers change jobs,
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JAMESTOWN KLALLAM TRIBE

150 South Sth —~ Suite 2 » Sequim, WA 98382
Phone: (206) 683-1100 — (Fuharies) (208} 683-1001

July 18, 1988

The Honorable Mex Baucus

706 Hart Senate Office Building
Washington, DC 20510

ATTN: Tim Vettel

Dear Senator Baucus:

I submit this lettar and the enclosed “chronology of events" for
inclusion in the July 12, 1988 hearing record on H.R. 2792 "Indian
Fishin; Rights Clarification" bill before the Senate Finance Com-
mittee's Subcommittee on Taxation and Debt Management hearing on
"Miscellaneous Tax Bills."

In our treaties negotiated in the mid 1850's, our forefathers ver
clearly reserved the right to fish in their "usual and accustomed”
waters. Although two separate Interior Dega:tnent Solicitor opin-
ions (1983 and 1985) supported the Tribal position that fish
caught by tribal members were tax exempt, the Treasury Department
maintained that fishing income could only be exempt if specific
language was contained in the treaties. The first Federal income
tax provision wasn't enacted until 1913 or approximately 60 years
after our treaty was signed.

H.R. 2792 basically corrects this IRS injustice. We urge,
however, that the House Ways and Means legislative language tying
the exemption to the legislation be modified to ensure the exemp-
tion is coextensive to both the legislation and the treaty.
Otherwise, ambiguities remain for interpretations that could
further abrogate our treaty rights. We would also encourage con-
gsideration of '"managing and rearing” inclusion as a fishing
rights-related activity for exemption purposes as our forefathers
certainly engaged in these activities to protect and enhance our
salmon. And finally, we encourage the development of less complex
rules for individual Indiar or Indian-owned corporate processing
éctivicies to more accurately reflect the realities of Indian
ountry.

I urge you to support these refinements to H.R. 2792 and the pas-
sage of this measure in the remaining days of the 100th Congress.
The U.S. Tax Court has already processed numerous tribil fishermen
under this guise to diminish our treaty rights and IRS collection
agents are Soised to impose collection penalties if this issue is
not resolved.

As a member of the Senate Finance Committee, your vote of support
for Indian Treaty Rights and justice would be most appreciated.

Sincerely,

hn o Lllen

William "Ron" Allen
Chairman

Enclosure

WRA/sbt

g
%4
%
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“ K{ KILSBY.ROBERTS

NEVEN C. HULSEY
Promdent

July 13, 1988

Ms. Laura Wilcox N
Hearing Administrator

U.S. Senate Committee on Finance

Room SD 205

Dirksen Senate Office Building

Washington, DC 20510

Re: Statement for Committee's July 12 Hearing Record on §.2078,
to require a majority of employees to approve the establishment
of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on §.2078
(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

When an acquisition involves utilizing an ESOP, it would be
totally impractical to have the requirement of an employee vote
to approve its establishment.

The time and money involved tq assimilate and explain the myriad
of issues involved to 660 employees scattered over multi-locations
through the United States and Bngland would be astronomical. A
seller would have to have an unlimited amount of patience for

such a program to be implemented.

Kilsby-Roberts would not be an ESOP Company today if Bill §.2078

had been in force at the time we decided to put our plan into
effect. And that would be unfortunate because our company has

never been as strong as it is today, and our employees are dedicated
to its success because of the opportunities afforded them via our
ESOP plan.

For the hearing record, our company strongly opposes the Armstrong
ESOP Bill S.2078, as we feel it would create massive government
regulations regarding the establishment of ESOPS and would
seriously hamper the creation of new Employee Stock Ownership Plans.

Sincerely,
l/.;/j/, . T e e s
NCH/be

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
wWashington, DC 20510
Pive (5) copies
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7306 Raccoon Hill
Kirtland. Ohio 44094
July 13,1988

Ms. Laura Wilcox

Hearing Administrator

U.8. Senate Committee on Finance
Room SD 203

Dirksen Senate Office Building
Washington, DC 20510

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on 8.2078
(Committee Press Release H-28), this letter and four copies are
sent to be included in the Committee printed record of July 12,
19688 hearings.

As an active practitioner in the ESOP and corporate finance
field, I find the proposed amendment counter-productive to
achieving wide~spread employee ownership in America. In
particular, small privately-held firms will be wary of such
provisions. I firmly believe that ESOPs can play a crucial role
in alleviating much of the disparity in capital ownership.

If the government would just stop changing the rules of the
game, ESOPs can make a major contribution faster than would
otherwise be possible.

Sincerely,

b QL

Andre J. Lukez

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committes on Finance
Room SH 203
Hart Senate Building
Washington, D.C. 20510

92-266 0 - 89 - 11
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IIIL McDougal, LitteNl & Company

PO. Box 1667 Evanston, Nincs 80204

Alired L. McDougal  Prescent

July 15, 1988

Ms. Laura Wilcox

Hearing Administrator :
U.S. Senate Committee on Finance

Room SD 205

Dirksen Senate Office Building

VWashington, D.C. 20510

Re: Statement for Cosmmittee's July 12 Hearing Record on
§.2078, to require a majority of employees to approve
the establishment of an ESOP

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on §$.2078
(Committee Press Release H-28), this letter and four (4)
copies are sent to be included in the Committee printed
record of the July 12, 1988 hearings.

If enacted, the Armstrong bill would create massive govern-
ment regulations regarding the establishment of ESOPs and
vould seriously hamper the creation of nev employee stock
ownership plans. The bill would alao require the Secretary
of the Treasury to issue unspecified voting rights
regulations.

Our company has had an ESOP since 1983 and ve believe that
its establishment has had only positive effects for our
employees. We are already overburdened with continually
changing legislation and believe ESOPs should have the
opportunity to exist wvithout additional legislative
restrictions.

Yours sincerely,

0bfpd b M)y -

njm

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
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Charles E. MNeaden, BEsq.
48 Wall Street ~
New York, New York 10005

Ms. Laura Wilcox

Hearing Administrator

U.S. S8enate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Re; Statement for Committee’s July 12 Hearing Record on
£.2078, to rxequire a majority of employees to approve the
establishment of an ESOP,

Dear Ns. Wilcox:

Pursuant to the Committee’s request for testimony on
8.2078 (Committee Press Release H-28), this letter and four
(4) copies are sent to be included in the Committee printed
record of the July 12, 1988 hearings.

Issues of corporate governance are not appropriate
subject matter for the tax code. Senator Armstrong’s proposed
legislation would, I believe, create subatantial uncertainties
about the legal rights of a corporation’s officers,
shareholders and directors to effectively control corporate
action under state law. ESOPs must not be made a test case
for giving persons "voting rights®™ pertaining to a corporate
entity which they neither own nor control; Senator Armstrong’s
proposed legislation would not only kill most ESOPs but would
also precipitate an adverse market reaction by setting a
precedent for a new corporate law principle pertaining to
control and voting rights of employees as opposed to officers,
directors and shareholders of a corporation.

Therefore, I believe that Senator Armstrong’s proposed
" legislation should be rejected.

Sincerely,

Charles E. Neaden
CEM: knr

cc:t Mr. Ed Mihalski
Minority Chief of staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, D.C. 20510
Five (5) copies
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- Wisconsin's Greatest Nuuuy « Established in 1897
(Owar 1900 Acves Dowstnd D (rentng Qualty Muwrsery Sueck)

MCKaY ooy Ginpery

wmwmnmm 53504
TELEPWONE. WWEALOO 104 60001

July 11, 1988

v

Ms Lesura Wilcox

Hearing Adminjstrator

U. S. Senate Committee on Finance

Room SO 205

Dirksen SEnete Office Building o
Washington, DC 20310

Dear Ma. Wilcox:

Pursuanrt to the Committee's request for testimony on
$.2078 (Committee Press Release H-28), thias letter and
four (4) copies are sent to be included in the Coamittee

printed record of the July 12, 1988 hearings.

We strongly oppose the Armstrong ESOP bill. Our feeling
is that it would discourage the creation of new ESOP's
and result in the issuance of many unwieldy regulations.

Sincerely
~,

L. H. Holley

Secretary-Treasurer
LHH/y

cc: Mr. £d Mihalski
Minority Chief of Staff .
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Washington, DC 20510

SALES AND SERVICE OFFICES: .on
MASSWUNEE, WSOOMSI¢ PHOMNE (419 TR-3400
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Manke & Misociates, Se.
Coporots Foasuol Casolncss Loipite Ao frvy

17y Scond Shoot
Sow Foaswscn Cobfrase 24mS
373/ 5499000

July 21, 1988
PERSONAL AND CONFIDENTIAL

Ms. Laura Wilcox

Hearing Administrator

U. S. Senate Committee on Pinance r e oo
Room SD20S

Dirksen Senate Office Building

wWashington, D. C. 20510

Re: Statement for Committee's July 12 Hearing Record on S. 2078,
to Require a Majority of Employees to Approve the Establish-
ment of an ESOP

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on S. 2078
(Committee press release H-28), this letter and four copies are
being sent to be included in the Committee Printed Record of the
July 12, 1988 hearing.

Our firm is one of the most active firms in the country in
establishing ESOPs. I have personally been involved in
establishing ESOPs since 1968, and our firm has specialized in
designing and implementing ESOPs since 1974.

BACKGROUND PACTS

Excluding PAYSOPs and tax credit ESOPs, which are no longer
permitted as a result of the Tax Reform Act of 1986, there are
only four to five thousand ESOPs in the country. At least 90% of
these ESOPs have been adopted by small- to medium-size, privately
held, nonunion companies. About half of these plans are new
plans. About 25% of these plans have been adopted as a
replacement of a prior profit sharing plan. About 25% of these
plans have been adopted as an amendment and conversion of a prior
profit sharing plan. Less than 1% of these plans have been
funded as a result of the replacement of a prior defined benefit
pension plan.

Under existing law, a nonunion company is free to adopt any kind
of qualified plan that it wishes, and it is free to change from
one plan to another as circumstances warrant.

Under existing law, any plan that includes union employees cannot
be either established or terminated without notice to the union
employees and without the opportunity to negotiate the terms of
the plan.

ISSUE NUMBER OME

Should a majority vote of employees be required in order to
establish an ESOP?
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AMALYSIS., As indicated above, under existing law, nonunion
employers are free to pick and choose whichever type of qualified
plan they desire to implement, and they are free to change from
one type of qualified plan to another type of qualified plan from
time to time. The decision to implement an ESOP is entirely a
company decision, assuming that there are no salary reductions
involved. The i{mplementation of a qualified plan has been
regarded by all of the courts and by all of the regulatory
agencies, including the IRS and the SBC, as being in the nature
of a bonus similar to deferred compensation. I can see no
justification, for requiring that employees must be given a vote
on this matter before they can receive a bonus or before the
company can implement a particular type of qualified plan.

Nor can I see any justification for singling out an ESOP as

opposed to a stock bonus plan or a profit sharing plan. A stock

bonus plan is identical to an ESOP, except for the ability to

- leverage the purchase of company stock, and except for certain L e
special tax benefits available to ESOPs.

ESCPs are designed to encourage broad ownership of capital. The
contribution rate to ESOPs i{s typically twice as great as it is
to other forms of benefit plans, such as stock bonus plans,
profit sharing plans and pension plans. Since ESOPs provide a
substantial employee benefit, they should be encouraged as much
as possible. Establishing a requirement that the employees much
preapprove the establishment of an ESOP would completely
discourage ESOPs, and result in reducing employee benefits
available to employees.

In the case of union employees, existing labor law already grants
union employees the right to engage in collective bargaining with
respect to all forms of wages and compensation, including
qualified retirement plans. Accordingly, I cannot see that

S. 2078 accomplishes anything with respect to unionized
employees.

With respect to nonunion companies, the requirement that this
matter be subject to a vote would be tantamount to making every
company engage in collective bargaining.

ISSUE NUMBER TWO

Should employees be entitled to vote on whether or not assets
may be transferred to an ESOP from another plan?

ANALYSIS, Again, in the case of a unionized company, the
proposal is unnecessary and redundant, since employees already
have the right to engage in collective bargaining with respect to
the termination of a plan and the implementation of a successor
plan.

With respect to nonunion companies, existing law imposes a high
degree of fiduciary liability upon plan fiduciaries who engage in
transactions which result in a loss or diminution of plan

assets. Under existing law, if prior profit sharing funds or
pension assets are to be transferred to an ESOP, the fiduciary
has two options. First, he can make the decision himself,
subject to being held liable for breach of fiduciary

obligation. Secondly, he can put the matter to an employee
election. Existing law should not be changed in this regard. In
most cases, the employees do not have sufficient investment
experience and sufficient investment information to make
intelligent elections. Holding the fiduciary responsible for
this decision will result in a higher degree of fiduciary
protection than i{f the employees exercise their own elections.
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Further, if employees are to be entitled to exercise discretion
with respect to any transfer of assets, why should they not be
allowed to exercise diacretion on any major change of investment
strategy? If employees are to be involved in every major
investment decision, then all qualified plans would becoms 401(k)
pl:?a,land the concept of a plan fiduciary would be eliminated
entirely.

ISSUE NUNBER THREE

Should employees be entitled to exercise voting rights with
respect to stock held under an ESOP?

ANALYSIS. Under existing law, voting rights must be passed

through in any ESOP that is maintained by a publicly held

company. In privately held companies, voting rights need be - o st
passed through only with respect to major corporate issues.

Based on my experience, voting rights should not be passed
through in privately held companies for the following reasons:

1. Passing through voting rights in privately held
companies would completely destroy the existence of
ESOPs. Ninety-five percent of all existing ESOPs would
be terminated within six months, and the implementation
of new ESOPs would cease overnight. No business owner
would want to sell stock to his employees if it is
obvious that he will lose control. Consider that in
most cases there are several owners of stock, even in a
closely held corporation. Thus, an additional 10%, 20%
or 30% percent of stock in the hands of employees could
easily upset the control of most privately held
conpanies.

2. Passing through of voting rights completely eliminates
the whole concept of a trust arrangement. The very
essence of a trust is that it separates beneficial
ownership from title ownership. It enables an owner to
give away part of his rights without giving away all of
his rights. These existing trust principles have
existed for hundreds of years. Giving the employees
all of the rights of direct ownership is tantamount to
saying that trust arrangements are no longer legal.

3. Why should voting rights be required to be passed
through in ESOPs, but not in stock bonus plans, profit
sharing plans, and pension plans? If employees are
allowed to vote shares of company stock in an ESOP, why
should they not be allowed to vote all shares of stock
of any kind held under any type of gualified plan?

4. Studies conducted by the Naticnal Center for Employee
Oownership (NCEO) and others have found that employees
generally are not interested in voting rights.
Employees definitely should be given more participation
in decisions affecting their own areas of expertise and
in the manner of performing their own jobs. The NCEO
study found, however, that the availability or
nonavailability of voting rights had almost no impact
upon the employee approval of the plan.

5. ESOPs were never intended to be employee co-ops. The
pass through of voting rights is an essential element
of employee cooperatives., It is not a requirement for
an ESOP, nor should it be. Over the past two hundred
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years in this country, and throughout the wvorld,
despite many attempts, there have been few, if any,
successful employee cooperatives. Putting management
decisions in the hands of large groups of employees is
simply not good management practice, and almost all
students of management science, ranging from Peter
Drucker (Management) to Peters and Waterman (In Search
of Excellence) would strongly advise against putting
management decisions in the hands of employees.
Management decisions cannot be effectively made in
large groups. The result is often chaos. Moreover,
history has shown that employees are seldom able to
make hard decisions when it is necessary to cut back
salaries or to lay off employees in order to save a
business.

CONCLUB 108 : - —

Senate bill S. 2078 is an ill-advised bill. It was apparently
drafted in order to assist one group of union employees at United
Airlines in overruling the wishes of another group of union
employees. If an Act of Congress is needed to resolve this
specific dispute, then a specific bill should be addressed to
this particular matter. In any event, one existing transitory
dispute should not be allowed to make bad law for thousands of
other companies.

Sincerely,

MEN ASSOCIATB?, INC.

John D. Menke .
President A .

JDM/ s
cc: Mr. Ed Mihalski
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MERCER CAPITAL
MANAGEMENT, INC.

PO.Box 41856  Memples. Tonesses 38174  (901) 725-0352

July 20, 1988

Ms. Lauras Wilcox

Hearing Administrator

UsS. Senste Committees on Finance
Room SD 205

"Dirksen Senate Office Building

Washington, DC 20510

RE: Stetement for Committee's July 12 Hearing Record on $.2078, to
require & majority of employees to spprove the establishment of an ESOP,

Dear Ma, Wilcox:

Pursuant to the Committee's request for testiwony on $.2078 (Committee
Press Release H-28), this lecter and four (A) copies are sent to be
included in the Committee printed record of the July 12, 1968 hearings.,

We would like to point out the following:

l. An ESOP is a defined coantribution employee benefit plan which
must conform to the guidelines established by ERISA, A 1986
study by the United States General Accounting Office found that
91X of ESOP employers started their plans to provide a benefit
to their employees.

2, Like all other employee benefit pians, the estadblishment of an
ESOP is subject to the discretion of the bosrd of directors of
the comspany (which is ultimately responsible to the
shareholders). Boards of directors are not currently, nor have
they aver been, required by law to obtain a msjoricy vote of
their companies' employees for the establishment of any other
benefit or retirement plan.

3. The employees of a company are not normally in a position to
decide the efficacy of an ESOP or any other employee benefit
plan. The benefits to be bestowed upon employees (health and
life insurance, retirement plans, profit sharing plans, stock
option plans, product discounts) are the prerogative of the
mansgement or policy makers of the company. Although they may
be of fered "cafeteria style” benefits packages, employees rarely
1if ever have the opportunity to vote pn the establishment of any
of these benefits. Employees are not always shareholders.
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4, The lutermsl Revenuve Service validates the tax deductibdility of
an ESOP in the same manner as it does other employee benefit
plans. In other words, the IRS considers an ESOP to be an

employee benefit.

S. The Department of Labor iunsures equitable treatment for all
eligidle participants ia an ESOP. Thus, in general no employees
can be placed at s disadvantage, in terms of benefits, relative
to other employees.

In our opinion, the requiremeat for the majority spproval of an ESOP by
the sponsoring company's employees is unwarranted. The establishment of
an ESOP is & business decision to bes made by wmanagement. An employer
saking this Dusiness decision hopes to provide eaployee benefits and
improve employes morale, in return for improved productivity and tax
incentives. These are all wotives of the employer and decisions which
have alvays beun (and should slways be) made by the employer without
limitations or restrictions as suyggested by S$.2078,

Sincerely,

MERCER CAPITAL MANAGEMENT, INC.

U

2. Christopher Mercer, CFA, ASA
President

icn/ah

cct Mro, Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SR 203
Rart Senate Office Building
VWashington, DC 20510
Five (5) copies



FOWER DRVES

MANUFRACTURING & DISTRIBUTING INC.

July 18, 1988

Ms Laura MWilcox
Hearing Administrator

T U.S. Senate Committee on finance
Room SD 205
Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's July 12 Hearing Record on §.2078,
to require a majority of employees to approve the establishment
of an ESOP.

Dear Ms NWilcox;

Pursuant to the Committee's request for testimony on $.2078
(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

Mid America Power Drives Mfg. & Dist., Inc., opposes the
enactment of $.2078 because of the additional record keeping
that would be required under this legislation.

Sincerely,

Mid America ﬁ;:g;/orives
A Sude—

Gregory S. Jude
Treasurer

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510

601 EAST CLIFF ROAD * BURNSVILLE, MN 55337 ¢ (612) 894-7711




July 15, 1988

Ms. Laura Wilcox
Hearing Administrator
U.5. SENATE COMMITTEE WM FINANCE MODERNAGE
Room SD 205 A IPiecrocpplon/Patne;
Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's July 12 Hearing on
&.2078, to require a majority of Toyeas to
approve the establishment of an .

Pursuant to the Committee's request for
testimony on 8.2078 (Committee Press Release
H-28), this letter and four (4) copies are sent
to be included in the Committee printed record ‘
of the July 12, 1988 hearing. '

Modernage, as an BSOP Company, strongly object to
the provisions of §.2078. We believe that this
legislation, if enacted, would create massive
government regulations and would seriously hamper
the creation of new employee stock ownership plans.

Establishing an RSOP for any company, is a long,
complicated, and rather expensive undertaking, and
$.2078 would only add an additional burden that I
feel is hardly necessary.

The establishment of ESOP Companies has proven to
be a wonderful way to assure the continuation of
the private enterpreneurship system in an age of
business mergers and takeovers.

Sincerely,

L
3 n Bennett
Secretary Treasurer

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
washinagton, DC 20510
Five (5) copies
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STATEMENT
8. 2484
THE RESEARCH AND EXPERIMENTATION CREDIT
EXTENSION AND REPORM ACT OF 1988
BY
PAUL R. HUARD, VICE PRESIDENT
TAXATION AND FISCAL POLICY DEPARTMENT
NATIONAL ASSOCIATION OF MANUPACTURERS
SUBNITTED TO THE
SENATE FINANCE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT
rom
JULY 12, 1988
HEARINGS

1 am Paul R. Buard, Vice President for taxation and fiscal policy of the
National Association of Nanufacturers. On behalf of our members, I am pleased to
have this ogpo:tuuty to pressnt our views on 8. 2484, which would establish a
permanent 20\ tax credit for resesrch and development (R&D). while technically
the otiginal legislation used the phrase "research and experimentation credit,”
the term R&D has acquired such common usage that it will used in place of the
less familiar R&E.

NAM supported the original ReD tax credit and the 1986 extension, although
we had soms reservations about the limitations therein. NAM also strongly
supports the establishment of a permanent ReD tax credit. Of the exist bills,
we consider S, 2484 preferable to earlier proposals, which merely would have made
the tax credit as it exists in current law psrmanent. In contrast to this prior
legislation, 8. 2484 would effectively el te or at least reduce most of the
defects in the 1986 law. Purther, by making the credit permanent, it would be
possible to eliminate much of the uncertainty associated with the current
existence of a temporary ReD credit, which must be renewed from time to time by
Congress, and which for this reason creates considerable doubt as to the real
after-tax costs of R&D projects expected to last beyond the expiration of the
current credit. Therefore, we urge this committee to send this bill to the floor
g. U:ﬂ s«z\ngutor passage prior to the expiration of the existing R&D credit at.

o .

This statement is organized as follows. Section I briefly reviews the
legislatlve history and usage of the R&D credit. Section 2 examines defects in
existing law. Section 3 examines the improvements in S. 2434 relative to current
lav. Section 4 examines the generic case for the R&D tax credit based on
historical and international data.

1. The Existing Legislation

The R&D tax credit was first enacted at a 25% rate in 1981 on a temporary
basis until 1985, and was subsequently extended for two years by the Tax Reform
Act of 1986 at a diminished rate of 208, The credit applies only on an
incresental basis, i.e.. it applies only to the amount by which current year
qualifying research experii‘ure exceeds a base defined as the average amount of
R&D expenditure over the tihroe preceding years. Several limitations apply to the
credit. In the original 1981 version, base period research expenses were limited
to no less than 50% of qualifying research s for the determination year.
In essence, this restricts the credit to the lesser of the excess of current year
expenditures over the average of the three previous years, or 50% of current year
expenditures. A second restriction enacted in 1986 is that the credit can reduce
tax liability only according to the formula of $25,000 plus 75% of the tax
liability over that amount. It is therefore conceivable that firms may find
themselves in an excess credit situation, and be forced to carry the unused
credit forward or back. FPinally, the law incorporates some ancillary provisions,
including expensing of B&D under specific circumstances and the University Basic
n“u::d‘ t‘:{o;nt, which applies incrementally st a 20% rate to corporate payments
to versities.

The uses of the RaD tax credit have been described in a recent report by the
General Accoun Office. The vast bulk has been used large corporations,
with assets of $250 million or more (77.6% in 1981-84), with a smeller percentage
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used by firms with assets below this threshold and an insignificant residual used
by individuals. On a sectoral basis, the overvhelming bulk of the R&D tax credit
earned in 1981-84 wvas comprised by manufacturing firms (83.3%), followed by
commmications (8.9%), finance, insurance and real estate (2.4%), with other
industries making up the rui&nl The distribution of the credit actually used,
rather than umod. is similar. wWithin mamufacturing, the breakout of the RtD
credit earned is as follows. Office machinery: 18.1%, chemicals: 13.3%,
electrical machinery: 14.6%8, motor vehicles: 8.5%, instruments: 6.6%,

- aerospace and shi lding: S.7%, pharmaceuticals: 5.8y, and other
manufacturing: 10.8%. In this sense, the RiD tax credit has not operated as a
special-interest mldy benefiting only a few select industries. Rather, it has
applied to a broad range of manufacturing sectors, benefiting a wide variety of
products. While the credit has applied primarily to manufacturing rather than
services, this merely reflects the fact that industry is inherently more
research~-intensive.

2. Defects in Existing Law

Several defects in existing law can be noted. The first is that the base
limitations have ct!octivaglprwmud corporations from taking full advantage of
the credit. A relatsd prablem is that if current research expenditure exceeds
the base amount by more than 2008, the value of the credit is reduced by half.

In other words, under 1981 law the credit would be reduced to 12.5%, and under
1986 law it would be reduced to 10%.

The drawbacks associated with the base limitation provisions are fully
documented in the recent report by the General Accounting Office. For instance,
in 1981, out of qualifying research itures of $19.1 billion, the credit
actually earned amounted to $619.4 million while the credi that would have been
earned without the 50% base limitation totaled $651.8 million, a difference of
$32.4 million. In 1982, the difference between the credit actually earned and
the theoretical credit without bases limitations amounted to $15.0 million, while
preliminary estimates on the basis of incomplete data for 1984 place this
disparity at $5.8 aillion.

In other respects also, the base period constraints have reduced the value of
the credit that is actually earned by corporations. In situations where
qualified research expenditures are less than the base period amount, the fim
“Teceives no credit. According to GAO estimates, fully 21.8% of research
exenditures failed to qualify for the credit in 1981, while this share increased
to 29.1% in 1982, 38.3% in 1983 and an astonishing 43.6% in 1984. As noted
above, in situations where qualified research expenditures are more than double
the base period amount, the applicable credit is reduced by half, to 12.5%.
Again citing GAO estimates, the share of qualified research expenditures thus
reduced was 17.4% in 1981, 9.1% in 1982, 6.5% in 1983 and 4.5% in 1984. This
means that of total eligible research expenditures, only 66.8% qualified for the
full 25% credit in 1981, while 61.8% qualififed in 1982, 55.2% quaufi.ed in 1983
and 51.9% qualified in 1984.

Clearly, the base period constraints have diminished the value of the credit
to firms. Without these constraints, the credit would have had a greater value
for eligible companies, and would in all likelihood have exerted a greater
stimulative impact on research.

A second defect in current law is that in disallowing research expenditures
by start-up firms, the existing credit effectively prevents any member of small
firms from qualifying for the credit. In many instances, there is a prolonged
period of research required preparatory to entering the market; the result is
that R&D undertaken before the firm ig established in a reqular trade or business
automatically becomes ineligible for the credit. According to a recent study by
the Small Business Administration, a significant share of R&D by smaller and
start-up firms has been excluded from qualifying for the credit on account of
this provision.

A third defect is that the definition of the base, which is determined in
reference to historic R&D spending, has tended to create distortions in the
murtmonl allocation of ressarch. As previously noted, sharp fluctuations in

R&D spending may cause qualifying tures to exceed the ceiling.
Consequently, in order to make certain that all its eligible R&D actually qualify
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for the credit, firms have an incentive to forgo research, either to reduce the
base or escape the limitation. It is readily apparent that this can lead to
economic inefficiencies. PFor instance, firms in relatively slow growth or
cyclical industries may receive disproportionately low access to the credit, due
to the fact that their R&D is likely to fluctuate sharply in proportion to sales.

rina).1¥, there is as yet little evidence that the limitations on
deductibility of the credit enacted in 1986 are resulting in a diminished real
value of the credit. The only data on this issue dates back to 1984, and does
demonstrate that about one-fifth of the total value of the credit was carried
forwvard or back. The GAO estimates that 91\ of the available ccedit was applied
agqainst current tax liabilities in 1982, al this ghare diminished to 78\ in
1984 as an increasing fotcmu ge of the available credit was carried forward or
back. More specifically, in 1984, the available credit came to $1,697.5 billion,
of which $1,144.3 billion was applied to current tax liabilities, $372 7 million
was carreid forward, and an estimated $1680.6 million was carried back. However,
this does not indicate that the credit itself was at fault, merely that other
factors placed any number of firms in an excess credit situation.

3. Improvements in §. 2484

S. 2484 offers several improvements over the existing RiD tax credit. First,
in contrast to the floating base provided under current law, $.2484 provides a

fixed base, defined as its average annual RiD expenditure in 1983-87 plus 7\.
nt?inninq in 1990, the base would be indexed to the annual growth in current
dollar GNP, subject to the limitation that it can never be less than 50% of
current expenditures in the computation of the credit. In this manner, the
distortions associated with the current base limitations are substantially
reduced, albeit not eliminated altogether. They are further aitigated by the
fact that fims have a choice of the reqular tax credit — 20% of the difference
between current expenditures and the base —— or the alternative credit
calculation — 7% of the difference between current expenditures and 75\ of the

. base. This gives firms a greater degree of flexibility in deciding how to

campute the credit.

Secondly, the revisions in §.2484 would allow most start-up firms to qualify
for the credit. Firms which did not have R&D expenditures for the full period
1983-87 would instead compute their base by using a weighted average of the years
for which ReD spending was undertaken, and then phasing in the historical base
period amount in subsequent years. The net result is that start-up firms would
gain access to the credit much more rapidly than under current law.

There is of course room for further improvements. While the revisions to the
base in §. 2484 described above yield a better system than current law, we see no
inherent reason why the base should be restricted to not being less than 50% of
current expenditures. This committee should given some consideration to
elininating or at least modifying this restriction. At the same time, the
effectiveness of the R&D credit would undoubtedly be enhanced if it were to be
exempted from the new corporate alternative minimm tax (AMT). With the AMT in
place, a certain amount of available R&D credits will hve to be carried forward
or back, thereby reducing the real current value of the credit to firms and
diminishing the implicit incentives to carry out new research.

4. The Generic Case for the R&D Tax Credit

The economic significance of R&D spending is considerable, since it exerts a
direct if long-run influence on potential output and secular productivity growth.
Potential output, normally interpreted as the long-term trend growth rate of the
economy, is modeled as a function of technological change plus weighted factor
inputs of enerqgy, capital and labor. Until recently, technological advance was
frequently thought of as disembodied from the factor inputs to production, with
the result that it could be approximated as an exponential trend. Recent
research, however, ‘and increased availability of data on R&D both indicate that
technological change exhibits cyclical behavior and is strongly influenced by
current economic conditions. If technological advance is in fact e nOus ,
legislative measures such as the R&D tax credit should exert a power influence
on research activity and therefore indirectly on potential! output and
productivity (since productivity is simply the ratio of output to labor,
increases in the technology share of output will tend to raise this ratio).
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The precise impact of the RiD tax credit on actual research expenditure is
difficult to estimate economstrically due to insufficiently long time series;
part of the problem is that RiD data is collected annually, unlike the NIPA which
are computed on a quarterly basis. Por instance, it bas been possible to
quantify the impact of the investment tax credit (ITC) due to greater data
availability. Single equation estimates suggest that for every dollar of revenue
lost to the Treasury, about $0.45 in new investment is generated, while when full
feedback from the resulting growth in GNP is taken into account, this figure
rises to $0.82 per dollar of revenue lost. This illustrates that targeted tax
credits are rally very powerful mechanisms for generating economic responses.
However, it is not known if the magnitudes resulting from the R&D credit are

cosparable.

In the absence of econometric estimates, it is nonetheless of interest to
briefly review the historical data. Table 1 gives the growth rates of real RiD
ng for the United States as a whole, by the Federal goverrnment, private
industry and universities. The deflators for R&D spending are calculated by
Battelle, and this figures should therefore be regarded as tentative.

The need to retain tax incentives for R&D outlays is evidenced by the
deterioration of R&D spending during the early 1970s. During the early 1960s,
the United States underwent consistently rapid growth in R&D spending, with real
expenditures increasing by 3.6 percent per year in 1961-67. Starting in the
latter part of the decade, however, R&D spending slowed appreciably, turning
negative in 1970-73. Part of the reason was the decline in Federal goverrment
R&D :f-n:ung associated with a reallocation of Federal activities from defense to
social welfare. However, since industrial RiD also fell, there were clearly
other reasons. One intriguing posibility is the repression of real after-tax
profit margins by the effects of higher lation on the capital consumption and
inventory valuation adjustments, the fact that the 1971-74 price controls
worked primarily by depressing profit margins in relation to wages. The recovery
of 1975-80 was associated with a major recovery in R&D expenditures, although
this has to same extent to be intarpreted as a rebound effect following several
years ::bclhptuud R&D spending. It is clear that these growth rates were not
sustai e.

The interpretation of the data for 1981-88, which includes two years of
forecasted rather than actual data, is ambiguous. Superficially it would appear
that the R&D tax credit did not have much effect, since R&D spending apparently
felll in relation to the late 1970’s. However, as pointed out above, the rates
of growth achieved during the late 1970's were unsustainable. One closer
examination, the weakness in R&D spending in 1983 is attributable to the
constriction of profit margins in the wake of the recession during the previous

- two years. In 1984-86 as well as in 1981-82, there is evidence of a favorable
upward shift in ReD spending, which roughly parallels the magnitudes achieved
during the early 1960’s. Moreover, the data for 1987-88 cannot be taken as
reliable, since these are estimated on the basis of forecasts by the independent
research firm Battelle. It would be tempting to link the slowdown in industrial
R&D growth reported in 1987-88 with the reduction in the magnitude of the credit,
but this is impossible to establish with any certainty.

A second reason why these estimates cannot be taken as definitive is that
they differ from Pederal government estimates. For instance, the National
Science Foundation estimates that total R&D grew by 5.2% in 1975-82, 5.5% in
1982-87, and 3.3% in 1987-88. The same estimates for industrial R&D are 6.0% in
1975-82, 4.3% in 1982-87, and 2.6% in 1987-88. In other words, the NSF estimates
corroborate the Battelle estimates to the extent of showing a similar pattern of
rapid growth in the late 1970‘s and early 1980's, but slower growth during the
last two years. Irrespective of which series is preferred, the effects of the -
R&D credit remain difficult to dientangle in view of the other special factors
during the 1980’s which led to increased R&D activity such as increased defense
spending and the SDI program. ]

Quite apart from the domestic statistics, a further rationale for making the
credit permanent has to do with the share GNP comprised by R&D in the major
industrial countries. Table 2 provides this data for selected years. In terms
of total R&D spending, the United States has exhibited the highest share of Gvp
of all the major industrial countries except the Soviet Union. The Soviet Union
is not really comparable, however, both because its true GNP is difficult to
estimate with any degree of accuracy, and because its centrally directed economy
inhibits the commercialization of new technologies, meaning that a large amount
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of its research is never reflected in higher real growth rates. Nevertheless, an
altogether dissimilar picture emerges when military and defense-related research
is excluded. Non-military research as a share of GNP was lower {n the United
States than in West Germany and Japan, while roughly on a level with France and
the United Kingdom. Under these circumstances, mak the R&D credit permanent
will place American industry on a more competitive footing vis-a-vis its foreign
counterparts. It should be noted in this re that most of the nzor
industrial countries provide explicit or implicit subsidies to R&D, either
through the tax code, or thr governmental allocations through nationalized
corporations and public sector research facilities.

5. Conclusions

The existing RAD tax credit appears to have provided msaningful incentives
for research spending. However, ensctment of 8. 2484 would be preferable to
making the existing RiD tax credit permanent, inasmuch as it would eliminate
of the defects in existing law, particularly those originating in the definition
of the base and limitations on eligibility.

Table 1: Bstimsted Real Growth Rate - R&D Spending
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Year tates Pederal Government Industry Universities
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1972
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computed by Battelle, Inc.
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Table 2:

832

Expsnditures as a Percent of G,
Major Industrial Countries, Selected Years

United
Year States
Total R&D
1972 2.35
1978 2.14
1981 2.35
1983 2.25
1985 2.69

1972 1.60
1978 1.63
1981 1.81
1983 1.87
1985 1.86

1.84
1.98
.3
2.60
2.75

Source: National Science Foundation.

[N I I I



338

Statement of the
NMational Fisheries Institue
Subcommjttee on Taxation and Debt Management

Senate Pinance Committee

The National Fisheries Institute (NFI) appreciates this
opportunity to file a statement in support of §, 1821, This bill
would treat those seafood processing workers who are compensated
on the basis of the amount of seafood they process as independent
contractors for federal tax purposes.

NFI is the largest trade association representing the U.S.
fish and seafood industry with over 1,000 member companies
located throughout the United States. Our members operate
seafood processing plants in almost all U.S. commerxcial
fisheries.

A comprehensive study of the U.S. seafood processing
industry found that only 6 percent of the companies 1in the
industry had annual sales in excess of §10 million. Over half
had sales of less than §250,000 and employed less than 40 people.
Most companies, therefore, are small businesses, many of which
are family owned.

Large seafood processing plants in the U.S. tend to rely
upon imports for their raw material, are highly mechanized, and

_produce branded packaged goods. Production levels tend to be

stable and workers in these plants are paid on an hourly or
annual basis.

This is not the situation in many smaller plants. While no
single operation typifies the smaller plants, many of these
plants process locally-produced seafood through labor-intensive
operations. These plants often are located in rural coastal
communities where long-standing industry traditions and
employment practices have evolved. This is particularly true for
such traditional operations such as oyster shucking, crab picking
and the hand filleting of fresh fish.

Because these smaller plants purchase raw material from
local fishermen, the amount they process each day varies.
Plants often process seafood from several different fisheries in
an effort to keep their operations going. But natural
flucuations in fishing conditions make this difficult. Periodic
shut-downs are common. As a result, employment levels tend to
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vary from season to season and from year to year,

The amount of seafood which can be processed by hand depends
upon the skill and effort of the individual worker. Because of
this many workers engaged in hand processing operations are
compensated on the basis of the amount they process. It is a
common industry practice, for example, to pay those workers who
peel, pick, head and shuck shellfish by hand on this basis.
Also, many workers who fillet fish by hand are paid based upon
how much they produce.

These circumstances prompt workers to move from plant to
plant depending upon market and fishery conditions. Many workers
also view seafood processing as a part-time job and come and go
at will., As a result, it is not uncommon for a small facility
with only a few jobs to rely on a large number of individuals
during the course of a year. Recordkeeping can be burdensome on
small companies particularly when large numbers of individuals
work for brief and intermittment periods but are viewed as
employees.

The Federal tax law has been modified to treat individuals
such as these seafood processing workers as independent
contractors. Congress, for example, has established independent
contractor status for workers who are compensated based on the
goods they produce (tenant farmers and fishermen) and for workers
who migrate on a seasonal basis and work for intermittent periods
(agricultural workers).

For these reasons, it would be appropriate to extend the
same independent contractor status to those seafood processing
workers who are paid based on the amount of seafood they process.
§. 1821 would accomplish this and we urge you to approve it.

L
Wi



A DIRECTOR
MATIONMAL SCIENCE FOUMDATION

SUBCOIMITTER OM TAXATION AND DEDT MANAGEMNENT

FINANCE COMMITTER

U.8. SENATE

July 12, 1988

Thank you for this opportunity to present the views of the
Nationsl Science Poumdation on the proposed Resesrch and
Experimental Credit and Reform Ast, 8$.2484. Ve ere delighted to
provids theam, for $.2484 sesms to us legislation of exosptionsl
merit. Its sponsoxe, especially Senstors Baucus snd Danforth,
dessrve high credit.

1 sn sware, however, that the fiscal reslities of our stringent
budget environment make it difficult for the Committes to

that are not revenus neutrsl. Therefore, while I
strongly support pesssge of $.2484, I understand that we may not
be able to achieve restructuring and permanant axtension of the
RED tax credit immedistely. If approvel of the major improve-
ments to the RED tax credit offered by £.2484 is presently
unattainable, I urge the Committes, at least, to pass a simple
short-tera extension of the credit as is and to oconsider passage
of this proposal at the earliest possible time in the next

Congress.

The Netional Science Foundation enthusisstically supports 8.2484
on two grounds. PFirst, the bill would make permsnent the R&D tax
credit, which we believe to be a primary instrument of effective
nationsl science and tschnology poliocy for a competitive world.
Second, the bill would 80 markedly improve the structure of the
credit ss t0 incresse by several times its effective incentive to
oconduct extres RED. .

mnth.unct‘ditmmuouy‘mtod,conguuutoutto
lmtthomubdmlmbyuking credit
"incresental” -- sllowing credit only for R&D that exceeds an
established bass. That way the rate of credit on the incresental
RED could be set much higher than would have been possible, given
mm,mmm spplied to all R&D. Congress
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base and so reduces ths credit the company can clsim. The net
result is that resl incentive for ths company to invest in extras .
RGD is cut to s fraction of the nominal oredit rate.

8.2484 would redefine the base to realize ths original intent. A
fixed base for each company would be incressed by the percentage
that gross national product has increased since the base years.
Credit in subsequent years would be affected only by the
ocompany ‘s R&D decisions and expenditures then. As a result, s
ocompany with RGD above the GNP-indexed base level really would
get an incentive for inoreased RED that corresponds with the
nosinal rate of the credit. Attached to my statement is an
example that illustrates the difference.

This is the big improvement 8.2484 makes over current law. But
there are others. The redefined base would sllow credit only for
real growth in R&D spanding, not growth that merely reflects
inflation. An aslternative reduced credit on s lower base would
permit more firms to qualify for some extrs incentive to increasse
RED. Moreover, & new firm or an established firm entering a new
market would for the first time be eligible for the credit.

Major innovations often arise from small startup firms or new
lines of business.

The Treasury Departmant estimates, we understand, that if §.2484
were modified to maintain strict revenus neutrality, the
incentive effeoct on a "marginal® dollar of RGD expenditure would
still be five times that of current lew. This corresponds almost
exsotly with estimates made at our request in 1985. Exemining
only the proposed shift from the current "rolling base® to an
*indexed base”, economists funded by NSF estimsted a fourfold
isprovement in the incentive effect. Purther structural
improvemants in the Baucus-Danforth prppossl would likely raise
this estimated improvement to about the same five-£0ld increase
that Treasury's experts antiocipate.

No one knows for sure how much a fivefold increase in incentive
effect would incresse the extra RGD the credit induces. However,
the doubling or tripling predicted by seversl experts seeas
reasonable to us. I know of no offsetting cost to the public
interest, nor any dissent among economists and tax experts who
have studied ths RG&D credit from a now mature consensus that
€.2484 would for this reason represent a major improvemsnt over
current law.

The National Science Foundation has favored such an improveseant
in the credit structure for several years. As you know, it now
has the officisl support of the Executive Branch generslly. We
wholeheartedly endorse the thorough anslysis and excellent
testimony provided to your Committee by the Tressury and by the
Ssall Business Administration. We join them too in accepting
disallowance of RGE expenses to the extent of ths credit as a way
of restoring in S§.2484 revenue nsutrality with respect to current
law -- but aleo in strongly opposing such a disallowance in
connection with any simple extension of current law. In that
context such a dissllowance would not only reduce the Govern-
sant's commitment to increased investment in R&D, but eviscerate
the already low incentive effect of the current credit, possibly
below the threshold where it can be effective. I believe that
would take us in just the wrong direction for the ocountry.

Value of a permsnent credit

The greatly improved structure and incentive effect of the credit
undsr 8.2484 redoubles our enthusissm and reinvigorates the
rationsle for an RED tex credit. Such a credit is one of the
basic instruments of s sound national soience and technology

poliocy.
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Individual private firms, and therefore the private economy
generally, tend to significantly underinvest in F"D. When s firm
invests in new plant or equipment, normally it slone among
producers resps the economic benefit from that investment. But
not 80 with R&D. Knowledge does not stay put. When s firm
invests in R&D, therefore, it can seldom kesep the results to
itself for more than s limited period. 1In some cases it may not
even try to keep them to itself. 80 the benefits of the R&D
investment are shared with other producers.

Moreover, a firm normally has & fairly secure expectation of how
new plant or equipment will be used and will benefit the firm's
business. A firm thst invests in ressarch, however, cannot be
sure what, 1f anything, will be learned; how, if at all, what is
learned can be spplied; or who, if anyons, will benefit from the
spplications. The firm does have some.notion of potential
buuﬂt. of course, and the narrower ths scope of the research,

narrower the uncertainty. But always there are surprises,
.nd often major ones. This unpredictability of results and
benefits and the resulting risks are another reason why
individusl firms tend to underinvest in research.

For these and related ressons it is now widely accepted that
Government should sct to incresse investment in R&D. One way in
which we 40 that is through direot Government funding of
research, such as is provided by the National Science
Foundation. This has nusercus advantsges, particularly with
basic ressarch. But it aleo has some disadvantages.

Government officials are removed from and insxperienced with
marketing and production in particular markets and industries.
They are also resoved from the incentives and discipline of the
market, and so may undertake or persist with lines of development
that those subject to s stricter economic discipline would have
sschewed or abandoned. This is where the R&D credit comes in.

It reduces the cost of RGD and so helps to redress under-
investment in R&D. Yet it leaves industry and the market to
determine, without Govermment, what R&D will be pursued.

If our nstion is to regain its competitive leadership, we cannot
continue trailing our chief compstitors in commercisl investment
and commercisl R&D, as we have been doing. The U.S. has not kept
up in commercial R&D with those who are pressing us for world
economic leadership. (See attached chart.) An effective R&D
credit will help correct that dangerous state of affairs.

I fully recognize, as must sll who sre involved these days with
Federal budget-making, that budget stringencies force hard
choices. But for me this particulsr choice is obvious. Whether
we are able to make the decision now, or must postpons action
until the next Congress, I firmly believe this course of scotion
is correct and will play a vital role in ensuring our economic
growth. Perhaps the major vice of Federal deficits is that they
cut into productive investment in our economy, of which
investment in R&D is particulsarly crucial. To cut back or
eliminate the R&D tax credit would exacerbate the investment
shortfall, not help solve it. The right thing for the ocountry is
to make this credit permanent. We have every confidence that
Congress will find a way to do so.
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RGB CREDIT BASE REDEFINITION
USTRATX L

A U.S5. company has steadily growing R&D expenditures. Its R&D for
the current year would exceed its base under either the current
credit structure or the proposed modified structure. The company's
VP for R&D now proposes to its CEO an extra resesrch project that
will cost 612 million in the current year, but will require no
expenditures in later years.

Congress originally intended that the real cost of such an extra R&D
project should be cut by the rate of the credit. As illustrated in
the table below, in the first year that happens under either
structure. But under the current structure the extra R&D slso
incresses the company's base for each of the succeeding three years,
reducing the credit the coampany gets in those years on other R&D.
The cumulative result is s wash. The company does get use of the
credit dollars for an average of two years. This provides some
incentive to invest in extra R&D, but only sbout 2-38% before tax.

The anslysis is different on different facts asbout the axtra R&D --
for example, if the company were to keep spending an extrs §12
million per year indefinitely -- but the bottom line is the same.
The incentive amounts to only 3% 8 yesr.

The proposed modified structure achieves the original intent -~ it
cuts the cost of extra R&D by the full rate of the credit. There
are refinements and other improvements -- for example, to make
startup firms eligible -~ but this is the key improvement.

Current Structure (Rolling Base)

BEFORE TAX TAX AFTER TAX
YEAR COST BFFECT COST
1 §12,000,000 82,400,000 89,600,000
2 80 (8$800,000) $800, 000
3 80 (6800,000) $800, 000
4 80 ($800,000) $800, 000
5 80 $0 80
Cumulative §12,000,000 (80) 612,000,000
Proposed Structure (Indexed Fixed Base)
BEFORE TAX TAX AFTER TAX
YEAR COST EFFECT COST
1 §12, 000,000 $1,800,000 $10,200,000
2 80 80 80
3 $0 §0 $0
4 §0 80 80
5 80 s$0 $0

Cumulative $12,000,000 1,800,000 $10,200,000

ik
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National
ScreenPrinters.inc

475 N DEAN ROAD/PO. BOX 2581
AUBURN, ALABAMA 36830

July 15, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's Julv 12 Hearing Record on
S.2078, to require n majority of emplovees to approve
the establishment of an ESOP,

Dear ¥s. Wilcox:

Pursuant to the Committe's request for testimony on
§.2078 (Committee Press Release H-28), this letter and
four (4) copies are sent to be included in the Committee
printed record of the July 12, 1988 hearings.

National ScreenPrinters, Inc. is a small locally owned
corporation with approximately 44 employees, founded in 1962.
Over the years since we started this company it has been my
dream to have a plan that would give the people who are re-
sponsible for the success of the company a share in its own-
ership.

In 1973 we attempted to take a step in this direction
by offering employees stock at 75% of book value, but soon
learned that the legalities were so involved it was not prac—
tical and we were forced to withdraw the offer.

¥hen we heard of the ESOP we were very interested, and
after checking it out we adopted it three years ago. Since
then we have experienced a better response on the part of
all employees with regards to their attitude towards quality,
attention to detail, service and being careful to avoid waste.
The company is growing dramatically.

For all these reasons we feel very strongly that there
is no reason to add the bureaucracy of Government control by
requiring a majority of employees to approve the establish-
ment of an ESOP, as required by the Armstrong ESOP Bill
(5.2078). When 80% of the ownership of capital in the U.S. is
in the hands of 10% of the people, our capitalistic system
cannot compete with the Japanese. We must spread the own-
ership, and this is what teh ESOP does. 1f it becomes ne-
cessary to require employees to vote on the ESOP it will
be extremely difficult to explain it to them, and chances
are,human nature being what it is, they will vote against
it simply because they do not understand it. Additionally,
another layer of bureaucracy will be required to look af-
ter the requirements of the law. Do not encumber this won-
derful tool our countfy has for competing in the world
market.

Respectfully,

Enclosures:
C. H. McGehee, President

cc: Mr. Ed Mihalski
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July 11, 1988

Ms. Laura Wilcox

Rearing Administrator

United States Senate
Committee on Finance

Room 8D - 205

pirksen Senate Office Building
washington, D.C. 20510

Re: H.R. 2792
Dear Ms, Wilcox:

Even though the Senate Finance Committe turned down
our request to present orsl testimony on H.R. 2792 at the
hearing scheduled for July 12, 1988, before the Compittee, we
woulddlike to present the enclosed written testimony for the
record.

We ask also that the Committee ask the witnesses who
have been selected to testify the following questions which
will illuminate issues of common concern to all the treaty
fishing tribes, but which are especially important to the
treaty Tribes in Michigan. The questions relate to the
limitations placed on individual and corporate ownership of
treaty-fishing related activities. Ideally, they should be
asked of a witness from the Department of the Treasury or the
Internal Revenue Service, but could be asked of any witness.

In Michigan, three tribes hold fishing rights under
one treaty in the same fishery. For purposes of the questions,
we can call these Tribes A, B, & C.

Question 1: Often fishers from Tribes A and B, both
holding commercial licenses, fish together as equal partners or
one (fisher B) will be a helper to the boat owner (fisher A),
in which case the cut would be 75%-25%.

wWhat is the tax consequence to fishers A & B if they
divide the net income equally? 1Is all the income for each
non-taxable on the theory that they each caught only their own
fish? Or is only half of it not taxable on the theory that
half of each fisher's income was derived from the other's
fish?
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Native American Rights Fund
July 11, 1988
Page 2

. et What allocation rules apply, if any, if the split is
75%-25%7 Recall that each fisherman has a full treaty right to

fish in that location.

Question 2: Treaty fisher from Tribe A owns a boat
and fishes with treaty fisher from Tribe B and they hire a
helper st the loading dock from Tribe B. What is the tax
consequence to the income of dockside helper?

What are-the tax consequences to the dockside helper

" in this question if he is from Tribe C? Remember, fishers from

Tribes A, B & C all share the same fishing rights.

: Treaty fishers from Tribes A, B & C
pool their resources to process and market fish caught from the
treaty fishery. They hire workers from the three Tribes. What.
is the tax consequence to the wages of the workers? What
allocation rules apply?

Question 4: Only fishers from Tribes A and B can
afford to get involved in processing, but fishers from Tribe C
sell their fish to A and B's processing plant with the result
that one-third of the fish processed are-from Tribe C. What is
the tax consequence to the processor?

Under the bill, the processors will lose their
protected status entirely if C's fish amounts to more than 10%
of what they process or if members of C's Tribe do not own at
least 10% of the equity interests in the processing plant.

Question S5: Assume facts in Question 4 but add that
the plant employs members of Tribe C. What is the tax
consequence to wages paid to employees who are members of Tribe
C? 1Is C's income protected to the extent it is derived from
fish caught by members of Tribe C? Or is it fully taxable on
the theory that the employer is not a qualified entity in any
respect?

The answers to these questions go to the heart of our
request to present live testimony. These questions address
existing or contemplated fishing activities and intertribal
relationships in Michigan. They only hint at the inequities
that will result under the complex allocations this bill will
require. We believe that the answer to each question is that
there is 100% tax immunity, because members of the three Tribes
A, B & C all share the same fishing rights under the same
treaty. Under the bill, -however, the tax consequences will
depend on which treaty fisher caught the fish and what portion
of the fishing operation is owned by members of each tribe.

g
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Native American Rights Fund
July 11, 1988
Page 3 -
The last question I would ask is this:

¢ If an amendment were proposed to draw
lines between treaties rather than between tribes so that all

. the tribes and their members who have rights under the same

treaty could combine efforts in any way and still retain 100%
tax immunity, would you be in favor of such an amendment?

Thank you for your assistance in this matter.

Sincerely,

M« DuGoleane

Jerilyn DeCoteau
JD/mdw
cc: Clinton Parish
Chippewa-Ottawa Treaty Fishery
Management Authority
Daniel T. Green
William Rastetter




TESTIMONY OF THE RATIVE AMERICAN RIGHTS FURD
ON BEHALF OF
THE CHIPPEWA-OTTAMA TREATY FISHERY
MABRAGEMERT

IN SUPPORT OF H.R. 2792

- - ]
JULY 12, 1988
» . -

BEFORE THE UNITED STATES SENATE
COMMITTEE ON FINANCE

Introduction

Chairman Bentsen, members of the Committee, my name is
Jerilyn DeCotesu. I am a staff attorney at the Native American
Rights Fund, which represents Indian tribes, organizations and
jndividuals on issues of major significance to Indian people
throughout the nation.

This testimony is presented in support of H.R. 2792, a
bill that would recognize that income earned by tribal fishermen
exercising fishing rights guaranteed by treaty, statute or
executive order is not taxable under state or federal laws.

I offer this testimony on behalf of the Chippewa-Ottawa
Treaty Fishery Management Authority, whose member tribes include
the Bay Mills Indian cOmﬁunity, the Sault Ste. Marie Tribe of
Chippewa Indians, and the Grand Traverse Band of Ottawa and
Chippewa Indians, and on behalf of Kenneth and Linda Teeple,
tribal fishers from the Bay Mills Indian Community, and Donald
Anthony, a tribal fisher from the Sault Ste. Marie Tribe. The
Chippewa-Ottawa Treaty Fishery Management Authority was
established in 1980 to protect manage the treaty fishery on
behalf of its member tribes. The Teeples and Mr. Anthony
exercise commercial fishing rights reserved under 19th century
treaties. Mr. Anthony derives his entire livelihood from his
fishing activities carried on from his 16 foot boat. The
Teeples supplement their income by fishing part-time from their
16 foot boat.
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For the past eight years, these fishers and many others
like them have been the subject of efforts by the Internal
Revenue Service to impose federal income taxes on income derived
directly from the exercise of treaty reserved fishing rights.
The Teeples and Mr. Anthony have cases pending in the United
States Tax Court challenging the imposition of federal income
taxes. The Teeples also have a case pending in the federal
district court raising the same issue. These and other Michigan
treaty commercisl fishers are being subjected to state income
taxation on this income as well. Some treaty fishermen have
lost their fishing equipment and homes to the IRS and Michigan
Department of Revenue.

While they support this bill, the Michigan tribes and
individual fishers have some concerns about certain limitations
in the bill and would like to draw this Committee's attention to
two of the limitations.

Relationship of Section to Treaties

The language proposed in the section of the bill
*Relationship of Section to Treaties®” purports to be the sole
sourcae of exclusion from taxation fdt‘treaéy—reserved fishing
rights:

Provisions securing any fishing right for any

Indian tribe in any treaty, law or Executive

Order shall not be construed to provide an

exemption from any tax imposed by this title.

This language could be viewed as an abrogation of
treaty-reserved fishing rights and does violence to the trust
relationship and the Reserved Rights Doctrine, two cornerstones
of Indian law. In considering the possible effects of this
language, it is important to keep in mind the nature of treaties
with Indian tribes.

Under the Supremacy Clause, treaties are superior to
any conflicting state laws or constitutional provisions.
Treaties with Indian tribes are accorded the same dignity as
that given to treaties with foreign nations. Treaties with

Indian tribes differ from foreign treaties, however, in at least

sf
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two important ways: 1) treaties with Indian tribes are
construed in favor of Indians; and 2) treaties cannot be
abrogated by later treaties or legislation unless there is a
clear asnd specific showing that abrogstion was intended.

Menominee Tribe v. United States, 391 U.B. 404 (1968). These

rules are based upon the trust relationship with Indian tribes.
Cohen, Handbook of Federal Indian Law, 62-63 (1982 ed.). All
federsl agencies, including the Internal Revenue Service, share
the federal trust responsibility to protect the Tribes'
treaty-reserved rights.

Because of the trust relationship snd the inequal
bargaining power of tribes in negotiating with the United
States, treaties are viewed as a grant to the United States from
Indian tribes of rights not reserved by the tribes. United
States v, Winans, 198 U.S. 371, 381 (1905). Thus, the tribes
reserved land to live on (reservations), water to meet
reservation needs, and larger areas to use for usual activities
such as hunting and fishing. The Reserved Rights Doctrine has
become a fundamental of Indian law that is indispensable to the
trust relationship and to fulfilling the goal of Indian self-
determination espoused by this administration. See American
Indian Policy Statcment issued by President Reagan on January
23, 1983.

Because treaties are the supreme law of the land, no
burden can be placed on any right reserved by treaty unless
Ccongress indicates its clear and unambigious intent to abrogate
such treaty. Thus, no tax law, by itself, can be deemed
applicable to treaty-reserved rights. Conversely, it is not
necessary for such laws to grant or provide an exemption from
taxation for treaty reserved rights. For years, the IRS seemed
to understand this and did not impose taxes on treaty fishing
income. Since 1980, however, the IRS has changed its view. Thé
resu;ting controversy has made this bill necessary, but only to

reaffirm and recognize that such exemption exists by virtue of a

. lal}';’f
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treaty-reserved right. This bill has been a treaty
clarification measure form its first introduction in the Senate
as 8. 727. The House Committee on Interior and Insular Affairs
treated it as such. The Department of the Interior has been
clear that taxzes constitute an unlawful diminishment of
treaty-reserved fishing rights.

The language in this bill would turn this legislation
into a special interest tax exemption. It would significsantly
alter the Reserved Rights Doctrine by failing to recognize a
reservation of rights and could result in an outright violi@ion
of treaty-reserved rights by limiting any exemption from
taxation for such rights to that provided for in the tax laws.
Such "reserved rights” cannot be limited, diminished or altered
in any way without clear and specific congressional intent to do
s0.

States will certainly seize upon the sole source of
exclusion language and rely on it to impose state burdens on
treaty-reserved rights because to do so would not be viewed as
diminishment of any treaty-reserved right. By virtue of the
Supremacy Clause, treaties and federal statutes preempt state
laws. Worcester v, Georgia, 31 U.S5. (6 Pet. 515 (1832). The
rule is that unless Congress authorizes the tax, a state cannot
impose its taxes on Indians, their property or their business
activities on their reservations. Mescalero Apache Tribe v,
Jones, 411 U.S. 145 (1973); McClanahan v. Arizona, 411 U.S. 164
(1973). This rule applies with greater force to the exercise of
treaty-reserved rights. Yet, as we have seen, states
continually ignore or invent ways to get around the law and
attempt to impose every manner of burden on treaty-reserved
fishing rights from regulation to taxation to outright denial of
such rights. ESee Tulee v, Washington, 315 U.S. 681 (1942). At
this time, the State of Michigan continues to assess and enforce

collection of income taxes on income earned in the exercise of

treaty fishing rights.
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In order to avoid any possibility of abrogation or
diminishment of treaty rights and to be consistent with the
Reserved Rights Doctrine and the trust responsibility, we urge
this Committee to amend the offending language to'read:

The provisions of any law, Executive Order,

or treaty which secures any fishing right for

any Indian tribe shall not be construed to

provide an exemption from any tax imposed by

this title which is any broader than the

exemption recognized by this section.

Rules For Individual And Corporate Ownership

These provisions are especially troublesome for
Michigan treaty fishers. These provisions draw artificial lines
between tribes that did not exist historically and serve only to
discourage efforts of tribes and individual fishers from
different tribes to work together to gain maximum economic
benefit from the exercise of their treaty-reserved fishing
rights.

In considering these provisions, it is important to
remember that many tribes share the same fishing areas under the
same treaty. For example, in Michigan, three federally-
recognized tribes, the Bay Mills Indian Community, the Sault
Ste. Marie Ttibe.of Chippewa Indians and the Grand Traverse Band
of Ottawa and Chippewa Indians, all hold fishing rights under
the Treaty of Washington, March 28, 1836, in Lake Huron, Lake
Superior and Lake Michigan. Thus, there is one treaty, one
fishery and three tribes. It does not make sense to limit the
ways in which these Tribes or the fishers from these Tribes can
combine efforts to gain improved economic benefit from the
tribal fishery. Such limits did not exist at the time of the
treaty, nor do they exist now. Presently, in Michigan, fishers
from different treaty tribes fish together on the same boat, as
partners, or employ each other as helpers. AThis is all highly
regulated by the Tribes and no one éan figsh without a license

commercially or for subsistence. Currently, fishers from the

three treaty Tribes are working to establish a fishery marketing
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cooperative that will enable them to market their fish more
effectively. The Tribes are also looking forward to
establishing 8 tribal processing plant. Individually, the
Tribes and the fishermen lack the resources or expertise to
develop the fishery. Tax immunity would provide economic
incentives for their combined efforts. The fear, if there is
one, that these Tribes or individual fishers will become wealthy
or that some fishing czar will emerge if these provisions are
not applied seems unfounded. A look at the economic condition
of the tribal fishery and the Tribes themselves should lay this
fear to rest.

The State of Michigan produces 85% of the whitefish
supply in this country. Over 50% of that is produced by the
tribal fishery. Yet, the tribal fishery remains economically
very weak for many reasons including low prices during peak
production, lack of capital, equipment and management
capabilities. Tribal communities, heavily dependent on the
fishery, are generally impoverished, with unemployment of 40-60%
depending on fishing seasons. For example, Bay Mills has
500-600 tribal members. In 1987, the Tribe had issued 63
commercial licenses and 10 helper licenses. Helpers are
commercially licensed fishers who do not own their own boats.
Another 50 subsistence fishing licenses were icsued. Of 63
commercial boats, only 3 were large boat operations (over 25
feet), one of which was ; trap net operation. All of the small
boat operations (under 25 feet, 2 person maximum) were gill net
operations. The average gross income of these fishermen is
$12,000 to $15,000. This information was provided by the Bay
Mills Tribal Administrator.

Among the three treaty Tribes in 1987, 265 commercial
licenses were issued. Approximately 110 boats were operated, of
which approximately 34 were large boats (over 25 feet) and the
remainder were small boats. The total catch in 1987 was

6,546,363 lbs. for 14 species. The dockside value was

aen
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$4,504,626. Expenses amount to about 75% of production. The
source of this information is Dr. William Eger of the
Chippewa-Ottawa Treaty Fishery Nanagement Authority.

It is interesting to note that the Select Revenue
Messures Subcommittee of the House and Ways Committee reported
that revenue loss to the federal treasury will amount to §8
million annually through 1992. The House Ways and Means
Committee Report adopted this figure. H.R. Rep. No. ___, 100th
Cong., 24 Sess. 1 (1988). Where this figure comes from remains
a mystery.

These provisions will discourage tribal fishers and the
Tribes tliemselves from combining efforts ard risking loss of
their tax immunity. Some fishermen have already been devastated
by federal and state taxes. One treaty fisher was required to
pay $700/month from his household income of $1200/month for back
federal taxes on his fishing income. Others have lost equipment
and have been threatened with the loss of even their homes.
These provisions may provide enough financial disincentive to
prevent any cooperative efforts for fear of overburdening the
already shaky fishery economy, and it will certainly frustrate
any existing intertribal relationships or plans. A

The production of fish from the Great Lakes is a
‘difficult and dangerous task, bﬁt it is vital to these Tribes as
it was at the time of the treaty. It generates income for the
impoverished Indian communities. It is a source of community
pride and feelings of individual self worth. It reinforces the
social fabric of the tribal communities, which like the fishing
families, are in a struggle for survival in an increasingly
competitive world. These Indians should not be denied the
opportunity to compete fully and achieve self-sufficiency
through the vehicle of this bill.

Alternatives
This bill should not place undue burdens on individual

or combined efforts by treaty fishers to enhance the economic
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visbility of their fishery by Arswing artificial lines between
tribes who share the same fishery under the same treaty. The
bill, as written, would frustrate the policy of
self-determination endorsed and reaffirmed by this
administration.

If lines must be drawn, we suggest drawing them between
treaties. Such an approach would do no violence to the
treaty-reserved right because it would fit with what was
historically and is presently the case, with respect to the
Michigan tribes and I believe with respect to other tribes
holding treaty-reserved fishing rights as well.

Thank you for the opportunity to present my views on

behalf of the Michigan tribal fishers.
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STATEMENT OF ROBERT W. LINN
DIRECTOR OF THE OFFICE OF MUNICIPAL LABOR RELATIONS
THE CITY OF NEW YORK
TO
THE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
SENATE COMMITTEE ON FINANCE
H.R. 1961
THE PENSION PORTABILITY ACT OF 1988
AND THE ROLLOVER OF ASSETS
OF
AN ELIGIBLE DEFERRED COMPENSATION PLAN
OF STATE OR LOCAL GOVERNMENTS

JULY 25, 1988

I am Robert W. Linn, the director of the New York City
Office of Municipal Labor Relations. I am submitting this
statement on behalf of the City of New York to address one aspect
of the issue of portability of retirement benefits which we
believe should be addressed in any legislation to improve

. portability.

The City of New York urges the Subcommittee to include in
any recommendations on portability a provision which would allow
participants in an eligible deferred compensation plan under
section 457 of the Internal Revenue Code (a section 457 plan) to
rollover their plan balances to an individual retirement account
(IRA), qualified plan, or other portability vehicle, as in H.R.
1992 sponsored by Congressman Rangel.

Section 457 encourages employees of state and local
governments to save for their retirement. However, it is
unlikely that any portion of those savings will remain for
retirement planning without the availability of an IRA or other
portability vehicle if the employee leaves governmental service
prior to retirement.

We therefore recommend that when an employee separates from
service he be allowed to elect to have the entire balance of his
457 plan account rolled over on substantially the same terms as
other forms of retirement benefits. Although the Internal
Revenue Code currently permits a rollover of distributions from
one 457 plan to another 457 plan, many employees leave government
service to becoire employed in the private sector. None of those
employees has the option of rolling their 457 benefits over into
another type of plan. In addition, many 457 plans require former
employees to take their distributions on separation from service.
They are not permitted to defer the distribution until
retirement.

Allowing such a rollover has benefits for both the employee
and the state or local government. The employee would be able to
retain close control over the fund even after he has is no longer
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working for the government, and may not even be in the same
locality. He also would be better able to integrate the assets
of the 457 plan into his retirement strategy. The government
would be relieved of the burden of administering the assets and
keeping track of the former employee so as to be able to inform
him of changes in the plan and send distributions to him.

Eligible deferred compensation plans are, at least in part,
another form of retirement plan. The changes made in the Tax
Reform Act of 1986 brought the 457 plans closer to qualified
plans. Legislation which allows portability of the assets of
o;?erlforms of retirement benefits should include the assets of
4 rlans.

Under current law, an employee of a state or local
government can agree to defer compensation, up to certain limits,
under an eligible Section 457 plan. Although the employee does
not have any right to the deferred compensation, or the earnings
on the compensation (because such amounts remain assets of the
government), the governmental unit generally maintains a funded
account for the employee and lets the employee direct the
investment of the funds. The amounts in the funds equals the
amount of compensation the employee has agreed to defer plus the
earnings on that deferral. The employee is not taxed on the
deferred compensation, or the earnings, until it is made
available to him or her. No employer contributions are made to
an eligible Section 457 plan.

The funds may not be distributed earlier than when the
employee separates from service, is faced with an unforeseeable
emergency, or reaches age 70 1/2. The distribution must meet the
minimum distribution requirements of section 401(a)(9) of the
Internal Revenue Code and if periodic payments are made, they
must be in substantially nonincreasing amounts.

The contributions and earnings in a 457 plan are employee
contributions which have not been taxed. As a result, the
objections usually raised to rollovers of after-tax employee
contributions do not apply. There would be no need to keep track
of the amounts rolled over separately since the entire amount of
these benefits would be taxable on distribution.

Qualified plans and IRAs have, if anything, stricter
standards for distributions and protection of spouses and other
beneficiaries and do not allow distribution for unforeseeable
emergencies. As a result, the rollover of amounts from a 457
plan to some other portability vehicle should be at the election
of the participant. This would allow him to choose to subject
these benefits to the additional requirements and loss of
flexibility.



854

OREGON STEEL MILLS

Phone (503) 286-9651
July 20, 1988

Ms. Laura Wilcox

Hearing Adainistrator

U.§, Senats Committes on Finance
Room SD 205

Dirksen Senate Office Building
Vashington, D.C. 20510

xequire a majority of empioysaes to approve the establishment of an ESOP.

Dear Ms. VWi{lcox:

Pursuant to the Committee'’s request for testimony on
§.2078 (Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the July 12,
1988 hearings.

Oregon Steel Mills, Inc. opposes the Armstrong ESOP
bill which provides for additional regulations in the establishment of
Employee Stock Ownership Plans. If enacted, the Armstrong ESOP bill
would create another obstacle which would impede the dsvelopment of
employee ownership. Employee ownership at Oregon Steel Nills has
succeeded in making a difference in keeping this Company competitive in
the world markets. All eamployees have benefited and now have the
advantages of substantial capital in addition to employment with a
successful company. ¥ormation of ESOP‘s should be encouraged, not
discouraged by our government.

Sincerely,

4

e

< n S
¢ v. Nell Furdek -~ -
Vice Fresident

cc: Senator Bob Packwood
Chairman
U.S. Senate Committee on Finance
1317 Dirksen Bldg.
Washington, D.C. 20510

Mr. Ed Mihalski

Minority Chief of Staff

U.S. Senate Committee on Finance .
Hart Senate Office Bldg., Room SH 203
Washington, D.C, 20510
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PEDERSON-SELLS EQUIPMENT CO., INC.

TELEPHONES: §15-573-8129 520 BOUTH 20TH STREET
FORT DODGE, IOWA 50501

July 18, 1988

Ms Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance

Room SD 205 -
Dirksen Senate Office Building

Washington, DC 20510

RE: Statement for Committee's July 12 Hearing Record on 5.2078,
to require 2 majority of employees to approve the establishment
of an ESOP.

Dear Ms Wilcox;

Pursuant to the Committee's request for testimcny of $.2078
(Committee Press Release H-28), this letter and four (4) cupies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

Pederson-Sells Equipment Co., Inc. opposes the enactment of
$.2078. Our Company recently adopted an E£S0P due tn ‘he retire-
ment of the former owner. This legistaticn §'# engctet preowr to the
adoption of our ESOP could have prohibited ¥he go Y Aon of
our Company and the employment of some 15 citizend "= -
Sincerely, - b
Pederson-Sells Equipment Co., Inc.

Hogey 4 T

Gregory S. Jude
Treasurer

cc: Mr., Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
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Piggly Wiggly Carolina Compary

BOX 10447 RIVERS ANNEX:CHARLESTON, S. C. 29411
ﬁ July 14, 1988 ORI Y MEWTON. 1

Ns. Laura Niloox

Fearing Administrator

U.8. Senate Committee on Pinance
Rood 8D 205

Dirksen Senate Offioce Bulilding
Washington, DC 20510

t St t £ ttee's July 12 Heari 8.2078, to
z [) -] [ t o

.

Dear Ns. Wilocox:

Pursuant to the Committee's request for testimony on 8.2078
(Committee Press Release K-28), this letter and four (4) copies are
sent to be included in the Committee printed record of the July 12,
1988 hearings.

Piggly Wiggly Carolina Company, Inc., and its' sister company,
Greenbax IEnterprises, Inc., and I, Vice-President and President re-
spectively of these two companies, are very much opposed to the passage

- of the referenced bill. SThree years ago these two companies jointly
. established an ESOP for the banefit of their employees and the future
. 4 of these employees. Having had these three years of exparience I would .
0

like to explain some of the reasons that I believe that the passage of
§.2078 would be detrimental to the BSOP program and in the long run
would be detrimental to employees to be benefited by future ESOP plans.

Ny reasons are as follows:

{1] It has been our eiperience that for employees to fully un-
derstand the significance to tham of the ESOP program is to a large
extent a function of time. In my companies we have undertaken an in-
tensive educational program to help them understand what ESOP means to
them. It has taken most of the three pears, during which our plan has
been in effect, for its' benefits to become fully clear and significant
to our employees. As you know, for the most part ESOP plans grow at a
fairly constant rate and in addition to the time it has taken to
educate our employees tims was required for them to fully understand
how their interest in the company and their future will grow
significantly from year to year. I feel that it would be all but
impossible to achieve a level of understanding by ewmployees in a short
period prior to the adoption of an ESOP plan that would enable them to
make a sensible decision when ask to approve or disapprove the estab-
lishment of an ESOP.

o
L5
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Ms. Laura Wilcox
§.2078 Bill

July 14, 1988
Page two

{2] Until the establishment of an ESOP plan our companies have
been closely held family companies. The founder of our companies, who
is now retired, but who still owns a majority of the outstanding stock
is 75 years old. We know that we facae, in the not too distant future,
an extremely difficult problem with cash flow because of the severe
liability for inheritance tax which must be discharged. The very im-
portant and extremely significant help that our ESOP plan will provide
in facing this tax burden will help secure the future of the company.
Certainly there can be no greater benefit to our employees than this. I
feel that to be forced to discuss and explain this sort of future
benefit to employees would be an impossible and from a management
standpoint totally improper undertaking.

{3] It is difficult for me to conceive of how any ESOP plan can
be established and fail to have in soms way a beneficial effect on the
company's employees. To require employee approval of such a plan seems
to me to be a bhurdensome, unnecessary and superfluous requirement. It
is difficult for me to understand why the members of our legislature
continue to place obstacles in the way of what I perceive to have the
potential to be one of the most important benefits to the workers of
our country, to the economy of our country and to the productivity of
our country.

Sincerely,

Burton R. Schools
President of Greenbax Enterprises,
Inc.

Executive Vice-President of Piggly
Wiggly Carolina Company, Inc.

jes

cc Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on rinz.uce
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) copies
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PLAN ADVISORS, INC.
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Actusries & Administralors - Pension & Profl Shering Piens HONEYWELL BULDING PO BOX 302
BALA CYNWYD), PA. 18004-0302
(216) 067-5383

July 12, 1988

Ms. Laura Wilcox

Hearing Administrator

U. 8. Senate Committee on Finance
Room 8D 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's July 12 Hearing Reggrg on 5,2078,
] i rity of Em e o rove Est. ishm
B .

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on 8.2078
(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

ESOP's are currently, at best, cumbersome to establish properly,
but they are worth the effort. To be properly installed, they re-
quire substantial services from a knowledgeable attorney who
specializes in pensions and subspecializes in ESOPS. If 5.2078 is
passed, substantial additional services will be required from an
ESOP Attorney. An additional subspecialty of attorney will be
required to advise companies on what is required and permitted
during the communications phase before voting. Similar advice
will be necessary for the balloting phase.

In addition, one or more ESOP consulting-administration firms will
be necessary from the early planning stages through completion.

If the administrative firm is not able to provide employee com-
munications and assistance prior to esatablishment of the ESOP, an
employee communications or public relations firm must be retained
to advise the Company before the ESOP is in existence. After this
type of legislation is in effect for a time, litigation attorneys
will be needed to assist employees and stockholders who suffered
damages as a result of the cumbersome, easily subverted operation
of this new set of procedures.

We believe there is little or no ERISA preemption in the effects
of all or most of the securities laws of the 50 states.

Passage of S5.2078 will certainly result in an expanded library of
regulations from "Treasury” and "Labor", temporary, proposed and
in "notice" form before final regulations are issued with little
change. SEC and perhaps other federal agency regulations will,

if not immediately, soon be needed. Additional IRS, DOL, SEC, etc.,
recordkeeping, reporting and record-retention requirements will be
necessary. Perhaps the NLRB will be involved to aid in regulation
and enforcement. The SEC must be called upon to regulate some
aspects of some companjes' pre-ballot communications and
"advertising”. Far fewer companies will decide that an ESOP is
worth the effort and expense.

The companies that will succeed in finally establishing ESOP's
will be those that are willing or able to spend additional time
and money to "slosh" through the process. The smaller, creative,
efficient, high-potential companies with motivated workforces
which will be successful on an increasingly competitive inter-

SR —————
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national scale will more often reject ESOP's during the stages
wvhen employees participating in ESOP's normally reap the greatest
revards.

Companies with counter-productive and/or abusive motivation for
establishing ESOP's will be some of the most successful at the
employee ballot-box. In many companies, the conditions for em-
ployee voting or opinion manipulation are ideal. Some ES0P's in
hostile takeovers have been abused. In many cases, the voting
rights were tools of abuse.

Participation in and contribution to a company's progress are not
directly related to an employee's right to vote in corporate
decisions. Successful companies are rarely built in the style
of participatory democracies. The most successful elements of
the leading management methods are those that encourage and re-
ceive employee participation and contribution in areas that em-
ployees know better than their managers. Other forms of partici-
pation such as "voting" is often either counter-productive or
manipulated by skillfully designed "communication" programs.

ESOP growth is recent, ESOP's are onl; recently receiving atten-
tion and study. Additional study and understanding are needed.
Relevant existing legisiation needs fiie tuning. However, tax
committees have been saddled with far aoure pressing demands.

The result is that ESOP's, especially their potential as a needed
contribution to the U.S. economy, have not been explored by
Congress. Not even a fraction of the time and appropriate re-
sources have been allocated to their study. Tax committees should
not be expected to reallocate already inadequate resources. ‘

Creation of new bureaucracies and engorgement of existing ones
is impairing our ability to reverse our national decline in
economic and social progress.

This deceptive and seemingly minor addition to an already burden-
some body of "Pension-ESOP" law would cause insidious damage when
and where we can least afford it.

Sincerely,
X

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510

CAL:mln
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PROST BU'I—DERS' 'NC- P.O. 802 1727 P.0. 801 283
The 7th Generation Jetierson City, Me. 65102 Columbla, Missourt 63205
{314} 6350211 (314) 4490008

INSTITUTIONAL * ECCLESIASTICAL * PRESERVATION * RESTORATION

July 12, 1988

Ms. Laura Wilcox

Hearing Admin{strator

U.8. Benate Committee on Finance
Room 8D 20§

Dirksen Senate Office Building
Washington, D.C, 20510

Re: S8tatement for Committee's July 12 Hearing Record on §. 2078, to require a
majority of employess to approve the establishment of an ESOP,

Dear Ms, Wilcox:

Pursuant to the Committee's request for testimony on S. 2078 ( Committee
Press Release H-28), this letter and four copies are sent to be included in the
Committee printed record of the July 12, 1988 hearings.

We at Prost Bldrs. feel that if enacted, the Armstrong bill would create
massive government regulations regarding the establishment of ESOPs and would
seriously hamper the creation of new employee stock ownership plans. As you
may or may not know, government regulations are now, and have been far too
many year too extensive. The ESOPs as originally intended have a number of
years of successful operations both for the good of management and labor. The
bill would also require the Secretary of Treasury to issue unspecified voting
rights regulations which again is involvement overkill.

Again, let me urge you to consider this as a bad bill having umdue concern
for the betterment of the interest of your fellow workers and management alike.

(2l 7

Paul R, Prost, Pres.
PROST BUILDERS, INC.

cc's: Mr. Ed Mihalski

Wﬂ'ﬂ “'LARGE ENOUGH TO ACCOMMODATE * SMALL ENOUGH TO APPRECIATE"
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P BOK t98 « FRRVILLA, NC IBV34
PONE 7040000873

July 11, 1988

MNs. Laura Wilcox

Hearing Administrato:

U. S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Re: Statement for Committee's July 12 Hearing Record on S.2078,
to require a majority of employees to approve the establishment
of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on S5.2078
(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings.

We, at Rea Brothers, Inc., think that ESOP's are a grand instru-
ment, built to allow for a new surge of energy in our free
entLerprise system. We, therefore, strongly oppose any action
that would complicate the process of establishing and maintaining
an ESOP. Requiring a note of approval by company employee's

as a prerequisite would not be in the best interest of those
desireing to have an ESOP. We, therefore, wish to go on record
in opposition to any such wording or action tying an employee
vote to the installation of an ESOP.

Thank you for your hard work on our behalf and for considering
our viewpoint.

Sincerely,

cc: Mr. Ed Mihalski

Minority Chief of Staff

U.S. Senate Committee on Finance
Room SH 203

Hart Senate Office Building
Washington, DC 20510
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RIETH-RILEY ConsTrucTION Co., INC.
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Ms. Laurs Wilcox

Hearing Administrator

U.S, Senate Committee on finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

RE: Statement for Committee's July 12 Hearing Record on $.2078, to require
8 majority of employees to approve the estsblishment of an LS50P,

Dear Ms, Wilcox:

Pursuant to the Committee's request for testimony on $,2078 (Committee
Press Release H-28), this letter and four (4) copies sre senl to be in-
cluded in the Committee printed record of the July 12, 1988 hesrings.

As an existing ESOP Company we wish to advise you that we do not favor
the proposed legislation presented under $.2078 as offered by Mr. Armstrong.
Our objections are set out below for your considerstion.

An ESOY plen is designed as a retirement berefit for employees., Other
retirement plans (defined benefit and defined contribution) do not require
8 "secret ballot" prior to enactment. This broposed requirement places
an undue burden on the creastion of an ESOT plan.

Notification to employees relative to "all of the msteriuvl fucts” priovr to
implementation of the £S01 plan could place company management in 8 pre-
carious pogition relative to neqgotisting terms and conditions with third
parties. Management is in the best position to determine the terms and
conditions of any contractual conditions.

Our €507 plan, as we suspect others do also, already provides for the future
purchase of shares. These proposed amendments to the law may, by future
administrative rulings unknown to us at this time, require changes which
could be time-consuming, expensive, and unnecessary.

Basic voting rights are already extended to participants and beneficiaries

as they relate to substitive changes in the ownership of the Company.

These existing rights serve to give participants a voice in the basic changes
in the corporate structure. The Trustee, by virtue of its position of

trust and responsibility, should have the responsibility for all other voting
matters. While we sgree that voting rights should be substantially simiTar
for similar classes of securities we do not believe that the voting thereon
should be done by participants when the securities are under the responsi-
bility of the Trustee.

The present laws relative to €S07's provide adequate protection for sll
concerned. Abuses are always possible, however, it does not seem proper

to place unnecessary laws on sl] to protect against the few. We strongly
urge your Committee to reject proposed bill 5.2078 and encoursge, not dis-
courage the continued growth of ESOT's as a viable alternutive to retirement
benefits and continued growth of the entrepreneurial spirit of America.

Sincerely,

RIETH-RILEY CONSIRUCTION CO., INC,

Larry L
Secretary & Nreasurer,
ESOP Committee Member
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liiiiliiil Scalion Controls

July 12, 1988

Ms. Laura Wilcox, Hearing Administrator
U, 8. Senate Committee on Finance

Room 8D 205

Dirksen Senate Office Building
Washington, DC 20510

Subject: Statement for Committee's July 12 Hearing Record
on §,2078, to require a majority of employees to
approve the establishment of an ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on 8.2078
(Coomittee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the
July 12, 1988 hearings,

Scallon Controls, Inc:t feels very strongly that §.2078 should
not be approved. If enacted, it would significantly increase
the paperwork required of small businesses like ourselves, and
would seriously hamper the creation of new employee stock
ownership plans. Our ESOP plan has been an unqualified success
in establishing ownership throughout the organization. I would
hate to see other companies and employees denied this
opportunity because of increased government regulations.

These proposed regulations are attempting to solve a problem
encountered in only a few ESOP formation situations,.

Regulations such as proposed in §,2078 are analogous to
"throwing the baby out with the bath water".

sincerely,2

GLEN NTIEMAN
President

GN/tl1l
cc: Mr, Ed Mihalski, Minority Chief of Staff

A Sales Representative of Fisher Controls

-




SCOTAFORGE

8001 Winn Rd.

Box 8, Spring Grove, 1L 60081

312/587-1000

James F. MoKinley, Jr. Outside lliinois 800/435-0621
President

July 11, 1988

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Re: Statement for Committee's July 12 Hcarin? Record on §.2078, 10 require a majority of
employees to approve the establishment of an Employee Stock Ownership Program, ESOP.

Dear Ms. Wilcox:

Pursuant to the Committee's request for testimony on S.2078 (Commirtee Press Release
H-28), this letter and four (4) copies are sent 1o be included in the Committee printed record of
the July 12, 1988 hearings.

I believe the enactment of Senator Armstrong's bill, #5.2078, would be catastrophic to all
businesses that currently have or arc anticipating the beginning of an Employee Stock
Ownership Program.

SCOT FORGE is a privately held Company that believes in offering competitive wages
and highly motivating Benefits Packages to its employees, but because we are a small
company, we depend on programs like the ESOP to auract and keep dedicated employees.

Studies have shown that people, by nature, are not accusiomed to coping with change,
and therefore, will seidom allow for change to occur within their life. Change, in any
program or situation, begets skepticism, and skepticism begets no allowance of change. By
allowing Employees to vote on whether they should or should not have an ESOP would be, in
effect, allowing a ible adverse change. This adverse change could in fact hinder the
possibility of oyees initiating an Employce Stock Ownership Program, thereby making it
more difficult for our Company to attract and retain ouistanding employees.

PLANTS: CICERO, ILLINOIS 00850 * CLINTON. WISCONSIN 53525 ¢ SPRING GROVE, ILLINOIS 80081




Ms. Laura Wilcox
July 11, 1988
Page 2

A second point regarding Senator Ammstrong's bill is the allowance of substantially similar
voting rights of the participants ﬁ‘(:lll to that of the major stock holders and Board of Directors
is an absurd and ridiculous idea. For example, Congress allows for its constituency to
suggest approval and disapproval of legislative matters in the forms of PAC's and yists,
they do not however, allow these committees 10 vote policy for them. Each Senator and
Legislator were hired, if you will, to perform their own vot:::s based on their constituencies
;vxnés and needs and will take into consideration the needs desires of the lobbyists and

's.

It is my belief that the Board of Directors of a Company are hired much the same way as
are Legislators and Senators. They are hired to make major decisions that affect the positive
ﬂowth of an entire Company based on the employee's wants, needs and desires as are the

gislators and Senators that are hired to make the decisions that effect not only a constituency
area, but the entire Country. Therefore, both groups (Board of Directors & Congress People)
would need to have developed a high experience level that is &;c;manc to look at the entire
Company and World picture. Unlike a Board Director or a Congress-Person, a single
Political Action Committee, or a single stockholder, who would grasp only a microscopic "™
view of an Organization and or picce of legislation that affects their biaseci basis of knowledge
and ultimately, allowing for incomplete decision making that affects the Company / Country in
its entirety.

In conclusion, I believe that the passing of Senator Armstrong's proposed bill #5.2078,
would be detrimental t0 the quality and continuation of all Employee Stock Ownership

Programs.
Sincerely,

.- SCOT FORGE COMPANY

s ki)

James F. McKinely,Jr.
COO / President

cc: Mr. Ed Mihalski
Minority Chief of St={f
U.S. Senat. Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) copies

JFM:ljh -
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SHORR PAPER PRODUCTS, INC.

July 13, 1988

Ms, Laura Wilcox

Hearing Administrator .
U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington, DC 20510

Re: Statement for Committee's July 12 Hearing Record
on $,2078, to require a majority of employees to
approve the establishment of an ESOP,
Dear Ms. Wilcox:
Pursuant to the Committee's request for testimony on
$.2078 (Committee Press Release H028), this letter and
four (4) copies are sent to be included in the Committee
printed record of the July 12, 1988, hearings.

We are writing to express our opposition to Bill 5.2078.
Thenk you for your consideration.

Sincerely,

SHORR PAPER PRODUCTS, INC.

\ ——— /
BN // -

Kenneth Shorr

KS;jg

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510




SOLAR@PRESS

July 15, 1988

Ms. Laurs Wilcox

Hearing Adminietrator

U.8, Senats Committes on Finance
Roos 8D 20S

Dirksen Senste Office Building
Vashington, D.C. 20510

Re: Statement for Committes's July 12 Hearing Record
on 8. 2078, to Require Majority of Employses to
Approve the Establishment of am ESOP,

Dear Ms. Wilcox:

Pursuant to the Committes's request for testimony on 8. 2078
(Committes Press Releass H~28), this letter and four copies are
sent to be included in the Committes's printed record of the
July 12, 1988, hearings.

Solar Press has been an ES0P company since 1986, The company
vas completely owned by the Hudets family prior to this date.
Since its inception in 1972, wy brothers and sister owned 100
percent of the common stock until sales to the ESOP began in
1986, The decision to install an ESOP in our fast growing and
highly profitable business resulted from our experience of
having more and more difficulty as & family passing our
corporate culture and methods of customer service and production
processes on to an ever increasing numbar of nev employess.

As recently as 1981, our compeny vas $2 million in sales and had
less than 30 employess. When the ESOP vas installed the company
wvas approaching $25 million in sales and had close to 250
employess. We had a profit sharing plan in effect at that time
vhich gensrated corporate contributions of approximately

5 percent of employee pay to our full-time employees.

In order for the company to consider vhat the family perceived
as a threatening environmsnt between employess and management,
wve had to examine closely why we should ever give up part of our
stock to an employee of the company. Fears ran from loss of
control in the stockholders' mesting, to rank and file employees
questioning sxpense sccounts, to inability by top managesent to
make equipment purchase decisions or marketing decisions, and so
on. It took education and many family meetings to show us the
light and dispel these fears. Ve were not sasily convinced to
make the ESOP part of our company plan even though there were
financisl and tax benefits for us as a family and for the
company as a whole.

Needless to say, we have been very pleased vith our ESOP
decision and have told our story to meny different companies and
medis people (see the attached article in Inc. magasine, Juns
1988). Ve knowv that the results of installing this program will
have a long-ters positive effect on our workforce and on our
competitive edge in the marketplace. It was, however, difficult
for us to envision this two years ago vhen the program was first
being installed.

We are 2 small company that has grown quickly into a
medium-sized company. Ws have relied on our talents as s family
along with sound advice from outside sdvisors to make sensitive
corporate decisions in a logical vay. The prospect of opening
up our detailed discussions to the rank and file employses for
their voting considerations would have turned us completely avay
from the ides of ESOPs from the start. As it was, it took six
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nonths of meetings and discussions amongst the 12 of us to come
to the conclusion ourselves that this was a viable program and a
meaningful one for our employees and our company as a whole.

The process of making this decision with 250 employess would
have been nightmarish and impossible. We would have never
installed the ESOP or recommended it to our employees vwith this
prospect in mind. It would have been a great injustice to the
employees to force this burden on them. They have sven less
opportunity than we do to read and absorb all the nusnces of the
ESOP laws and regulations. Most people's reactions would have
been one of confusion and questioning of ulterior motives of the
management installing this type of prograw. Therefore, it would
have taken a great effort on our part to explain how this move
vas the best thing for the whole company.

After two yesars of operation with the ESOP in place and after
continued reinforcement by manag t of the ¢ pt that wve all
are nov employee-owners, it has become clear to the employees
that our intentions and sincerity were heartfelt and real at the
time we installed the program. But it must be admitted that {t
is rather hard to perceive management in this day and age as
having such clear, democratic, and {dealistic outlooks on how
best to run a company in today's economy. We knev as a family
that foregoing 25 percent of our ownership and placing it in the
hands of the employees would allow the remaining 75 percent that
ve retained to grov at an even faster rate because of the new
employes-owners’ involvement. This has proven to be true, It
was & bold, though measured, move on our part to inspire
ownership feelings in the entire plant rather than in only the
fev entrepreneurs that owned and ran the business. If this bold
and measured move had to be made by a group of 250 people rather
than 12, 1 an afraid it would never have been mads,

This country needs more competitive companies and competitive
employes-owners as we have here at Solar Press. We need to pass
the qualities of hard work and a feeling of satisfaction in a
job well done or in a company environment that listens to every
worker's voice along to the unext generations. The idea has to
start somevhere and it is our opinion that it needs to start in
the minds and hearts of the current owners and entreprenesurs who
lead our corporate world today. There is plenty of logic for
thea to listen in the social, economic, and moral underpinnings
of the ESOP lav as it exists today.

Making an ESOP decision is not an easy one for a business

owner. 1 knov from personal experience and from attending three
year's of seminars on ESOPs and speaking st several of thea to
owners who are toying with this entire concept. They each seem
to be struggling with a desire to do what they perceive as the
right thing under the ESOP principles and with the fear of
unknown which can be labeled "employee reaction.” With this
legislative proposal pending for the last year, I have made it
pcint to ask as many business owners as possible whether they
vould make this decision if the requirements as enumerated under
the current statement to your committee were required of thea in
advance. 1 have not found one owner who would proceed with his
ESOP plans if he were required to seek majority approval. It
seems to cut the ovner in two different ways.

First of all, it requires the owner to make complete disclosure
of every aspect of his thinking. This he would be willing to do
if he had the time. I don't believe the wotivation from people
I have talked to is anything but for the good and future growth
of their coampany but complete disclosure could cause enormous
disruption and misunderstanding. Anyone who has run a major
organiration and changed the lunch period from 12 o'clock to
12:30 p.m. will know exactly what I am talking sbout.

Secondly, the decision to go ESOP is perceived by many owners,
ourselves included, as truly a gift to the employees. It is not
much of a gift or at least the gift giving feeling is diminished
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vhen the employees themselves have the right to refuse the gift
or decide on how it will be selected or packaged.

I know that we as a family feel better and more like the givers
that we truly intended to be having made the ESOP decision on
our own and knowing full well that the employees will enjoy the
gift more and more as the years go on. Having to argue with
employees on how to structure and package the ESOP program would
have probably left us cold and with s feeling that we might as
vell keep the ownership to ourselves rather than pass it out to
the employees. I don't think these ars unnatural feelings to
have. They are real enough feelings for an owner to use them in
the scale vhen weighing the potential impact of an ESOP~owned
company sgainst the anassles of passing ownership out to each and
every eligible employes.

I hope our concerns on this matter are heard. I feel strongly
that ESOPs are a necessary tool for this country to explore. I
say this as a citizens and individual who is high on the
Anerican dream and one who would like to see that dream fairly
and equitably spread amongst mors of the population.

Thank you for your consideration.

Sincoul},.

- ;
(',/
sephy B. aéct:
C resident - Finance

and’ Legal Counsel

/cib
Enclosure

cc: Mr., Ed Mihalski
Mr. Dennis Hastert
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CASESTUDY

Clay Polk, 28, is a supervisor on the sec-
ond mail-room shift st Solar Press loc.,
mwdnyheucmnphm;wmue-
menL The tools needed to fix 8 j

How one family business did it right

A (3 “ 1, weby
viu-puudca(olﬁmmandadmmm-
tion Joe Hudets and mailing-department

Chuck Ortioau—is convinced.

machine, he says, are Always
getting lost. Work stops while
the crew chiefs look fcr them.
This, it is plain, is not your
ordinary workplice complaint.
Polk is the leader of a group of
four other hourly workers, and
together they have researched
their grievance (o within an
inch of its Life. They know
how often the machioes jam
up, how long it take: to find
the tools, and how much the
unnecessary downtime costs

Maybe—but then this group is only one
of 16 “creativity circles” estabiished
throughout Solar Press since January
1987, and all of the 16 groups are busy

coming up with ideas to save
money of Unprove quality.
The customer-service reps
realized that job tickets were
being written up in a duzen
different ways, leading to re-
current production foul-ups,
N and are wnung a manual 10
standardize procedures. A
pressroom curcle figured out
how to save thousands of dol-
tars in wasted paper by upen-
ing the rolls dulferently.
] All this, oddly enough, is

before work to build toolboxes and a de-
pot 10 keep them in. And ob, yes: crew
chuels will replace any tools they lose.

the company. And they have 8 part of Joe Hudeus's plan—a
proposal: buy the 17 mail- plan that began with wonder-
room crew chiels individual ing how he and his 10 broth.
sets of tools. Hand-letiered ers and sisters, owners of the
wall charts compare the cost company their {ather had

of the new tools with the costs SW&;M#WMI& started, could solve two

of the cwrrent situation. If Employess are entrvoted with informotion and responsibility. problems.

management will psy for the The siblings’ immediate
t100ls, Polk says, his group will come in | When the plan proposed by Poli’s group | concern was liquidity. Solar was highly

goss into effect, the annual savings could
come 10 $8,000.
Not much for a $27-million business?

profitable, but shares in the privately
held company had no market.
For those active in the business—

BCM Eagineers, boost the ownership mes-
sage with regular cash dividends. “We pay
them in the summertime, right around the
Fourth of july,” says BCM's Jabloaski. “It
really makes the ESOP mean mmu
more than just a stock certificate.”

O Participation in manigement. At
BCM-—and &: other ESOP companies that
pass voung rights through to employees—
workers elect the board * drectors, just as
shireholders do in 3 pus.v company. But
participation need not he  ited to elec.
uoas, nor Lo Lthe lund of ¢ sultatioa Ber-
tuch has established with wus comsmitiee. At
Cly Equpment Corp., an lows manufac-
turer of farm equpment that installed an
ESOP 2 few yeass ago, employees meel in
groups to discuss ways of mcwu sales,
cutting costs, and improving products.
At Prlips Paper Corp., a San Antonio

distributor of packaging to the fast-food in-
dustry, employee committees make nearly
ﬂdeunmtehﬁuwnotmm
bechiu. equipment purchases, and sales

The CEOs who treat employees as own-
mwwbylharmboa—vlnchum
10 say that those methods are lppmpmu
for all. But at least some evidence points to
an effect oo company performance. A Na-
tonal Center for Employee Ownership
study, for example, found that 2 sample of
45 companies grew faster after establishing
an ESOP than they had been growing be-
(ou.wuhulnnuuh.uw “w bivh-partici-

companies. And a rece.t report by
the U.S. Gcnaﬂ Accounting Office found a
positive rehuouhp between employee
participation and corporate productivity.
though no relationship between econ-

omic performance and ESOPs in general.

Information sharing, generous compen-
sation sch participation in
ment—is it all a bit much? It was for Phil
Grogran of Keyser Garment, who reseated
the fact that, as he put it, “There are certain
individuals who think they own the plant
and think they should run it” Il you're in
Grogan's camp—if you'd just as soon not
rock the managerial boat—you may not
want an ESOP.

But if you believe that a cultuze of coop-
eration is exactly what your business
needs, you may well want 10 start with shar-
ing ownership—and then learn Lo involve
your employees in the operation of the
company. The one without the other may
give you some lax breaks, but it won't have
any positive effect on the way your busi-
ness works.

So far, so good—but aren’t ESOPs expensive and
complicated? And can’t they backfire?

Yes, and yes.

First come the consultants, then the law-
yers and accountants. A feasibility study
alone can cost several thousand dotlars. If
you decrde (0 proceed wih the plan, you'tl
spend ol keast $15,000 to set st up. Once ot is
mooermweovet the Law requires 3

angual of the ,

48 INCJ/JUNF. 1988

and someone oo your staff will have to
spend large amounts of time administering
the plan. ESOPs are even more complex
than other Lax-qualified retirement plans—
themaelves no models of simplicity—be-
cause the relevant rules and regulations are
stll bewng written.

These administrative costs alone can

blunt the attraction of an ESOP. “For small
companies, the costs are really just 100

high,” says Elliot Schrier of Manalytics, the
San Francisco consulting firm. An ESOP
isa't cost elfective, experts agree, until the
payroll is larger than 15 or 20. Similarly, if
all you want is an employee benefit—and
you doa't particularly care about the tax and

AIOTOGAAN DAVD SWUTION
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in sales. As business soared—and as the
number of fulHiime workers passed
200—Solar began Iqsing its family-rus
culture. In the past, the Hudetzes had
known all the employees, and had
worked out of offices right on the shop
floor. Now there were 100 many people,
and communication between managers
and workers was breaking down.

Joe Hudets isn't the chiel executive;
that job belongs to younger brother
Frank, who has been with the company
longer. But it was Joe, a lawyer and
CPA, who introduced ESOPs 10 the rest.
By 1986 Solar had established its plan.

The advantages were apparent imme-
diately. The ESOP borrowed $4 mittion
and passed the loan through to the com-
pany, which retired an equivalent
amount of long-term debt. Since princi-
pal and interest on ESOP loans are tax-
deductible, Solar saved some $150,000 a
year. It contributed that money to the
ESOP, which began buying family mem-
bers’ shares and allocating them to em-
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Solar found it could To bear some employees tell it, all
contribute 15% of payroll 1o the ESOP—~ | thia was laid on a bittle thick. “1 was
roughly triple what it had contributed to | skeptical,” says Vince Adeiman, a super-
its old ing plan, and at no ex- | visor in the prepress depariment. “The
tra cost. At this rate, employees will own | ides was heavily sold and packaged; the
25% ol the business by 1996. leaders tried 1o elicit enthusiasm for it. 1

But Joe Hudets bad management on
his mind as much ss finance, “We want-
ed to reverse the trend toward top-down

" he says, “and get back to
2 group effort, the way i used to be.”
An ESOP alone, said the experts Hudets
consulted, woulda't accomplish that goal.
Employees had (o be treated like own-
ers, entrusted with information and re-
sponsibility; and they had (o see some
tangible results of their eflorts now, not -
just at retirement.

Hudets sttacked on several fronts. He
released the company’s first-ever public
financial report, He instituted a new
gain-sharing system: 25% of all profits
over 8 certain modest Larget would be
distributed as “employee owner bonus-
es,” typically adding several hundred
dollars per quarter 10 veteran employ-
ces’ paychecks. Most significantly, he
established the creativity circles, there-
by giving employees 3 chance to take
coatrol of their work lives.

| somebody-—1 owm a piece of this place.”

felt a3 if | were being manipulated.” But,
says Adelman, be became a reluctant
convert. “What really convinced me was
seeing that the system worked. For ex-
ample, we had a problem with printing-
plate rework, We gathered up data,

From Hudets's penpecuve. the ESOP
and its sccompanying changes have
worked well as management tools: ab-
senteeism and turnover are down, sales
and profits up. “The company that we'll
own 75% of will grow {aster than the
company we used 10 own 100% of,” he
predicts. But what impresses him most
is the way employees now seem to be
acting liké owners, thinking about their
jobs as well as performing them. ““The
American worker needs a shot in the
arm Lo start being more competitive,” he
says, “and this gives it to them. They
wake up in the morning saying, Hey, I'm

financial advantages—an ESOP may be
overkill. “I could design a stock-option or
ome other kind of stock plan that would
have all the motivational benefits of an
ESOP and cost the company less,” says
Touche Ross's David Stone,

Administrative costs are at least predict-
able, But there's also 3 hidden—and unpre-
dictable—cost to an ESOP, Conuder inan
ESOP transaction like Bertuch’s, the cash
borrowed from the bank goes to buy out the
owner. Employees get stock, not money.
Yet the company or the ESOP must offer 1o
buy back every departing employee’s stock
al current appraised value. So D.V.C. In-
dustries will eventually be liable for cash
outlays beyond what it pays the bank,

This repurchase liability, as it's known,
operates by a kind of perverse logic. The
faster D.V.C. grows, the more the stock

will be worth and the more costly the
buyouts. Il the company runs into trouble
the stock will be cheaper—but there may
not be enough money to redeem it. Exactly
when the bill will come due, moreover, isa't
clear. In a small company, employee depar-
turumtbeprednwdvuhpfedmu.
The problem arises whether or not the
plan is buying the original owner’s shares.
A company can codtribute new shares to an
ESOP, for example, and deduct their full
value from its taxable earnings. That's a
cash-generafing benefit plan—but the com-
pany will need all these tax savings and &

paid, the company must credit employee
sccounts with 3 dollas’s worth of stock.

That dilutes existing shareholdings and
creates new repurchase liabilities. So the
transaction makes financial sense only if
the loan “buys” enough growth and profit.
ability to cover its eventual costs.

1t's possible to make more of the repur-
chase Liability than it merits. The ESOP is,
after all, a benefit plan, and benefit plans do
cost money. Even 80, some of the compa-
unies we talked with had gotten themselves
into trouble on this score. A Honolulu en-
trepreneur, whose company has hit hard
times, said he'd have (o sell assets 1o buy
out his key employees if they chose to
leave. The bottom line? “You have this big
uncertainty hanging out there,” says Corey
Rosen, of the National Center for Employ-
ee Ownersbip. “You're wading a present
cash-flow benefit for a future Liability of un-
certain size.”

How else can these plane get me in trouble?
Seems to me a lot of ESOPs have wound up in court.

The administrative complexities of
ESOPs—and the strict rules governing re-
purchase—reflect a fundamental tension in
the conception of the plans. ESOPs provide
all kinds of tax advantages. But they are
benefit plans, not just tax shelters, and
they're governed by many of the same
restrictive laws that govern other tax-

92-266 0 - 89

13

objectivity (or compeunce)ol the apprais-
ers has sometimes been in question. The
U.S. News case dramatized the potential for,
let’s say, different interpretations. la 1983,

the magasine was appraised at $425 3 share;
when it was sold the following year, the
price was $3,000 a share, Hard times can
also cause disputes. When a company goes

INCJ/JUNE 1988 99
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SQYRAN
July 13, 1988 Bob Harvey - Vice President

Ms. Laura Wilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room S§D 205

Dirksen Senate Office Building
Washington, DC 20510

Re: Statement for Committee’s July 12 Hearing Recoxd on
$.2078, to require a majority of employees to approve
the establishment of an ESOP -

Dear Ms. Wilcox:

Pursuant to the Committee’s request for testimony on §.2078
(Committee Press Release H-28), this letter and for (4)
copies are sent to be included in the Committee printed
record of the July 12, 1988 hearings.

It is my position that the proposed bill would not be in the
best interest of employees and their employers. ESOPs offer
great incentives to employers and employees and promote more
efficiency and productivity. Given the sad state of our
country’'s competitive in the world market place this bill
appears to be a loaded gun pointed at our own feet. The
proposed bill would add much more cost and red tape to an
already complex and expensive benefit plan. My fear is that
if such a proposal were instituted, it would severely limit
future employer interest.

erely,
Vice President/Manager
/dkn

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203
Hart Senate Office Building
Washington, DC 20510
Five (5) copies

Sovren Bank/Central South
One Commeroc Place * Nashville, Teancssce 37219
Telaphoae 615°749° 3091
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SOCIETY FOR VISUAL EDUCATION, INC.
A Bupiness Osrparsiies

1348 DIVERSEY PARKWAY, CHICAQO, i $0814-1208 (312) 828-1500
VELEX: 724300 YELSPAN KO ATY SVE

July 12, 1988

Ms. Laurs Wilcox

Hearing Administrator

U.S. Senate Committee on Finance- Room SD 205
Dirksen Senate Office Building

Washington, DC 20510

Dear Ms. Wilcox:

RE: Statement for Committee's July 12 Hearin
Record on S$.2078, Requiring a majority of employees
to approve the establishment of an ESOP,

This letter with four copies is sent to you for inclusion in
the printed record of the July 12, 1988 hearings conducted by
the Senate Finance Committee on the subject referenced.

Please let the record show that I am opposed to the amendments
to the IRS Code which are included in $.2078. We became an
ESOP company just recently and it could not have been done with
the requirements of this S.2078 amendment. Therxe are two vital
reasons for my opposition: 1) time -~ a hostile competitor is
given an advantage under this smendment; 2) the degree of
knowledge needed to vote intelligently cannot be acquired 5
most workers over a brief period. The alternstive to an ESOP
for our company would have meant the loss of 150 jobs and the
loss of retirement benefits for a large number of dedicated

long-term employees.

This amendment is meritless and should be defeated.

Sincerely,

-

Suzanne T. Isaacs
President

STI:h
Enc.: 4 copies

cc: Mr. Ed Mihalski (w/4 coples)
. Minority Chief of Staff
U.S. Senate Committee on Finance - Poom SH 203
Hart Senate Office Building -
Washington, D.C. 20510

2707a
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2857 MAIN STREET
NEWPRANE, NEW YORK 1at08
(716) 178-8540

July 19, 1988

Ms. Laurs VWilcox

Rearing Administrastor

U.8. Senats Committes oz Finmance
Roos 8D 205

Dirksen Senste Office Building
Vashington, DC 20510

RE: Statement for Committee's July 12 Hearing Record on 8,207 8,
ﬁ%"‘w ority of employess to spprove the estabiishment
[ 1.} ‘

Dear Ms. VWilcox:

Pursuent to the Committes's request for testimony on $.207 8
(Committes Press Release H-28), this letter and four (4) copies
sre sent to be included ia the Committes prianted record of the
July 12, 1988 hearings.

Stedman 014 Parm Nurseries Inc. is a small company vith
sales of less tham tvo million dollars and in the preliminsry
stages of the establishueat of a leveraged ESOP, Although I
uaderstand that the currest ESOP regulations may be less then
perfect, to add edditional governmeat regulation would solve
little and bDe ome gient step in the eliminmation of emsll
companies vanting to participste im the ESOP process. Nothing is
perfect, but ESOPs offer am opportunity for eaployees to share in
:o-plny ovnership thst caa 1literally change the course of

istory. .

I urge you pot to add any umnecessary regulations and to
establish a morstorium on anmy changes for at least tvwo years
until £t can ba detersined more accurstely fust vhat changes are
needed. This constant effect to attsck the ESOP regulation in e
peace meal masnner causes potential participants to lose faith in
the future of ESOPs.

My recomendation is leave the ESOP regulation alone.
Sincerely yours,
STEDMAN OLD FARM NURSERIES

{ludd £

President

cc: Hr, B4 Mihalski
Minority Chief of Staff
U.8, Senate Committee on Finance
Room SH 203
Hert Senate Office Building
Vashington, DC 20510
Five (S) copies
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Ares Code (206)
596-3311

THE SUQUAMISH TRIBE

July 20, 1988 P.O.Box 498  Suquamish, Washington 98392

The Honorable Max Baucus

.. 706 Hart Senate Office Building

Washington, DC 20510
ATTN: Tim Vettel

Dear Senator Baucus:

1 seubmit this letter and the enclosed Interior Department
Solicitor Richardson's March 1985 opinion for inclusion in the

July 12, 1988 hearing record on H.R. 2792 "Indian Fishing Rights

Clarification" bill before the Senate Finance Committee's Subcom-

?ittgflfn Taxation and Debt Management hsaring on 'Miscellaneous
ax s."

We urge you to support H.R. 2792, the "Indian Fishing Rights
Clarification" measure currently before the Senate Finance Com-
mittee. This bill would effectively halt the IRS attempts to im-
pose taxes on Tribal fishermen's income derived from fishing in
treaty-designated waters. Thir diminishment of our treaty right
and violation of our treaty-reserved provision is unacceptable by
legal and moral principles. .

The House-passed version of H.R. 2792 unfortunately contains a
provision which states that the legislation, not our treaties, are
the source of the tax exemption. This sweeping assertion
threatens a basic canon of Indian law, the "Reserved Rights" Doc-
trine. This legally tested principle states that the Tribes
granted certain rights to the United States, but reserved all
other rights for themselves. United States v. Winans 198 U.S,
371, 381 (1905)

We recommend in all fairness that the statute and report reflect
that the H.R. 2792 and our treaties are co-extensive reiarding
this rightful exemption. We seek no broader or expanded fishin

right exemption, but do not want the Congress to limit or diminis

our treaty right. Our recommended statute language is underlined
below as added to the current statute:

The provisions of any law, Executive Order, or treaty
which secure any fishing right for any Indian Tribe shall
not be construed to provide an exemption from any tax
imposed by this title which is any broader than the
exemption recognized by this section.

The U.S. Tax Court and IRS have clearly broken the treaty commit-
ment of the United States. A treaty which, according to the Con-
stitution, is to be considered the "Supreme Law of the Land." We
very clearly reserved the fishing right for ourselves in the
treaty. According to John Taylor, the interpreter during the
negotiation on the Treaty of Point Elliott in 1855, Governor

.. Stevens, tepresenting the United States said:

"There will be witnesses. These witnesses
will be the tides. You Indians know that the tide
goes out and comes in, that it never fails to go in
or out; you people know that streams that flow from

L
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mountains never cease flowing, flow forever; you
°23 le know the sun rises and sets and it never
gal s to do so. Those are my witnesses and you
Indians, your witnesses, and these promises will be
carried out, and your promises to me and the
promises the Great Father made to you will be
carried out as long as these three witnesses
continue -- the cige to go in and out, the streams
to flow, and the sun tc rise and set.

ctment Solicit r Richardson in the enclosed 1985
§;§:§égtr£?3:es the Treasury Department contentions on this IRS
action and their "failure to address the treaties which are at the

heart of the issue under discussion.”

rt for H.R. 2792 to ensure that the promises
zgd:r§3n§°§§osiﬁﬂf preserved. We ask that treaties, Executive
Orders, and acts of Confress with respect to Indian Fishing

Rights be clarified, not diminished.
Sincerely,

irgia & Lirrge

Georgia C. George
Chairwoman

293§
&

United States Department of the Interior

OFFICE OF THE SOLICITOR
WASHINGTON, D.C. 20240

MAR 12 1985

BIA:IA.0177
MEMORANDUM
To: Secretary
From: Solicitor

Subject: Federal income taxation of Stevens treaty fishing
income-~Response to IRS opinion of November 23, 1983

You have asked me to comment on the legal arguments made in an
opinion of the Office of Chief Counsel, Internal Revenua Service,
dated November 23, 1983, The IRS opinion was issued in response
to Solicitor Coldiron's memorandum of September 21, 1983, which
expressed his view that income earned by members of certain
wWashington State treaty tribes in the exercise of their treaty
fishing right is not subject to federal income taxation., The
Internal Revenue Service takes the position that such income is
subject to federal income taxation.

I have already conveyed to you my reconfirmation of Solicitor
Coldiron's 1983 opinion, 1In my view, the principal weakness of
the IRS response to thet opinion is its misapprehension of the
Supreme Court's holding in Squire v. Capoeman, 251 U.S, 1 (1956),
The IRS considers Capoeman to require an express exemption from
federal tax. However, the General Allotment Act, which the
Supreme Court construed in Capoeman to have created a tax
exemption for income from the sale of timber on allotted land,
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did not contain such a tax exemption in explicit terms. The
Court i{nferred an exemption from the government's undertaking,
expressed in section $ of the act, 25 U,8,C, § 348, to convey the
allotment at the end of the trust period "free of all charge or
incumbrance whatsoever® and a 1906 amendment to section 6 of the
act, 25 U.8.C., § 349, vhich provides for removal of “all
restrictions as to . . . taxation” after issuance of a fee
patent., That language, construed in conjunction with the
underlying purpose of the General Allotment Act, i.e., "to
protect the Indians' interest and 'to prepare the Tndians to take
their place ss independent, qualified members of the modern body
politic'®, was sufficient, the Court held, to constitute the
clear expression necessary to create a tax exemption., 13§51 U.S.
at 6-9. See our 1983 opinion at 5-7,

The Internal Reverue Service takes the position that the policy
underlying the Stevens treaties is not relevant to the determina-
tion of whether the treaties created a tax exemption. In so
doing, the IRS {gnores the practice established by the Supreme
Court in Capoeman and followed consistently by the lower courts.
That practice requires the {dentification of language i{n a treaty
or statute which {s arguably a tax exemption but then allows
consideration of the underlying purpose of the enactment for the
purpose of interpreting the arguable language to determine its
tax exemption effect. The practice is discussed at some length
in our 1983 opinion at pages 5-9. The proper role of policy in
tax exemption analysis was succinctly described by the Ninth
Circuit in United States v. Anderson, 625 F,2d 910 (9th Cir.
1980) cert, denied, 4 u.s. [

Capoeman and every other Supreme Court and
Ninth Circuit case have held that ., , .

policy arguments are fruitless in the absence
of statutory or treaty language that arguably
{s an axpress tax exemption, Such policy
arguments, however, might persuade courts to
construe such arguable language, if any exists,
actually to be an express tax exemption.

625 P.2d at 914, n.6. IRS quotes this statement from Anderson
for the proposition that express exemptive language in a treaty a
statute is required, IRS opinion at 6~7, It misses, however,
the real thrust of the statement, which is that policy may indeed
be examined to assist in the determination of whether arguable
language is an express exemption,

In a2 recent decision, the Ninth Circuit demonstrated that it is
still of the view that the purpose of a statute is relevant to
the determination of whether a tax exemption is present. That
court held in Karmun v, Commissioner, 749 F,2d 567 (9th Cir.
1984), that income from the sale of reindeer or reindeer products
by Alaska natives was not exempt from federal income tax because
the Reindeer Act, 25 U.S.C. §§ 500-500n, did not contain a clear
expression of intent to axempt. The court considered, inter
alia, the purpose of the Reindeer Act, which it found to be the
provision of a continuing food source to the Eskimos of
northwestern Alaska through the establishment of a native-
operated reindeer industry. The court concluded, “That purpose
is not undernined by requiring the owners and ocperators of the
reindeer herds to pay federal income taxes on their profits from
the successful conduct of such operations.* 749 F,2d at 570,

Thus, it is’amply clear that past and present- judicial analysis
requires a consideration of the underlying purpose of the Stevens
treaties in order to determine whether the language in the
treaties which secures a fishing right to the tribes cresates a
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tax exemption. To conclude that the "right of taking fish® does
not include a tax exemption, wvithout any attempt whatsoever to
determine the scope of the fishing right intended by the parties
to the treaties, would directly contravene the well-established
principles of the tax cases. Authoritative judicial analysis of
the scope of the treaty right is readily available in the well-
developed body of law culminating in the Supreme Court's decision
in Washington v, Washington State Commercial Passenger Fishin
In my view,

Vessel Ass'n shing Vesse - Y
there Is nelther a legal basis nor a Pf'ft‘CIl Justitication for

ignoring this body of law, as IRS does.

The treaty cases and their relevance to the tax exemption issue
are discussed in our 1983 opinion at 2-4 and 9-12. One case
cited in that opinion warrants some further mention, In Tulee v.
wWashington, 315 U.S. 681 (1942), the Supreme Court held that the
State of Washington was precluded from imposing a license fee
upon Indians engaged in the exercise of their Stevens treaty
¢ishing right, 1In strikirg down the fee, the Court stated that
it “"acts upon the Indians as a charge for exercising the very
right their ancestors intended to reserve®” and ®"that such
exaction of fees as a prerequisite to tha enjoyment of fishing

.« » «» cannot be reconciled with a fair construction of the
tt..t}'o. 315 U.5. at 685,

ulee involved a state license fee and not a federal tax. The
rationale of that case, h~vever, is relevant to any tax which
would diminish the value of the treaty right because any such tax
would necessarily be a “charge® for exercising the right. An
income tax, in fact, might well be a more onerous burden on the
right, because greater in amount, than a license fee would be.
Purther, the fact that an income tax does not fall directly upon
the fishing activity but upon income therefrom {s, under
Capoeman, irrelevant if the treaty precludes taxation of the
fishing right. 2 gSee 1983 Solicitor's opinion at 7,

Another concern I have with the IRS opinion is its heavy reliance
on Strom v, Commissioner, 6 T.C. 621 (1946), aff'd per curiam,
15877,2d 520 (9th Cir. 1947) and Earl v, Commissioner, 78 T.C.
1014 (1982), Por the reasons discusse n our opinion at
12-15, I believe that Strom has been effectively eroded by

1 1rs simply dismisses it: "“The non-tax cases which are cited by
Interior are, in our view, inapposite to the issue considered
herein.® IRS opinion at 10.

2 The State of Washington recognizes that treaty fishermen are
{mmune, evén though not expressly exempted, from a state fish
sales tax, See Washington Dept, of Pisheries v. DeWatto Fish
Co., 660 p.2d 298, 301 (wash, Ct. App. 1983). Such a tax, of
course, is one which, like an income tax, would attach after

exercise of the fishing right and would not therefore be a
prerequisite to exercise of the right.

As explained in our 1983 opinion at page 4, the United States,
absent exercise Ly Congress of its power to abrogate treaties, is
subject to the same limitations as the states with regard to the
Indians' treaty rights.
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subsequent case lawv and that EFarl is seriously flawed, While
these two Tax Court cases are clearly relevant to the present
issue, they cannot be considered controlling because they are
completely inadequate in treaty analysis.

I can understand thct, from the perspective of the IRS, this
matter may appear to be solely a tax issue, with respect to which
Tax Court decisions might be considered controlling and federal
tax cases might constitute the sole appropriate body of law by
which to analyze the issue. This is not only a tax issue
however; it is also an Indian treaty issue, There are two bodies
of law which must be considered in relation to each other. The
controlling cases here are not the two Tax Court cases but the
two Supreme Court cases, Cancnan and Pishing Vessel, which
represent the paramount authority in those two bodies of law, A
proper analysis of the issue should begin with those cases and
must relate the two bodies of law in proper perspective. This,
IRS simply has not done.

I am somewhat concerned with scme erroneous statements made in
the IRS opinion about positions taken in our 1983 opinion, I
point these out primarily for clarification pucrposes.

The IRS opinfon states at page 6 that our 1983 opinion “argues
that Interior Department's policies of promoting optimal land use
on Treaty land with a goal towards eventual Indian economic
independence precludes taxation of the fishing income earned by
enrolled Tribal members.,” The 1983 opinion contains no such
statement., Nor does it take the position, as the IRS opinion
implies, that policy, standing alone, is a sufficient basis for a
tax exemption. Our position on the proper role of policy is
discussed above and at pages 5-9 of the 1983 opinion,

The IRS opinion states at pages 7-8 that "Interior's memorandum
also places substantial reliance on the Ninth Circuit's statement
in Stevens v, Commissioner, 452 P.2d 741, (746) ((9th] Cir.
19777, to the effect that as the agency charged with the
administration of the Indian laws and responsible for drafting
many of them, Interior's interpretation is entitled to 'great

" weight' and 'is not to be overturned unless clearly wrong.'®" The

IRS memo then proceeds at some length to construe the Stevens
statement as applicable only to the facts at issue in that case.
While our 1983 opinion cited the Stevens case for another
proposition; it did not, in fact, clite or rely on the language
quoted by IRS. That language, however, simply expresses a well-
established general principle, and I {ind it somewhat puzzling
that IRS considers it so alarming. This Department's authority
to interpret federal Indian statutes and treaties derives from
its paramount responsibility for Indian affairs within the
federal governament, just as the authority of the IRS to interpret
the federal tax laws derives from its responsibility to admin-
ister those laws. Courts commonly look for guidance to federal
agency interpretations of statutes within the jurisdiction of the
agencies.

These last two points are minor ones, of course, My primary
objections to the IRS opinion are, as discussed above, its

incorrect analysis of S%uir. v. Capoeman and its failure to
address the treaties which are at the heart of the issue under

discussion. | ) ’ '
Ak K Mwlu-c/th,

rank K. Richardson
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/ Ternary Corporation

6862 Elm Street, Suite 390, McLean, Virginia 22101, (703) 448-0731

¥s. Lsura Wilcox

Hearing Aduinfistrator

U.S. Senate Committee on Finance
Room SD 203

Dirksen Senate Office Building
Vashington, DC 203510

RE: Statement for Committee's July 12 Hearing Record on
5.2078, to require a majJority of employees to approve the
establishment of an ESOP.

Dear Ns. Wilcox:

Pursuant to the Committee's request for testimony on
§.2078 (Committees Press Release H-28), this letter and four
(4) copies are sent to be included {n the Committee printed
record of the July 12, 1988 hearings.

I, as President of Ternary Corporation, strongly
object to the requirement of & majority of employees to
approve the sstablishment of an ESOP. Ternary Corporation
performs administration and recordkeeping services for
Defined Contribution Plans - an ESOP being one type of plan.
The federal tax and reporting requirements are already
confusing, burdensome and expensive for plan sponsors. I
need only to exsamine what has overtaken the administration
of 401(k) deferred compensation plans to strongly urge that
this bill (5.2078) be rejected. Benefit plan
adainistration has become very complex and has done very
little to effect in a2 positive way, the benefits for a
participsnt. On a straight cost effective analysis, this
bill fails. :

Thank you for the opportunity to express ay
professional opinioans.

Sincerely, .
Q,C& Ll./z‘- -

b orge C:‘Schnltze;}
President

—~——

Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Comnittee on Finance

Room SH 203

Hart Senate Office Building

Weshington, DC 20510

Five (5) copies i
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STATEMENT BY
NMTBA - THE ASSOCIATION FOR MANUFACTURING TECHNOLOGY
TO THE
COMMITTEE ON FINANCE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
UNITED STATES SENATE
JULY 12, 1988

I. ANTRODUCTION
NMTBA - The Association For Manufacturing Technology, is a

trade association which currently represents over 300 machine tool
building firms with over 400 plant Jocations.

Our members are engaged in the business of manufacturing the
tools of metalworking productivity including cutting, grinding and
forming machines, universal measuring machines, and automated
production systems. Although the industry is relatively small by
some corporate standards, America’s machine tool builders account
for a very basic and strategic segment of the nation’s industrial
capacity. Our industry builds the machines essential to our
military readiness and our ability to respond quickly and
effectively in the event of a national emergency. Our product is
the very essence of the industrial manufacturing process. We
produce the "tools of production.”

One of the keys to maintaining the security of the United
States is a strong, national commitment to research and development.
That is why NMTBA ;upports §. 2484, the Research and Experimental
Credit and Extension Act of 1988. We believe that this legislation
sends a strong signal to American industry -- a signal which clearly
indicates that America’s position of technological leadership in the
world is a compelling national priority. In our view, this is
precisely the right signal to be sending, and NMTBA applauds this
timely and important initiative by Senators Danforth and Baucus.

b ¢ STATUS OF THE MACHINE TOOL INDUSTRY

Before proceeding with comments concerning specific
provisions of S. 2484, a brief overview of the U.S. machine tool
industry is in order. It has already been stated that a weakened
sachine tool industry is a threat to the stability of this country’s
industrial base and jeopardizes the national security of the
American people.
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In fact, our industry is struggling. Recent reports of a
recovering manufacturing sector and, specifically, increases-in
machine tool orders are misleading. Yes, orders have risen. Yet,
foreign imports continue to penetrate domestic markets ;t alarning
levels. The most vulnerable of these domestic markets are machining
centers, and nunotical;y controlled turning machines and punching
machines. These classes of machine tools are the "high tech"
defense-sensitive tools which are vital components of flexible
manufacturing systems and “"factories ot the future.™ Automated
machine tools within automate<i planf‘iodels will provide efficient
and competitive production facilities for peacetime manufacturing,
and perhaps more importantly, the military readiness that America
needs to prepare for and to deter global conflict.

In spite of hardships, the U.S. machine tool industry's
commitment to research and development, measured as a percentage of
sales, is among “ke highest of any industry. Numerical control,
computer contrel, flexible manufacturing systems, and a host of -
other advanced machine tool technologies were all invented in the
United States, and more of these advanced technology machines have
been built by U.S. machine tool builders than by any other nation.

A recent study conducted by the Joint Trade Association
Comrittee on Industrial Automation Market Statistics, of which NMTBA
is a member, uncovered some interesting trends. The study
illustrates that, in 1980, 15 percent of all automation was
purchased by small businesses. By 1995, however, it is predicted
that these swmall companies will account for 34 percent of all
automation purchases.

According to the 1983 American Machinist Inventory of
Metalworking Equipment, the machine tool industry reflects these
trends. Amerxican Machipniat points out that, in 1983, 5 percent of
the machine tools on the shop floors of small companies were
numerically controlled. A figure comparable to the level of
automation in large companies at that time. Of that five percent,
over half of the numerically controlled machines were bought between
1979 and 1983. Obviously, the trend is toward an automated factory

of the future.
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These figures suggest that the demand for technologically
advanced products will continue to grow at a rapid pace and that
small business vill_contributo agbstlntiuliy to that trend. This
will place even greater competitive pressures on our industry, as
Japanese and other foreign producers target cur domestic market!

During the last two and a half years, Hughes Aircraft
Company, L.T.B., Watervliet Arsenal, General Dynamics Corporation,

and Lockheed Aircraft Corporation have purchased flexible
manufacturing systems costing $12-$14 million each from U.S. machine
tool builders. The systems were competed internationally and the
U.S. manufacturers yere nobt the lowest bidders. 1If foreign-
technology was superior to that of the U.S. machine tool industry,
you can be sure the foreign builders (with their lower bids) would
have gotten these orders. -

The charge has been made that we are on old, inefficient,
"smokestack"™ industry which has not kept pace with other nations in
advanced machine tool technology. However, a recent study by The

Machine and Tool Blue Book emphatically states -- "in the opinion of

America’s manutacturlnq<engineers, America’s machine tool builders
are tops in technology."

The need for new technologies in all fields has been
established. However, the machine tool builder faces many obstacles
which impede research and development. One obstacle is the current
structure of the R & D tax credit, which makes it virtually unusable
by most of our members and many other small businesses and slow
growth industries as well. S. 2484 reforms the structure of

the R & D credit, and we strongly support it for that reason.

III. THE RESEARCH AND EXPERIMENTAL CREDIT AND EXTENSION ACT OF 1988

Our industry is struggling to maintain its competitive edge,
bota at home and abroad. And like many other industries, the U.S.
machine tool industry has been substantially affected by rapid
advances in technology and in manufacturing processes -- particularly
with iegard to computer-assisted design and manufacturing. Thus,
expenditures for research and development are the lifeblood of the
machine tool business. In order to compete effectively in domestic
and export markets, the industry muat retain the ability to continue

and increase its R & D expenditures.
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The Rouse Ways and Means Committee has voted an extension of
the current R & D tax credit for two additional years in the
Taechnical Corrections Act of 1988. NMTBA supports this extension as
a symbol of the federal government’s recognition that continued
investment in research and development is essential in maintaining..
this nation’s competitive edge.

However, there have been inequities associated with the
structure of the cre?it since its inception. Small businesses,
start~up ventures, and slow or negative growth companies have never
been able to fully utilize the credit’s benefits. These are the
very types of firms, which studies suggest, are the most
innovative. The result is a tax credit which provides maximum
benefit for the large, fast growth companies who invest in research
and development but which offers little or no incentive to the
small, slow growth companies, such-as NMTBA members, who need the
credit the most.

S. 2484 addresses these concerns in a number of ways. Most
importantly, it‘teplaces the current credit’s three-year moving
base-period with a five-year fixed base period indexed for GNP. The
fixed base serves to redirect a portion of the credit’s benefits
away from fast growth companies and toward slow or negative growth
companies. The fixed base also encourages continued expansion of R
& D spending every year, unlike the moving base period where a slow
down in R & D spending one year could mean greater benefits in years
to come.

Another important provision of S. 2484 is the creation of the
two-tiered credit structure. This allows a firm to choose each year
between a primary credit and a secondary Ct;;;t with‘;>;educed
base. In this way, companies can utilize a portion of the credit in
periods of reduced investment and can obtain maximum benefit in
years of peak R & D investment. S. 2484 also extends the R & D tax
credit to start-up firms that are presently excluded from using the
credit.,

Finally, S. 2484 makes the R & D credit permanent. A benefit
to all companies, large and small. This provision adds a crucial
element markedly absent from R & D planning which is now underway --

the element of certainty. A permanent credit significantly enhances
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.".
the abilities of all businessas to make the necessary R & D
investments to remain competitive here and abroad. The sooner the
certainty can be established, the sooner manufacturers and others

will be able to factor the availability of the credit into both long

and short-range planning.

All of the provisions described above work to encourage R & D
spending in every type of business. This eﬂsutea that the greatest
amount of technological research will be undertaken in every field.
Iv. CONCLUSION

We realize that enactment of this legislation results in a
25 percent greater loss of revenue to Treasury than current law.
However, 3jvst as the U.S. machine tool industry views research and
development
expenditures as an investment in its future, we are hopeful that
members of this Subcommittee will view S. 2484 as an investment in
America’s future.

It is evident that more efficient production technologies
must necessarily be developed if the United States is going to
compete successfully in an expanding global market. The American
machine tool industry stands ready to do its part. But we and our
customers need the added incentive and cash~flow an improved R & D
tax credit will provide. We urge the Congress to grant such a

credit.
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MAPI COMMENTS ON S. 2484
THE RESEARCH AND EXPERIMENTAL TAX CREDIT
- to the
Subcommittee on Taxation and Debt Management
of the
Senate Committee on Finance

As the subcommittee continues to consider the future of the
Research and Experimental Tax Credit, MAPI appreciates this opportunity
to express its support for S. 2484, the Research and Experimental Credit
Extension and Reform Act of 1988, proposed by Senators Danforth and
Baucus. MAPI is a policy research institute whose 500 member companies
are drawn from a broad spectrum of industrial corporations. Our
membership is comprised of firms engaged in heavy industry, electronics,
precision instruments, telecommunications, chemicals, aerospace, and
related high-technology industries. The Institute conducts original re-
search in economics, law, and management and provides professional
analyses of issues critical to the economic performance of the private
sector. MAPI also acts as a national spokesman for its member com-
panies, concerning itself with policies that stimulate technological
advancement and economic growth for the benefit of U.S. industry and the
public interest.

Why an Improved Permanent R&D Tax Credit
Is Essential

The manufacturing sector is only now emerging from a very [
difficult perfod. The combination of back-to-back recessions, increased N
international competition, and outmoded plant and equipment have taken a
long time to overcome. A major contributor to the turnaround has been
the adoption by manufacturers of new technology, both in what they pro-
duce and how they produce it. On the national level, we are beginning
to see this fmprovement in competitiveness reflected in the inter-
national trade statistics. For the following reasons, a more effective
R&D tax credit is critical to guaranteeing that the economic performance
of U.S. manufacturing will continue to improve well into the future.

o On its own, industry will always underinvest in
R&D./1

It is well recognized that without government
incentives the private sector will not invest
sufficiently in R&D, since it is iwmpossible for
those conducting the research to capture all of the
social benefits arising from the investment.

[-]

R&D expenditures represent a long-term investment,
with the payoff in the form of improved innovation
typically realized only after many years.

While the product and process innovations that have
been adopted recently by U.S. industry are based, to
a large extent, on our own past research investments,
many of industry’'s innovations are imitations from
our competitors. If U.S. industry is to be a leader
in global markets, we must match the higher rates of
commercial R&D investment of our major competitors.

Therefore, notwithstanding the current budget situation, it is
critical that we not allow the research credit to lapse, especially now
that the U.S. trade position 1is beginning to improve.
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Advantages of the Research and Experimental Credit
Extension and Reform Act of 1988

The reform of the existing tax credit included in S. 2484 has i
the following major advantages: -

o By making the credit permanent, the stimulus to
invest in R&D is increased.

Vhen a company 1Is considering whether to undertake a
new research effort, a tax credit with a limited life
that may be scheduled to expire at the point where
expenditures begin to increase does not provide much
of an investment incentive. In addition, a firm may
be tempted to undertake shorter-run research projects
at the expense of longer-run projects in an attempt
to maximize use of the credit while it is in effect.

o By adopting a historical base for calculating the
value of the credit, the current disincentive in the
existing credit is avoided.

Under current law, the credit is applied to qualified
expenditures that exceed the average of the expen-
ditures of the prior three years. Therefore, any
current additional research expenditure reduces the
amount of the next yesr's expenditure that will be
eligible for the credit. This can cause perverse
investment incentives. If a firm is not going to
invest in R&D in any year at a level exceeding the
average of the preceding three years, it will be
reducing the value of future credits by investing in
research that year.

The purpose of using the three-year moving average as
a base was to encourage ever-increasing amounts of
investment by the firm on a yearly basis. We believe
that this is not the desirable goal. The credit
should be designed to provide incentives to a firm to
maintain its research investment at a level higher
than it would have been, absent the credit., The
fixed historical base specified in the Danforth-
Baucus proposal provides for such an incentive.

o By expanding the coverage, more firms are eligible
for the credit.

In order to increase the availability of the credit
to R&D-performing firms, the proposal offers an
alternative method for calculation of the credit that
will benefit firms whose annual expenditure is less
than 100 percent of the base (but over 75 percent),
or whose annual increase is small relative to the
base. S. 2484 also extends the credit to new firms
and new lines of business. Both of these changes
will encourage research investment in areas where it
should yield substantial benefits.

MAPI's Proposal for Improving the Base
on Which the Credit Is Determined

The current version of the R&D tax credit is indexed in that
the base is a moving average. Under the Danforth-Baucus proposal, the
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base period is a fixed historical base which would be indexed to nominal
GNP. This means that the base increases as the sum of Iinflation plus
real GNP increases. MAPI agrees with the inclusion of the inflation
component in the index because the credit should be giving incentives
only for real increases in research investment. However, we are
concerned ebout Iincluding the other component of the proposed index,
real GNP. For a firm experiencing real growth at or exceeding the rate
of growth in real GNP, the erosion of the credit due to the fncreasing
base may not be very significant. However, a firm or industry
experiencing lower-than-average growth rates could lose the incentive
effect of the credit at a time when it needs to be investing in research
to improve its future competitiveness. MAPI therefore recommends that
the Congress consider indexing the base to a measure of inflation, such
as_the Producer Price Index, rather than indexing to nominal GNP.

Conclusion

This bill is a substantial improvement on the existing R&D tax
credit and would provide important and much-needed research incentives
to the private sector. As Dennis Ross, Deputy Assistant Treasury Secre-
tary for Tax Policy, pointed out when he testified recently before this
subcommittee, by correcting the major weaknesses present in the current
formulation of this credit, the Danforth-Baucus proposal would result in
a $1.21 increase in R&D per dollar of revenue loss--a six-fold increase
over what an extension of the current law would yield. Additionally,
this proposal would expand the percentage of firms which would qualify
for the credit.

Particularly given this rate of return, MAPI believes an R&D
tax credit, such as that proposed by Danforth and Baucus, is an
investment in the future which the United States must make in ‘order to
guarantee the continued competitiveness of our domestic industries.

1/ Investing in Innovation: The Need To Strengthen the R&D Tax Credit,
G-223, MAPI, November 1987.
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CHRONOLOGY OF ADMINISTRATIVE, LEGAL, AND LEGISLATIVE ACTIONS
REGARDING THE LUMMI INDIAN TRIBE'S QUEST FOR JUSTICE AGAINST IRS
ATTEMPTS TO DIMINISE TRIBAL TREATY-PROTECTED FISHING RIGHTS

1981 -

1982 -

1983 -

1985 -

1986 -

1987 -

IRS agents cite Roy Earl, a non-enrolled Indian serving
as ‘a cook on a non-Indian fishing boat, for tax evasion
on commercial fishing income. Prior to his appearance
in U.S. Tax Court, Earl becomes an enrolled member of the
Puyailup Indian Tribe. Earl pleads inmnocent without legal
counsel before the U.S. Tax Court on the basis of being an
enrolled tribal member with treaty rights representing him-
self and loses the case.

IRS agents, utilizing the Earl v. Commissioner precedence,
cite 60 Lummi tribal commeércial fishermen for Federal in-
come taxes from 1978 to present. The Lummi Indian Tribe
vigorously protests the IRS actions as their 1855 Treaty of
Point Elliott reserved for the Tribe and its members the
right to fish in their "usual and accustomed” waters. The
U.S. Tax Court continues to cite and process Tribal fisher-
men.

Interior Department Solicitor Coldiron issues am opinion in
September 1983 clearly determining that the Treasury De-
partment action unlawfully diminishes the treaty right.
Treasury Department Associate Solicitor Keightley releases
a counter-opinion contending that the Tribe should have
included tax exemption language in theitr treaty of 1855.
One should note the first Federal income tax laws were
enacted in 1916 or 61 years after the signing of the Treaty
of Point Elliott. The U.S. Tax Court continues to cite and
process Tribal fishermen.

Interior Department Secretary Hodel sends a 2/22/85 appeal
letter to Treasury Secretary Baker supporting the Tribal
trealy-protection position and seeking a resolution of the
intra-department dispute. With no Treasury Department
response, Secretary Hodel sent a 3/22/85 letter to Attorney
General Meese seeking resolution of the intra-departmental
dispute accompanied by a March, 1985 Interior Department
Solicitor Richardson opinion refuting the Treasury Depart-
ment opinion on Indian Fishing Rights. In December, 1985
the Justice Department Deputy Assistant Attorney General
Gerson ruled that the Treasury Department position was "the
sounder view of the law."” This ruling effectively stripped
the Interior Department capability to support tribal
governments in court proceedings. The U.S. Tax Court con-
tinues to rule against Indian commercial fishermen and the
IRS begins collection enforcement.

In July 1986, Senator Bill Bradley and thirty-two bi-
partisan Senate co-sponsors gent 3 letter to Epe Justice
Department on this issue urging the Department "to reverse
this ill-conceived policy without delay.” The Justice
Department responded that the Congress ot Courts should
resolve this controversy. On August 1, 1986, Senators Dan
Evans and Bill Bradley introduced an amendment to the Debt
Ceiling Bill (H.J. Res. 668) clarifying that tribal wmem-
bers' _income derived from fishing in treaty-protected
waters was not subject to Federal income taxes. Passed by
the U.S. Senate, this amendment was stripped along with all
other amendments in the House-Senate conference in October,

1986.

Senator Dan Evans, joined by seven co-sponsors ipttoduced

. 727 on March 12 to clarify Indian Fishing Rights re-
served by treaty. In a March 27 hearing before the Senate
Select Committee on Indian Affairs, Interior Department
Assistant Secretary - Indian Affairs Ross Swimmer, testi-
fying on behalf of the administration, supported passage of
S. 7%7 S. 727 passed the Senate on May 13, 1987 and was
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referred to the House of Representatives. After inter-
vention by Senate co-sponsors to avoid confrontation, the
IRS agreed to withhold collection proceedings for a
"reasonable period of time" while Congress considered
clarifying legislation.

The House Committee on Interior and Insular Affairs claimed
Jurisdiction of S. 727 as a treaty-clarification measure.
The House Coomittee on Ways and Means, claiming jurisdic-
tion of the issue as revenue measure, rejected the Senate
bill due to the Constitutional provision that all revenue
measures begin in the House of Representatives. H.R. 2792
"Indian Fishing Rights" legislation was _introduced by
Congressman Mike Lowry (D-WA) and seven bi-partisan .co-
sponsors on June 25th. The bill was jointly referred to
the Committees on Interior and Insular Affairs as well as
Ways and Means. The Committee on Interior and Insular
Affairs held a hearing on July 21, 1987 on the measure in
which Interior Department Assistant Secretary Swimmer
testified again on behalf of the administration supporting
passage of H.R. 2792. The bill was favorably reported un-
der unanimous consent by the Committee on Interior and In-
sular Affairs the same day. The Committee filed its report
on September 21, 1987.

The Select Revenue Measures Subcommittee of the Committee
on Ways and Means, held a hearing on H.R. 2792 on December
14, 1987. The Treasury Department, testifying for the
first time on this issue, gave qualified endorsement on
this legislation suggesting unemployment and social securi-
ty taxes should be applied to tribal fishermen's income as
a humanitarian consideration. Tribal governments unani-
mously opposed this contention as a continued effort to
diminish treaty rights. The U.S. Tax Courts continue to
cite tribal fishermen and expand their efforts into Michi-
gan.

The Select Revenue Measures Subcommittee reported H.R. 2792
to the full Committee on Ways and Means on March 17, 1988.
On June 9, 1988 the full Committee on Ways and Means favor-
ably reported H.R. 2792 and voted to reject S. 727 to be
returned to the Senate as an infrin%emenc on House privi-
leges. S. 727 and the original H.R. 2792 passed by the
Committee on Interior and Insular Affairs focused on
clarification that the Tribally-reserved treaty fishing
rights provision established the exemption. The Committee
on Ways and Means redrafted H.R. 2792 for the Internal
Revenue Code inferring in a protective clause to inhibit
future treaty fishing rights exemption claims that the
legislative measure created the exemption. H.R. 2792 was
passed by the House of Representatives under suspension of
the rules on June 20, 1988. The U.S. Tax Court continues
to cite and process tribal fishermen.

H.R. 2792 was referred by the Senate parliamentarian to
the Senate Finance Committee., The Subcommittee on Tax and
Debt Management held a hearing July 12, 1988 on 'Miscel-
laneous Tax Bills,"” including H.R. 2792. Senator Evans,
the original sponsor of S. 727, cestified at the hearing
that the provision limiting the tax exemption to the
legislation rather than the treaty was an implied abroga-
tion of the ""Reserved Rights' canon of Indian law; namely,
any rights not granted by the Tribes in their treaties with
the United States are still held by the tribes.- The Tribes
testified that the legislative exemption is co-extensive
with the treaties. The Treasury Department testified in
support of H.R. 2792 with the exclisionary clause providing
the legislation as the sole source of exemption.
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My name is Herman A, Williams, Sr. I am Chairman of the Board of
Directors of the Tulalip Tribes of Washington. On behalf of the Board, I would
like to thank you and the Committee for this opportunity to present the views
and recommendations of the Tulalip Tribes conceming H.R;2792, a bill to
clarify the non-taxable status of income derived fram the exercise of fishing
rights secured by treaties andiEbcecutive Orders. We comend the co-sponsors
for introducing this vital Indian measure and the Comittee for holding this

hearing.

In our view, this legislation will reaffirm the meaning and intent of the
treaties entered into between the goverrment of the United States and
Washington Indian tribes in 1855 and will confi{mm the Federal Goverrment's
trust responsibilities under those treaties. The Tulalip Tribes recommend
passage of H.R.2792 in its present form. Its enactment will stand as a clear
signal to all that the United States honors its word.

Mr. Chairman, I would like to mote in passing that President Reagan
recently signed a treaty with the Soviet Union. Our treaties were not signed
recently, but to u3 they are as fresh and binding as if they had been ratified

this morning.

If after all these years the Internal Revenue Service, with the support of
the United States Department of Justice, can arbitrarily, retroactively and
unilaterally reinterpret the intent of our treaty, what faith or security can
any nation have in the solemn pledges of the Federal Govermment?

The Tulalip Tribes of Washington are the descendants of several of the
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tribes and bands which signed the Treaty of Point Elliott on January 22, 1855.
We have reserved treaty fishing rights un&et that Treaty. For oeniuries,
fishing and hunting were central to the way of life of ny ancestors. Fishing
was the wltura}, religious and economic mainstay of cur people for c;nturies
before the treaties. It served to give us a rich and varied life as well as a
firm econamic base.

We have already suffered great losses. In the treaties, we ceded large
areas of land and. agreed to a small reservation of 22,000 acres of land in
return for cur reserved fishing rights. The United States' promises that the
treaties would protect that source of food and commeroce in perpetuity were
éruclal in obtaining the tribes' agreement to the treaties. The negotiators
for the United States recognized the importance of fishing to our economy, this
point was stressed throughout the negotiations.

Today, with only appro.ximately 8,000 acres left in tribal ownership to
serve as a base from which to exercise our fishing rights, fishing continues as
it did in treaty times to serve as the mainstay of our cultural and religious
practices and our econcmy. When asked how many of our members are fishermen,
we often say that we are all fishermen. Our children, as they grow up, learn
to fish - much as we did, and, as our forefathexs did.

Even for those of us who work at some other trade, fishing provides part
of cur subsistence and serves as an important cultural and religious event. For
some, fishing is a part-time job. But fishing, even with more modern gear and
methods, is a difficult activity. Those who make their living from Eishing do
S0 at a tremendous investrment of time and effort and can ill-afford to have
this treaty right taxed. I speak from first-hand experience since I have over
thirty years background as a fisherman and a broker in the marketing of salmon.

Mr. Chairman, the United States assured the tribes that the treaties would
“secure" their fishing rights. Governor Stevens, the chief negotiator for the
United States, stated at the time, *This paper gives you a home.... This paper
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secures your fish." 1In tac‘l:, the fishery is the principal econamic resource
reserved under the treaties by Western Washington tribes. The vital economic
importance of the fishery to us has not diminished with the passage of time.

On the Tulalip Reservation, and on other reservations throughout the
Northwest, fishery income often support:s an extended family. Brothers,
sisters, cousins, nephews and nieces mav spend some or all of their time
engaged in fishing. We wish to encourage this since it continues our way of
life and provides a means of livelihood free fram government welfare programs.

Historically, both the tribes and the United States have recognized that
treaty fishing income is not subject to taxation. In 1942, the Supreme Court
of the United States agreed with us that a state cannot impose a charge upon
the exercise of our fishing right and held that the treaty prohibited this. The
same principle applies to the United States. The Solicitor of the Department
of the Interior recently reaffirmed the long-accepted understanding that treaty
fishing incame is not subject to Federal taxation. Indeed, until its recent
policy reversal, the Internal Revenue Service historically did mt‘apply the

Federal incame tax to treaty fishing income.

Frankly, we were caught by surprise when the IRS began to try to collect
tax on our income from treaty fishing. Our ancestors helped the United States
achieve peace in the Northwest Territory during treaty times. The United
States made a bargain with us. The action of the IRS makes us feel a deep
sense of betrayal. We have always believed, and continue to believe, that the
United States Government acted in good faith when it promised our forefathers
that the fishing rights would not be impaired in any way. _

Let me say here that as co-managers of the fishery we are acutely aware of
and believe in the necessity of assuring conservation of the resource. We also
believe, and H.R.2792 will reaffirm, that Congress did not intend to abrogate
any part of the treaties when it passed the Intermal Reverme Code.
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In our opinion, the honor of the Nation is involved in this issue. We
urge that the Internal Reverue Service's approach to dealing with treaty
commitments and trust responsibilities be strongly rejected. All Federal
agencies, including the Internal Revenue Service, share the Fecieral trust
responsibility to protect the tribes' treaty fishing rights. If the approach
of the IRS in this matter is adopted, all treaty rights and trust resources

will be in danger.

. Speaking of the Federal trust responsibility, let me point out that over
the past years we have seen many govermment welfare and jobs programs came and
go. The rost cost-effective job program to encourage economic self-sufficiency
among our people is to sustain our treaty fishing right free fram government
taxation. President Reagan in his Indian Policy Statement of January 24, 1983,
highlighted the importance of econamic development and self-sufficiency and

mentioned fishing as an avenue to tribal economic development.:

The Internal Reverwe Service and the Justice Department seem to have
placed themselves over and above the stated policy of the President. A Federal
incame tax on our fishery income would drive some of us ocut of business. Many
of our members currently pay a tribal tax on their earnings from fishing
activities and imposition of a Federal income tax on those same activities
would greatly impair our ability as a tribal govermment to impose and collect a
tribal tax which is an important source of income to our tribal governments.

This income goes to support search and rescue, marina maintenance, fisheries

patrol and fisheries enhancement.

Ve support the House-passed bill. We do, however, have concerns about
same aspects of it. I am particularly concerned that language in the report
(Report 100—512, Part 2 to accampany H.R. 2792) related to the definition of
"fishing rights related activity" could arguably be construed as not exempting
income of a tribal member when assisted by a non-member. This language implies
that only members of a tribe may exercise the fishing rights held by that tribe
and be eligible for an exemption from tax on income derived therefrom. The
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present report language is directly contrary to Judge Boldt's holding in 0.8,
v. Washington that a non-member's spouse may assist in the exercise of the

treaty right.

I believe that this problem can be remedied by clarification in the
legislative history of H.R.2792. At the bottam of page 7, Report 100-312, Part
‘2, after the period in Footnote 11, add the following:

The Committee notes that current federal laws allow
an Indian exercising treaty rights to be assisted by
relatives in certain cases. See, e.g., U.S. v.
Washington, 384 F.Supp. 312 (W.D. Wash.1974).

Income from treaty fishing is not subject to tax by
virtue of a member being lawfully assisted, but any
income separately derived by a non-member assisting

is not exempt.

Nr. Chairman, I want to emphasize in closing that Northwest Indian tribes
paid a heavy price in the bargain they struck with the Federal Goverrment by
giving up millions of acres of their traditional hamelands. Our forefathers
believed the treaties secured our fishing rights for all time. We modern-day
leaders share that belief as well. But now the IRS in concert with the Justice
Department seeks to rewrite history and reinterpret the treaties by declaring
the treaty right to be fair game for a Federal tax. The House of Representa-
tives has passed this measure overwhelmingly.' We urge this Committee to move
quickly for enactment of H.R.2792 in its present form to uphold the integrity
and word of the Federal Government in the treaties under consideration here as
well as those affecting other tribes across the country.

Thank ycu.
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FOUNOED 1908

Julv 18. 1988

Ms. Laura Hilcox

Hearing Administrator

U.S. Senate Committee on Finance
Room SD 205

Dirksen Senate Office Building
Washington. DC 20510

Re: Statement for Committee’s July 12 Hearing Record on
$.2078, to require a majority of employees to _approve

the establishment of an ESQOP.
Dear Ms. Hilcox:

Pursuant to the Committee’s request for testimeny on S.

2078

(Committee Press Release H-28), this letter and four (4) copies
are sent to be included in the Committee printed record of the

July 12, 1988 hearings.

I. as Administrator. object to Senator Armstrong’'s bill which

would require an employee vote on the establishment of
leveraged or non-leveraged. This bill would result in
government regulations which would hamper the creation
ESOPs. Also, the provision in the bill to require the
of the Treasury to issue unspecified regulations would

any ESOP,
massive

of new
Secretary
hamper the

formation ~f new FSOPs and make existing ESOPs less attractive.

I person: r would like to know what these requlations are going
to be s¢ t I can address myself to them specifically rather
than leav...s thg establishment to the Secretary of the Treasury.

Very truly,
INC.

cc: Mr. Ed Mihalski
Minority Chief of Staff
U.S. Senate Committee on Finance
Room SH 203 -
Hart Senate Office Building
Rashington, DC 20510
Five (S) copies LIMA'S HOME OF FULL CIRCLE PROTECTION

®)

92-266 (408)




