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MISCELLANEOUS TAX REFORMS

TUESDAY, JULY 11, 1995

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.
The Committee met, pursuant to call, at 10:02 a.m., in room
1100, Longworth House Office Building, Hon. Bill Archer (Chair-
man of the Committee) presiding.
[The advisory announcing the%xearings follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-2743
June 30, 1995
No. FC-8

Archer Announces Hearing on
Miscellaneous Tax Reforms

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and Means,
today announced that the Committee will hold a series of hearings on miscellaneous tax
reforms. The hearings will take place on Tuesday, July 11, Wednesday, July 12, and
Thursday, July 13, 1995, in the main Committee Hearing Room, 1100 Longworth House
Office Building, beginning at 10:00 a.m.

BACKGROUND:

This hearing will cover various revenue issues which have been brought to the
attention of the Committee as well as tax simplification legislation which was most recently
before the Committee on Ways and Means as part ¢f H.R. 3419 in the 103rd Congress.

Because of the large number of items described below which are within the scope of
the hearing, it will not be possible for the Committee to hear oral testimony on all of the
issues. Written submissions are strongly encouraged in lieu of appearances before the
Committee. Requests to appear are strongly discouraged with respect to issues that have
previously been the subject of a hearing before the Committee (including simplification items
from H.R. 3419 which are not proposed below to be modified). :

In announcing the hearing, Chairman Archer stated: "The purpose of the hearing is to
allow the Committee on Ways and Means to consider various relatively minor ways to
simplify and improve the current tax laws while the Committee continues its longer range
project of fundamental reform of our nation’s tax system. Because of the large number of
proposals, it will obviously not be possible for the Commitiee to take action on all of them.
As the Committee moves forward, 1 intend 1o oppose any proposals which are targeted tax
relief or which have significant cost. In addition, any proposals which are adopted will be
accompanied by a sufficient offset to avoid increasing the deficit."

The proposals below, which are the subjects of the hearings, will be more fully
described in a pamphlet to be issued by the Joint Committee on Taxation prior to the hearing.

MISCELLANEOUS TAX PROPOSALS

Accounting
1. Expense certain costs associated with natural disasters

2. Allow installment method of reporting income from sale of certain residential real
property to first-time homebuyers

3. Eliminate "look-back method" for nonresidential construction contractors

4. Repeal 1986 provision requiring contributions in aid of construction to be included in
gross income

5. Allow trading partnerships and corporations to use a mark-to-market method of
accounting for securities

6. Allow partnerships and S corporations to use fisca: year by paying estimated tax on
behalf of their owners

7. Allow deduction for intrastate operating rights of motor carriers



Permit taxpayers to estimate shrinkage for inventory accounting
Provide exclusion for certain amounts received by a utility with respect to nuclear
decommissioning costs

. Repeal Treasury ruling requirement for nuclear decommissioning costs
. Treatment of certain compensation payable by certain personal service corporations

using an accrual method of accounting

. Treatment of livestock sold on account of w:ather-related conditions
. Treatment of certain crop insurance proceeds and disaster assistance payments

Clarify availability of cash accounting method for construction contractors

Business expenses

1.

Any period during which a Federal employee is certified by the Attorney General to
be participating in a Federal criminal investigation not included in computation of one-
year limitation with respect to deductibility of travel expenses while temporarily away
from home

Deduction for regularly scheduled air transportation limited to normal tourist class fare
Increase deductibility of business meal expenses for individuals subject to Federal
hours of service limitations

Business tax credits

1.
2.
3.

Credit for rehabilitation of certain historic homes
Tax credit for electric vehicles
Tax credit and tax-exempt financing for environmental remediation expenses

Capital gains

1.

w

10-percent alternative tax on gains from assets held 5 years or more

One-time exclusion of the sale of a principal residence by an individual who has
attained age 55

a. Allow multiple exclusions where two otherwise eligible taxpayers marry

b. Allow multiple exclusions in certain cases

c. Allow muitiple exclusions in the case of certain unemployed persons

d. Treat certain disabled persons as satisfying the age 55 requirement

Revise targeted capital gains exclusion for small business

Restore exception to market discount rules for tax-exempt bonds

Charitable deduction

e il

Deduction for commemorative coins purchased from U.S. Mint

Charitable deduction for non-itemizers

Remove charitable deductions from overall limitation on itemized deductions

Repeal charitable substantiation rule for contributions of $250 or more

Allocation of basis to sale portion of bargain sales of real estate interests to charities or
governments

Enhanced deduction for corporate contributions of scientific equipment for design
research

Child Care Credit -- Extend dependent care credit and dependent assistance programs to
certain overnight camp expenses

Compliance

1

2.
3.
4,

Allow offset of State tax liability with overpayments of Federal tax
Repeal reporting requirement for real estate brokers

Extend IRS offset authority for undercover operations

Modify tip income reporting rules

Corporate

1.

w N

Provide that Alaska Native Corporation distributions of the proceeds from sale of
ANCSA resources not be treated as taxable dividends until shareholders have received
a return of capital on the resources sold

Lengthen corporate capital loss carryover from 5 to 15 years

Eliminate rule that accumulated earnings tax applies without regard to number of



4.

shareholders
Provide exception to large corporate interest underpayment rules

Depreciation_and amortization

1.

B

o N

Normalization of consolidated tax adjustments of a non-regulated subsidiary of a
regulated public utility

. Establish 15-year recovery period for small retail motor fuel outlet stores

Establish 3-year recovery period for semiconductor manufacturing equipment
Establish 3-year recovery period for property subject to certain rental purchase
agreements

Establish 10-year recovery period for “qualified commercial improvement property”
Establish 10-year recovery period for leasehold improvements

Treatment of intermodal cargo containers

Exempt acquisition of software and software services businesses from 15-year
intangibles amortization

EITC -- Allow State agencies to administer an advanced EITC payment

Education

I
2.
3.

Exclusion for income earned on State prepaid tuition plans

Adopt education savings accounts

Expand section 108(f) to provide that cancellation of certain private college student
loans not taxable income

Employment taxes

L
2.
3.

4.
5.

8.

Tax status of certain fishermen

FICA exemption for certain seasonal children camp employees

Extend FICA tip credit with respect to tips received by all persons who receive tips in
connection with the provisions of food or beverages

Effective date of FICA tip credit

Repeal presumption that bakery distributors are employees for employment tax
purposes

FUTA exemption for certain religious schools

FICA tax on health professionals’ corporation paid by two or more entities under
single employment contract

Repeal section 1706 of the 1986 Tax Reform Act

Empowerment zones

1.

2.

3.

Expand number of community development corporations (from 20 to 40) eligible for
tax credit and increase aggregate amount of contributions eligible for the credit

Tax incentives for economic recovery in designated areas with employment loss in
financial and real estate businesses

Allow 20-percent tax credit for commercial revitalization costs in empowerment zones
and other specially designated areas

Energy

1.

Amend the section 29 credit for fuels derived from nonconventional sources

a. Allow the credit to be claimed against the alternative minimum tax

b. Repeal the requirement that fuel be sold to an unrelated party in certain cases

¢. Expand the definiion of a qualifying facility in the case of fuel derived from an
underground coal gasification process

d. Redefine "tar sands” as a qualifying source and extend the period during which
recavery of fuel from tar sands may commence (and credit-eligible fuel may be
produced)

Increase the permitted refining activity in which an independent producer may engage

while still qualifying for tax benefits not available to integrated producers

Allow independent producers to engage in retail sales through regulated utility

affiliates while still qualifying for tax benefits not available to integrated producers

. Allow a tax credit for lubricating oil produced for discarded motor oil

Allow oil and gas producers to expense geological and geophysical expenses in the
year incurred



6. Extend the tax credit for electricity derived by wind and closed-loop biomass processes
to electricity from certain gas-powered fuel cells

Estate and gift tax

Exemption for historic properties

Exempt certain land subject to permanent land conservation easement from estate tax
Estate tax marital credit for certain employees of international organizations
Relief from retroactive gift tax regulation on disclaimers

Extend the "predeceased parent exception” to collateral heirs and to taxable
terminations and distributions

Increase special use valuation limit to $1.5 million

Credit for fair market value of inherited conservation property donated to Federal
Government against estate tax

8. Package of proposals to simplify and improve estate and gift taxation

9. Require notification to charitable beneficiaries of charitable remainder trusts

O e S

No

Excise taxes

1. Modify the diesel motor fuel excise tax collection rules, including refund procedures,
collection of tax on recreational boat diesel fuel, penalty for use of dyed fuel for
taxable purposes, and exemption for a State exempt from Clean Air Act dyeing
requirements

2. Treat kerosene as diesel motor fuel for excise tax purposes

3. Equalize the rail diesel motor fuel excise tax rate to that imposed on competing
transportation modes

4. Exempt AMTRAK from the excise tax on rail diesel motor fuel

5. Exempt from excise tax motor fuels used in highway engines to power non-highway
equipment mounted on trucks

6. Modify the gasoline excise tax refund procedure for gasoline sold to States and local
governments

7. Reduce the excise tax rates on propane, CNG, LNG, and methanol to reflect their
BTU equivalence to gasoline

8. Move the point of collection of the heavy truck excise tax from retail sale to
manufacture, and clarify activities which constitute taxable remanufacture of existing
trucks

9. Consolidate the current two-tier aviation gasoline excise tax at the terminal rack

10. Exempt fixed-wing air ambulances from the aviation excise taxes

11. Reduce the harbor maintenance excise tax if the unobligated balance of the
accompanying Trust Fund program exceeds $100 million at the end of any year

12. Reduce current ethanol fuels tax subsidies if carbon dioxide produced as a by-product
is marketed by the producer

13. Reduce the excise tax rate on hard apple cider to the rate of tax imposed on beer

14. Expand the tax credit for alcohol derived from fruit that is blended into distilled spirits
to include alcohol from other agricultural products (e.g. whey)

15. Modify or phaseout the excise tax on luxury automobiles

16. Modify the excise tax on ozone-depleting chemicals to (a) exempt certain imported,
recycled chemicals and (b) chemicals used in metered-dose inhalers (for 5 years)

17. Exempt stretch limousines from the gas-guzzler excise tax

18. Allow in-bond transfers of bottled distilled spirits among commonly owned distilled
spirits plants

19. Drawback of distilled spirits tax on spirits used in nonbeverage products

Exempt organizations

1. Treatment of certain costs of private foundation in removing hazardous substances

2. Prevent reclassification as UBIT of certain dues paid to agricultural or horticultural
organizations

3. Private foundations
a. modify rules for private foundation grants to foreign organizations
b. extend due date for first quarter estimated tax by private foundations

4. Common investment fund for private foundations

5. Exclusion from UBIT for corporate sponsorship payments received by tax-exempt
organizations in connection with public events
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14,
. Extend private inurement rule to section 501(c)(4) organizations
16.

Repeal 1986 extension of UBIT to games of chance

Clarify UBIT treatment of licensing of Olympic trademarks

Exception from debt-financed rules (sec. 514(c)(9)) for private foundation debt to
improve real property

Permit tax-free liquidation of certain closely held corporations whose stock is given to
charity and exempt certain assets from section 514(c)(2) debt financed rules

. Allow conversion of scholarship funding corporation to taxable corporation
. Treatment of certain amounts received by telephone cooperatives
. Clarify that parent holding companies for hospitals may qualify as public charities

rather than private foundations

. Income of a rural electric cooperative for allocable shares of maintenance, etc.

expenses to power a nonmember’s electric co. takes from a separately owned and
jointly operated electric generating facility is not included in 85-percent member
income test

Codify IRS directive governing calculation of UBIT liability from charitable gaming

Permit certain corporate conversions to tax-exempt title holding company without asset
appreciation tax where corporation is wholly owned by tax-exempt entity that received
stock as a gift or bequest

Financial institutions

1.

Delete 1993 Act retroactive denial of losses reimbursed by FSLIC assistance for failed
thrifts

2. Treat small commercial finance companies as small banks for bad debt reserve

deduction
Foreign

1. Increase in section 911 exclusion from $70,000 to $100,000 with indexing

2. Repeal of limitation on foreign sales corporation exemption for military property

3. Inclusion of computer software as foreign sales corporation export property

4. Recharacterization of overall domestic loss for foreign tax credit purposes

5. Election to use earnings and profits basis for allocation of interest expense for foreign
tax credit limitation purposes

6. Extension and modification of special allocation of research and experimental
expenditures to U.S. source income for foreign tax credit limitation purposes

7. Repeal foreign tax credit basket for "10/50" noncontrolled corporations

8. Extension of period to which excess foreign tax credit may be carried

9. Extend deemed paid foreign tax credit to dividends from, or Subpart F income of,
CFCs below third tier

10. Translation of foreign taxes into U.S. dollar amounts using average exchange rate
during taxable year

1. Expansion of de minimis exception to Subpart F income treatment

12. Treatment of foreign base company sales and services income of controlled foreign
corporations in the European Community

13. Exclusion of foreign base company shipping income from Subpart F income for
certain controlled foreign corporations

14. Exempt controlled foreign corporations from uniform capitalization rules

15. Reporting of foreign corporation earnings and profits on a U.S. GAAP basis

16. Permit shareholder of a "10/50" corporation to elect to treat it as a CFC for foreign tax
credit and Subpart F purposes

17. Increase in reporting threshold for stock ownership of a foreign corporation

18. Modification of excess passive assets provision for corporations with active financing
income

19. Exception from foreign personal holding company income and foreign base company
services income for active financing income

20. Repeal of excess passive asset provision and modification of passive foreign
investment company provisions

21. Exemption of U.S. shareholders of controlled foreign corporations from passive
foreign investment company provisions

22. Valuation of assets of a controlled foreign corporation under the passive foreign

investment company and excess passive assets provisions



23. Exempt certain income derived by insurance brokers or agents from PFIC rules

24. Prizes and awards received from a foreign payor by a nonresident alien relating to
competitions held in the United States are not treated as U.S. source income

25. Exempt service income of a nonresident alien earned on international ships or aircraft
from U.S. tax

26. Repeal portfolio interest exemption

27. Exempt certain short-term OID obligations held by a non-resident alien from U.S.
estate tax

28. Carryover of excess possession tax credit

29. Pass-through treatment for investments in U.3. mutual funds by foreigners

30. Consolidate income and loss of same country foreign corporations that elect to be
taxed as domestic insurance companies

Housing cooperatives
1. Tax relief for housing coops on interest on reasonable reserves and income from
laundries and parking; for limited equity coops, tax relief for commercial rentals
2. Treatment of coops owning only land

Insurance

Treatment of salvage and subrogation of property and casualty insurance companies
Health insurance organizations eligible for benefits of section 833

Treatment of certain gains and losses of life insurance companies under section 818(b)
Treatment of certain charitable risk pools

Small property and casualty insurance company deduction

Treatment of deposits under certain perpetual insurance policies

Extend section 130 exclusion to structured settlements for workmen’s compensation
payments

8. Treatment of certain small property and casualty insurance companies under AMT

9. Tax treatment of consolidations of life insurance departments of mutual savings banks
10. Extend section 832(e) to financial guarantee insurance

11. Increase dollar limits for burial insurance

12. Foreign companies carrying on insurance business

NN E W=

Low-income housing
1. Provide 15-year depreciation and other tax incentives to encourage the preservation of
low-income housing
Allow HOME funds to be used with 91-percent credit
Expand community service area costs eligible for credit
Change state credit authority limitation stacking rule
Expand credit to lead paint removat
Expand credit to certain cooperative housing

U p W

Minimum tax
1. Allow deduction of partnership investment expenses under AMT
2. Allow energy tax credits against AMT

Partnerships -- Permanent extension of publicly traded partnership grandfather rule

Passive losses
1. Modify the application of passive loss rules to timber activities
2. Modify the application of the passive loss rules to farming activities

Pass-through entities o
1. Subchapter S reform proposals to expand availability of Subchapter S and improve its

operation
2. Subchapter S corporations eligible for rules applicable to real property subdivided for
sale by noncorporate taxpayers
Establish financial asset securitization investment trusts (FASITS)
Establish tax-exempt municipal investment trusts (TEMICs)
Package of proposals to simplify and improve REIT provisions

Rt aditd
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Allow bank common trust funds to be transferred to more than one mutual fund
without taxing trust beneficiaries

Peace Tax Fund -- establish U.S. Peace Tax Fund to receive conscientious objectors’ income,
estate or gift tax payments to be used only for WIC, Head Start, U.S. Institute of Peace, and
Peace Corps

Pensions and employee benefits
A. Pensions

1.

A B

10.

11.
12

Nondiscrimination rules

Repeal special nondiscrimination tests for qualified cash or deferred arrangements

Modify definition of highly compensated employee to eliminate 1-officer rule

Repeal top-heavy rules (sec. 416)

Modify separate line of business rules

Modify safe harbor rule for leased emplnyees

Exempt state judicial plans from nondiscrimination requirements

Repeal. OBRA ’93 provision limiting compensation taken into account to $150,000

Repeal for pilots OBRA ’93 provision limiting compensation taken into account to

$150,000

i. Repeal minimum participation rule (sec. 401(a)(26))

Distribution rules

a. Repeal 15-percent excise tax on excess distributions

b. Provide that pension distributions are taxed as capital gains

c. Reinstate 10-year forward averaging

d. Permit penalty-free withdrawals for unemployed individuals

Limits on contributions and benefits (sec. 415)

a. Modification of interest rate provisions enacted in General Agreement on Tariffs
and Trade (GATT)

b. Eliminate combined limitation for participants in both a defined contribution plan
and a defined benefit plan (sec. 415(¢))

Employee stock ownership plans

a. Modify rules relating to deferral of gain on certain sales of stock to an ESOP
(sec. 1042)

b. Permit ESOP to be beneficiary of charitable remainder trust

c. Treatment of certain securities transferred to ESOP from terminated defined benefit
plan

d. Permit closely-held corporation to pay estate tax if stock transferred to an ESOP

Permit permanently disabled persons to contribute to section 401(k) plans

Modify sanctions for failure to comply with qualification requirements

Allow prenuptial waiver of spousal annuity benefits

Deny Federal tax information to States imposing a pension source tax

Unfunded deferred compensation plans of tax-exempt and governmental organizations

(sec. 457)

a. Exempt deferred compensation plans for volunteer firefighters

b. Increase deferred compensation limit for group medical practices

c. Require individual ownership of plan assets

Provisions relating to individual retirement arrangements (IRAs)

a. Permit tax-free rollover of certain severance payments

b. H.R. 682 ("Savings and Investment Incentive Act of 1995")

Treatment of Indian tribal governments under section 403(b)

Special rules for church pension plans

F@RMe oo g

B. Employee Benefits

1.
2.

3.
4.

Tax treatment of certain disability benefits for police and firefighters

Exclude from income retirement benefits that an employee elects to use to purchase
employer-provided accident or health care

Modify restrictions on golden parachute payments

Provide that academic health center employee housing may be excludable from income



Tax-exempt bonds

1. Expansion of arbitrage rebate exception for certain bonds

2. Bonds for certain governmental output facilities

3. Bonds for emergency response vehicles of certain volunteer fire departments

4. Space port exempt-facility bonds

5. Bonds for solar energy facility

6. Bonds for the sale of the Alaska Power Administration facility

7. Bonds for the United Nations

8. Bonds for certain pre-1990 issues in the State of Connecticut

9. Bonds related to the transfer of Port Everglades, Florida

10. Qualified mortgage bonds - home improvement loans

11. Qualified veterans’ mortgage bonds

12. Modification of exception to bank interest deduction disallowance for qualified
501(c)(3) bonds

13. Expansion and indexing of the $10 million capital expenditure limitation for qualified
small-issue bonds

14. Repeal special exception for Student Loan Marketing Association allowing deduction
for interest expense attributable to investment in tax-exempt bonds

Tax return checkoff
1. Permit individual tax return checkoff for U.S. Olympic Trust Fund
2. Permit individual tax return checkoff for Jeficit reduction

Trusts and estates
1.  Reduce tax rate increase for trusts for disabled individuals
2. Apply same income tax rates to trusts and estates as for married individuais filing
separate returns

Other

1. Allow nonprofit educational foundations to sell U.S. savings bonds

POSSIBLE MODIFICATIONS TO SIMPLIFICATION PROVISIONS
CONTAINED IN H.R. 3419 (103rd Congress)

Provisions Relating to Individuals
1. Permit payment of taxes by credit card (section 112 of the bili)

Consideration is being given to clarifying that the fees that may be imposed for using
a credit card to pay Federal taxes could not be borne by the Federal government.

2. Election by parent to claim unearned income of certain children on parent’s return
(section 113 of the bill)

Consideration is being given to deleting the provision contained in H.R. 3419, because
it is included in the technical corrections provisions contained in H.R. 1215, as passed by the
House of Representatives on April 5, 1995.

3. Expanded access to simplified income tax returns (section 116 of the bill)

Consideration is being given to deleting the provision in H.R. 3419 directing the
Internal Revenue Service to study whether the ability of taxpayers to file simplified Federal
income tax returns should be expanded because the Committee understands that such a study
is ongoing.

Pension Simplification

1. Tax-exempt organizations eligible under section 401(k) (section 212 of the bill)

H.R. 3419 would permit nongovernmental tax-exempt organizations to maintain
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qualified cash or deferred arrangements (i.e., 401(k) plans) for their employees. Consideration
is being given to providing that a tax-exempt employer that elects to establish a 401(k) plan
for its employees would not also be permitted to provide for the deferral of compensation
pursuant to section 457.

2. Nondiscrimination rules for qualified cash or deferred arrangements and matching
contributions (sec. 223 of the bill)

H.R. 3419 provides a design-based safe harbor that employers can utilize to satisfy the
nondiscrimination requirements for qualified cash or deferred arrangements. Consideration is
being given to extending this design-based safe harbor to simplified employee pensions
("SEPs").

3. Full-funding limitation of multiemployer plans (section 235 of the bill)

H.R. 3419 would repeal the 150-percent of current liability full-funding limit for
multiemployer pension plans. Consideration is being given to deleting this provision of the
bill.

4. Alternative full-funding limitation (section 236 of the bill)

H.R. 3419 would provide that the 150 percent of current liability full-funding limit
would be increased for certain employers and that the Treasury Department would adjust the
full-funding limit for all other employers so as to ensure that the provision is approximately
revenue neutral. Consideration is being given to deleting this provision of the bill.

5. Special rules for plans covering pilots (section 242 of the bill)

Under present law, a special provision permits plans covering airline pilots covered
under a collective bargaining agreement to be tested separately for nondiscrimination
purposes. H.R. 3419 would extend this special provision to all airline pilots without regard to
whether they are covered under a collective bargaining agreement. Consideration is being
given to deleting this provision of the bill.

6. Treatment of employer reversions required by contract to be paid to the United
States (section 244 of the bill)

H.R. 3419 would provide an exception to the excise tax on reversions in the case of a
reversion of excess pension plan assets that is required, by Federal law or regulation, to be
paid to the Federal government. Consideration is being given to deleting this provision of the
bill.

7. Continuation health coverage for employees of failed financial institutions (section
245 of the bill)

H.R. 3419 would provide that the Resolution Trust Corporation would be required to
provide continuation health coverage to certain employees of failed financial institutions.
Consideration is being given to deleting this provision of the bill.

8. Clarify relationship between community property rights and retirement benefits

Consideration is being given to including a provision that would clarify the

relationship between community property rights and retirement benefits (e.g., the interaction
of qualified plan requirements with state community property laws).

Treatment of Large Partnerships
1. Simplified flow through for large partnerships (section 301 of the bill)

H.R. 3419 would modify the tax treatment of a large partnership (generally, a
partnership with at least 250 partners, or an electing partnership with at least 100 partners)
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and its partners. The bill reduces the number of possible items that must be separately
reported to partners. Consideration is being given to deleting this provision.

2. Simplified audit procedures for large partnerships (section 302 of the bill)

H.R. 3419 would create a new audit system for large partnerships (in addition to the
present-law system of partnership audit rules enacted in TEFRA). The bill would define
"large partnership" the same way for audit and reporting purposes (generally partnerships with
at least 250 partners). Under the bill, partnership adjustments generally would flow through
to the partners for the year in which the adjustment takes effect. Thus, the current-year
partners’ share of current-year partnership items of income, gains, losses, deductions, or
credits would be adjusted to reflect partnership-level adjustments that take effect in that year.
The adjustments generally would not affect prior-year returns of any partners. Consideration
is being given to deleting this provision.

3. Partnership returns on magnetic media (section 304 of the bill)

H.R. 3419 would authorize the Internal Revenue Service ("IRS") to require large
partnerships and other partnerships with 250 or more partners to provide the tax return of the
partnership (Form 1065), as well as copies of the schedules sent to each partner (Form K-1),
to the IRS on magnetic media. Consideration is being given to requiring that magnetic media
filing of partnership tax returns (Form 1065) and copies of schedules sent to each partner
(Form K-1) be made mandatory, effective for partnership taxable years beginning after
December 31, 1995 (in lieu of authorizing the IRS to require magnetic media filing).

Foreign Provisions

1. Deferral of tax on income earned through foreign corporations and exceptions to
deferral (sections 401 - 404 of the bill)

H.R. 3419 would provide some coordination among the various anti-deferral regimes
applicable to U.S. persons who hold stock in foreign corporations. . Consideration is being
given to the possibility of applying subpart F 10 U.S. persons-who hold stock in foreign
corporations without regard to the level of U.S. ownership in such corporations.

Provisions Relating to Regulated Investment Companies

1. Require brokers and mutual funds to report basis to customers (section 522 of the
bill)

Consideration is being given to deleting the mandatory information reporting
requirement in H.R. 3419 because it is understood that much of the industry is voluntarily
reporting basis to shareholders.

Tax-Ex nd i0
1. Clarification of definition of "investment-type property” (section 535 of the bill)

The provision contained in H.R. 3419 would be deleted because it was clarified by a
recent Treasury regulation (Treas. reg. section 1.148-1(b)).

Administrative Provisions
1. Administrative practice and procedural simplification (sections 831-839 of the biil)
H.R. 3419 would make nine modifications related to administrative practice and
procedure, Because these provisions have generally been included in bills relating to taxpayer

bill of rights, which are likely to be considered separately by the Committee, consideration is
being given to dropping these provisions from H.R. 3419.
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Estate and Gift Tax Provisions
1. Statute of limitations applicable to valuation of gifts

Consideration is being given to adding a new provision providing that a gift for which the
limitations period has passed cannot be revalued for estate tax purposes, e.g., for purposes of
determining the applicable estate tax bracket and available unified credit. The provision would
apply to decedents dying after the date of enactment.

DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD:

Requests to be heard at the hearing must be made by telephone to the Committee’s tax
staff at (202) 225-2743 no later than the close of business, Friday, July 7, 1995. The telephone
request should be followed by a formal written request to Phillip D. Moseley, Chief of Staff,
Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth House Office
Building, Washington, D.C. 20515. The staff of the Committee will notify by telephone those
scheduled to appear as soon as possible after the {iling deadline.

In view of the limited time available to hear witnesses, the Committee may not be
able to accommodate all requests to be heard. Those persons and organizations not scheduled
for an oral appearance are encouraged to submit written statements for the record of the hearing.
All persons requesting to be heard, whether they are scheduled for oral testimony or not, will be
notified as soon as possible after the filing deadline.

Witnesses scheduled to present oral testimony are required to summarize briefly their
written statements in no more than five minutes. THE FIVE MINUTE RULE WILL BE
STRICTLY ENFORCED. The full written statement of each witness will be included
in the printed record.

In order to assure the most productive use of the limited amount of time available to
question witnesses, all witnesses scheduled to appear before the Committee are required to
submit 300 copies of their prepared statements for review by Members prior to the hearing.
Testimony should arrive at the Committee’s tax staff, room 1135 Longworth House
Office Building, no later than 12:00 noon on Monday, July 10, 1995, Failure to do so
may result in the witness being denied the opportunity to testify in person.

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit at least six (6) copies of their statement, with their
address and date of hearing noted, by the close of business on Thursday, July 27, 1995, to
Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of
Representatives, 1102 Longworth House Office Building, Washington, D.C. 20515. If those
filing written statements wish to have their statements distributed to the press and interested
public at the hearing, they may deliver 200 additional copies for this purpose to the
Committee’s tax staff, room 1135 Longworth House Office Building, at least one hour before
the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committas by a witness, any written statement or exhibil snbmitied for the printed record
or any written comments In responss to a request for written comments must conform to the guldelines listad below. Any statement or
oxhibit not Lo compliance with these guldelines will ot ba printed, but wili be maintained in the Committes files for review and use by the
Committee.

1. All and any exhibits for printing must be typed In single space on legal4ize paper and may not
excead a total of 10 pages Including attachments.
2 Coples of whols documents submittad as exhidit material will not be necepted for printing. Instead. exhidit material should be
and quoted or All oxhibit material not meeting these specifications will be maintained lu the Committee flles for

review and use by the Committse.

3. A witness appearing at a public kearing. or submlitting a statement for the record of a public hearing, or submitting writtan
In ta request for comments by the Committee, must include on his statement or submiasion a list of all
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clieats, peraons, ot organizations an whese behalf the witness appers.

4 A shoet must sach listing the name, full address, & tolophone number whers the witness
or the designated representative may be renched and & topleat outtine ar of the and n the fall
statement. This supplemental shoot will ast be jocinded ia the printes record

The abeve restzictions and Mmitations apply ouly to matsrial being vubmitted for printing. Statements and exhibits or suppiementary
material submittsd selaly for distribution to the Munbers, the press and the public during the courss of a public hearing may be submitted in
other ferms.

Note: All Committee advisories and news releases are now available over the Internet at
*GOPHER.HOUSE.GOV’ under "HOUSE COMMITTEE INFORMATION’.

(22 X2
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Chairman ARCHER. The Committee will come to order.

Before we commence the official agenda of the Committee this
morning, I would like to officially welcome our new Member, Con-

essman Greg Laughlin from Texas. We are happy to have you on
ﬁzard, and I know that you will make an excellent contribution to
the Committee, as every Member of the Committee does. We are
glad to have you here as we begin to consider the hearing subject
matter today, which is a result of many bipartisan requests that
I have received from many House Memﬁers seeking consideration
of various tax legislation. Although we have a very busy agenda
this summer, I have agreed to honor the request for a hearing, and
I am interested in learning about the various bills that have been
proposed.

The purpose of this hearing is to allow our Committee to consider
relatively minor ways to cﬁange the current Income Tax Code
while the Committee continues its longer range project of fun-
damental reform of our Nation’s tax system. Because of the large
number of proposals, it will obviously not be possible for the Com-
mittee to take action on all of them, and I can’t promise Members
that we will be able to take action on any of them. That will de-
pend upon how this process unfolds.

As the Committee moves forward, I intend to oppose any propos-
als which are rifle-shot targeted tax relief or proposals which have
any significant cost. Let me stress that we are here to clean up the
Code and fix some of its counterproductive and complicated provi-
sions. We are not here to create loopholes in the Code.

In addition, any package or proposals which may be marked up
as a result of the hearing won't be reported out unless accompanied
by offsets that guarantee no increase in the deficit.

Now, having said that, I do look forward to hearing the testi-
mony today; and I now recognize my friend, the Ranking Minority
Leader of the Committee, Sam Gibbons.

Mr. GiBBONS. Thank you, Mr. Chairman. I concur in what you
have to say, and I would only make the suggestion that if we get
far enough along in this to do revenue offsets, I would hope that
we would have some kind of public airing of those offsets. It seems
to me that past experience has shown me that we have taken too
many shots in the dark on offsets and come up with some unfortu-
nate results, but that is the only thing I have to add and look for-
ward to working with you.

Chairman ARCHER. That is a constructive comment; and, time
permitting, we certainly do want to know what we are doing when
we entertain any offsets.

Now before us in our first panel today we have Hon. Barbara
Kennelly from Connecticut, Hon. Sander Levin from Michigan, and
Hon. Amo Houghton from New York. In my part of the country we
hfz;'\)re the saying, “ladies first,” so, Barbara, would you like to start
off?

STATEMENT OF HON. BARBARA B. KENNELLY, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF CONNECTICUT

Mrs. KENNELLY. Thank you, Mr. Chairman.
Chairman Archer, I appreciate your having this hearing, and 1
appreciate your letting me testify. First, I would like to say I will
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cut my testimony short because I know how many witnesses you
have and ask that my whole testimony be placed in the record.

I am going to discuss two issues. The first is number two under
empowerment zones, tax incentives for economic recovery; and the
second is number one under employee benefits, tax treatment of
certain disability benefits for police and firefighters.

My first proposal would create three additional empowerment
zones geared to the financial services, banking and real estate or
“FIRE” industries, as categorized by the Federzﬁ Reserve.

Mr. Chairman, Mr. Rangel, and a former Member of this House,
Mr. Kemp, worked very closely on enterprise zones and that con-
cept has become a success. This is an extension of that very con-
cept. But as excellent as the present enterprise zone concept is, it
will not work for every community, particularly for those with
economies based on services.

I will use my town as an example—but I heard what you said
about rifle shots, Chairman Archer, and I know that has always
been a tradition of this Committee, and so I have written the legs-
lation so it has a very definite national impact. But let me use
Hartford, my town, as an example.

Hartford ﬁas long been known as the insurance capital of the
world and as a center for financial services. But the banking indus-
try in New England is consolidating. The real estate market col-
lapsed not too long ago and has not yet recovered. An unprece-
dented change is sweeping the insurance industry. As I said, Hart-
ford is not alone.

In the past decade, the entire country has had banking and S&L
problems. We have seen Bermuda, to name just one of our inter-
national competitors, attract $4 billion in insurance capital. Later
this year, we will debate allowing banking and other service indus-
tries, including securities and insurance, to affiliate. Even with
every merger and spinoff, every mayor, every city council, and
thousands of employees across this country ask, What does this
mean for jobs? How will this affect the property tax base and the
real estate in my city, town, or State?

My proposal would create three additional enterprise zones with
modified tax incentives targeted to services. These FIRE zones,
which could include central business districts and encompass entire
cities, would be created in areas where at least 12 percent of FIRE
employment, or 5,000 jobs, have been lost.

New or existing businesses would receive a range of tax incen-
tives, including a wage credit, unlimited expensing on FIRE build-
outs and computer equipment, as well as elimination of passive
loss restrictions on historical rehabilitation. As you know, Chair-
man Archer, and Mr. Gibbons knows so well, there really has just
been historical rehabilitation since that change—the proposal also
includes reduced capital gains rates for zone properties held 5
years—10 percent for individuals, 17 percent for corporations, and
double deductions for security expenses within the zone.

The second issue that I come before this Committee for is some-
thing that is very, very important to me, something I have worked
on for years and yet almost get there and then don’t.

Connecticut is one of several States where an error in State law
has caused benefits intended as Workman’s Comp. to be brought
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into income on audit. In our case, the State law providing benefits
for police and firefighters included an irrebuttable presumption
that heart and hypertension conditions were the result of hazard-
ous work conditions.

Connecticut has now corrected the law to satisfy the IRS by per-
mitting the State or municipality to require medical proof that the
conditions were the result of hazardous work, but the IRS has said
that those who received the benefits must pay 3 years back taxes
plus interest and penalties, even though paying interest and pen-
alties is quite beyond the means of most of these families, where
the primary breadwinner is disabled.

This legislation would recognize that the individual towns and
cities were acting in good faith. This provision was reported by the
Committee in 1992, passed the House on the suspension calendar,
and ultimately was vetoed by the President. This provision enjoys
strong bipartisan support. I hope the Committee would see fit to
provide families with the tax rehef they need most.

Chairman Archer, I will just end by saying, can you imagine if
you were a fireman or policeman, had a heart attack, was disabled,
was told that you would collect that disability, some people even
died, and then they get a letter from the IRS saying, Sorry, we
have changed our minds, and you have got to pay back taxes when
you are just trying to keep yourself together?

Thank you, Chairman Archer.

[The prepared statement follows:]
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The Honorable Barbara B. Kennelly
Testimony before the
Committee on Ways and Means
Miscellaneous Tax Reforms Hearing
July 11, 1995

Mr. Chairman, thank you for the opportunity to address the
Committee today. I will be brief but want to take the
opportunity to discuss two important issues. The first is number
two under empowerment zones--tax incentives for economic recovery
in designated areas with employment loss in financial and real
estate businesses. The second is number one under Employee
benefits--tax treatment of certain disability benefits for police
and firefighters.

My first proposal is to create 3 additional empowerment
zones geared to the financial services, banking and real estate
or "FIRE" industries as categorized by the Federal Reserve.
Charlie (Rangel), you worked on empowerment or enterprise zones
on a bipartisan basis for years with Jack Kemp and others. I
salute you for it. I supported you in your efforts and I think
the competition for both the zone and community designation
provides ample evidence of the broad support for these efforts.

My City of Hartford applied for designation as an enterprise
community but was denied. But when I started looking at the
details, it was clear to me that while empowerment
zones/enterprise communities are excellent economic development
tools, they just don’t quite fit many areas.

As this Committee well knows, the tax incentives in
empowerment zones include a wage credit, expensing of up to
$75,000 and a loosening of restrictions on tax-exempt bonds--all
incentives seemingly geared to manufacturing. Hartford and a
number of other cities around the nation, however, are different-
-our base 1s services and we would frankly benefit from a
different mixture of tax incentives.

Let me talk about Hartford for a moment though. Hartford
has long been known as the insurance capital of the world. Mr.
Christensen, I know you are aware of this. We have also
traditionally been a center for financial services. However, any
reader of the Wall Street Journal is aware of the consolidation
in the banking industry in New England and the collapse of the
real estate market. On top of this, we are in the midst of
unprecedented change in the insurance industry. In just one ten
day period recently, a number of announcements were made in
Hartford: Connecticut Mutual Life Insurance was be acquired by
Mass Mutual, the Travelers was selling its stake in Metrahealth--
the last vestige of its health business, ITT would spin off its
ITT/Hartford insurance division effective January 1st and
Business Week listed Security-Connecticut as one of the hottest
take-over targets in the insurance business.

But enough about Hartford because this proposal isn’t just
about Hartford. 1In the past decade, we have seen unprecedented
change in our financial services industries. We have had banking
and S&L problems, face increasing competition in the global
marketplace, and later in the year will debate allowing banking,
and other service industries including securities and insurance
to affiliate. In addition, we have seen Bermuda attract over $4
billion in insurance capital in the past few years. It is
certainly a beautiful place, but most importantly, it’s also a
tax haven.

And while change can certainly be good, it does creates a
tremendous amount of uncertainty. With each and every merger or
spin-off, every mayor and every city council, not mention the
thousands of effected employees ask the same two questions: what
does this mean for jobs; and what impact will this have on the
property tax base and real estate values?
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That is why I am asking the Committee modify the traditional
notion of enterprise zone to include services. My proposal would
create 3 additional zones with tax incentives targeted to
services.

Specifically, these FIRE zones would be patterned after
existing enterprise zones, but could encompass an entire city or
municipality, and more important, could include central business
districts. Eligibility would be the same as for existing
enterprise zones, with an additional requirement that an eligible
city would have to have experienced the loss of at least 12
percent of FIRE industry employment, or alternatively, 5000 jobs.

In lieu of traditional enterprise zone tax incentives, new
or existing businesses in FIRE zones would receive a range of tax
incentives.

First, to deal with jobs, there would be a wage credit for
the creation of new jobs within the zone. This would encourage
businesses to hire displaced and underemployed insurance, real
estate and banking workers as well as create entry level jobs for
clerks, and janitors.

Second, to deal with the high commercial vacancy rate
problem that plagues many cities, there would be unlimited
expensing on FIRE buildouts and computer equipment. The proposal
would also remove the passive loss restrictions on historic
rehabilitation.

Next, to provide an incentive for investors, the proposal
would provide for a reduction in the individual capital gains
rate for zone property held for 5 years to 10 percent. In
addition, capital gains on zone property would not be considered
a preference item for individual alternative minimum tax
purposes. The corporate capital gains tax rate would alsc be
reduced, to 17 percent.

Finally, many big cities aren’'t always as safe as we would
like. Therefore, the proposal would provide for a double
deduction for security expense within the zone. This should give
employers an added stake in the safety of our cities.

I hope that the Committee will look favorably on this
important issue and look forward to working with you on the
details.

While the second issue is one the Committee has previously
considered and indeed acted upon, this is the single most
important tax issue bar none to roughly 1100 families in
Connecticut as well as one of my top priorities this session. I
wanted to address it to for the benefit of the many new members
of the Committee.

I have introduced legisglation in this area, H.R. 98. It
would simply clear up a situation where erroneous state law has
caused benefits that were intended to be treated as workmen’s
compensation to be brought into income on audit. In several
states, including Connecticut, the state law providing these
benefits for police and fire fighters included an irrebuttable
presumption that heart and hypertension conditions were the
result of hazardous work conditionms.

In Connecticut, at least, the state law has been corrected
so that while there is a presumption that such conditions are the
result of hazardous work, the state or municipality involved
could require medical proof. This change satisfies the IRS
definition of workmen’s compensation. Therefore, all this
legislation would do is exempt from income those payments
received by these individuals as a result of faulty state law but
only for the past three years--1989, 1990 and 1991. From January
1, 1992 forward those already receiving these benefits would have
to meet the standard IRS test.
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The importance of this legislation is that these individuals
believed that they followed state law. The cities and towns
involved believed that they followed state law and therefore all
parties involved believed that these benefits were not subject to
tax. However, the IRS currently has an audit project ongoing in
CT and has deemed these benefits taxable. All this legislation
says is that all parties involved made a good faith effort to
comply with what they thought the law was. The state was in
error. That error has been rectified but those individuals cn
disability should not required to pay 3 years back taxes plus
interest and penalties. I don‘t have to tell you that the
interest and penalties on this tax continue to increase each day
and are quite beyond the means of most of these families where
the primary breadwinner is disabled.

This provision was reported by this Committee in 1992,
passed the House on the suspension calendar, included in H.R. 11
and ultimately vetoed by the President. This provision enjoys
the bipartisan support of the entire Connecticut Congressional
delegation. I hope that the Committee would see fit to provide
these Connecticut families with the tax relief they need most.

Thank you.
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Chairman ARCHER. Thank you, Ms. Kennelly.
Hon. Sander Levin. Sandy.

STATEMENT OF HON. SANDER LEVIN, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MICHIGAN

Mr. LEVIN. Thank you, Mr. Chairman and Mr. Gibbons and my
colleagues—our colleagues.

I am so glad to be here today with my colleague and friend, Rep-
resentative Houghton, to talk just briefly about our proposal, H.R.
1690. I believe you have a copy of my testimony, and under our
nﬁles it will be entered into the record so I won’t bother to read it
all.

I know that you, Mr. Chairman, and you, Mr. Gibbons, have been
interested in this area for a number of years. This is a matter that
very much relates to the competitiveness of American business.
Last year, we spent a lot of time crafting a historic piece of legisla-
tion implementing the Uruguay round, and I think that was a step
to help competitive American businesses compete overseas. I also
think our recent efforts on a bipartisan basis relating to United
States-Japan is also relevant to that.

But no matter how effective our trade policy may be, often it is
frustrated by our tax policy, and this is an effort to simplify what
is a very complex area of the law. Representative Houghton and I
have a friendly race to see who can understand this piece of our
Tax Code first, and we are both losing because, while we have tried
to begin to delve into this and don’t, at least on my part, claim any-
thing close to expertise, it is unusually complicated. What this bill
tries to do is to move toward simplification and rationalization.
H.R. 1690 is just a first downpayment, we hope a substantial one,
toward simplification and rationalization.

Simplifying, for example, in especially the foreign tax credit and
antideferral mechanisms. They are going to have to be there, I
think, no matter what is the reform og our Tax Code, but they have
to be far, far less complex. Also, to encourage exports and to pro-
vide incentives for R&D in the United States and overall to en-
hance the competitiveness of the United States.

We have made a lot of progress in competitiveness. We now have
the most competitive, productive business sector in the world.
There has been very substantial improvement in recent years, but
our tax laws, if they don’t strangle, do thwart.

Mr. Chairman, this isn’t a new problem. Your predecessor, Chair-
man Rostenkowski, and Bill Gradison introduced H.R. 5270 3 years
ago, and this legislation is modeled after that. There is no claim
here for originality. I think there is a hope for perseverance.

The bill has strong support in the business community, and the
reason is these companies in this instance aren’t looking for a tax
break. They are really looking for understandability, for intelligibil-
ity. I believe each of you has a copy of the “Dear Colleague” from
Mr. Houghton and myself that spells out some of the basic provi-
sions.

Could I just close by emphasizing this point? This is only a first
step. We don’t claim this bill is a finished product. We want
everybody’s input, including our colleagues’, and further input from
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not only the business community but others who have an interest
in this area.

We are attempting to remember fiscal constraint. We don’t have
a bottom line figure on this bill. The bill doesn’t cover all of the
problems in part because of the need to take into account fiscal re-
straints. But, again, this is a first step. It is preliminary. We hope
it is a move in the right direction, and we hope that this product
could be in a position in the next period of time so that if there
is action on miscellaneous tax reforms or if it might be possible to
insert these provisions or modifications thereof into a reconciliation
bill, Mr. Chairman, we would be ready. This is clearly an impor-
tant area of the law that badly needs reform.

Thank you very much.

[The prepared statement and attachment follow:]
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8TATEMENT OF
CONGRESSMAN BANDER LEVIN
BEFORE THE HOUSE COMMITTEE ON WAYS8 AND MEANS
HEARING ON MIBSCELLANEOUS TAX REFORMS

JULY 11, 1995

Thank you, Mr. Chairman, for the opportunity to testify with
my friend and colleague, Congressman Amo Houghton, on H.R. 1690,
the International Tax Simplification and Reform Act of 1995.

Last year, this Committee helped craft historic trade
legislation implementing the GATT Uruguay Round agreements that
passed Congress with strong bipartisan support.

But our trade policy too often is frustrated by our tax
policy.

Our trade policy seeks the mutual benefits of open trade,
and in particular the benefits of opening foreign markets for
U.S. exports so that America can take advantage of its superior
competitiveness to create good jobs here at home. But our tax
policy often dictates that our largest companies move those jobs
overseas, or that our smallest companies are prevented from ever
getting into the game.

Now is the time -- as the historic Uruguay Round trade
agreements begin to take effect -- to reform the international
tax provisions in a comprehensive manner so that they are more in
line with our trade policy.

The first step toward bringing our tax policy in line with
our trade policy must be simplification. The international
provisions are among the most complicated and impenetrable in the
Internal Revenue Code. And as we simplify, we must try to
accommodate other important trade policy objectives.

H.R. 1690, represents a substantial down payment in the
effort to rationalize the international area. 1In general, the
bill seeks in modest but important ways to: (1) simplify this
overly complex area, especially the foreign tax credit and the
various antideferral mechanisms; (2) encourage exports; (3)
provide incentives for performance of R&D in the U.S.; and (4)
enhance U.S. competitiveness in other industrialized countries.

And it seeks to achieve these objectives in a revenue-
conscious manner.
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This bill has a solid foundation in previous efforts. Ten
days of hearings before this Committee in 1991 gave rise to the
introduction of a similar bipartisan bill, H.R. 5270, by
Congressmen Dan Rostenkowski and Bill Gradison in 1992. And in
January 1993, the Bush Administration Treasury Department issued
its report on possible reform along these lines.

The bill has strong support in the business community,
including the National Association of Manufacturers, the
Emergency Committee for American Trade, the National Foreign
Trade Council, the U.S. Council for International Business, and
the American Petroleum Institute. In addition, over twenty of
this nation’s largest employers have expressed their individual
support for this legislation.

One of those employers, the Mobil Corporation, testified at
last month’s hearings on overhauling the tax system that a
disproportionate amount of its annual 76-pound federal income tax
return was attributable to two areas =-- the international
provisions, and the interaction of the alternative minimum tax
with the depreciation provisions. I am happy to report that
Mobil’s Senior Tax Counsel, Bill Dakin, recently wrote that H.R.
1690 "would reduce the cost of preparing Mobil‘s federal income
tax return, with little or no impact on the amount of the tax
due."

If the same is true for other employers -~ and I suspect it
is -- then this confirms that H.R. 1690 will achieve its intended
objectives.

The bottom line is clear: If the United States is to
continue to be the preeminent economic force in the world and if
our economy is to continue to create good jobs, we must ensure at
the very least that the international provisions of U.S. tax law
do not continue to stand in the way.

Current law tends to frustrate the legitimate goals and
objectives of American business. It erects artificial,
unnecessary barriers to U.S. competitiveness. These issues
cannot be swept under the rug by throwing out the current system
and replacing it, for example, with a “flat" tax, because any
system must face the thorny problem of properly taxing income
earned across borders.

H.R. 1690 will not solve all of the problems, but we believe
it is an important step in the right direction, at the right
time. We urge you to support this bipartisan effort by including
H.R. 1690’s comprehensive international tax reform as part of
this year’s tax legislation.
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Congress of the Tnitet States
Mouse of Repregentatives
THasthington, BC 20515

June 7, 1995

Dear Colleague:
]
We are writing to urge you to cosponsor H.R. 1690, the
International Tax-Simplification and Reform Act of 1995

The international tax provisions are among the most
complicated and impenetrable in the Internal Revenue Code. In
many instances they lead to results that are fundamentally at
odds with this nation’s trade policy. Comprehensive reform of
these provisions is long overdue and is relevant even under a
"flat" or "flatter" tax system.

H.R. 1690 represents a substantial down payment in the
effort to rationalize the international area. 1In general, the
bill seeks in modest but important ways to: (1) simplify this
overly complex area, especially the foreign tax credit and the
various antideferral mechanisms; (2) encourage exports; (3)
provide incentives for performance of R&D in the U.S.; and (4)
enhance U.S. competitiveness in other industrialized countries.

And it seeks to achieve these objectives in a revenue-
conscious manner.

If the United States is to continue to be the preeminent
economic force in the world and if our economy is to continue to
create good jobs, we ought to ensure that the international
provisions of U.S. tax law do not stand in the way. Current law
tends to frustrate the legitimate goals and objectives of
American business. It erects artificial, unnecessary barriers to
U.S. competitiveness.

Clearly, H.R. 1690 is not going to solve all of thd
problems, but we believe it is an important bipartisan step in
the right direction. Please join us in cosponsoring H.R. 1690 by
calling Hugh Hatcher (5-3161) or Craig Kramer (5-4961). A
summary of the bill is attached.

Many thanks,

‘\E:ESer Levin
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H.,R. 1690
INTERNATIONAL TAX SIMPLIFICATION AND REFORM ACT

Simplify and Reform the Foreign Tax Credit ("FTC")

1. Repeal basket for noncontrolled "10/50" co;porations.
2. Extend carryback and carryover rules to 3 and‘'15 years.
3. Compute FTCs using average exchange rate.

4. Extend indirect FTC from the third to the sixth tier.

Simplify and Reform the Anti-deferral Regimes
1. Treat the EU as one country under the subpart F rules.

2. Restore the active business exception for financial
services income.

3. Increase the de minimis exception to subpart F to less
than 10 percent of gross income.

4. Exempt controlled foreign corporations ("CFCs") from
the passive foreign investment company ("PFIC") rules.

Other Simplification Proposals

1. Exempt CFCs from the uniform capitalization rules.
2. Permit U.S. GAAP reporting of foreign subsidiary E&P.
3. Raise the § 6046 (a) reporting threshold to 10 percent.

Other Reform Proposals

1. Allow election to use E&P basis for purposes of
allocating interest expense.

2. Permit domestic losses to be resourced.

3. Make permanent the 64-percent allocation to U.S. source

of research and development performed in the U.S.
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Chairman ARCHER. The gentleman, in my opinion, is correct. It
desperately needs reform.
The gentleman from New York, Mr. Houghton.

STATEMENT OF HON. AMO HOUGHTON, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF NEW YORK

Mr. HouGHTON. Thank you, Mr. Chairman. Mr. Gibbons, good to
be with you and my associates here today.

I am not going to try to duplicate some of the statements which
Mr. Levin, my associate, has spoken of. What I thought I would do
is wind my way through certain things that I happen to think are
important.

Also, I would like to feel that we could submit our testimony,
which 1 will not be reading, and also a variety of other different
letters. We have letters from the National Foreign Trade Council,
National Association of Manufacturers, and a whole variety of
other people who agree with this general thrust.

Mr. Chairman, if I had my druthers, we would be doing much
more. In 1991-93 there were various stabs at changing the inter-
national tax provisions. This I think probably started with Bill
Frenzel, and then he left and then Bill Gradison. The scope of the
suggestions that both of them made was far greater than anything
which we propose here, but here is an attempt to start down the
road of correcting abuses which really prevent American job cre-
ation because of the complexity of the Tax Code, rather than trying
to correct them,

There are 14 individual items in this bill. Six of them cost abso-
lutely nothing. The other eight I am not sure what they are going
to cost because we do not have a costing out of these, but I can’t
imagine they would cost very much.-But even if you did only the
six which cost nothing, it would be a start here.

There are a variety of things which are important here, but basi-
cally what they do is cut tﬁrou h redtape, make it possible for
American companies to trade in this market, which we are encour-
aging through either regional or totally global constructs such as
NAFTA or (§A’I‘I‘, and try to make it possible for Americans to cre-
ate jobs, either to invest or to export abroad:

A few weeks ago, there was testimony here by Mobil, and you
probably remember some of the statistics. I mean, the 1993 tax re-
turns consisted of 6,300 pages, 4 feet high, and weighed 76 pounds.
I think those were roughly the numbers, and 1 don’t know how
many millions it costs Mobil, but lots. They have 745 companies,
and when each of those companies operating outside received a
package of instructions, they were inundated which took away from
their ability to do the thing which we want to encourage, which is
competing. Paperwork simplicity is very, very important.

Another suggestion here would be that you could only claim a tax
credit for taxes paid by someone else if you own 10 percent or more
of the company. Yet the Tax Code requires that for informational
purposes alone, if you own 5 percent of that company, you have to
develop reams and reams of pages justifying what you are doing
and spelling out and breaking down the various different business
units. Doesn’t make any sense at all.
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Another rather simple approach is to take an average annual
exchange rate computation rather than having to go into a spot
market any time you do a transaction and do numerous specific
calculations—and these are by the hundreds—you could do an av-
erage over the year.

I will not go into some of the other more technical details be-
cause I don’t think it is appropriate now. I do think we are on the
road to doing something which is extremely important, hopefully
that we can get back to where we were in terms of the pre-1986
act, which had a couple of baskets—an active operating basket and
an inactive passive basket—where we can do very simple calcula-
tions and put the emphasis, rather than on the Tax Code, on build-
ing the businesses.

%o, I thank you very much for hearing us out, and we would like
to submit our testimony.

[The prepared statement and attachments follow:]
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STATEMENT OF THE HONORABLE AMO HOUGHTON
BEFORE THE
COMMITTEE ON WAYS AND MEANS
JULY 11, 1995

Mr. Chairman, and fellow members of the Committee,
thank you for the opportunity to appear before you, with our
colleague Sandy Levin. We wish to discuss a bill, H.R.16830,
that we introduced on May 24, 1995. The title of the bill is
"International Tax Simplification and Reform Act of 1935".
The fourteen provisions of the bill are included in the
Advisory, No. FC-8, June 30, 1995, issued by the Chairman
under the heading "Foreign" on page 5. The subject of the
three days of hearings is the list of miscellaneous tax
reforms included in the Advisory.

The subject of these hearings -- miscellaneous tax
reforms -- is timely, and much on point with the
simplification and reform measures proposed in our bill. I
won’'t go into the details of those provisions. What I‘'d like
to do is provide a bit of perspective on why we are proposing
the changes, then ask for your support.

Let me say that we have the support of such
organizations as: The National Foreign Trade Council, The
American Petroleum Institute, The U.S. Council for
International Business, ECAT (Emergency Committee for
American Trade), and NAM (National Association of
Manufacturers). They represent many of the major
multinational companies in the United States.

Would these provisions, if enacted, benefit many of
these companies? The answer is yes, but many -of the
provisions, such as average exchange rates and the relaxation
of reporting requirements, provide a benefit in the right
direction -- reducing the regulatory and paperwork burden on
multinational companies. This is a burden that many of their
foreign competitors do not have. It is one which also is
questionable from a cost-benefit standpoint. Trade policy
has advanced, but our international tax laws have not kept up
with the changes in the trade laws, and have become a
detriment to carrying out that policy.

For some period of time, the Committee on Ways and
Means has been considering issues relating to international
competitiveness and proper taxation of U.S.-based
multinational corporations. In 1991, the Committee held 10
days of public hearings on the issues: international
competitiveness including tax, trade, education, technology
and other important issues affecting the nation’s ability to
compete internationally.

In 1992, two former members of this Committee, Messrs.
Rostenkowski and Gradison, introduced H.R. 5270. It
attempted to address many of the same issues included in our
bill. More recently, in January of 1993, the Department of
the Treasury issued a study entitled “"International Tax
Reform: An Interim Report."

Now as we begin the process of re-examining in
fundamental ways our income tax system, we believe it
imperative to address the area of international taxation. In
an Internal Revenue Code stuffed with eye-glazing complexity,
there is probably no area that contains as many difficult and
complicated rules as international taxation.

Neither one of us is under any illusion that the
measure which we introduced removes all complexity or breaks
bold new conceptual ground. For example, other areas of
concern include section 956A and the sheer number of forei
tax credit "baskets". We believe, however, that the ’
enactment of H.R.1690 would be a significant step in the
right direction. The enactment of this measure would enhance
the ability of American business in its efforts to compete
abroad. It would also be a major step in the long overdue
process of simplifying the international taxes. Why not then
move toward creating a set of international tax rules which
taxpayers can understand, and the government can administer?
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H.R. 1650 focuses on changes in three broad areas. One
category involves changes to the foreign tax credit. Foreign
tax credits ought to operate fairly and with a reasonable
measure of administrative simplicity to avoid the burden of
double taxation. We believe that the measures outlined in
H.R. 1690 go a long way toward making a foreign tax credit
system fairer and simpler.

A second category relates to the so-called antideferral
mechanisms set forth in the Internal Revenue Code. Though
the United States has had the general policy of not taxing
income of foreign subsidiaries earned abroad until that
income is brought back into the United States, the anti-abuse
rules (began with the enactment of Subpart F in 1962) have
now reached the point at which the exceptions have virtually
swallowed the rule.

A bewildering array of antideferral rules (under
Subpart F, the foreign personal holding company rules and the
passive foreign investment company rules) has created serious
complexity. BAmerican business finds it hobbling to compete
abroad if it must comply with rules which at best frustrate
legitimate business activity and at worst create an
administrative nightmare. Neither corporate taxpayers nor
the Internal Revenue Service can understand them. We do not
suggest that anti-tax havens and anti-abuse rules are not
appropriate. But it is clear that the balance has moved too
far in the direction of excessive restrictions and
overwhelming complexity. The measures set forth in H.R. 1690
are a significant and important step in correcting this
imbalance.

Finally, H.R. 1690 incorporates several significant
changes in allocation and accounting rules. These changes
are required to better ensure that the foreign tax credit
rules operate properly, i.e. provide for greater taxpayer
compliance by eliminating unnecessary complexity, also to
make U.S. companies more competitive abroad and by creating a
more equitable and administrable means of making certain
allocations.

In summary, therefore the proposed changes we believe
represent a creditable package and a "down payment" on
further reform in the international tax area. We ask you to
join us, in this bipartisan effort, by supporting these
changes as part of this year’'s tax legislation. Thank you.
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NATIONAL FOREIGN IB.ADE COUNCIL, INC.
1625 K STAEET. N.W., WASHINGTON, DC 20006-1604 ’

Tel: (202) 887-0278 @ FAX: (202) 452-8160

Contact Pexzmon:

Robert H. Green ¥ay 24, 1995

PRESS RELEASE

Tae National Foreign Trade Council, Inc. (KFIC) wishes to
offer praise and support for the legislation (H.R. 1690) introduced
today by Representatives Amo ¥oughton (R-NY) and Sander Levin (D-
MI). As prominent members of the Tax-Writing House Ways and Means
Coumittee, Represenctatives Houghton and Levin are to be saluted for
showing excraordinary bipartisan leadership in tackling one of the
most difficult and complex areas of the U.S. federal income tax

:

system, napely, the U.S. incermational tax regime.

The current U.S. interpaticnal cax rvles were developed in a
much different era when ¥.S. companies were dominant,
competition frum foreign companies was virtually ncmexistent. The
global economy oFf the contemporary era demands that the U.S. rules
be modernized to reflect current competitive realities.

The proposals contaived in the Foughton/levin legislation
reflect an attempt by the authors to achieve certain objectives for
the U.S. business community operating abroad without completely
overhauling the U.S. internatiomal tex regime. The NFTC strongly
supports pursuit of these objectives, which include:

Allowing U.S. coméanie_s to compete on a more equal.
footing for market share against their foreign
counterparts; :

- Rédncing the incidence of double taxatien on U.S.
companies operating abroad; '

- Mitigating the inordinate compliance costs ‘to U.S.
companies opexating in foreigu Jjurisdictioms without
czusing a serious revenue loss to the Treasury;

. Supporting proposals that are generic in nature and apply
to a I:iruad spectrum of U.8. industry econducting business
abroad; and

- Encouraging manufacturing and the performance in the U.S.
¢f reseaxch and developwent, which will lead to the
licensing and sale of U.S. products in foreign markets.
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In particular, the NETC would like to express its support for
the following provisions in the .legislatiom:

Avply the Took-Through Rule to 10/50 Corvorations. The

provision would apply the look-through rule to
noncontrolled foreign corxporations and would repeal the
separate foreign tax credit limitation for the
noncontrolled so-called 10/50 corporations/i.e./
corporations in which the U.S. taxpayers own at least a
10 percent, but not more than a S50 percemt voting
ipterest. The proposal would relieve the incidence of
double taxation that quite often is imposed on U.S.
companies that acguire a minority interest in joint
ventures with foreign concerns to develop or .market a
product line in a particular jurisdiction or regionm.
Foreign cowpanies are not forced to comply with similar
restrictions wunder the tax laws of their own countries.

Exempt Controlled Foreigqn Qorporations (CFCs) from the

PFIC Rules. Both the Subpart F provisions and the PFIC
rules were intended to require current taxation of the
earnings of foreign companies in which U.S. taxpayers
either earn a controlling interest or are investors. The
Subpart F rules tax the U.S. shareholder om the current
earnings of a CFC where the earnings are derived
principally from passive income or active income
generated in tax haven jurisdictions. The PFIC rules
were intended to tax U.S. investors currently on earnings
from certain mutual funds abroad even where the investors
do not own a controlling interest. The proposal would
eliminate the duplication between the two anti-deferral
regimes that cause unintended adverse results to U.S.
companies, while dramatically reducing the compliance
costs associated with the Subpart F and PFIC rules.

Extend t i edit <} ove

Rules. The legislation would extend the carryback and
carryover rules for excess foreign tax credits to three
years for carrybacks and 1S years for .carryovers of
excess foreign tax credits. Due to restrictive foreigm
tax credit rules and the lower corporate rate adopted in
the 1986 Tax Reform Act, many U.S. companies have excess
foreign tax credits, which are about to expire. If the
current limits are not extended, U.S. companies will face
double taxation on income earmed abroad.
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1

- Brovisions to Expand Export Sales. The NFTC support the
following provisicns in the legislation which will boost
U.S. exports and promote the sales of U.S. prcduct:s
through CFCs: increase the deminimis exception: from
Subpart F to less than 10 percent of gross income; treat
the EuzopeanUmonascuecomtrymoertheSubpartF
rule; and allow resourcing of domestic losses to parallel
current rules rega.rda.ng resourcing of foreign losses.

- rral £ ive F. ome.  The
leg:.slat:.on would belp to place the U.S. financial
service industry on a more equal footing with its foreign
counterparts by restcn.ng deferral for most active
financing income.

Simplification Provisioms. I‘he leg:.sla:ion also contains a

number of needed simplification provisicns, several of which are
incorporated from the foreign s:.mpl:.f::.catlon package in H.R. 3419,
which was not enacted last year.. Thesé include: extension of the
indirect foreign tax credit from the third to the sixth tiers;
permit use of the average foreign exchange rate in computing
foreign tax credits; zaise the reporting threshold under Section
6046(a) to 10 percent; and lexempt CFCs from the uniform
capitalization rules under Sect:.on 263A.

The impact of these prov':l.smns, if enacted, would improve the
position of U.S. companies in the intermational arema in a number
of important respects: it would allow them to compete cn a more
level playing field for tax fpurposes against their foreign
counterparts; it would encourage the performance of manu.factu.rmg
and R&D in this country which will lead to licemsing and sales
abroad; it would reduce the incidence of double taxation om the
global income of U.3. compam.es, and it would drast:.cally reduce
the inordinate compliance costs that U.S. companies face in
reporting their wmultinational income for tax purposes.

The NFTC congratulates Represem:ax::.ves Houghton and Levin and
their staffs in dev:v.smg a well balanced, construct:.ve- approach to
addressing the competitive problems that U.3. compani®es face under
current U.S. tax rules in the global marketplace. We look forward
to working with their offices to epact this legislarion. We would
urge prompt public hearings on this legislation, and expeditious
consideration by the Congress.
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N 4 '- 5 National Association

of Manufacturers

GF Thum
Vice President

Texstion & Fconomic Policy

July 10, 1995

The Honorable Amo Houghton

United States House of Representatives
1110 Longworth House Office Building
Washington, DC 20515

Dear Representative Houghton:

We are writing to express NAM's strong support of H.R. 1690, the International Tax
Simplification and Reform Act of 1995, and to commend you and Representative Levin for
your leadership on this bill.

The international provisions of the Internal Revenue Code are hopelessly complicated.
They impose an enormous compliance burden on U.S. taxpayers, and often needlessly
restrict the ability of American companies to engage in international transactions and to
compete effectively in the world market. Comprehensive reform of these provisions 1o make
them consistent with U.S. economic and trade policy is critica! to providing U.S. jobs and

growth.

The NAM believes that H.R. 1690 is a good beginning on such reform, at a minimal
revenue cost. We are particularly pleased that the bill would repeal the "10/50" basket for
foreign tax credits, and reduce double taxation by (1) extending the number of years to which
foreign tax credits can be carried forward and back, and (2) extending the oumber of tiers
from which indirect foreign tax credits can be claimed. Recognition of the European Union
as a single country, and elimination of the overlap of the CFC and PFIC rules are impormant
steps in the simplification and rationalization of the Subpart F provisions. Finally, the NAM
believes that making the "64% R&D allocation” permanent and allowing the election to use
E&P basis for allocating interest expense is an important step in encouraging U.S. research
and eliminating controversy and inequities in the allocation provisions.

The NAM strongly supports this bill.

Sincerely,
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TO: Committee on Industry Statgments
Foreign Source Income Committee

American Petroleum FROM: Barbara Bush W Y
1220 L Street, Nonhwest -
Washington, 0.C. 20005 Sent: June 21, 1995 r\\
(202) 682-8100 l ) " \4

Charles J. DiBona
Prasident

June 19, 1995

The Honorable

811l Archer

Chairman, Committee on Ways and Means
U.S. House of Represantatives
Longworth Office Building
Washington, DC 20515-6348

Dear Mr. Chairman:

The American Petroleum Institute (API) would like to express its
support for H.R. 1690, The International Tax Simplification and
Reform Act of 1995, introduced by Congressmen Levin and Roughton
on May 24. For many of API's members with international operations
the proposed simplifications would substantially alleviats current
tax compliance burdens within the complex system of U.S. taxation
of foreign operxations.

In comments to the tax writing coimittees in past years API has
identified the issues in the taxation of foreign operations which
are of concern to our membars. While H.R. 1690 does not address
all of these issues, it does include many of them. At the present,
of specific interest are Bill Sec. 4 (exception from UNICAP rules),
S8ec. 6 (extension of foreign tax credit carryover rules), Sec. 7
(extended look-through with respact to i from rolled
section 902 companies), Sec. 9 (exclusion of CFC sharaholdsrs from
PFIC regime), and Sec. 11 (recapture of overall domls.ic loss).

In view of the continuing growth of the global market with a more
complex international involvemsnt of U.S8. companies, any step
toward gimplification like H.R. 1690, particularly in the area of
tax compliance and administration, is needed and should be
promoted.

Sincerely,

RECEIVED
JUN 211995
E.F. DODDS__

An equal opportunity emplayar
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Emergency Committee for American Trade 1211 ¢, Ave. NW. W D.C. 20008 (202) 630-814Y
July 10, 1995
The Honorable Amo Houghton
United States House of Representatives
1110 Longworth House Office Building

Washington, D.C. 20515-3231

Dear Congressman Houghton:

I am writing to express the strong support of the members of the Emergency
Committee for American Trade (ECAT) for HR.1690, the "Intemnational Tax
Simplification and Reform Act of 1995," introduced by yourself and Congressman Sander
Levin. We have long advocated and supported many of the provisions of the bill, and we
commend you for your initistive in introducing it. All provisions of HR. 1690 represent
sound tax policy.

Without attempting to catalog ECAT positions on each of the bill's provisions, let
me simply note that enactment of HR 1690 would temper some of the excesses in the
taxation of foreign source income included in the 1986 tax reform bill and in other pieces
of legislation. By simplifying several complex areas of the tax code concerning foreign
source income, the provisions of H.R.1690 would reduce the administrative burden and
costs of compliance. We particularly welcome the provisions concerning the allocation of
R & D and interest expenses and those simplifying and reforming the foreign source
income “deferral” provisions..

H.R 1690 is of more than academic interest to the members of ECAT. Enactment
of the bill would assist their competitiveness at home and abroad. The approximately 60
members of ECAT are all U.S. headquartered firms with extensive international business
interests. Their anntual worldwide sales are over $1 trillion. They employ about five
million workers, and they account for a substantial portion of total U.S. exports. ECAT
member firms operate facilities in every state and in nearly all 435 congressional districts.

Again, thanks for your initiative in introducing H.R. 1690.
Sincerely, .
Bt U Huie
Robert L. McNeill
Executive Vice Chairman
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June 2, 1995

The Honorable Bill Archer

Chairman, Committee on Ways and Means
United States House of Representatives
Longworth House Office Building
Washington, DC 20515-6348

Dear Mr. Chairman:

The United States Council for International Business wishes to express its support for H.R.
1690, the International Tax Simplification and Reform Act of 1995, which was introduced last
week by Congressmen Houghton and Levin. The provisions of this bill, if adopted, would
substantjally alleviate the burden of tax code complexity which U.S. corporations now face with
regard to the intemational area, and thus enhance their international competitiveness vis-a-vis
their foreign competitors.

We are pleased to note that this bill contains many of the changes which we recommeaded in
our letter to you of March 8, 1995, wherein we expressed our support for simplification in the’
foreign area and for your efforts in this regard. Specifically, the allowance of look-through
treatment for non-controlled Section 902 company dividends and the repeal of the separate basket
approach for these companies would allow cross crediting of foreign taxes, and level the playing
field between U.S. companies and foreign companies which are not subject to additional home
country taxation. The exemption of U.S. controlled foreign corporations (as defined in Subpart
F) from the passive foreign investment company rules would correct an inadvertent overlapping
of the PFIC and Subpart F rules, and thus greatly reduce complexity in the case of such
companies. The extension of the foreign tax credit beyond the third tier and the extension of
foreign tax credit carryovers would also significantly reduce complexity andwould help reduce
the double taxation of foreign source income which impedes U.S. competftiveness abroad.

The bill also contains many helpfui provisions which we have not mentioned heretofore, such
as the exclusion of CFCs from uniform capitalization rules, making permanent the 64%
allocation of U.S. R&D expenses 1 U.S. source, the recapture of domestic losses as foreign
sourced income, increasing the de minimis exception to Subpart F treatment to less than 10%
of gross income, and the use of the average rate of exchange in translating foreign taxes.

We regret that the bill does not address the problems created by the excess passive assets rule
(Section 956A). We hope that this issue may be addressed as your Committee further considers
H.R. 1690. We will, ofcourse,beprepamd to work with your staff on the repeal of Section
956A which, we believe, will result in litde or no revenue cost because of the interaction
between ‘956A and Subpart F.
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In sum, this bill makes great strides toward simplifying the international provisions of the U.S.
Internal Revenue Code. We therefore strongly urge that this bill be acted upon, with the
incorporation of our suggestion as noted above, as soon as possible, with a view to incorporating
it into this year’s budget reconciliation bill.

Sincerely, .
Robext T. Scott mﬂc}m%m

Chairman, Committee on Taxation International Tax Couasel
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Chairman ARCHER. I want to thank all three of you for very
thoughtful input to the Committee, and now I recognize Mr. Gib-
bons for inquiry.

Mr. GIBBONS. Mr. Levin, Mr. Houghton, I wish you well in your
crusade to straighten out the foreign tax problems that we have.
It is my estimation that we spend more money trying to collect
these foreign taxes than we actually collect in taxes. If you go
around the world, you will find a U.S. representative of the Inter-
nal Revenue Service in about every major city on Earth and some-
times numerous members of the IRS in those places.

Eventually, we are going to have to go to a consumption-based
tax which every industrialized country except the United States
and Australia have gone to, and nobody makes the effort to reach
out and tax their businesses and their citizens to the extent that
we do. Our foreign tax provisions are absolutely unproductive, all
because we got mad at a few Hollywood starlets who moved their
tax status to Mexico to get out of paying U.S. income taxes.

There are better ways of doing it. A value-added tax is probably
the easiest and fairest and fits in with the international picture
better than anything else. But good luck. Appreciate your trying.

Mr. Houghton, I hope you are able to pass that little bill that
Barber Conable originated and passed on to me and you cospon-
sored this time. We certainly need to do that. We have unfairly
treated surviving spouses of international civil servants who are
assigned to this country by the way we tax them on their estates,
and it ought to be corrected.

Mr. HOUGHTON. Thank you.

Chairman ARCHER. Are there any other Members who wish to in-
quire? If not, thank you very much.

Mrs. KENNELLY. Thank you, Chairman Archer.

Chairman ARCHER. Our next panel is Hon. William Goodling,
Hon. Barney Frank, Hon. Tim Johnson, Hon. Peter Blute, and Hon,
Peter Torkildsen. Will you please come and take seats at the wit-
ness table.

Gentlemen, we are happy to have you before the Committee
today and pleased to entertain your suggestions for changes in the
Code and particularly want to welcome the Chairman of the Eco-
nomic and Educational Opportunities Committee, Mr. Goodling.

You may proceed. Your entire statement, if you have one in writ-
ing, will, without objection, be entered in the record, and you may
summarize orally in any way that you wish.

STATEMENT OF HON. WILLIAM F. GOODLING, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF PENNSYLVANIA

Mr. GooDLING. Thank you, Mr, Chairman.

First of all, could I take one of these pitchers along to show my
staff how it is done on my Committee?

Several years ago, I had an opportunity to visit a housing site
where a young contractor had built and sold approximately 150
single-unit homes. He was able to do this because he was able to
help these first-time homeowners get around the idea of where do
I get the downpayment. Usually, first-time home buyers, that is
their big stumbling block. What he did was get a bank to finance
the 80 percent; he, in turn, took a second mortgage for the down-
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payment, for the 20 percent, with the same rates as the bank
charged and the same situation as the bank had.

The bank was very happy to do this because they realized that
both the home and the land and so on were far more valuable than
the kind of money they were putting up for that mortgage, a 30-
year mortgage. He sold over 100 of those single-unit homes in 1
year’s time—or about 18 months.

I visited there and also went through the homes and visited the
families who were living there who were very thankful for this very
creative way of helping them become first-time home buyers.

And along came the 1986 tax changes and, inadvertently, his
program was hit right on the head and squashed dead in its tracks
because there you were aiming at those people who were trying
to—businesses and individuals who were seeking tax shelters. The
only problem was the IRS then ruled that he fitted into the same
category because they said that he had to pay tax the first year on
the 100-percent purchase price. Well, of course, that took all of the
money away that he was going to use for the downpayment, for the
20 percent. Because when they taxed him, even though he didn’t
collect the money over that first year but over many years, they
taxed him as if all of the money came in in the first year.

What I have tried to do is take us back to where we were in
1986, because I know that was not what you had planned when
you made those tax changes. As I said, you were after businesses
and individuals who were seeking tax shelters.

What I did in H.R. 1076 is take us back prior to the 1986 tax
changes so that he would then be able to continue to use that
money to put up that 20 percent downpayment so these first-time
home buyers would be able to purchase the homes. I hope that you
will take a careful look at the legislation because, as I indicated,
I am sure that was not what you had hoped to do in the 1986 tax
changes, but it is just, unfortunately, the way the IRS interpreted
what was done. .

This man is—his creative way of helping people become first-
time home buyers and create a lot of jobs in our area because, of
course, they are producing homes, was wiped out. So, I would hope
that you would take a look at it.

I thank Mr. English also for helping me get to this point because
I think it is something you really need to look at and I hope that
you will.

Chairman ARCHER. Thank you, Mr. Chairman. I appreciate your
suggestions.

I would just quickly file a disclaimer that Phil Crane and I led
the opposition to the 1986 act on the floor of the House, so we take
no blame for any of the provisions that are in it.

Mr. GooDLING. But you will take a lot of credit if we get it
changed.

Chairman ARCHER. Any time we can improve the Tax Code, that
is what we are here for.

[The prepared statement follows:]
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TESTIMONY OF HON. WILLIAM F. GOODLING
A MEMBER IN CONGRESS FROM THE STATE OF PENNSYLVANIA

Good Morning. First, | would like to thank Chairman Archer and
Mr. Gibbons for the opportunity to testify on legislation | recently
introduced, the "First Time Homebuyers Assistance Act." | would
also like to thank my colleague from Pennsylvania, Congressman Phil
English, for his assistance.

| believe my bill, the "First Time Homebuyers Assistance Act,”
wili make the American dream of owning a home a reality for
thousands of renters. Today’s renters often pay as much for rent as
homeowners pay for a monthly mortgage payment.

It is not surprising that the 1994 Fannie Mae National Housing
Survey found 86 percent of renters believe they would be better off
owning a home. To many Americans, homeownership means
financial, psychological, and familial security. It means a stronger
economy, safer neighborhoods, and a better quality of life.

Given such an optimistic view of homeownership, why do so
many renters continue to rent? According to the Fannie Mae survey,
an overwhelming 65 percent of renters rank the downpayment as
their primary obstacle to owning a home.

Several years ago, one of my constituents, Barry Rauhauser, a
home builder in York, PA, developed a unique and innovative
arrangement in which moderately-priced single-family homes are
constructed for purchase with no downpayment.

A local financial institution finances 80 percent of the loan,
while the remaining 20 percent, in the form of a second mortgage, is
financed by the local builder. This creative financing plan makes the
purchase of a home affordable to hard-working people who cannot
afford a downpayment. Mr. Rauhauser has noted that many more
banks are accepting this type of financing as they are assured they
are well protected and see the positive results of increased
homeownership.

My bill will encourage builders to finance the cost of the
downpayment for low- to mid-priced single family homes. The current
tax code penalizes builders who finance the downpayment on behalf
of the purchasers. The law limits a builder’s ability to finance second
mortgages because it assumes that buyers are paying the entire
balance in the year the property is purchased.
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The law requires builders to pay taxes on the entire
amount of the income received from a mortgage in the year the
purchase is made. For a builder, it becomes almost impossible to pay
these taxes, not having cash on hand to do so until the balance of the
mortgage payment is received at a future date.

In short, the Tax Code prohibits a builder from using the
installment method to calculate his tax liability. This situation places
a builder in a financial bind and jeopardizes the future of this and
similar housing programs.

H.R. 1076 would apply to single family, owner-occupied units.
The purchaser must be a first-time homebuyer who qualifies for 100
percent of the loan. Further, the legislation directs that a second
mortgage on the property be no more than 20 percent of the sale
price and applies only to single-family homes costing no more than 75
percent of the median home price for newly constructed one-family
residential real property in a given area.

Last month the Clinton Administration announced a National
Homeownership Strategy plan to increase homeownership in America
from 64 percent to an all-time high level of 67.5 percent by the year
2000. According to the Department of Housing and Urban
Development, this increase represents 8 million additional
homeowners. | believe my legislation would contribute significantly to
this goal.

As the Committee on Ways and Means considers various tax
proposals, | urge the Committee’s support of H.R. 1076 which
encourages creative financing and is specifically geared to helping
those Americans who need the most assistance in buying a home.
This legislation is a win-win-win situation for all involved. It's a win
for the builder who can create more jobs in the housing industry. It's
a win for the economy. And, most importantly, it's a win for the
first-time homebuyer who can make the American dream of owning a
home an American reality!
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Chairman ARCHER. Mr. Johnson, you are recognized. As I men-
tioned earlier, for all of you, if you have a written statement, the
entire statement, without objection, will be printed in the record,
andhyou may proceed verbally to summarize in any way that you
wish.

STATEMENT OF HON. TIM JOHNSON, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF SOUTH DAKOTA

Mr. JOHNSON of South Dakota. Thank you, Mr. Chairman and
Ranking Member Gibbons.

I will submit my full written statement for the record and sum-
marize briefly legislation, H.R. 1588, which I bring before the Com-
mittee. This legislation would correct an oversight in the Tax Code
affecting farmers and ranchers who are forced to sell their livestock
prematurely due to weather-related conditions.

I believe that this particular legislation is precisely the kind of
responsible but minor change in the Tax Code that these hearings
were called to address. While this bill would have a huge impact
on a sector of our economy, it is a minor change in the overall
scheme of things.

The current Tax Code contains two provisions that serve to
spread out the financial pain that drought conditions impose on
livestock producers. The first is a provision which allows livestock
producers to defer taxes on any gain from forced sales of livestock
when they invest the proceeds in similar property within 2 years.
In other words, producers may use the proceeds of the sale to re-
build their herds without incurring a tax penalty.

The second provision permits producers who do not reinvest in
similar property to include the proceeds of their sale in their tax-
able income during the following year, rather than during the same
year that they are facing the drought.

These provisions have been very helpful to producers who have
experienced a drought. However, due to an oversight, they do not
apply to livestock sold on account of flooding or other weather-
related conditions. Floods, Mr. Chairman, can be just as devastat-
ing to producers as drought conditions and can cause the disrup-
tion of crops grown to feed livestock, loss of critical pasture land,
damage to fences, and high loss of young stock.

The heavy rains and flooding t%at we have experienced in my
State of South Dakota this year, for instance, caused calf losses as
high as 40 percent in some areas in the spring, with 10 percent
being common. Many areas are still under water from excessive
rainfall. A great many ranchers have had to put their cattle out to
pasture ear{ir;l, before spring growth, meaning they will face a short-
age of forage. With the flooding also producing a steep increase in
feed prices, these ranchers will be forced to sell their cattle pre-
maturely.

My legislation would simply take the provisions in the Tax Code
relating to forced sale of livestock due to drought and extend them
to include flooding and other weather-related conditions.

More evidence of the fairness of this proposed tax change is that
farmers who lose crops due to natural disasters, including flooding,
are able to benefit from certain provisions in the Tax Code. For in-
stance, farmers who receive insurance or disaster payments when
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their crops are lost or damaged due to severe weather conditions
are often permitted to include these payments in the year following
the disaster. I find it difficult to justify the fact that farmers who
lose crops on account of flood conditions are covered by these provi-
sions while producers who are forced to sell livestock because of
that same flooding are not.

The Joint Tax Committee has completed an analysis of the reve-
nue implications of the bill. This legislation would have a negligible
impact on Federal revenues, averaging about $2 million a year. The
assistance that the bill would provide to producers affected by
floods and other weather-related conditions is well worth that
minor cost.

Mr. Chairman, I am pleased to state that this legislation has bi-
partisan support in the House. Cosponsors of the bill include Mr.
Hostettler, Mr. Peterson of Minnesota, Mr. Lightfoot, Mr. Sten-
holm, and Mr. Laughlin. Additionally, I want to thank Mr. Gibbons
for his kind letter offering support of the bill.

We have a corresponding bill on the Senate side which also has
bipartisan support, and this legislation is endorsed by the National
Cattlemen’s Association, the National Pork Producers Council, the
National Farmers Union, and the American Farm Bureau Federa-
tion.

Mr. Chairman, thank you for allowing me this opportunity to tes-
tify on behalf of this small—but nonetheless, critically important
for a certain sector of our economy change in the Tax Code. I am
certain that you and the rest of the Committee will agree that it
is unfair to deny disaster-related provisions of the Tax gc:de to live-
stock producers simply because a disaster involved is a flood rather
than a drought. I appreciate very much your careful consideration
of this legislation.

[The prepared statement follows:]
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TESTIMONY BY CONGRESSMAN TIM JOHNSON ON H.R. 1588, LEGISLATION
THAT WOULD ESTABLISH MORE EQUITABLE TAX TREATMENT FOR
LIVESTOCK PRODUCERS WHO ARE FORCED TO SELL LIVESTOCK ON

ACCOUNT OF WEATHER-RELATED CONDITIONS

BEFORE THE COMMITTEE ON WAYS AND MEANS

JULY 11,1995

Mr. Chairman, Ranking Member Gibbons, and other members of the Committee, I
appreciate the opportunity to come before you to testify on behalf of H.R. 1588,
legislation that would correct an oversight in the tax code affecting farmers and
ranchers who are forced to sell their livestock prematurely due to weather-related
conditions. I believe that this legislation is precisely the kind of responsible, minor
change in our tax code that these hearings were called to address.

The current tax code contains two provisions that serve to spread out the financial
pain that drought conditions impose on livestock producers. The first provision
allows livestock producers to defer tax on any gain from forced sales of livestock
when they reinvest the proceeds in similar property within two years. In other
words, producers may use the proceeds of the sale to rebuild their herds without
incurring a tax penalty. The second provision permits producers who do not
reinvest in similar property to include the proceeds of their sale in their taxable
income during the following year, rather than during the same year they are facing
the drought.

These provisions are very helpful to producers who have experienced a drought.
However, due to an oversight, they do not apply to livestock sold on account of
flooding or other weather-related conditions. Floods can be just as devastating to
producers as drought conditions, and can cause the destruction of crops grown to
feed livestock, loss of critical pasture land, damage to fences, and high losses of
young stock. The heavy rains and flooding we have been experiencing in my State
of South Dakota caused calf losses as high as 40% in some areas this spring (with
10% loss being common), and many areas are still under water from excessive
rainfall. A great many ranchers had to put their cattle out to pasture early, before
spring growth, meaning that they will face a shortage of forage. With the flooding
also producing a steep increase in feed prices, these ranchers will be forced to sell
their cattle prematurely. My legislation would simply take the provisions in the tax
code relating to forced sales of livestock due to drought and extend them to include
flooding and other weather-related conditions such as the kind livestock producers
in the upper Midwest and other areas of the country are experiencing.

More evidence supporting the fairness of this proposed tax change is that farmers
who lose crops due to any natural disaster, including flooding, are able to benefit
from certain provisions in the tax code. For example, farmers who receive
insurance or disaster payments when their crops are lost or damaged due to severe
weather conditions are often permitted to include these payments in the year
following the disaster. Provisions such as this are designed to spread out the impact
of taxes on farmers in these situations. I find it difficult to justify the fact that
farmers who lose crops on account of flood conditions are covered by these
provisions, while producers who are forced to sell livestock because of the same
flooding are not.

Although the Joint Tax Committee has not completed its analysis of the revenue
implications of this bill, my legislation should have a negligible impact on federal
revenues, somewhere in the range of a few million dollars a year. The assistance
that this bill would provide to producers affected by floods and other weather-
related conditions is well worth the small cost.
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Mr. Chairman, I am pleased to state that this legislation has bipartisan support in
the House. Cosponsors of the bill include Mr. Hostettler, Mr. Peterson of
Minnesota, Mr. Lightfoot, Mr. Stenholm, and Mr. Laughlin. Additionally, I would
like to thank Mr. Gibbons for his kind letter offering support of this bill. On the
Senate side, identical legislation has been introduced by Senator Daschle, and his bill
also has cosponsors from both sides of the isle. A number of important agricultural
organizations have announced their support of this bill, including the National
Cattlemen's Association, the National Pork Producers Council, the National
Farmers Union, and the American Farm Bureau Federation.

Mr. Chairman, thank you for allowing me the opportunity to testify on behalf of
this small, but nonetheless very important, change in our tax code. I am certain that
you and the rest of the committee will agree that it is unfair to deny the disaster-
related provisions of the tax code to livestock producers just because the disaster
involved is a flood and not a drought. I ask you to join me in making this
common-sense change to the federal tax code, and provide some needed assistance
to our nation's livestock producers.

While T am before you, I would like to share my concerns relative to another area
where our tax code needs some clarification Since 1 was not called before the
committee to testify on this matter, and I know that you have a very busy schedule, 1
will not spend a great deal of your time discussing this problem. However, I would
like to call your attention to- how certain agricultural vehicles are affected by the
highway excise tax. As you know, an excise tax is placed on the sale of heavy trucks,
trailers, and tractors in order to compensate for the wear and tear of these vehicles
on our highways. Many agricultural vehicles — such as those used to prepare and
haul feed, seed, and fertilizer — are exempt from this tax based on the principle that
their use on the highways is limited. However, 1t seems that the IRS has interpreted
congressional intent in an overly-narrow fashuon, and has attempted to apply the
excise tax to some agnicultural vehicles despite the fact that they are only used on a
seasonal basis (3 to 4 months per yeary, that they contain specialized equipment that
1s used for loadmg and unloading farm products, and that several states restrict their
use on the highways. 1 am refernng specfically to cotton module trucks and trailers.
One company that manufactures these cotton module haulers is based in the town
of Eden, South Dakota. I beheve that Congress should clanfy its onginal intent in
order to ensure that the highway excise tax should not be apphed to specialized farm
equipment that i1s used on a seasonal basis. I am working with-the National Cotton
Council and the National Ginners Association on legislatve language that would
clanfy the tax code as pertaing to agricultural wegtucles of this sort. I hope that you
will look favorably upon this legislation at the appropriate time.
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Chairman ARCHER. Thank you for your testimony.

Our next witness is the gentleman from Massachusetts, Mr.
Barney Frank. Mr. Frank, you are recognized, and you may pro-
ceed.

STATEMENT OF HON. BARNEY FRANK, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MASSACHUSETTS

Mr. FRANK. Thank you, Mr. Chairman,

I am here with my colleague with whom I share a number of
communities, Mr. Blute, because this is a very important issue in-
volving the fishing industry which affects both of our districts.

Your Committee, Mr. Chairman, has previously acted on this
particular legislation favorably. In fact, the provision that Mr.
Blute and I are seeking—and we have the support, I believe, also
of others in our delegation—Mr. Torkildsen, Mr. Studds, Mr. Neal,
who has been helpful—it has twice been included in other legisla-
tion noncontroversially, but the legislation in which it was included
was not noncontroversial and got vetoed.

What we have is a dispute over fishermen on fishing boats and
whether they ought to be treated for withholding purposes as em-
ployees or independent contractors. We now have agreement as to
what it should be in the future; and, indeed, we have an offset in
this bill that Mr. Blute and I worked on that makes it a revenue
raiser because it will have reporting in the future which everybody
would agree to, but it would raise $38 million while it would cost
$12 million.

The problem is that a dispute arose in 1970 as to whether or not
these fishermen, the crews, were to be treated as employees or con-
tractors. They had always been treated as independent contractors.
They got a share of the catch, and so forth.

In 1976 Congress passed a statute that people thought resolved
this so there would not be liability. The IRS, however, did not, 1
believe, interpret this in the spirit in which Congress passed it, and
a dispute grew over what “normally” meant. I believe we are talk-
ing about people who are unfairly caught in a dispute over what
“normally” means, and they are now facing a retroactive liability.
It has gone to court. There have been a series of concerns.

What this le%‘islation would do would be to do away with that
retroactive liability that has accrued over the period when we think
there was legitimate dispute. It is reflective of a position Congress
twice took, basically saying these were independent contractors and
not employees, but it has reporting for the future.

We have talked to the Treasury Department about this. The
Treasury Department thinks that the solution as to the future is
a good one. Specifically on the question of the retroactivity, they
have told us that they have no opinion whatsoever. They have no
opposition, no support. They leave that to us.

I am told they never have supported in their view retroactive li-
ability, but they are not opposing in this case, and we have an in-
gustry here in particular that is in some difficulty, the fishing in-

ustry.

If we are not able to enact this legislation which wipes out that
retroactive liability and says that these are not employees in that
period, an industry that is already hurting faces absolute devasta-
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tion. You will see some of the people who are still able to make it
just be wiped out. Frankly, I believe that the revenue lost to the
government would be even greater because you are going to see
some people put out of business.

‘But even on the static analysis, in our terms, we have an offset
that is greater than the revenue lost. As I said, this has twice
passed the Congress in exactly the form that we are proposing it
now. It was vetoed because it was included in other legislation. The
Treasury Department has no objection to it and supports the for-
mula, and we believe it really is a case of equity, and if there were
any other way to do it, we would get involved.

Unfortunately, a lawsuit did come during this period. The law-
suit had a mixed result. The IRS won a couple of points, and the
fishermen won a couple of points. I think the very mixed nature
of the lawsuit shows the ambiguity of the law.

What we have are people who are hard working and decent. No
one has accused them of being evasive, of trying to not pay their
taxes. They are in a tough industry, and we are trying to give them
a clear footing at no cost whatsoever to the government the way
this would be worked out. We hope that, once again, this could be
included and this time maybe in a piece of legislation that will ulti-
mately get signed.

Thank you, Mr. Chairman.

Chairman ARCHER. Thank you for your explanation.

The other gentleman from Massachusetts, Mr. Blute.

STATEMENT OF HON. PETER BLUTE, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MASSACHUSETTS

Mr. BLUTE. Thank you very much, Mr. Chairman, for the oppor-
tunity to come before the Committee to discuss miscellaneous tax
issues. I would also like to thank you for holding these hearings
and soliciting the concerns of Members as this Committee works to-
ward consideration of comprehensive tax reform legislation.

I would like to address the Committee regarding two separate
tax issues. Before doing so, I would like to thank two Members of
the Committee, my colleague from Massachusetts, Mr. Neal, and
my good friend from Texas, Mr. Johnson, who have been helpful to
me on these issues.

The first issue I would like to address pertains to the tax treat-
ment of certain fishermen. In the interest of time, I would simply
reiterate my colleague Mr. Frank’s comments about the devastat-
ing effects and unfair nature of the IRS claims on the fishing in-
dustry in Massachusetts and nationwide.

As my colleague stated, boatowners are subjected to enormous
tax burdens as a result of certain IRS interpretations of the IRC,
Internal Revenue Code. The IRS is seeking to make boatowners the
guarantors of the tax liabilities of their crew members.

Mr. Chairman, by asking for a rewrite of that provision, we pro-
pose what I believe is a fair and equitable offset. By requiring sea-
food dealers to report the identity of the seller, the government will
collect taxes on millions of dollars of previously unreported income.
I support my colleague’s efforts and ask that the Committee give
this proposal its very serious consideration.
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At this time, I would like to briefly turn to another tax issue that
is of great concern to many individuals throughout Massachusetts.
Specifically, I would request that the Committee consider an
amendment to the Internal Revenue Code which would assist a
hardship case in my home State of Massachusetts. The SBLI, Sav-
ings Bank Life Insurance Co. of Massachusetts, seeks to clarify
that the 12-year dividend payout to consumers is treated as a de-
ductible policyholder dividend as opposed to a nondeductible re-
demption of any equity interest. ’

Created in 1907 by the Massachusetts legislature to provide low-
cost life insurance to consumers, SBLI is often the subject of na-
tional praise and has been noted for providing quality products in
nationally recognized publications, including Consumer Reports.
Today, SBLI has more than 500,000 policies and $12 billion of in-
force insurance.

In 1990 Massachusetts passed legislation to consolidate SBLI
into a nonpublic stock insurance company while still allowing for
the sale oF its products through Massachusetts banking institu-
tions. The plan consolidated 50 separate life insurance departments
into a closely held stock company.

In recognmtion of the improvetg’ efficiencies and profitability of the
company, the new Massachusetts law requires that the total com-
bined surplus of the prior SBLI insurance department is to be paid
out over a 12-year period to current policyholders as an additional
policy dividend. SBLI is seeking legislation from this Committee
whicl"’n would ensure clarification from the IRS that this payout is
treated as a deductible policyholder dividend since its policyholders
have never held the normal attributes of ownership, such as the
right to vote and the right to participate in the distribution of as-
sets.

I will submit the rest of my testimony in the interest of time, but
I would ask the Committee to consider this amendment.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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STATEMENT OF THE HONORABLE PETER BLUTE

ON MISCELLANEOUS TAX ISSUES
BEFORE THE COMMITTEE ON WAYS & MEANS
July 11, 1995

MR. CHAIRMAN:

THANK YOU FOR THE OPPORTUNITY TO COME BEFORE THE COMMITTEE TO
DISCUSS MISCELLANEOUS TAX ISSUES. I WOULD ALSO LIKE TO THANK YOU
FOR HOLDING THESE HEARINGS AND SOLICITING THE CONCERNS OF MEMBERS AS
THIS COMMITTEE WORKS TOWARD CONSIDERATION OF COMPREHENSIVE TAX
REFORM LEGISLATION.

I WOULD LIKE TO ADDRESS THE COMMITTEE REGARDING TWO SEPARATE
TAX ISSUES. THE FIRST IS REGARDING AN EMPLOYMENT TAX, NAMELY THE
TAX STATUS OF CERTAIN FISHERMEN AND THE OTHER IS REGARDING A LIFE
INSURANCE TAX ISSUE.

AS YOU MAY KNOW, SINCE 1988 THE INTERNAL REVENUE SERVICE HAS
BEEN ATTEMPTING TO NOT ONLY IMPOSE A CONTROVERSIAL INTERPRETATION OF
THE WITHHOLDING RULES FOR CERTAIN FISHING CREWS, BUT TO MAKE THE
INTERPRETATION RETROACTIVE TO JANUARY 1, 1985. CONGRESS HAS TWICE
PASSED LEGISLATION WHICH WOULD HAVE ACCOMPLISHED THE NECESSARY
CLARIFICATION OF THE RULES AND ENSURED MORE FAIR TREATMENT OF THE
FISHERMEN. UNFORTUNATELY, THE FISHING PROVISION NEVER BECAME LAW
BECAUSE TWO DIFFERENT TAX BILLS IN WHICH IT WAS INCLUDED WERE VETOED
FOR UNRELATED REASONS. AS A RESULT, MANY MEMBERS OF THE FISHING
FLEETS IN MASSACHUSETTS REMAIN IN AN UNCERTAIN AND FINANCIALLY
PRECARIOQUS POSITION.

SPECIFICALLY, THE IRS HAS CLAIMED THAT THE OWNERS OF FISHING
BOATS ARE NOT ENTITLED TO THE EXEMPTION FROM PAYROLL TAX OBLIGATIONS
WHICH THE CONGRESS PROVIDED IN 1976 FOR SMALL BUSINESSPERSONS IN THE
FISHING INDUSTRY IN SECTION 3121 (b) (20) OF THE INTERNAL REVENUE
CODE. THERE HAVE BEEN SEVERAL CASES WHERE THE IRS HAS ASSESSED
OWNERS WITH UNPAID INCOME AND FICA TAXES WHICH CREW MEMBERS SHOULD
HAVE PAID AS SELF-EMPLOYED PERSONS, DESPITE THE FACT THE OWNERS HAD
PAID THE ENTIRE COMPENSATION OWED TO EACH CREW MEMBER AFTER EVERY
VOYAGE. IN ADDITION, THE IRS HAS ALSO ISSUED A CLAIM THAT IF A BOAT
SATLS WITH 9 CREW MEMBERS THEN THE OWNER IS CONSIDERED AN EMPLOYER
SUBJECT TO ALL OF THE PAYROLL TAX RESPONSIBILITIES OF ANY OTHER
EMPLOYER.

MR. CHAIRMAN THIS AMOUNTS TO THE IRS SEEKING TO MAKE BOAT
OWNERS THE GUARANTORS OF THE PAYMENT OF THE TAX LIABILITIES OF THEIR
CREW MEMBERS. CLEARLY, THIS IS AN UNFAIR PRACTICE THAT WILL RESULT
IN SEVERE FINANCIAL BURDENS ON BOAT OWNERS NOT ONLY IN
MASSACHUSETTS, BUT ACROSS THE COUNTRY.

IN PROPOSING A CHANGE IN THIS TAX PROVISION, MY COLLEAGUES AND
I HAVE IDENTIFIED A NEW PROVISION OF THE INTERNAL REVENUE SERVICE
WHICH WILL REQUIRE THOSE SEAFOOD DEALERS, WHO PURCHASE PRODUCT FOR
CASH, TC REPORT TO THE IRS THE IDENTITY OF THE SELLER AND THE AMOUNT
OF THE PURCHASE. THIS IS A NEW OBLIGATION TO REPORT TO THE IRS
WHICH THE SEAFOOD DEALERS PRESENTLY DO NOT HAVE, NO MATTER WHAT THE
SIZE OF THE CASH PURCHASE. BASED ON ESTIMATES BY THE IRS, THE
AMOUNT OF UNREPORTED INCOME THROUGHOUT THE COUNTRY CAUSED BY A CASH
ECONOMY IN SEAFOOD PRODUCTS IS IN THE RANGE OF TENS OF MILLIONS OF
DOLLARS PER YEAR. BY IMPOSING STIFF PENALTIES ON SEAFOOD DEALERS
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WHO PURCHASE PRODUCT FOR CASH WITHOUT MAKING THE REQUIRED REPORTS TO
THE IRS, THIS PROVISION WILL RAISE SUBSTANTIALLY MORE INCOME TAX
YEAR AFTER YEAR THAN WILL BE LOST BY GIVING RETROACTIVE EFFECT TO
THE PROVISION THAT WILL AMEND SECTION 3121 (b) (20).

MR. CHAIRMAN, THE SUBSTANTIAL MAJORITY OF FISHING BOAT OWNERS
IN THE UNITED STATES WHO MARKET THEIR PRODUCT THROUGH THE WELL-
ESTABLISHED COMMERCIAL DISTRIBUTION CHANNELS OBEY THE CONSERVATION
GUIDELINES REGARDING THE SIZE OF THE PRODUCT WHICH THEY KEEP, AND
PAY ALL OF THEIR FEDERAL AND STATE TAXES. HOWEVER, AS IN ANY
BUSINESS, THERE ARE THOSE WHO VIOLATE THE ESTABLISHED NORMS OF
PRACTICE, THEREBY SEEKING TO GAIN AN ADVANTAGE OVER HONEST
BUSINESSMEN.

ONE WAY TO AVOID THE TAXES AND OTHER REQUIREMENTS IMPOSED ON
THE FISHING OPERATORS IS TO SELL EACH CATCH TO UNLICENSED DEALERS
WHO BACK THEIR TRUCKS UP TO A PIER AT NIGHT, UNLOAD THE SEAFOOD, AND
PAY CASH TO THE CAPTAIN OF THE BOAT. THIS CASH IS NOT REPORTED AS
INCOME BY THE RECIPIENTS, MEANING BOTH THE FISHING BCAT OWNER AND
THE CREW MEMBERS WHO SHARE THE CASH.

THIS PROBLEM IS NOT LOCAL TO MASSACHUSETTS, BUT IS PRACTICED
QUITE FREQUENTLY NATIONWIDE. THEREFORE, MILLIONS AND MILLIONS OF
DOLLARS OF INCOME GO UNREPORTED AT A SIGNIFICANT LOSS TO THE
GOVERNMENT .

I URGE THE COMMITTEE TO GIVE SERIOUS CONSIDERATION TO THESE
PROPOSALS AND TO ENACT LEGISLATION THAT PENALIZES THOSE THAT ARE
WORKING AROUND THE SYSTEM, RATHER THAN PENALIZING HARDWORKING BOAT
OWNERS THROUGH AN UNFAIR INTERPRETATION OF THE EMPLOYMENT TAX CODE.

MR. CHAIRMAN, I WOULD ALSO LIKE TO ADDRESS THE COMMITTEE
REGARDING AN AMENDMENT TO THE INTERNAL REVENUE CODE WHICH WOULD
ASSIST A HARDSHIP CASE IN MY HOME STATE OF MASSACHUSETTS.

THE SAVINGS BANK LIFE INSURANCE COMPANY OF MASSACHUSETTS (SBLI1)
SEEKS TO CLARIFY THAT THE TWELVE-YEAR DIVIDEND PAYOUT TO CONSUMERS
IS TREATED AS A DEDUCTIBLE POLICY HOLDER DIVIDEND, AS OPPOSED TO A
NON-DEDUCTIBLE REDEMPTION OF ANY EQUITY INTEREST.

CREATED IN 19C7 BY THE MASSACHUSETTS LEGISLATURE TO PROVIDE
LOW-CCST LIFE INSURANCE TO CONSUMERS, SBLI IS OFTEN THE SUBJECT OF
NATIONAL PRAISE AND HAS BEEN NOTED FOR PROVIDING QUALITY PRODUCTS IN
NATIONALLY RECOGNIZED PUBLICATIONS, INCLUDING CONSUMER REPORTS.
TODAY, SBLI HAS MORE THAN 500,000 POLICIES AND $12 BILLION OF IN-
FORCE INSURANCE.

IN 1990, MASSACHUSETTS PASSED LEGISLATION TO CONSOLIDATE SBLI
INTO A NON-PUBLIC STOCK INSURANCE COMPANY, WHILE STILL ALLOWING FOR
THE SALE OF ITS PRCDUCTS THROUGH MASSACHUSETTS BANKING INSTITUTIONS.
THE PLAN CONSOLIDATED FIFTY SEPARATE LIFE INSURANCE DEPARTMENTS INTO
A CLOSELY HELD STOCK COMPANY.

IN RECOGNITION OF THE IMPROVED EFFICIENCIES AND PROFITABILITY
OF THE COMPANY, THE NEW MASSACHUSETTS LAW REQUIRES THAT THE TOTAL
COMBINED SURPLUS CF THE PRIOR SBLI INSURANCE DEPARTMENTS BE PAID OUT
OVER A 12-YEAR PERIOD TO CURRENT POLICYHOLDERS AS AN ADDITIONAL
POLICY DIVIDEND. SBLI IS SEEKING LEGISLATION FROM THIS COMMITTEE
WHICH WOULD ASSURE CLARIFICATION FROM IRS THAT THIS PAYOUT IS
TREATED AS A DEDUCTIBLE POLICYHCLDER DIVIDEND SINCE ITS
POLICYHOLDERS HAVE NEVER HELD THE NORMAL ATTRIBUTES OF OWNERSHIP
SUCH AS THE RIGHT TO VOTE AND THE RIGHT TO PARTICIPATE IN THE
DISTRIBUTION OF ASSETS.

THE JOINT COMMITTEE ON TAXATION REPORTED IN MARCH OF THIS YEAR
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THAT THE EFFECT OF THIS PROPOSED AMENDMENT WOULD COST APPROXIMATELY
$25 MILLION OVER THE NEXT FIVE YEARS. SBLI ASSERTS THAT DESPITZ
THIS COST, THE CONSOLIDATION OF SBLI WILL RESULT IN THEIR PAYING
MORE IN FEDERAL INCOME TAXES AS ONE LARGE TAXPAYER THAN IN PREVIQUS
YEARS. 1IN 1992, FOR EXAMPLE, SBLI PAID MORE THAN $5 MILLION IN
TAXES TO THE FEDERAL GOVERNMENT.

MR. CHAIRMAN, RELIEF FOR SBLI IN ANY TAX LEGISLATION THAT IS
BEING CONSIDERED BY THIS COMMITTEE IS BOTH CRITICAL AND TIMELY.
SHOULD THIS MATTER NOT BE ADDRESSED DURING THIS SESSION OF CONGXESS,
SBLI WILL BE SUBJECT TO A TAX INEQUITY THAT WILL BE PASSED ON T3 THE
CONSUMERS. 1IN ORDER TO CONTINUE TO PROVIDE CONSUMERS IN MY STATE
WITH COST-EFFECTIVE INSURANCE COVERAGE LEGISLATION MUST BE PASSZD TO
CLARIFY THE TREATMENT OF THE DIVIDEND PAYOUT. I AM HOPEFUL THAT YOU
WILL GIVE THIS PROPOSAL EVERY CONSIDERATION.

MR. CHAIRMAN, THAT CONCLUDES MY TESTIMONY BEFORE THIS
COMMITTEE. AGAIN, THANK YOU FOR THE OPPORTUNITY TO COME BEFORZ THE
COMMITTEE TODAY AND I AM HOPEFUL THAT THE COMMITTEE WILL GIVE
SERIOUS CONSIDERATION TO THE AFOREMENTIONED ISSUES.
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Chairman ARCHER. My congratulations to each of you for your
testimony.

Mr. Gibbons, do you care to inquire? Does any other Member of
the Committee wish to inquire? Mr. Christensen.

Mr. CHRISTENSEN. Thank you, Mr. Chairman.

Mr. Frank and Mr. Blute, I applaud your efforts in cleaning up
that part of the Tax Code.

Last week I submitted a bill, HR. 1972, that had 100 original
cosponsors. The bill will clarify the independent contractor and em-
ployee status. It is the White House Conference on Small Business’
number one issue, as you probably already know. I want to ask you
if my legislation would help your particular problem.

Currently, there is a 20-point test that the IRS lays out to deter-
mine whether someone is an employee or an independent contrac-
tor. As you well know, it is a very subjective test and the IRS can
find one person an employee, the other person an independent con-
tractor, and they have the exact same criteria.

Then, as you have so eloquently testified to, they go back and
they make that small businessowner come forward with back taxes,
unemployment insurance, and FICA and hire an accountant and
attorney. It is really a waste of time and a lot of waste of money,
and it takes a lot of people under.

My legislation would create an alternate test of three simple cri-
teria: Was there a written contract between the fisherman and the
person he was working with? Was there a written contract? If there
was, that would be the first stipulation.

The second thing would be, has he invested time or money in
equipment or training? Has he got his own fishing boat or has he
got his own type of training for that particular job?

Three, is he independent? Is he working for several entities or
is it just one business that he is working under? Would those three
criteria help your particular instance?

Mr. FraNK. I think some of them would, Mr. Christensen. There
are some peculiarities here because of the fishing industry and
what were traditional practices there. There is a phrase called
“pers,” which 1 sometimes know what it means when I study it
hard, but at other times I hope it is not on the test, as to whether
or not these people were or weren’t “pers.” Part of this problem had
to do with how you interpreted “normally.” Did normally mean—
it was whether they measured it annually or quarterly.

I think the answer is, yes, your proposals would help us, but
there may be some other peculiarities there. They were relying on
what they found to be common practice.

I would say one thing which confirms what you say. They had
situations where different IRS agents would come to different con-
clusions, and I think that goes to the point you made about the in-
determinacy of this which 1s not helpful. I have not seen your legis-
lation, and I will take a look at it.

Mr. CHRISTENSEN. Yes, absolutely. You have put your finger on
a real touchy issue with “Main Street America.” You mention the
independent contractor IRS rules and you raise the hair on the
back of their head because it is definitely an issue that is causing
a lot of concern in small business.

Mr. FrRANK. In this case, Main Street includes the ocean.
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Mr. CHRISTENSEN. That is right.

Mr. BLUTE. 1 would just congratulate you for your legislation,
and I intend to cosponsor it because I thinl{you are right on target.

Mr. CHRISTENSEN. H.R. 1972,

Chairman ARCHER. Mr. English.

Mr. ENGLISH. Thank you.

Congressman Goodling, I think you have been a very effective
advocate for this bill, and I know you have been fighting for years
t?:f get what is now House Resolution 1076 passed. I appreciate your
eftorts. :

I guess my simple question was, if we move to an installment
method of reporting income from the sale of this residential prop-
erty, would there %e any sort of substantial revenue loss to the
Federal Government?

Mr. GOODLING. It has been indicated that when all of these hear-
ings are over we are going to get that kind of information.

I do not believe there would be a substantial loss, and it is the
way it was done up until the change of 1986. I think where you
would pick up probably much more revenue than you would ever
lose is the fact that you are creating jobs and, therefore, people are
paying more and more money as taxpayers because of the creation
of those jobs. Because as these first-time homeowners are able to
purchase a home simply because they can use that money to put
up their downpayment, it creates those jobs and provides more tax
revenue coming to the Treasury of the United States.

I think the increased employment—and this would be all over
the Nation. Home buying is down at the present time. Home build-
ing is down at the present time. Usually, it is the first to go down
when you are going into a recessionary period and the first to come
back when you are coming out. I think that anything we could do
at this point would certainly be an advantage to receiving more
revenue for the Treasury of the United States.

Mr. ENGLISH. I agree with you. Although we haven’t seen an offi-
cial revenue estimate, my guess is that this will have very little
negative and possibly a positive effect on our revenue position and,
in the process, will provide a dramatic new way for a lot of younger
families to enter home ownership. Again, I salute you for this cre-
ative proposal. Thank you, sir.

Chairman ARCHER. Does any other Member wish to inquire?

Mr. NEAL. Mr, Chairman.

Chairman ARCHER. Mr, Neal.

Mr. NEAL. Thank you, Mr. Chairman.

I just would like to speak once again in support and offer
reenforcement to the argument that has been made by Mr, Frank
and Mr. Blute. This is an issue particularly for fishermen that has
languished for some time, and we would like, if possible in this ses-
sion, to get it corrected.

In addition, the Savings Bank Life Insurance issue I think is an
important consumer issue back in Massachusetts. The truth is that
they have just gotten caught in a peculiar circumstance, and I hope
that the Committee and the House will have an opportunity in this
session to correct both of those measures. Given the longstanding
issue of the fishermen for Mr. Frank and Mr. Blute, I think that
is equally important.
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Chairman ARCHER. Anyone else?

Gentlemen, thank you very much.

Our next panel will be Robert Israeloff, chairman of the Board
of Directors, American Institute of CPAs; Patricia Healy, counsel,
Utility Decommissioning Tax Group; and Rich Shavell, senior man-
ager and director of Construction Tax Advisory Services of
Zelenkofske, Axelrod & Co., Jenkintown, Pennsylvania, on behalf of
ABC, Associated Builders & Contractors.

If the three of you are here, would you take seats at the witness
table?

Mr. Dasic. Mr. Chairman, my name is Ray Dasic. I am a partner
of Patricia Healy. She is here. She steppeg out, but she is phys-
ically present in this building. I haven’t been able to find her.

Chairman ARCHER, Thank you for that notification. I think what
we will do is hear from Mr. Shavell, since he is here, and be pre-
pared to hear from her when she returns.

Chairman ARCHER. Mr. Shavell, T think you have probably heard
my previous comments that your entire written testimony, without
objection, will be printed in the record, and you may proceed with
your oral presentation. We would appreciate it if you would limit
1t to 5 minutes.

Mr. SHAVELL. Thank you.

Chairman ARCHER. Mr. Shavell, you are recognized.

STATEMENT OF RICH SHAVELL, SENIOR MANAGER AND
DIRECTOR OF CONSTRUCTION TAX ADVISORY SERVICES,
ZELENKOFSKE, AXELROD & COMPANY, JENKINTOWN, PENN-
SYLVANIA, ON BEHALF OF ASSOCIATED BUILDERS &
CONTRACTORS

Mr. SHAVELL. My name is Rich Shavell. I am director of Con-
struction Tax Advisory Services at Zelenkofske, Axelrod & Co., in
Jenkintown, Pennsylvania.

I am pleased to have the opportunity to speak before the Ways
and Means Committee today on the issue of whether nonresidential
construction contractors performing long-term contracts should be
subject to the look-back method of accounting. The look-back re-
quirement has been a matter of concern for the members of ABC.

ABC represents 18,000 contractors, subcontractors, and suppliers
through 81 chapters nationwide who share the merit shop philoso-
ghgd of awarding construction contracts to the lowest responsible

idder.

As you may be aware, the look-back method grew out of the 1986
Tax Reform Act and the requirement that long-term contractors
utilize the percentage of completion method. The percentage of
completion method requires contractors to estimate contract reve-
nues and costs. The look-back method goes further and requires
contractors, at the completion of the contract, to look back to the
beginning of the contract and substitute actual costs and revenues
for those estimated amounts to determine if taxable income has
been underreported or overreported on a hypothetical basis. This
hypothetical under or overreported taxable income is tax effected,
and an interest charge is computed based on the hypothetical tax.

These complex interest computations use daily compounded in-
terest rates that change quarterly. Refunds to contractors can re-
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sult as easily as required payments. Small contractors in many
cases are exempt from the percentage of completion method for reg-
ular tax purposes and thus would appear to be exempt from the
look-back method.

However, for alternative minimum tax purposes, all
nonresidential contractors must recognize income under the per-
centage of completion method. Thus, many contractors must report
look-back computations solely for alternative minimum tax pur-
poses.

In many cases, the look-back method must be performed with all
of its complexities simply to reflect that no liability is owed. Fur-
ther, these computations reverse under these hypothetical rules so
that these complexities must be addressed each and every year so
that future years’ computations can be later performed.

There are several reasons that the look-back method should be
eliminated. First, the look-back method is revenue neutral and does
not meet its initial function of a watchdog on the construction in-
dustry. We do not see the look-back method affecting
nonresidential contractors’ estimates under the percentage of com-
pletion method. The strict lending and credit requirements of sur-
ety bond companies and banks provide a strong incentive for con-
tractors to not underestimate revenue. Financial integrity is in the
best interest of the contractor. Construction contractors necessarily
apply good business sense and experience to achieve successful es-
timates.

Second, the current de minimis rules are inadequate to alleviate
the complex administrative burdens.

Third, the look-back method is a redundant enforcement tool.
There are already significant penalties in the Internal Revenue
Code to address situations where contractors underestimate or
underreport their income,

Fourth, contractors do not have the financial management tools
to implement complexities like the look-back method. Unnecessary
overhead and professional fees are the result.

Fifth, the look-back method should not target construction con-
tractors. We are not convinced it was the intent of Congress in
1986 to burden nonresidential construction contractors with the
look-back method.

Attempts at look-back exemptions for those hardest hit by these
burdensome calculations have proven ineffective, especially in light
of the necessity of performing look-back for alternative minimum
tax purposes. Thus, look-back is superfluous as an enforcement
mechanism.

Because of the unique nature of the construction industry, the
look-back method has no real relevance and is revenue neutral.
Even when, as is frequently the case, look-back calculations result
in a refund or even a payment, the compliance costs are such that
look-back consistently puts the construction industry at a disadvan-
tage.



56

ABC believes that the look-back method should be eliminated for
nonresidential construction contractors filing tax returns after Jan-
uary 1, 1995. ABC welcomes the opportunity to work with the
Members of the Committee to eliminate this burdensome and un-
necessary extra check on construction contractors.

I thank you for your consideration of this proposal. This con-
cludes my prepared testimony.

(The prepared statement follows:]
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STATEMENT OF RICH SHAVELL
ZELENKOFSKE, AXELROD & CO.
ON BEHALF OF ASSOCIATED BUILDERS & CONTRACTORS

My name is Rich Shavell. I am Senior Manager and Director of Construction Tax
Advisory Services for the accounting firm of Zelenkofske, Axelrod & Co. in Jenkintown,
Pennsylvania. [ am pleased to have the opportunity to speak before the Ways and Means
Committee today on the requirement that monies derived to nonresidential construction
contractors from long term contracts be subject to the “look-back” method of accounting.
The look-back requirement has been a matter of longstanding concern for the members of
Associated Builders and Contractors (ABC). ABC believes that look-back should be
eliminated for construction contractors. Its calculations place unnecessary burdens on the
construction industry and yet its effect on Treasury is revenue neutral.

ABC represents 18,000 contractors, subcontractors, and suppliers in 81 chapters
nationwide who share the merit shop philosophy of awarding construction contracts to
the lowest responsible bidder regardless of labor afliliation, through open and competitive
bidding. With merit, or open shop, contracting representing approximately 80 percent of
the construction market, ABC is proud to be their voice.

THE LOOK-BACK RULE

As you may be aware, the look-back rule for long-term contracts using percentage
of completion method (PCM) accounting grew out of the 1986 Tax Reform Act. The rule
requires that when a contract is completed, the contractor must “look-back” and substitute
the actual costs and revenues for the estimated costs and revenues used in prior years’
PCM computations. This must be done for each year the contract was in progress under
the percentage of completion method of accounting. Small firms in many cases are
excmpt from the PCM for regular tax purposes, but must continue to apply look-back for
alternative minimum tax (AMT) purposes.

Tax liability for all years of the contract’s life must be recalculated for both
regular tax and alternative minimum tax purposes. Then, the differences are determined
between the taxes paid each year and taxes that would have been paid each year had final
rather than estimated amounts been available. Then more calculations are required using
daily compounded interest rates on the differences to determine whether interest is owed
to or due from Treasury.

The look-back calculations can number quite literally in the thousands. Filling
out the look-back form can take upwards of 15 hours (and has been known to reach 30
hours), and that does not include the many more hours of calculations made before the
contractor reaches the point of filling out the form.

For example, in a simple two year contract with a price of $1 million, look-back
calculations must be performed several times. The contractor must fook-back afler the
first year and compare his estimated costs to the actual costs. These calculations must be
repeated afier the second year. Then if the contract is accepted, but some additional work
is requested that stretches into the following year, look-back must again be reapplied
under the post-completion adjustment rules in the regulations. Additionally, under the
post-completion rules any revenue (or cost) received through a claim or dispute after a
contract is completed is subject to look-back.

CURRENT EXCEPTIONS TO LOOK-BACK ARE INSUFFICIENT

The current de minimis rule, which exempts contracts which are the lesser of $1
million or one percent of average gross revenues, is too narrow to be effective. Long
term contracts are typically larger than $1 million, and a contractor would have to have
one very low priced long term contract in comparison to all others to meet the one percent
rule, Additionally, attempts to exempt smaller firms from look-back calculations have
been unsuccessful due to the necessity of performing the calculations for alternative
minimum tax purposes. For these reasons, ABC advocates the total elimination of look-
back for construction contractors.

LOOK-BACK DUPLICATES OTHER ENFORCEMENT MECHANISMS
Look-back accounting is superfluous. Unlike situations in other industries, the
price of the construction product is set on a very competitive basis before work begins.
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The competitive bidding procedures that are inherent to the construction industry demand
exacting estimates of costs and revenues. Construction contracts are often fixed priced
with net income margins averaging one or two percent. This does not leave much room
for imprecise estimates. Indeed, the percentage of completion method was designed to
address deferrals of income by requiring contractors to recognize income based on the
costs incurred to date. The percentage of completion method is burdensome enough with
out adding a redundant compliance tool.

The strict lending and credit requirements of surety bond companies and banks
provide a strong incentive to not underestimate revenue. Additionally, stiff penalties
exist in the Internal Revenue Code for understatement of income tax. Financial integrity
is in the best interest of the contractor. Construction contractors necessarily apply good
business sense and experience to achieve successful estimates.

Although 1 do not have the resources to provide you with a sophisticated study on
the negative cffects of look-back on the construction industry, I can tel) you that in my
years of experience in construction and with ABC on both the tax and legislative
committees, I have found that construction contractors end up paying thousands of dollars
to comply with look-back while it has virtually no impact on their recognition of revenue.
Indeed, when I testified on this issue several years ago, Treasury testified that look-back
is revenue neutral.

ELIMINATION OF LOOK-BACK IS REVENUE NEUTRAL

Elimination of look-back is a revenue neutral proposal. In fact, look-back was
never intended to be revenue positive. Look-back was enacted for two reasons. First, it
was intended to perform as an extra watchdog, working in conjunction with PCM to
provide a deterrent to deferral. Look-back was also intended to assist contractors who
estimate incorrectly, particularly large manufacturers using PCM.

For long term contracts the manufacturing or defense industries face quite a
different situation than that found in the real property construcion industry. For obvious
reasons, it is far more difficult for the defense and manufacturing industries to estimate
costs and revenues. However, the experience of the construction industry is that real
property consiruction contractors are necessarily accurate in estimating their contracts.
While look-back may help industries who have difficulties anticipating developments in
long term contracts, it places excessive burdens on the construction industry and rarely
results in significant monetary exchanges with Treasury.

CONCLUSION

Attempts at look-back exemptions for those hardest hit by the burdensome
calculations have proven ineffective, especially in light of the necessity of performing
look-back for alternative minimum tax purposes. Look-back is superfluous as an
enforcement mechanism. Elimination of look-back is revenue neutral. Because of the
unique nature of the construction industry, the look-back method has no real relevance.
Even when, as is frequently the case, look-back calculations result in a refund or a
payment, the compliance costs are such that look-back consistently puts the construction
industry at a disadvantage. Associated Builders and Contractors believes that look-back
accounting should be eliminated for nonresidential construction contractors filing tax
returns after January 1, 1995.

ABC welcomes the opportunity to work with members of the Commiltee to
eliminate this burdensome and unnecessary extra check on construction contractors. I
thank you for your consideration of this proposal.

This concludes my prepared testimony. 1 would be pleased to address any -
questions from the Committee.
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Chairman ARCHER. Thank you, Mr. Shavell.

Our next witness is Patricia Healy. And in the event that you
were out of the room, if you have a written statement, without ob-
jection, it will be printed in its entirety in the record. You may pro-
ceed verbally to summarize. We would like you to stay within 5
minutes, if you will. I would say the same tﬁing to Mr. Israeloff.

STATEMENT OF PATRICIA M. HEALY, COUNSEL, ON BEHALF
OF UTILITY DECOMMISSIONING TAX GROUP AND NUCLEAR
ENERGY INSTITUTE

Ms. HEALY. Thank you, Mr. Chairman. Good morning.

My name is Patricia Healy. I am a partner with the law firm of
Reid & Priest.

I am testifying today on behalf of the Utility Decommissioning
Tax Group and the NEI, Nuclear Energy Institute. The Utility De-
commissioning Tax Group includes 26 nuclear electric utility com-
panies and 28 investment management firms and trustees involved
with nuclear decommissioning funds. NEI has approximately 300
member companies, including all U.S. nuclear electric utilities that
operate the Nation’s facilities.

The members of the Utility Decommissioning Tax Group and
NEI strongly support the elimination from the Internal Revenue
Code of the requirement that a utility company seek and obtain a
ruling from the IRS before being permitted to make a deductible
contribution to qualified decommissioning funds under code section
468A. This proposal is contained in H.R. 1637, the Nuclear Decom-
missioning Costs Simplification Act of 1995, which was introduced
in this Congress by Representative Phil Crane.

This legislation has a single, unassailable purpose—to decrease
unnecessary administrative costs that, under current law, are
being borne both by the government and by taxpayers alike. This
result can be achieved without any revenue loss to the government
or any adverse effect on nuclear plant safety.

Nuclear companies collect moneys to pay for future decommis-
sioning costs paid by customers over the life of the plant. In 1984
Congress enacted code section 468A, which allowed a utility com-
pany to currently deduct its contributions to a qualified decommis-
sioning fund that it established for a nuclear power plant. The fund
is a trust to which the utility contributes amounts that it collects
from its customers that will be used exclusively to pay for future
decommissioning costs of a nuclear plant. If a nuclear utility has
multiple reactors, it has got to establish separate funds for each
plant,

Code section 468A contains a unique feature. It requires the tax-
payer to request and obtain from the IRS a schedule of ruling
amounts, a private letter ruling for each plant that it owns before
it can make a contribution to that fund. A schedule of ruling
amounts is requested, considered, and issued by the national office
of the IRS. The schedule, in essence, represents advance approval
by the IRS of the taxpayer’s annual deductions for nuclear decom-
missioning costs.

This requirement to obtain an advance ruling in code section
468A is the only instance in the Tax Code in which the taxpayer
is required to ogtain a ruling in advance before claiming a deduc-
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tion on its tax return. The current procedures for obtaining sched-
ules of ruling amounts are burdensome and expensive. They pro-
vide absolutely no benefit to the government in terms of revenue
raising or enhancement of compliance. Each request for a schedule
carries a user fee of approximately $3,600. The fee did not exist in
1984 when code section 468A was enacted.

Where companies have multiple reactors, they must submit mul-
tiple requests and pay multiple user fees, even where the docu-
mentation is similar if not identical. In addition to the user fees,
taxpayers are obligated to hire outside counsel or use internal re-
sources to prepare the ruling request and process them with per-
sonnel at the IRS.

The ruling process is a recurring one. Typically, the utility com-
pany must seek a revised schedule of ruling amounts each time its
pub{ic service commission adjusts the amount of decommissioning
costs included in rates. This can occur as frequently as annually.

In addition, in a number of circumstances, the IRS has arbitrar-
ily limited schedules of ruling amounts to 5-year periods, thus re-
quiring a taxpayer to make a total of eight filings over the typical
40-year life of the plant. The IRS has issued over 400 schedules of
ruling amounts since code section 468A was enacted. We are aware
of no instance in which the IRS has denied the taxpayer’s request
for the schedule of ruling amounts, thus demonstrating that the
ruling process itself does not enhance taxpayer compliance.

The ruling procedure and the associated costs should be elimi-
nated. The proposed legislation, H.R. 1637, would do this. The com-
putation of the ruling amounts would not change. The amount of
the deductible contributions would not change. The rules governing
the operation of these decommissioning funds also would not
change.

For the record, I note the description of this proposal prepared
by the staff of the Joint Committee on Taxation erroneously states
that it would repeal the provision that allows the IRS to disqualify
a fund where the assets are not used for decommissioning or where
there is self-dealing between the fund and the utility. HR. 1637
does not contain these provisions, and the Utility Decommissioning
Tax Group and NEI are not advocating these changes.

In sum, the effect of H.R. 1637 would be to treat the deduction
under code section 468A like every other deduction in the Code. It
would be audited in the normal course. The proposal would elimi-
nate costly and unnecessary regulation. The Utility Decommission-
ing Tax Group and NEI believe this proposal makes good sense and
should be enacted.

We thank you for your consideration of this matter. I am pre-
pared to answer any questions of the Committee Members.

[The prepared statement follows:]
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SUBMITTED BY PATRICIA M. HEALY, ESQ.
PARTNER, REID & PRIEST LLP
JULY 10, 1995

I am Patricia M. Healy, a partner in the law firm of Reid & Priest LLP. I am
submitting this statement on behalf of the Utility Decommissioning Tax Group ("Group”) and
the Nuclear Energy Institute ("NEI"). The Group is composed of 26 electric utility companies
that have interests in nuclear power plants and 28 investment management companies and
trustees that are involved with the administration of nuclear decommissioning funds. Attached
as Exhibit A is a list of the members of the Group. NEI has approximately 300 member
companies including all U.S. nuclear electric utilities that operate the nation’s 109 nuclear power
plants.

The Group and NEI wish to express their strong support for the proposal to
eliminate from the Internal Revenue Code (*Code") the requirement that a utility company seek
and obtain a ruling from the Internal Revenue Service ("Service") before being permitted to
make deductible contributions to a qualified nuclear decommissioning fund under Code section
468A. This proposal is contained in H.R. 1637, the Nuclear Decommissioning Costs
Simplification Act of 1995, which was introduced in this Congress by Representative Phil Crane
(R-Illinois).

This legislation has a single, unassailable purpose--to decrease unnecessary
administrative costs that, under current law, are being borne by both the Service and taxpayers
alike. Achieving this purpose would result in absolutely no revenue loss to the government nor
in any adverse effect on nuclear plant safety.

By way of background, Code section 468A was enacted in 1984 as an exception
to the economic performance rules for deductions (which also were enacted in 1984). Section
468A permits a utility company to deduct its contributions to a "qualified” nuclear
decommissioning fund that it has established for a nuclear power plant. A qualified nuclear
decommissioning fund is a trust to which a utility contributes amounts that it collects from its
customers to pay for decommissioning a nuclear plant at the end of its useful life. A utility
company must establish a separate qualified nuclear decommissioning fund with respect to each
nuclear plant in which it has an ownership interest.

The amount that may be contributed in a given year to a qualified nuclear
decommissioning fund is limited by Code section 468A to the lesser of the "cost of service
amount” or the "ruling amount.” The cost of service amount is the amount of decommissioning
costs for the associated nuclear plant that the utility company is authorized to recover from its
customers through the rates it charges. The ruling amount is computed under a regulatory
formula which is designed to do two things: (1) assure that contributions are made no more
rapidly than on a "level” annual basis and {2) Lmit the anneal contribution to that portion of
decommissioning costs that is allocable to the life of the nuclear plant after 1984, the year of
enactment of section 468A.
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Code section 468A, however, contains a unique feature. It requires a taxpayer
to request and obtain from the Service a “schedule of ruling amounts” before making any
contributions to a qualified nuclear decommissioning fund. A schedule of ruling amounts is
requested, considered and issued under the Service's rules governing private letter rulings. A
schedule of ruling amounts represents the Service's advance approval of the taxpayer’s deduction
for nuclear decommissioning costs. The requirement to obtain a schedule of ruling amounts is
the only instance in the Code in which a taxpayer is required to obtain an advance ruling before
claiming a deduction on its income tax retum.

The proposed legislation would simply eliminate the requirement to seek an
advance ruling from the Service. The computation of the ruling amounts would not change in
any way, so the amount of deductible contributions to qualified funds would not change in any
respect. The rules governing the operation of qualified nuclear decommissioning funds would
not change in any respect either.

Thus, the effect of the proposal would be to treat the deduction under Code
section 468A like every other deduction in the Code. The taxpayer would compute and claim
the deduction, which then would be subject to audit by the Service. Given the fact that all
Federal income tax returns of nuclear electric utilities are audited each year by the Service as
part of the Coordinated Examination Program, all deductions claimed under Code section 468A
not only would be subject to examination by the Service, but in fact will be examined by the
Service's auditors.

The current procedures for obtaining schedules of ruling amounts are extremely
burdensome and expensive, particularly in view of the fact that they provide absolutely no
benefit to the government in terms of revenue raising or enhancement of compliance. Each
request for a schedule of ruling amounts must be accompanied by a user fee of $3,575 payable
to the Service. In the case of companies having ownership interests in multiple nuclear power
plants, a separate user fee must be paid for each power plant, even if (as is usually the case) the
documentation for the computation of the ruling amounts is identical. In addition to the user fee,
taxpayers are obliged to hire outside counsel or to use intenal resources to prepare the ruling
requests and to process the ruling request with personnel at the Service.

The ruling process is a recurring one: a utility company typically must seek a
revised schedule of ruling amounts for each of its nuclear plants each time its public service
commission adjusts the amount of decommissioning costs included in its rates (usually every few
years, although some companies must do so every single year). In addition, in a number of
circumstances, the Service has arbitrarily limited schedules of ruling amounts to five-year
periods, thusreqmnngataxpuye:mmakeatoﬂlofaghtﬁlmpovumetypualw-yw
operating life of a nuclear plant.

The Service has issued over 400 schedules of ruling amounts since Congress
enacted Code section 468A. Our firm has handied approximately 275 of these requests. We
are aware of no instance in which the Service has denied the taxpayer’s request for a schedule
of ruling amounts, thus demonstrating that the ruling process itself does not enhance taxpayer
compliance. This ruling procedure and the attendant costs for both the government and
taxpayers should be eliminated.

The proposal contained in H.R. 1637 will eliminate costly and unnecessary
regulation, without compromising the public fisc or nuclear safety in any way. It makes good
sense and should be enacted.
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EXHIBIT A

UTILITY DECOMMISSIONING TAX GROUP

Alliance Capital Management

Arizona Public Service Company

Bank of New York

Bankers Trust Company

Brown Brothers Harriman & Company
Capital Guardian Trust Company
Carolina Power & Light Company
Central & Southwest Services, Inc.
Commonwealth Edison Company
Delaware Investment Advisers
Delmarva Power & Light Company
The Detroit Edison Company

Duke Power Company

Entergy Services, Inc.

Fidelity Management Trust Company
Fisher Investments, Inc.

FPL Group, Inc.

Houston Industries, Inc.

Illinois Power Company

Indiana Michigan Power Company
lIowa Electric Light & Power Company
].P. Morgan

Lehman Ark Management

Long Island Lighting Company
Loomis Sayles & Company Inc.
Mellon Bank

NBD Bank, N.A.

Niagara Mohawk Power Corporation
NISA Investment Advisors, L.C.
Northeast Utilities Service Company
Northern States Power Company
Nuveen Duff & Phelps Investment Advisors
Ohio Edison Company

Pacific Gas & Electric Company
PanAgora Asset Management

PECO Energy Company

Piper Capital Management

Provident Investment Counsel

Pub. Service Company of New Mexico
Public Service Electric & Gas Company
Rogers, Casey & Associates

San Diego Gas & Elec. Company
Sanford Bernstein & Company, Inc.
Scudder, Stevens & Clark, Inc.
Southern California Edison Company
State Street Bank and Trust Company
Strong Capital Management, Inc.

T. Rowe Price Associates

Texas Utilities Services, Inc.

U.S. Trust Company

Vermont Yankee Nuclear Power Corp.
Wellington Management Trust Company
Western Resources, Inc.

William M. Mercer Asset Planning
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SUBMITTED BY PATRICIA M. HEALY, ESQ.
PARTNER, REID & PRIEST LLP
JULY 27, 1995

1 am Patricia M. Healy, a partner in the law firm of Reid & Priest LLP. This
submission on behalf of the Utility Decommissioning Tax Group (Group) and the Nuclear
Energy Institute (NEI), supplements my statement dated July 10, 1995, concerning H.R. 1637,
the Nuclear Decommissioning Costs Simplification Act of 1995.

On July 11, 1995, one day after I submitted my earlier statement, the staff of the
Joint Committee on Taxation (JCT) released its description of miscellaneous tax proposals (JCS-
19-95), which included a description of H.R. 1637 (although not specifically designated as such).
The explanation of H.R. 1637 set forth in JCS-19-95 erroneously states that H.R. 1637 would
repeal the provision of section 468A of the Internal Revenue Code (Code) that allows the
internal Revenue Service (IRS) to disqualify a qualified nuclear decommissioning fund where
the fund’s assets are not used for decommissioning or where there is self-dealing between the
fund and the utility. Seg JCS-19-95, page 12 and 13.

The purpose of this supplemental statement is to state unequivocally that H.R.
1637 does not contain the foregoing provisions cited in the description of H.R. 1637 prepared
by the JCT, and to affirm that the Group and NEI are pot advocating these changes. As
provided in my earlier statement, H.R. 1637 simply would eliminate the requirement that a
taxpayer seek and obtain a ruling from the IRS before claiming a deduction for contributions to
a qualified nuclear decommissioning fund under Code section 468A.
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Chairman ARCHER. Thank you, Ms. Healy.
Mr. Israeloff, you may proceed.

STATEMENT OF ROBERT L. ISRAELOFF, CHAIRMAN, BOARD OF
DIRECTORS, AMERICAN INSTITUTE OF CERTIFIED PUBLIC
ACCOUNTANTS

Mr. ISRAELOFF. Thank you, Mr. Chairman.

Mr. Chairman and Members of this distinguished Committee, 1
am Bob Israeloff, a local CPA from Long Island, New York, and
chair of the Board of Directors of the AICPA, American Institute
of Certified Public Accountants.

The AICPA is the national professional organization of certified
public accountants comprised of more than 320,000 members who
advise clients on Federal, State, and international tax matters as
well as prepare income and other tax returns for millions of Ameri-
cans. Thank you for the opportunity to present our views today.

Prior to passage of the 1986 Tax Reform Act, partnerships, S cor-
porations, and personal service corporations were, like today's C
corporations, entitled to more flexibility in choosing fiscal years.
Many such entities had years ending other than December 31, in
numerous situations because their natural business year ended
other than in December.

During the hearings on the Senate version of the 1986 act as a
way to pay for liberalization of the low-income housing credit re-
quested by Senator George Mitchell, these three types of entities
were all required to adopt calendar years for tax purposes. The loss
of the fiscal year election for some small businesses that are formed
as S corporations and partnerships has proven to be a major dis-
ruption to their business operations because the calendar year end
can fall in the middle of their busiest seasons. Taking time out to
comply with this arbitrary requirement hamstrings their ability to
maximize production, generate revenues, and create jobs.

In addition, because these businesses also use their tax year,
which is now the calendar year, for financial reporting, they have
to close their books as of December 31 and their independent ac-
countants are faced with the need to undertake year-end audits
and credit-compliance reviews for shareholders and creditors in the
same few months as required for the preparation of tax returns.
Consequently, these entities have found their accountants are least
available at the time they are most needed.

The specific result on the CPA profession has been to intensely
compress its workload. Financial statement audits, reviews and
compilation, other financial work required to be done for banks and
creditors and tax return preparation, all have to be addressed for
these entities in the first 3%2 months following the close of the cal-
endar year. This has been a good deal more than a tax problem for
CPA firms. While driven by a tax law change, the result has been
a practice management problem of major proportions with many
firms, especially small- and medium-sized firms such as mine, find-
ing 65 to 75 percent of their annual workload falling between Janu-
ary 1 and April 15. To a CPA, it is the equivalent of scaling Mount
Everest the first 4 months of the year and trekking through Death
Valley the rest of the year.
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In 1987, Congress enacted a limited improvement in the law—
section 444—permitting electing entities to have a fiscal year end-
ing in September, October, or November; but at the price of paying
a deposit to the government, an interest-free loan, if you will,
which approximated the tax to be deferred through election of the
fiscal year. It has been recognized that the fiscal year deposit ap-
proach of Internal Revenue Code section 444 was of limited value,
but it was not possible to obtain further relief because of the reve-
nue neutrality requirements of the Budget Act in existence at that
time, which requirements continue today.

As a result, the great majority of partnerships and S corporations
on fiscal years in 1986, and those coming into existence thereafter,
which would have elected fiscal years, are now operating on a cal-
endar year.

The problem has become even more exacerbated with the enact-
ment of the 1993 increase in individual tax rates. Because of the
mechanics of section 444, the deposit presently payable on deferred
income has increased with those individual rates and is now set at
40.6 percent, even though most owners of electing entities will
themselves be in the 31- or 36-percent brackets, or even lower
brackets. Thus, simple financial self-interest dictates that for most
affected entities, the proper course of action is to terminate the fis-
cal year election, making the CPAs’ workload compression prob-
lems even more intense.

On May 17, Hon. E. Clay Shaw introduced the Small Business
Tax Flexibility Act of 1995, H.R. 1661, a bill that will lead to fairer
tax treatment of small businesses and will help relieve the com-
pressed workload forced on CPA’s by enactment of the Tax Reform
Act of 1986. The AICPA strongly endorses H.R. 1661 as it is in-
tended to maintain the government’s cash flow while at the same
time providing a way for CPA’s to credibly recommend to their
partnership and S corporation clients that they adopt a fiscal year.

Under this approach, a partnership or S corporation may elect
any fiscal year not limited to September, October, or November as
under section 444. However, an entity electing a fiscal year would
be required to pay in quarterly estimated taxes to the IRS on be-
half of its owners, the partners, or shareholders. Rather than deter-
mining an individual owner’s tax bracket, a flat statutory rate
would%)e required to be paid on the entity’s quarterly income.

The statutory rate at which these payments are made has been
determined based on revenue neutrality needs. That rate is 34 per-
cent for most electing entities and 39.6 percent for high-income en-
tities. At the end of the partnership or S corporation year, when
an_information form schedule K-1 is sent to the owner, it would
indicate, as it does today, the amount of income the owner must
report on his or her form 1040. It would also, however, indicate
how much estimated tax had been paid on behalf of the owner, and
the owner would take credit for that tax in determining how much
was owed from the IRS.

The bill also contains a de minimis section exempting entities
that would owe less than $5,000 for the year from paying estimated
tax. While this exempts a significant number of entities from the
administrative aspects of the provision, it involves very little loss
of revenue to the government.
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Additionally, numerous sections are included to avoid the oppor-
tunity for abuse. While this adds some complexity to the provision,
it only affects those attempting to stretch the provision beyond its
purpose.

The AICPA is also committed to working with the IRS and
Treasury to ensure that this legislation not only provides a solution
to the problems created for small businesses and CPA’s but can be
administered in a reasonable manner. By allowing businesses to
choose the fiscal year that best suits their business cycle, the busi-
ness and the CPA will benefit. The government will get the money
it expects and the business can choose the fiscal year it wants.
Everyone wins.

Again, we thank the Committee for the opportunity to present
our views, and I would be pleased to answer any questions.

Chairman ARCHER. My compliments to all three witnesses.

Are there any Members who wish to inquire?

Mr. CRANE. Mr. Chairman.

Chairman ARCHER. Mr. Crane.

Mr. CRANE. Mr. Chairman, I don’t have an inquiry, but I wanted
to thank Ms. Healy for acknowledging that H.R. 1637 would elimi-
nate costly and unnecessary regulation.

Thank you.

Ms. HEALY. Thank you, Congressman.

Chairman ARCHER. Any other Member?

Mr. Laughlin.

Mr. LAUGHLIN. Mr. Shavell, I noticed in your testimony, you
talked about the elimination of look-back as revenue neutral. Do
you have any information about the cost to the members of your
industry of the preparation of that provision?

Mr. SHAVELL. Cost, meaning administrative costs?

Mr. LAUGHLIN. Yes, the preparation costs for that provision.

Mr. SHAVELL. Our firm services over 120 contractors and the cost
of doing look-back is always an issue for our construction clients.

Mr. LAUGHLIN. That is the cost of trying to determine, what is
it per client, or a ballpark——

Mr. SHAVELL. It depends on the volume of contracts, because you
are computing look-back contract by contract. To use a simple ex-
ample, assume I have a contractor who has, say, 10 to 15 contracts
that are going to be subjected to the look-back method. I would es-
timate that the typical fee would be in the neighborhood of $1,500
to $2,500. This is in addition to preparing tax returns.

Mr. LAUGHLIN. That is what I was trying to determine, what was
the cost, either per contract or per contractor, of preparing the
look-back provisions.

That is all I have.

Thank you, Mr. Chairman. ;

Chairman ARCHER. Mr. English.

Mr. ENGLISH. Thank you, Mr. Chairman.

Mr. Shavell, I have enjoyed your testimony. I have been very
concerned about the impact of the look-back provision on contrac-
tors in Pennsylvania, and we appreciate your coming down today
to testify. I have a couple of specific questions. )

There are a number of de minimis rules currently in the Code
to alleviate precisely this kind of a situation. Have any of them
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been effective in reducing the burden of look-back, and is simply
an expansion of the de minimis rules a possible alternative?

Mr. SHAVELL. The de minimis rules have not been effective, is
the straight answer. The problem is that a contractor is not ex-
empted from performing the look-back method with the de minimis
rules. The de minimis rules will exempt certain contracts from
going through the computations.

The rules don’t exempt that many contracts to begin with, and
furthermore, you still have to go through the computation to deter-
mine whether those specific contracts can be exempted. In essence
you are going through a lot of effort to find out if you can throw
out a few smaller contracts from the computations.

Mr. ENGLISH. Does the volume of business have any effect on the
requirement that contractors do a look-back process?

Mr. SHAVELL. That is the most frustrating point. The Code pro-
vides an exemption from the percentage of completion method for
contractors that meet certain requirements. We are talking about
the small contractor exemption under section 460(e). If the contrac-
tor’s average gross annual revenue is under $10 million, they do
not have to report on the percentage of completion method for regu-
lar tax purposes.

The problem is that for alternative minimum tax purposes, they
have to use the percentage of completion method, thereby using es-
timated profit computations. The look-back method also applies to
those alternative minimum tax computations because that is where
the small contractor is performing the percentage of completion
computations. If you are considering a small contractor, that you
would ordinarily believe would be exempted from such complex
computations, the regulations say that they are required to do
those computations for alternative minimum tax purposes.

Mr. ENGLISH. What has been your experience with IRS enforce-
ment of the look-back provision?

Mr. SHAVELL. Last year I had the distinct pleasure of speaking
at an AICPA function in Las Vegas on the construction industr
and certain tax issues. On this panel I had the opportunity to as
the audience whether or not they had faced any enforcement meas-
ured on their clients by the Internal Revenue Service. It was obvi-
ous—the fact was that nobody had faced any enforcement. Our ex-
perience has been that this is so complex that the Internal Revenue
Service, I believe, has some difficulty in enforcing the rules because
the rules are so complex themselves.

Mr. ENGLISH. What size payments and refunds have you seen?

Mr. SHAVELL. If the contractor is a small contractor doing under
$10 million, you are seeing small payments in maybe the $800
range, maybe $300 refunds, $500 refunds. If you see a large con-
tractor, the numbers are typically offsetting, and again you are see-
ing smaller and smaller refunds and payments in relationship to
the volume of the business. It is just an insignificant number.

Mr. ENGLISH. In the time remaining, can you give us a sense of
how look-back came about, how it was put in the Code as it applies
to contractors?

Mr. SHAVELL. What happened was that in the middle eighties,
there was concern that the completed contract method was being
abused by certain long-term contractors, and I am not necessarily
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just specifying the construction industry. Also, you have the aero-
space and the defense industry that are required to use term-long
contract methods, such as the completed contract method or the
percentage of completion method.

In order to address the concern over the completed contract
method, the method by which these taxpayers were recognizing
revenue needed to be adjusted so there was a move toward a per-
centage of completion method. Unfortunately, this pulled in the en-
tire construction industry as well. Later there was an exemption
for home construction contractors so home construction contractors
have been exempted from the percentage of completion method and
also the look-back.

Mr. ENGLISH. Does this have a greater impact on your member-
ship than, say, on Grumman?

Mr. SHAVELL. Absolutely.

Mr. ENGLISH. Thank you very much.

Thank you very much, Mr. Chairman.

Mr. SHAVELL. Thank you.

Chairman ARCHER. Mr. Portman.

Mr. PORTMAN. I thank the witnesses, and I have a brief question
for Mr. Israeloff regarding the taxable year, the ability of sub S cor-
porations and partnerships to elect any fiscal year. Having prac-
ticed with a lot of sub S corporations and partnerships as clients,
I can fully appreciate the concern you raise. You said 65 to 75 per-
cent of your workload occurs between January 1 and April 15.

I think it is something like 90 percent for some of the small ac-
counting firms that I have had experience with, and it also seems
to me that you would have a more even distribution of workload
at the company level, the client level, with other professionals and
at the IRS level, and there is a certain efficiency in that. Common
sense would indicate that we ought to permit more flexibility. But
I just wanted to probe a little bit as to how we do it.

You talked about quarterly payments being based on some statu-
tory rate that would be set and it would be based on revenue neu-
tralLty. Can you expand on that a little and explain how that would
work?

Mr. ISRAELOFF. Yes. Obviously, when a business—when an indi-
vidual ean report income in the year—1 year later on a fiscal year,
in other words, for example, a June year, the income earned from
July 1 through December 31 is not reported by that entity until the
following June 30, so the owner would report it in the following
year. There is a deferral, never a loss, a deferral of revenue to IRS.
What we are trying to do is make the IRS, the government, whole
by having the entity pay in an estimated tax on the earnings as
the company goes along so that the government would get its
money in, let’s say, 1995, even though the owner wouldn’t report
the income until 1996. For revenue neutrality, the studies that
have been done—we have a whole economic survey, right now the
way the bill has been introduced, it has got a flat 34-percent statu-
tory rate in the proposed legislation.

Mr. PORTMAN. That rate of 34 percent is based on historical data.

Mr. ISRAELOFF. Yes, all historical data. The same data used, I
understand, back in 1986 and bringing it all the way forward.
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Mr. PORTMAN. In essence, although you don’t address this specifi-
cally in your testimony, perhaps you are not in a position to com-
ment on it today, but in essence you are saying there would be no
revenue impact based on the historical data that the Joint Tax
Committee staff or some other entity might use to analyze the pro-
vision, because you would, in a sense, be ensuring that the govern-
ment would continue to have the revenue flow through the flat
statutory rate.

Mr. ISRAELOFF. I am prepared to say exactly that. We have done
the studies and we feel that the 34-percent statutory rate will
make the government whole. In addition, there is a provision in
there that says if a business has owners that average more than
a $250,000 income per owner from that business, which is a very
large S corporation or partnership, then the statutory rate would
be 39.6 percent, equal to the highest individual rate. We have tried
to put everything in the bill that provides security to the govern-
ment that the revenue flow will be there.

Mr. PoRTMAN. That sounds like sort of the flat tax proposals I
have heard of. Flat tax, but at an incremental level.

I thank you and thank the Chairman.

Chairman ARCHER. Thank you.

We have a 15-minute vote, with 10 minutes still remaining on
the floor of the House, to be followed by a series of 5-minute votes.
I hesitate to start the next panel when we can only stay here for
about another 5 minutes before we have to leave for this first 15-
minute vote. The Chair will recess the Committee until the conclu-
sion of the 5-minute votes.

We don’t know how long that will be and I apologize for that to
our next set of witnesses. But there is no other alternative.

We will recess now to vote. We will come back immediately after
the beginning of the last 5-minute vote.

The Committee will stand in recess.

[Recess.]

Chairman ARCHER. The Committee will come to order.

We are going to try again, although we expect more votes on the
floor of the House.

If we could ask our next panel to be seated, we have Charles
Smith, president of Smith Management Co., Houston, who rep-
resents the National Automobile Dealers Association; Doug Metz,
managing director, Wine & Spirits Wholesalers of America; John
Huber, counsel, Petroleum Marketers Association of America; and
Edwin L. Harper, president, chief executive officer of the Associa-
tion of American Railroads.

If you gentlemen would have seats at the witness table, I will be
pleased to hear ]your presentations. Hopefully, the Committee will
make up in quality what it lacks in quantity with the number of
Members who are here.

I do apologize to you because we never know when these votes
will come up, and obviously, we have got to get over there and
make the votes when they do.

Mr. Smith, would you like to lead off?

I suppose I should formally introduce you because you are my
constituent from Houston, Texas, and we are delighted to have you
before us today.
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I would say to all of you that, as I mentioned to other witnesses,
if you have a statement in writing, without objection, the entire
statement will be entered into the record, and you may proceed
verbally, limiting your verbal presentation to 5 minutes.

Mr. Smith, here we go again. Would you like to commence?

STATEMENT OF CHARLES M. SMITH, PRESIDENT, SMITH & LIU
MANAGEMENT CO., HOUSTON, TEXAS, ON BEHALF OF
NATIONAL AUTOMOBILE DEALERS ASSOCIATION AND
AMERICAN INTERNATIONAL AUTOMOBILE DEALERS
ASSOCIATION

Mr. SMITH. Sure.

Good morning, Mr. Chairman. It is a pleasure to be here.

I am Charles Smith, and I am an automobile dealer from Hous-
ton, Texas, representing both domestic and international fran-
chises. My family has been in the business since 1917, and I am
here to testify on behalf of thousands of American small business-
men and women across this Nation just like myself who have been
unfairly shouldering the burden of our Nation’s sole “luxury” tax,
the 10-percent excise tax on the price of automobiles above $32,000.

The so-called “luxury taxes” were originally placed on certain
boats, planes, jewelry, furs, and autos by Congress in 1990 in an
effort to soak the rich by taxing the purchases of high-income indi-
viduals. In 1993, Congress repealed all luxury taxes except on
autos. Congress became convinced that these taxes did not impact
the high-income purchaser but instead caused harmful unintended
consequences for American businesses.

While the wisdom of imposing the tax on autos is subject to the
same question, it was not repealed simply because it raised too
much revenue. The auto excise tax has gad a significant adverse
impact on the U.S. auto industry. While dealerships are not nec-
essarily in jeopardy of closing down due to the excise tax, our al-
ready narrow profit margins %ave been further eroded by this tax.

I didn’t come up to Capitol Hill armed with facts or figures from
the Congressional Budget Office or the most popular think tank in
town. I am merely a small businessman working hard, paying
taxes, creating jobs in my community, and doing the best to live
the American dream,

While I am not an expert on tax policy, I can tell you how this
tax is affecting my business and the jobs in my dealerships. Mr.
Chairman, the auto tax is a tax on small business. I have seen its
effects on the bottom line.

Sales in my showroom have been jeopardized because after my
customers have agreed to a price, I have to go back and say, by the
way, you owe 10 percent excise tax on top of the agreed price. The
intended target of the tax, the customer, sidesteps it by forcing me
to pay all or part of the tax. They feel like it is a totally unfair tax.

You may think it is worth my paying the excise tax on each car
to make a sale, but let me point this out: Auto dealerships in
America realize an average of only $130 net profit per new vehicle
retail, $130. Obviously, a few hundred dollars in excise tax on each
new vehicle can push already razor-thin profits into the red.

As the price of the vehicles has risen over the past few years, I
have seen the effects of the tax spill over onto vehicles which
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American middle-class families demand to meet their transpor-
tation needs. Today, vehicles impacted by the tax include the popu-
lar vehicles, minivans, sports utilities, and family sedans. Models
of the Ford Explorer and the Oldsmobile Aurora, for example, now
stand above the threshold of the tax. The consumers that purchase
these vehicles are not the wealthy we hear so much about, but mid-
dle-class Americans trying to purchase a vehicle to fit their trans-
portation needs.

This tax is also fundamentally unfair and unjust. Today, the av-
erage price of a new car is $20,000. It is a strange tax policy that
does not call the $1 million yacht or $500,000 diamond necklace or
$75,000 fur coat a luxury item but targets a $32,000 car. Obvi-
ously, something is wrong.

I understand this Congress is looking to cut the Federal deficit.
I wholeheartedly—and I repeat, I wholeheartedly support this ef-
fort and simply ask Congress not to do it on the backs of the Amer-
ican small business auto dealers. All we ask is that the Committee
consider phasing down of this unfair tax so that we can sunset it
at its scheduled date in 1999.

Mr. Chairman, auto dealers like me have paid their fair share,
and we will continue to pay our fair share in the future under this
proposal. 1 commend Congresswoman Dunn and Congressman
Levin for their efforts in support of the phasedown and sunset on
the auto tax and several other Members of the Committee who
have indicated a willingness to move ahead on the issue.

Mr. Chairman, as | have previously pointed out, small business
auto dealers have been paying the price for a flawed tax for the
past 5 years. Let’s wind down this unfair tax, remove the burden
of a national sales tax on a single industry and allow small busi-
nesses’ entrepreneurs to drive the engine of growth and prosperity
in this country.

On behalf of the members of the National Automobile Dealers
Association and the American International Automobile Dealers
Association, I urge this Committee to support a phasedown and
sunset of the auto tax.

I would like to add for the record that this proposal I have ad-
dressed today enjoys the full support of General Motors, Ford
Motor Co., and all international automakers.

Thank you for allowing me this opportunity to appear before you,
and I will happily answer any questions.

Chairman ARCHER. Thank you, Mr. Smith.

Mr. Metz, you may proceed.

STATEMENT OF DOUGLAS W. METZ, MANAGING DIRECTOR,
WINE & SPIRITS WHOLESALERS OF AMERICA

Mr. METZ. Thank you, Mr. Chairman.

My name is Doug Metz, managing director of the Wine & Spirits
Wholesalers of America. Our members under license purchase for
resale over 90 percent of the distilled spirits distributed in the 32
licensed States, the District of Columbia, and Puerto Rico. We ap-
preciate the opportunity to testify in support of a simple revenue-
neutral change in the method of paying the Federal excise tax on
distilled spirits.
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This proposal was advanced 10 years ago, and the two colleagues
immediately to your right and the gentleman to your left were sup-
porters of the measure. It failed largely because of an inability to
provide a revenue-neutral offset to the cost of the revenue lag.

We believe we have solved that this year, Mr. Chairman. This
proposal would consolidate responsibility for collection of the Fed-
eral excise tax on distilled spirits in one and not two Federal agen-
cies. It would reduce a major regulatory burden by eliminating
dual agency supervision of distilled spirits warehouses.

We have appended to our record photographs showing the arbi-
trary requirement of construction of a cage to be bonded as a part
of the warehouse facility. On one side of the cage Customs has ju-
risdiction. On the other side of the cage, the BATF, Bureau of Alco-
hol, Tobacco and Firearms. We would eliminate that.

The proposal would simplify collection and compliance by com-
bining the wholesale point of payment of both Federal and State
excise taxes on distilled spirits. And last, it would end the favored
treatment of imported bottled products which makes wholesaler
costs for competing domestic products some 40 percent higher.

The problem that I am addressing today is one of great impor-
tance to hundreds of small American businesses. Currently, whole-
salers can purchase foreign bottled distilled spirits “in-bond,” that
is, tax free, paying the Federal excise tax to the Federal Govern-
ment directly after sale to a retailer. In contrast, when a whole-
saler buys domestically bottled distilled spirits, which is nearly 86
percent of his total spirits inventory, the price includes the Federal
excise tax prepaid by the distiller.

The inequity caused by this discrimination favoring foreign over
domestic products means that hundreds of U.S. family-owned busi-
nesses increase their inventory financing costs, as I mentioned, by
40 percent when buying U.S. products. Under this proposal, whole-
salers would be able to purchase domestically produced or bottled
spirits “in-bond” as now permitted for competing foreign products.

It would allow suppliers to save the carrying costs on the tax
which they bear pending payment by wholesalers in the 18 control
States which operate their own liquor systems. The movement of
the Federal excise tax point of payment on domestic spirits from
the supplier to the wholesaler will create a one-time 60-day lag in
tax receipts by the Treasury.

This revenue lag would be neutralized by requiring “All-In-Bond”
electing companies annually on September 20, to make an esti-
mated payment of excise taxes due in October and November based
on tax payments for the same months for the preceding year.

In addition to the described benefits to hundreds of American
wholesalers as well as suppliers of bottled distilled spirits and the
18 control States, the proposal offers significant advantages for the
Federal Government.

First, it places responsibility for assuring tax collection and com-
pliance with a single agency of jurisdiction over matters related to
the sale of alcohol beverages, namely the BATF.

Second, it offers BATF an opportunity to streamline excise tax
collections and minimize auditing practices by utilizing procedures
already used by the States. Every wholesale purchaser of domesti-
cally bottled spirits currently pays excise taxes.
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It reduces the regulatory compliance burden by eliminating the
requirement for segregated warehouse supervision by two Federal
agencies.

It offers significant overall savings to Treasury because the
States perform the same function and there are opportunities for
synergies and interaction with the States.

In conclusion, Mr. Chairman, I believe that this “All-In-Bond”
proposal is a sound tax policy and offers an opportunity to benefit
American business.

Thank you very much.

[The prepared statement and attachments follow:]
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TESTIMONY OF DOUGLAS W. METZ
WINE AND SPIRITS WHOLESALERS OF AMERICA, INC.

Thank you, Mr. Chairman, for the opportunity to testify in support of a
simple, revenue neutral change in the method of paying the federal excise tax on
distilled spirits. This proposal would (1) consolidate responsibility for collection of
this tax in one federal agency; (2) reduce a major regulatory burden by eliminating
dual agency supervision of distilled spirits warehouses; (3) simplify collection and
compliance by combining the wholesale point of payment of federal and state
excise taxes on distilled spirits; and (4) end the favored treatment of imported
bottled products which makes wholesaler costs for competing domestic products
some 40 percent greater.

My name is Doug Metz, Managing Director of the Wine and Spirits
Wholesalers of America (WSWA). WSWA members, ander license, purchase for
resale over 90 percent of the distilled spirits distributed in the 32 license states,
the District of Columbia and Puerto Rico.

The problem that I am addressing today is of great importance to hundreds
of small American businesses. Currently, wholesalers can purchase foreign bottled
distilled spirits "in-bond" (tax-free), paying the federal excise tax (FET) to the
federal government directly after sale to a retailer. In contrast, when a wholesaler
buys domestically bottled spirits (nearly 86 percent of his total spirits inventory)
the price includes the FET, pre-paid by the distiller.

The inequity caused by this discrimination (favoring foreign over domestic
products) means that hundreds of U.S. family-owned wholesale businesses
increase their inventory financing costs by 40 percent when buying U.S. products.

Under the proposal, wholesalers would be able to purchase domestically
produced or bottled spirits "in-bond" as now permitted for competing foreign
products. It would allow suppliers to save FET carrying costs borne pending
payment by wholesalers and the eighteen control states which operate their own
liquor systems.

Movement of the FET payment point on domestic spirits from the supplier
to the wholesaler will create a one-time, 60-day lag in tax receipts by the
Treasury. This revenue lag would be neutralized by requiring All-In-Bond electing
companies annually, on September 20, to make an estimated payment of excise
taxes due in October and November based on tax payments for the same months
of the previous year.

In addition to the described benefits to hundreds of American wholesalers
as well as suppliers of bottled distilled spirits and the eighteen control states, the
proposal offers significant advantages for the federal government. It:

] Places responsibility for assuring tax collection and compliance with
the single agency of jurisdiction over matters related to the sale of
alcohol beverages, namely the Bureau of Alcohol, Tobacco and
Firearms (BATF).

= Offers BATF an opportunity to streamline excise tax collections and
minimize auditing practices by utilizing procedures already used by
states. Every wholesale purchaser of domestically bottled spirits
currently pays state excise taxes.

L] Reduces regulatory compliance burden by eliminating requirement for
segregated warehouse supervision of spirits by two federal agencies,
BATF and Customs.

] Offers significant overall savings to Treasury. The states already
perform an excise tax collection function nearly as significant in
dollar terms as the federal government’s, and conduct audits at least
once a year. The Treasury could piggy-back on state procedures with
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a high degree of confidence that all excise taxes are being collected.
The use of joint excise tax reporting forms, with identical copies going
to state agencies and the Treasury, offers cost saving opportunities.

L Restrains increases in tax collection points through minimum
gallonage requirement and by operation of brand franchising
contracts and state laws which qualify purchasers of distilled spirits
at wholesale.

In conclusion, Mr. Chairman, I believe that this "All-In-Bond" proposal
promotes sound tax policy by ending discrimination against domestic products
while freeing up substantial working capital for U.S. family-owned businesses. In
addition, it unifies the point of payment of both federal and state excise taxes,
thus strengthening tax administration and compliance by providing parallel tax
audit trails. "All-In-Bond" provides additional revenue protection in the form of
annual estimated tax payments. It is revenue neutral. Attached to my written
testimony are photographs depicting the regulatory burden resulting from the
requirement to regulate warehouse facilities under dual agency supervision.

Mr. Chairman, I appreciate the Committee’s time and trust that the
Committee will include this proposal in the package under consideration.

Attachments
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View of typical warehouse floor with caged pre-tax foreign products.
Note: The same product (J & B Scotch) is on either side of the cage.
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Bonded portion of the warehouse Unbonded portion of war
for pre-tax foreign products for tax-paid domestic goode
(supervised by US. Customs). {supervized by BATF),
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Chairman ARCHER. Thank you, Mr. Metz.

I have only a couple of minutes to go vote. Hopefully, there will
be another Member of the Committee who will arrive shortly who
will share the continuation of the hearing for this panel.

I would ask you if you would keep your seats, and we will
recommence just as soon as we can.

Thank you.

[Recess.]

Ms. DUNN [presiding]. The Committee will reconvene.

Mr. Huber, I apologize for our break for votes, but please do con-
tinue with your testimony.

STATEMENT OF JOHN HUBER, PETROLEUM MARKETERS
ASSOCIATION OF AMERICA

Mr. HUBER. Thank you.

On behalf of the PMAA, Petroleum Marketers Association of
America, I would like to express our support to this Committee in
its examination of many tax issues affecting small businessmen
and petroleum marketers.

PMAA has two primary concerns with the present tax system.
The first involves the excise tax collection system for motor fuels.
The second involves the efforts of the Internal Revenue Service to
restrict access to depreciation schedules for marketers.

First, we would like to congratulate and express our thanks to
Congressmen McCrery, Jacobs, Herger, and English for their ef-
forts to resolve many of the outstanding issues relating to motor
fuel excise taxes.

As you know, in 1993, the collection point for diesel tax collection
was changed in an effort to reduce evasion and increase revenues.
Unfortunately, these changes have had a direct and substantial im-
pact on the marketers that PMAA represents.

We believe that these impacts were not anticipated by the Con-
gress and that it is appropriate to reexamine the tax collection sys-
tem to mitigate the impact of these changes on petroleum market-
ers. We believe the modest changes that are included in H.R. 1947
can improve the tax collection system without compromising the
tax.

PMAA’s primary concern with the tax is its impact on marketers
selling gasoline to State and local governments. These entities are
entitled to purchase gasoline tax free. Unfortunately, marketers
selling to them purchase the gasoline tax paid and sell it to them
tax free and then apply for a refund of taxes from the IRS. These
refunds take from 45 days to 4 months to process. The result is
that marketers are floating interest-free loans to the government
for a substantial period of time. H.R. 1947 would mandate that the
IRS pay claims within 20 days or pay interest on the claim.

Additionally, H.R. 1947 would improve the refund situation for
many classes of diesel users who must apply for their own refunds,
including construction companies, loggers, and all the other mis-
cellaneous users.

Intercity buses have also had a difficult time with refunds over
the past year. H.R. 1947 would provide them with a method to buy
d}ijesﬂ{gt the legal rate and eliminate their need to file claims with
the .
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This bill would also improve the tax collection system for sales
of diesel to noncommercial vessels. Under current law, these ves-
sels must only buy undyed diesel fuel which is not available at
many marinas.

PMAA would also encourage the Committee to consider two other
areas of the excise tax collection system which need to be remedied.

We would like to direct the attention of the Committee to the ex-
piration of 26 U.S. Code 6427(f) which allows marketers to file
claims for refunds on gasoline which is blended with ethanol. We
would encourage the Committee to take action to ensure that this
provision does not expire October 1.

We would also like to direct the Committee’s attention to a con-
flict between IRS regulations and how the industry does business.
At this time, both gasoline and diesel are taxed upon removal from
the terminal. The IRS has instituted a policy that the person own-
ing the fuel immediately prior to its removal from the tank is a
taxpayer and must remit the tax.

Under current regulations, the following transactions cannot
occur. A marketer may not sell diesel tax free to a State and local
government with an oil company credit card. A marketer who is li-
censed as an ethanol blender cannot buy gasoline at a tax-reduced
rate at an exchange terminal. We believe that the position holder
concept rule adopted by the IRS could be greatly improved by pro-
viding necessary flexibility. -

PMAA would now like to draw your attention to an issue regard-
ing depreciation of facilities used to market petroleum products.
Under the modified accelerated cost recovery system, petroleum
marketing facilities are entitled to depreciate the real property over
15 years. This schedule is reflective of actual practice in the indus-
try and the typical useful life of a gasoline station. -

However, the IRS has issued audit guidelines which indicate that
if over 50 percent of the floor space of a gasoline convenience store
sells nonautomotive items, then the building must be depreciated
over 39 years. Such a policy has been established even though the
majority of revenues from these buildings comes from gasoline or
diesel sales and even though the appearance of the building and
property clearly indicates that it is a service station. This policy
will be particularly hard on small business petroleum marketers.

Again, we thank the Chairwoman and the Members of this Com-
mittee for their concern and interest in resolving many outstanding
issues. We will gladly respond to any questions that you may have.

[The prepared statement follows:]
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TESTIMONY OF JOHN HUBER
PETROLEUM MARKETERS ASSOCIATION OF AMERICA

On behalf of the Petroleum Marketers Association of America, I
would like to express our support to this committee and its examination
of many tax issues affecting small businessmen and petroleum marketers.
PMAA is a federation of 41 state and regional trade associations
representing more than 10,000 independent petrcleum marketers
throughout the United States. These marketers sell in excess of 40
percent of the gasoline, 75 percent of the home heating oil and 60
percent of the diesel fuel consumed in this country. Eighty-nine
percent of PMAA’'s membership is classified as small business under
size categories established by the Small Business Administration.

PMAA has two primary concerns with the present tax system. The
first involves the excise tax collection system for motor fuels. The
second involves the efforts of the Internal Revenue Service to restrict
access to depreciation schedules for marketers that are more attractive
and more reflective of actual business practices.

First, we would like to congratulate and express our thanks to
Congressmen McCrery, Jacobs and Herger for their efforts to resolve
many of the outstanding issues relating to motor fuel excise taxes.
As you know, in 1993 the collection point feor diesel tax collection was
changed in an effort to reduce evasion and 1ncrease revenues.
Unfortunately, these changes have had a direet and substantial impact
on the marketers that PMAA represents. We believe that these impacts
were not anticipated by the Congress and that it is appropriate to
reexamine the tax collection system to mitigate the impact of these
changes on petroleum marketers. We believe the modest changes that are
included in H.R. 1947 can improve the tax collection system without
compromising the tax.

PMAA's first and primary concern with the tax is its impact on
marketers who are selling gasoline to state and local governments and
non-profit educational organizations. These entities are entitled to
purchase gasoline tax free. Unfortunately, marketers selling to them
must purchase the gasoline tax pai1d and then sell it to them tax free
and apply for a refund of taxes from the Internal Revenue Service.
These refunds may take from 45 days to four months to process. The
result is that marketers are flcoating interest free loans to the
government for a substantial period of time. H.R. 1947 would mandate
that the IRS pay claims within 20 days or pay interest on the claim.
This would encourage the IRS to pay the claims more quickly, and have
no impact on taxes collected.

Additionally, H.R. 1947 would improve the refund situation for
the many classes of diesel users who must apply for their own refunds.
Construction companies must often buy diesel tax paid, even though they
use it in a tax free manner. Under current law they can only apply
quarterly for these refunds, and the Service is under no obligation to
process their claims rapidly. H.R. 1947 would ensure that these small
businesses recover their excess tax payments quickly. Intercity buses
have also had a difficult time with refunds over the past year. H.R.
1947 would provide them with a method to buy diesel at the legal rate,
and eliminate their need to file claims with the IRS.
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This bill would also improve the tax collection system for sales
of diesel to non-commercial vessels. Under current law, these vessels
must only buy undyed diesel fuel, which is not available at many
marinas. This provision would allow marinas to sell to all classes of
diesel powered boats without having to install a second diesel pump.

PMAA would also like to direct the committee’s attention to two
other areas of the excise tax collection system which need to be
remedied. First, we would like to direct the attention of the
committee to the expiration of 26 U.S.C. 6427(f), which allows
marketers to file claims for refund on gasoline which is blended with
ethanol. We would encourage the committee to take action to ensure
that this provision does not expire.

We would also like to direct the committee’s attention to a
conflict between IRS regulations and how the industry does business.
At this time, both gasoline and diesel are taxed upon removal from the
terminal. The IRS has instituted a policy that the person owning the
fuel immediately prior to its removal from the tank is the taxpayer and
must remit the tax. Unfortunately, this policy makes it impossible for
many transactions to occur efficiently. Under current regulations, the
following transactions cannot occur. A marketer may not sell diesel
tax free to a state and local government with an oil company credit
card. A marketer who is licensed as an ethanol blender cannot buy
gasoline at a tax reduced rate at an exchange terminal. We believe
that the position holder concept rule adopted by the Service could be
greatly improved by providing flexibility and utilizing the tracking
systems already in place in the private sector.

PMAA would now like to direct the attention of the committee to
an issue regarding depreciation of facilities used to market petroleum
products. Under the Modified Accelerated Cost Recovery System (MACRS),
petroleum marketing facilities are entitled to depreciate the real
property over fifteen years. This schedule is reflective of actual
practice in the industry and the typical useful life of gasoline
stations. However, the IRS has issued audit guidelines which indicate
that if over fifty percent of the floor space of a gasoline/convenience
store sells non-automotive items then the building must be depreciated
over 39 years. Such a policy has been established even though the
majority of revenues from these buildings comes from gasoline or diesel
sales, and even though the appearance of the building and property
clearly indicates that it is a service station. This policy will be
particularly hard on small business and petroleum marketers. We would
encourage the Committee to examine this issue and encourage the Service
to develop guidelines which are more appropriate to the gasoline retail
industry.

Again, we thank the Chairman and the members of this committee
for their concern and interest in resolving many outstanding issues.
We will gladly respond to any questions that you may have.



84

Ms. DUNN. Thank you very much, Mr. Huber.
Does anyone on the Ways and Means Committee wish to ques-
_tion the witnesses?

Apparently there are no questions. You did such a great job. We
thank you aﬁ for coming and for your testimony.

Mr. Harper.

Mr. HARPER. Yes, may I make a statement?

Ms. DUNN. Oh, I am sorry. You haven’t testified. I am very sorry,
Mr. Harper. Of course, we would love to hear what you have to say.

STATEMENT OF EDWIN L. HARPER, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, ASSOCIATION OF AMERICAN RAIL-
ROADS

Mr. HARPER. Thank you very much, Madam Chairman.

I know it is kind of confusing taking the hand-off. Madam Chair-
man, Members of the Committee, I am Edwin L. Harper, president
and chief executive officer of the Association of American Railroads.
I appreciate this opportunity to address a threatened tax inequity
against the Nation’s freight railroads.

Unless the Congress acts before October 1, 1995, the railroads
will be singled out as the only transportation mode paying 1.25
cents per gallon deficit reduction fuel tax. It simply is discrimina-
tory to require the railroads to pay 1.25 cents more per gallon to-
ward deficit reduction than their major competitors.

To avoid putting the railroads at a competitive disadvantage, the
Association of American Railroads respectfully urges that all modes
of transportation contribute equally to deficit reduction. This can
be done fairly and with no revenue impact.

Prior to 1990, the sole purpose of the transportation fuels tax
was %o finance the Highway Trust Fund. Therefore, railroads, like
other-nonhighway users, did not pay this tax. The 1990 Reconcili-
ation Act extended the fuel tax beyond its historical role as the
highway user fee by introducing a 2.5-cent-per-gallon deficit reduc-
tion tax on transportation fuels.

The original 2.5-cent tax was payable by most transportation
modes into the General Fund of the Treasury. The 1993 Reconcili-
ation Act imposed an additional 4.3-cent-per-gallon deficit reduc-
tion rate on all surface transportation modes. At present, and until
October 1, 1995, both railroads and trucks pay a combined deficit
reduction rate of 6.8 cents; that is the 4.3- plus 2.5-cent-per-gallon
deficit reduction rate of transportation fuel.

Under the 1993 Reconciliation Act, the 2.5 cents paid by highway
users will be redirected into the Highway Trust Fund instead of
being dedicated to deficit reduction. Thus, on October 1, 1995, the
railroads will be left as the only payers of the original deficit reduc-
tion tax at a rate of 1.25 cents per gallon. Highway users will pay
only 4.3 cents per gallon into the Treasury’s General Fund, while
railroads will pay 5.55; that is, the 4.3 plus the 1.25 cents per gal-
on for deficit reduction.

Unless the deficit reduction rate levied on the railroads is re-
duced to the level of its competitors, the railroad industry will be
subjected to tax discrimination, as we have shown in a chart in the
record that we have submitted. Currently, the railroads and the
trucking industry both pay 6.8 cents. As of October 1, 1995, unless
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the Congress acts, the railroads will be paying 5.55 cents and the
trucking industry 4.3 cents, as well as inland waterways.

Tax equity begins with the recognition that the differences be-
tween the railroads and their competitors are in the funding of in-
frastructure. The Highway Trust Fund, funded by highway user
taxes, provides the financing for the construction and maintenance
of the public roads used by the trucking industry.

The railroad industry operates over 1ts own privately funded, pri-
vately maintained rights of way with respect to which the industry
also pays significant property taxes and interest on debt. Moreover,
because the railroads do not enjoy, require, or want a trust fund,
the diversion of the excise tax paid by trucks into the Highway
Trust Fund should be balanced by a repeal of the fuel tax paid by
the railroads.

If, on the other hand, a fuel tax is deemed appropriate for deficit
reduction, all transporters should be required to make equal con-
tributions. This can be done without creating a revenue shortfall.

First, if airlines are excluded from paying fuel taxes, a 0.028-
cent-per-gallon tax on fuel used by the same transporters, includ-
ing railroads, subject to the 1993 deficit reduction tax, would raise
enough revenue to eliminate the 1.25-cent discriminatory tax on
railroads. This proposal would allow fuel taxes paid by the other
modes to be directed into their respective trust funds in a revenue-
neutral manner, with all modes contributing equally to deficit re-
duction.

Alternatively, if airlines begin to pay the 4.3-cent-per-gallon fuel
tax effective October 1, the railroad tax could be decreased from 5.5
cents to 4.3 cents, which the airlines would also be paying. This re-
duction would equalize fuel taxes at 4.3 cents for all modes and
bring in revenues of $482 million.

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

ave, e

[The prepared statement follows:]
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STATEMENT BY EDWIN L. HARPER
ASSOCIATION OF AMERICAN RAILROADS
ELIMINATION OF THE 1.25 CENT-PER-GALLON DEFICIT REDUCTION
FUELS TAX
before the
UNITED STATES HOUSE OF REPRESENTATIVES

COMMITTEE ON WAYS AND MEANS

July 11, 1995

Mr. Chairman and members of the committee, I am Edwin L. Harper, president
and chief executive officer of the Association of American Railroads. I appreciate this
opportunity to address a threatened tax inequity against the nation’s freight railroads.
Unless Congress acts before October 1, 1995, the railroads will be singled out as the only
transportation mode paying the 1.25 cents-per-gallon deficit reduction fuel tax. It is
simply discriminatory to require railroads to pay 1.25 cents more per gallon towards
deficit reduction than their major competitors. To avoid putting the railroads at a
competitive disadvantage, the Association of American Railroads respectfully urges that
all modes of transportation contribute equally to deficit reduction. This can be done
fairly and with no revenue impact.

I. UNDER CURRENT LAW BOTH RAILROADS AND THEIR MAJOR
COMPETITORS CONTRIBUTE EQUALLY TO DEFICIT REDUCTION.

Prior to 1990, the sole purpose of the transportation fuels tax was to finance the
Highway Trust Fund. Therefore, railroads (like other non-highway users) did not pay this
tax. The 1990 Reconciliation Act extended the fuel tax beyond its historical role as a
highway user fee, by introducing a 2.5 cents-per-gallon deficit reduction tax on
transportation fuels.

The oniginal 2.5 cent tax was payable by most transportation modes into the
general fund of the Treasury. The 1993 Reconciliation Act imposed an additional 4.3
cents-per gallon deficit reduction rate on all transportation modes. At present and until
October 1, 1995, both railroads and trucks pay a combined deficit reduction rate of 6.8
(4.3 plus 2.5) cents-per-gallon of transportation fuel.

IL. UNLESS CONGRESS ACTS BEFORE OCTOBER 1, 1995, RAILROADS
WILL BE PLACED AT A DISADVANTAGE, BECAUSE THEY WILL BE
REQUIRED TO PAY MORE TOWARDS DEFICIT REDUCTION THAN THEIR
COMPETITORS.

Under the 1993 Reconciliation Act, the 2.5-cents tax paid by highway users will
be redirected into the Highway Trust Fund instead of being dedicated to deficit reduction.
Thus, on October 1, 1995, railroads will be left as the only payers of the original deficit
reduction tax at a rate of 1.25 cents-per-gallon. Highway users will pay only 4.3 cents-
per-gallon into the Treasury’s general fund, while railroads will pay 5.55 (4.3 plus 1.25)
cents-per-gallon for deficit reduction. Unless the deficit reduction rate levied on the
railroads is reduced to the level of its competitors, the railroad industry will be subjected
to tax discrimination as shown:

Current October 1, 1995

S Tax Per-Gallon Tax Per Gallon
Railroads 6.8 cents 5.55 cents
Trucking - 6.8 cents 4.3 cents

Inland Water 4.3 cents 4.3 cents
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IHl. EITHER THE DEFICIT REDUCTION FUEL TAX IMPOSED ON
RAILROADS SHOULD BE REPEALED OR ALL MODES SHOULD BE
ASSESSED A LOWER TAX RATE TO RESTORE BALANCE.

Tax equity begins with recognition of the differences between railroads and their
competitors on infrastructure funding. The Highway Trust Fund, funded by highway user
taxes, provides the financing for the construction and maintenance of the public roads
used by trucks. The railroad industry operates over its own privately funded rights-of-
way, with respect to which the industry pays significant property taxes and interest on
debt. Moreover, because the railroads do not enjoy, require, or want a trust fund, the
diversion of the excise tax paid by trucks into the Highway Trust Fund should be
balanced by the repeal of the fuel tax paid by railroads.

If, on the other hand, a fuel tax is deemed appropriate for deficit reduction, all
transporters should be required to make equal contributions. This can be done without
creating a revenue shortfall. First, if airlines are excluded from paying fuel taxes, a .028
cent-per-gallon tax on fuel used by the same transporters, including railroads, subject to
the 1993 deficit reduction tax would raise enough revenue to eliminate the 1.25-cent
discriminatory tax on railroads. This proposal would allow fuel taxes paid by the other
modes to be directed into their respective trust funds in a revenue neutral manner, with all
modes contributing equally to deficit reduction
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Ms. DUNN. Are there any questions?

Since there are no questions, we thank you, Mr. Harper, for your
testimony.

Gentlemen, thank you very much for being here today.

We have a last panel with witnesses, Andrew Lawlor, Peter Rob-
erts, and Harvey Shulman.

Welcome, gentlemen. Why don’t we begin, even though Mr.
Shulman is not yet here.

Dr. Lawlor, would you like to begin?

STATEMENT OF ANDREW C. LAWLOR, PH.D., ASSOCIATE VICE
PRESIDENT FOR ACADEMIC PROGRAMS, ON BEHALF OF
EDINBORO UNIVERSITY OF PENNSYLVANIA, EDINBORO,
PENNSYLVANIA

Mr. LAWLOR. Certainly. Madam Chairman and Members of the
Committee, thank you for holding these hearings on miscellaneous
tax reform items, and thank you for allowing me to testify on be-
half of Edinboro University of Pennsylvania.

I am here in support of an important education initiative. Our
university, as a member of the Pennsylvania State System of High-
er Education, supports legislation introduced by a Member of the
Committee, Congressman Phil English, providing an exclusion for
income earned on State prepaid tuition programs and encouraging
States to adopt education savings accounts.

First, let me provide a brief introduction to public higher edu-
cation and Edinboro University of Pennsylvania. Edinboro is lo-
cated in northwestern Pennsylvania in Mr. English’s congressional
district. Edinboro was founded in 1857 as Edinboro Academy and
has since become one of the 14-member institutions of the Penn-
sylvania State System of Higher Eduacation. We currently offer over
100 different baccalaureate and master degree programs and have
an enrollment of nearly 7,500 students. Under the leadership of
President Foster F. Diebold, Edinboro University now generates Jo-
cally an economic impact of comfortably more than $120 million an-
nually, utilizing a $70 million annual budget.

As [ am sure you will realize, of the 3,400 colleges and univer-
sities in the United States, roughly one-half are public sector insti-
tutions. Edinboro University is pleased to be among the public sec-
tor which, as a whole, educates approximately 80 percent of the
total number of students in the United States.

I am here today for two reasons: First, to talk about the success
of the tuition assistance program in Pennsylvania in order to en-
courage other States to adopt similar programs; and, second, to ex-
plain a tax problem our program will soon be faced with that Con-
%ressman English has been working to address and I hope the

ommittee will assist him with.

Our university is involved in a program established by the State
of Pennsylvania in September 1993, the TAP, Pennsylvania Tuition
Account Program. TAP is designed to provide for the advance pur-
chase of college tuition credits in order to assist families of all in-
come levels planning for the future educational expense of their
children. TAP enables people to beat inflation and save money by
locking in a price today to pay for tomorrow’s tuition.
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The TAP is administered by the Pennsylvania Treasury. The
treasury is responsible for investing the money so that when a
child is ready for college, the account will have increased in value
to cover any increase in tuition. Though the program is designed
to cover tuition of all State systems, State-related and communit
colleges in Pennsylvania, TAP credit may be applied to any accred-
ited college in the United States.

TAP has been overwhelmingly successful for our State. On June
6 of this year, our State treasurer reported that Pennsylvania fami-
lies have helped the program reach a new milestone by purchasing
more than $30 million in TAP credits for their children’s future col-
lege education. More than 11,300 children have been enrolled in
the tuition prepayment program since it was started.

The problem we will soon face, however, concerns the tax liability
of prepurchased credits. While this is a smart, successful program,
unfortunately any increase in the value of the credits is subject to
Federal income taxation. The purchaser will incur a tax liability
when the credits are used or in the event of a refund.

While Pennsylvania’s program is new and those participating are
not able to use the credits, when they do, they will meet with a
huge tax burden. Other States with similar programs are all too fa-
miliar with what a disincentive this liability is to the program, and
States who are contemplating a program are thinking twice about
it.

Congressman English has introduced bipartisan legislation to ad-
dress this problem. The bill will encourage States to adopt college
tuition savings programs and help States with existing programs
by exempting the earnings on tuition credits of individuals partici-
pating in these programs from gross income for tax purposes. This
1s the main tenet of his legislation, the issue he submitted for Com-
mittee consideration, and the only drawback to programs like TAP.

I am hopeful that this legislation will prove to be the low-cost
proposal that many of us who have worked on it feel it is. Nonethe-
less, I know this proposal has universal appeal and the potential
to improve the quality of life for citizens of every State as well as
providing a well-educated work force.

I urge the Committee’s strong consideration of this proposal. It
is time to stop penalizing families who are trying to save for their
children’s education.

Thank you for the opportunity to testify.

[The prepared statement follows:]
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Dr. Andrew C. Lawlor, Edinboro University of Pennsylvania

Mr. Chairman and Members of the Committee, thank you for holding these hearings on
miscellaneous tax reform items and thank you for allowing me to testify on behalf of
Edinboro University in support of an important education initiative. Our university, as

a member of the Pennsylvania State System of Higher Education, supports legislation
introduced by a Member of the Committee, Congressman Phil English, providing an
exclusion for income earned on State Prepaid tuition programs and encouraging states to
adopt education savings accounts,

Edinboro University is located in Northwestern Pennsylvania in Mr, English's
Congressional District. Edinboro was founded in 1857 as Edinboro Academy and has
since become one of the 14 member institutions of the Pennsylvania State System of
Higher Education. We currently offer over a hundred different baccalaureate and masters
degree programs and have an enrollment of nearly 7,500 students. We generate locally an
economic impact of comfortably more than $120 million annually, utilizing a 70-million
dollar annual budget. As I am sure you realize, of the 34-hundred colleges and
universities in the United States, roughly half are public sector institutions. Edinboro is
pleased to be among the public sector institutions which, as a whole, educate
approximately 80 percent of the total number of students in the United States.

I am here today for two reasons. First, to talk about the success of a tuition assistance
program in Pennsylvania in order to encourage other State's to adopt similar programs,
and second, to explain a tax problem our program will soon be faced with that
Congressman English has been working to address and that I hope the Committee will
assist him with.

Our university is able to take advantage of a program established in the State of
Pennsylvania in September, 1993 -- the Pennsylvania Tuition Account Program, or TAP
program. The TAP program is designed to provide for the advance purchase of college
tuition credits in order to assist families of all income levels planning for the future
educational expense of their children. The TAP program enables people to beat inflation
and save money by locking in a price today to pay for tomorrow's tuition.

For the Pennsylvania program, a "tuition credit" equals 1/24th of the annual tuition at
member colleges and universities for full-time undergraduate students. Tuition credit
prices are set annually based on current tuition prices, expected tuition inflation and the
expected earnings of the Fund. The program allows the credits to be used anytime after
they mature, the minimum period being four years.

The TAP program is administered by the Pennsylvania Treasury. Treasury is responsible
for investing the money so that when a child is ready for college, the account will have
increased in value to cover any increase in tuition. Though the program is designed to
cover tuition of all State System, State Related, and Community Colleges in
Pennsylvania, TAP credits may be applied to any accredited college in the U.S.

The TAP program has been overwhelmingly successful for our State. On June 6th of this
year our State Treasurer reported that Pennsylvania families have helped the program
reach a new milestone by purchasing more than $30 million in TAP credits for their
children's future college education. More than 11,300 children have been enrolled in the
tuition pre-payment program since it was started.
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While this program helps both the State investing the funds and the families who save, it
also helps the enroliment of universities like Edinboro that are popular among middle-
income families. The program assures that funds invested for college are available when
needed without unexpected depletion, to assist those who are able to sacrifice to plan for
the future. All too often we encounter individuals who have always wanted to attend
college, but are financially unable to do so when the time comes. This situation not only
hurts the individuals and their families, but it impedes our country's opportunity to have a
well-educated citizenry.

The problem we will soon face concerns the tax liability of the pre-purchased credits.
While this is a smart, successful program, unfortunately, any increase in the value of the
credits are subject to Federal income taxation. The purchaser will incur a tax liability
when the credits are used, or in the event of a refund. While Pennsylvania's program is
new and those participating are not yet able to use the credits, when they do - they will be
met with a huge tax burden. Other states with similar programs are all too familiar with
the disincentive this liability is to the program, and states who are contemplating starting
a program are thinking twice.

Congressman English bas introduced bipartisan legislation to address this problem. The
bill will encourage states to adopt college tuition savings programs and help states with
existing programs by exempting the earnings on tuition credits of individuals
participating in these programs from gross income for tax proposes. This is the main
tenet of his legislation, the issue he submitted for Committee consideration and the only
drawback to programs like TAP.

While I am unaware of many of the specifics of the administration of the program and the
revenue implications of the desired exemption -- considering that Pennsylvania's program
is only two years old and that the fund has to be allowed to mature for four years -- there
would be no revenue impact for our State. I know, however, that States like Michigan

and Florida have had similar programs that have been in existence for much longer
periods of time. I am hopeful that this will prove to be the low-cost proposal that many of
us who have worked on it feel it is. Nonetheless, I know that this proposal has universal
appeal and the potential to improve the quality of life for citizens of every state -- as well
as increasing their human resource potential.

I urge the Committee's strong consideration of this proposal. It is time to quit penalizing
families who are trying to save for their children's education.

Thank you for the opportunity to testify.
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Ms. DUNN. Thank you very much, Dr. Lawlor.
Mr. Roberts.

STATEMENT OF PETER A. ROBERTS, PRESIDENT, CHIEF EXEC-
UTIVE OFFICER, COLLEGE SAVINGS BANK, PRINCETON, NEW
JERSEY

Mr. ROBERTS. Yes. I would like to thank the Committee for giv-
ing me this opportunity to testify today.

%rieﬂy, I am the founder, chairman, and chief executive officer
of College Savings Bank, a New Jersey chartered FDIC-insured
savings bank located in Princeton.

College Savings Bank was formed for the primary purpose of
originating and marketing the patented CollegeSure CD, certificate
of deposit, America’s first commercially available and nationally
marketed college cost prepayment product. I am also the inventor
of the CollegeSure CD.

One solution to increasing the rate at which families save for col-
lege is to provide tax incentives. However, the tax incentives have
to be carefully designed so as to permit college savers sufficient in-
vestment flexibility and encourage the participation of the private
sector.

Legislation, H.R. 1328, recently has been introduced which would
make State college savings programs exempt from Federal taxes.
H.R. 1328 excludes from gross income any amounts distributed
from qualified State educational savings plans when used to pay
for college. Also, the bill exempts from Federal taxation State agen-
cies that administer educational savings plans. In the short run,
this might increase college-targeted savings and, we all hope, over-
all savings.

However, the bill has several significant flaws with long-term
consequences. The new legislation converts taxable prepaid invest-
ment contracts into tax-exempt obligations with yields matching
the pretax yields of U.S. Treasury and corporate obligations.

The bill, if enacted, would create preemptive State savings prod-
ucts which would erowd out virtually all private sector competition
in the marketplace. This form of tax exemption will distort investor
choices and divert the portion of the family’s total savings ear-
marked for college away from other savings vehicles and into State
savings plans.

Now, the effect of tax exemption on State savings plans is very
different from the effect of tax exemption on municipal bonds.
Whereas the market adjusts the yields on municipal bonds to be
lower than the yields on taxable bonds, the yields on the obliga-
tions issued by State savings plans are reflective of the yields on
the taxable investments in the trusts, and, because the obligations
issued by the trust are nonnegotiable, they are not able to seek
equilibrium to the yields on other tax-exempt instruments.

The tax-exempt feature creates a superordinary aftertax yield,
preempts all comparable investments in the marketplace, and has
the effect of flooding the market with subsidized above-market-rate
and below-market-price instruments. In international banking par-
lance, they call this rate dumping.

The disintermediation and market-damaging effects caused by a
preemptive savings product will discourage those entities that now
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seek to help savers and reduce the range and variety of investment
choices. What is more, in order to compete with federally sub-
sidized obligations issued by the State savings plans, the rate on
tax-exempt bonds will rise, thereby increasing the cost of capital to
States and municipalities, and eventually budget deficits will swell
and jobs will be lost.

Let’s increase the college savings rate through market-based so-
lutions. Congress should reject the approach in H.R. 1328 and in-
stead focus on developing market-based incentives, provide college
savers with a wide range of investment choices, maintain a level
playingfield, reach a broad spectrum of eligible families, and create
a competitive, healthy, and innovative marketplace that is nec-
essary to maximize the national savings rate.

The best way to maximize the effectiveness of the tax benefits of-
fered to college savers would be to extend such benefits to all sav-
ings placed in an ADSA, American dream savings account, such as
the one proposed in H.R. 1215. All the legislation needs 1s—to be
clarified to say that State prepaid tuition contracts are eligible in-
vestments, as any other investment that is eligible for an IRA.

Although there are no deductions for contributions to the ADSAs,
earnings on the amounts deposited by parents in the ADSA would
not be taxed and would be exempt from taxation when withdrawn
to pay college expenses. The proposal contains contribution limits.

The ADSA helps level the playingfield for all market participants
and avoids the market-damaging effects that may be caused by a
preemptive government savings product. State savings plans could
resolve their Federal tax problems via the ADSA. Like the present
proposal, amounts distributed from State savings plans to pay
higher education expenses generally would be exempt from Federal
taxation. In addition, the tax asymmetry afflicting State college
savings trusts would be resolved.

State college savings trusts generally are subject to tax on gross
interest income currently but able to claim interest expense deduc-
tions only in future years when tuition benefits are paid out. This
exposes the trust to enormous tax liabilities in the early years,
which reduces their assets and net worth.

By placing the prepaid contract in the ADSA, the trust, without
impacting the tax benefit to the family, can claim interest expense
deductions in current years, offsetting the trusts taxable interest
income. This would reduce the need to exempt the State edu-
cational savings trusts from Federal taxation as provided in the
current proposal and greatly reduce the cost to the Federal tax-
payer.

%he ADSA is a market-based solution. It helps provide college
savers with a wide range of investment choices, reaches a broad
spectrum of eligible families, and creates a competitive and innova-
tive marketplace necessary to maximize the college savings rate.
Without increasing the size of government, ADSAs tap the abun-
dant resources of the private sector to cultivate thrift among fami-
lies with college-bound children and improve the rate at which fam-
ilies save. Furthermore, it addresses the present needs of public
and private sector savings programs.

Thank you very much.

[The prepared statement and attachment follow:]
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TESTIMONY OF PETER A. ROBERTS
COLLEGE SAVINGS BANK, PRINCETON, N.J.

I would like to thank Chairman Archer and other members of the Ways and Means
Committee for giving me this opportunity to discuss the role that the private sector
can play in helping to increase the rate of savings in the United States and, in
particular, the rate of savings for a college education.

Briefly, I am the founder, chairman, and chief executive officer of College Savings
Bank, a New Jersey-chartered, FDIC-insured savings bank located in Princeton.

College Savings Bank in 1987 was formed for the primary purpose of originating and
marketing the patented CollegeSure® Certificate of Deposit, America’s first
commercially available and nationally marketed college cost prepayment product.

I am also the inventor of the CollegeSure CD.

QUESTIONABLE SOLUTION: PREEMPTIVE STATE SAVINGS
PRODUCTS

One solution to increasing the rate at which families save for college is to provide tax
incentives. However, the tax incentives have to be carefully designed so as to permit
college savers sufficient investment flexibility and encourage the participation of the
private sector.

Legislation recently has been introduced which would make state college savings
programs exempt from federal taxes. H.R. 1328 excludes from gross income any
amounts distributed from qualified state educational savings plans and used to pay
for college. Also the bill exempts from federal taxation state agencies that administer
educational savings plans.

In the short-run, this might increase college-targeted savings and, we all hope, overall
savings. However, the bill has several significant flaws with long-term
consequences.

The new legislation converts taxable prepaid investment contracts into tax-exempt
obligations with yields matching the pre-tax yields of U.S. Treasury and corporate
obligations (See Figures).

The bill, if enacted, would create pre-emptive state savings products which would
crowd out virtually all private sector competition in the marketplace. This form of
tax exemption will distort investor choices and divert the portion of a family's total
savings earmarked for college away from other savings vehicles and into the state
savings plans.

The effect of tax exemption on state savings plans is very different than the effect of
tax exemption on municipal bonds. Whereas the market adjusts the yields on
municipal bonds to be lower than the yields on taxable bonds, the yields on the
obligations issued by state savings plans are reflective of the yields on the taxable
investments in the trust and, because the obligations issued by the trust are
non-negotiable, not able to seek equilibrium to the yields on other tax-exempt
instruments. The tax-exempt feature creates a superordinary after-tax yield which
preempts all comparable investments in the marketplace. It has the effect of flooding
the market with subsidized, above-market rate and below-market priced instruments.
In international banking parlance, it's called 'rate dumping.'
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FIGURES

Average Annual College Inflation Rate Versus Rates of Return on Selected
Corporate, U.S. Treasury, and Municipal Securitles , 1964-1992
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The disintermediation and market-damaging effects caused by a preemptive savings
product will discourage those entities that now seek to help savers and reduce the
range and variety of investment choices. What's more, in order to compete with
federally subsidized obligations issued by the state savings plans, the rate on
tax-exempt bonds will rise, thereby increasing the cost of capital to states and
municipalities. And, eventually, budget deficits will swell and jobs will be lost.

LET'S INCREASE THE COLLEGE SAVINGS RATE THROUGH
MARKET-BASED SOLUTIONS

Congress should reject the approach in H.R. 1328 and instead focus on developing
market-based incentives that:

. Provide college savers with a wide range of investment choices;
. Maintain a level playing field;
. Reach a broad spectrum of eligible families; and

. Create a competitive, healthy and innovative marketplace that is necessary to
maximize the national savings rate.

ALTERNATIVE FEDERAL LEGISLATION

The best way to maximize the effectiveness of tax benefits offered to college savers
would be to extend such benefits to all savings placed in an American Dream Savings
Account (ADSA) proposed in H.R. 1215.

Eligible investments for an ADSA should include: deposits made in state-sponsored
college savings plans, bank accounts, investment accounts, and other accounts that
satisty Individual Retirement Account requirements. Although there are no
deductions for contributions to ADSAs, earnings on amounts deposited by parents in
an ADSA would not be taxed and would be exempt from taxation when withdrawn
to pay college education expenses. The proposal contains contribution limits.

The ADSA helps level the playing field for all market participants and avoids the
market damaging effects that may be caused by a preemptive government savings
product.

State savings plans could resolve their federal tax problems via the ADSA. Like the
present proposal (H.R. 1328), amounts distributed from state savings plans to pay
higher education expenses generally would be exempt from federal taxation.

In addition, the tax asymmetry afflicting state college savings trusts would be
resolved. State college savings trusts generally are subject to tax on gross interest
income currently but able to claim interest expense deductions only in future years
when tuition benefits are paid out. This has exposed the trusts to enormous tax
liabilities in the early years which reduce their assets and net worth.
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By placing the prepaid contract in the ADSA, the trust (without impacting the tax
benefit to the family) can claim interest expense deductions in current years, thereby
offsetting the trust's taxable interest income. This would reduce the need to exempt
the state educational savings trusts from federal taxation, as provided in the current
proposal, and greatly reduce the cost to the federal taxpayer.

The ADSA is a market-based solution. It helps provide college savers with a wide
range of investment choices, reaches a broad spectrum of eligible families, and
creates a competitive and innovative marketplace necessary to maximize the college
savings rate. Without increasing the size of government, ADSAs tap the abundant
resources of the private sector to cultivate thrift among families with coliege bound
children and improve the rate at which families save. Furthermore, it addresses the
present needs of public and private sector savings programs.
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Ms. DunN. Thank you, Mr. Roberts.
Mr. Shulman.

STATEMENT OF HARVEY SHULMAN, COCHAIR, COALITION TO
REPEAL SECTION 1706

Mr. SHULMAN. Thank you.

Madam Chair, imagine a witness asking this Committee’s sup-
port for a principle on which there has been agreement among Mr.
Armey, Mr. DeLay, Mr. Crane, Mr. Herger—and also Mr. Gep-
hardt, Mr. Ford, Mr. Neal, Mr. Owens, and many others. Imagine
a witness telling you that a similar agreement also exists amon
Senators Kennedy, Moseley-Braun, Mikulski, Simon, Robb, an
Hollings—and also Senators Coats, Faircloth, Warner, Gregg, Lott,
Hatfield, and dozens of others.

I am delighted to say that there is such agreement on the prin-
ciple that we need to eliminate the employment tax discrimination
which exists against the computer and engineering industries—dis-
crimination which was created by the enactment of section 1706 of
the 1986 Tax Reform Act.

It is hard to believe, Madam Chair, but section 1706 was a tax
reform experiment that singled out only the technical services in-
dustry and made it uniquely difficult for only agencies in our in-
dustry to use self-employed workers.

Section 1706 did so by removing the so-called section 530 employ-
ment tax safe haven from only our industry. As a result, we are
the only industry in the United States which must judge its em-
ployment tax oblbi,gations solely on the basis of an ancient and un-
predictable common law employment test.

It is not surprising, therefore, that thousands of technical serv-
ices firms refuse to do any business with technical consultants who
are sole proprietors or otherwise small businesses. Likewise, it is
not surprising that tens of thousands of computer and engineering
consultants have a unique barrier to face in their quest for the eco-
nomic empowerment that comes from self-employment.

In short, section 1706 created havoc and unfairness in our indus-
try by paternalistically forcing employment status on many work-
ers. Doesn’t it amaze you that we actually have an employment tax
law that uniquely hinders entrepreneurship in America’s high-tech
industries?

Our written testimony provides the details of the reasons for the
section 1706 experiment and why new facts not known in 1986
have undermined the bases for section 1706. Relying on such
facts—not myths and theories, but facts—a consensus has emerged
among leaders in government, business, and professional associa-
tions to repeal section 1706. They recognize that repeal is not spe-
cial interest legislation but, instead, is giving back to us the same
thing that every other industry in the United States enjoys.

For example, in 1987 the Small Business Administration urged
repeal of section 1706. In 1991 a study of the Treasury Department
concluded that section 1706’s coverage was “difficult to justify on
equity or other policy grounds.” The Treasury Department found
that tax compliance of self-employed engineering and computer
consultants was actually above average compared to other indus-
tries that still have the employment tax safe haven.
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In 1992 the House Government Operations Committee flat out
stated that section 1706 “should be repealed.”

In 1994 the prestigious American Tax Policy Institute found that,
now that the original basis for section 1706 “has been refuted,” the
law should be repealed. The institute said there is “no justification”
to exclude firms which use technical workers from the employment
tax safe haven.

In closing, please heed the statements of two Members of Con-
gress who could not be from more different backgrounds, districts,
and political philosophies but who both value the economic
empowerment of self-employment in our high-tech industry. As
Speaker Gingrich wrote in Newsweek Magazine:

We need to comb through our laws to clean out the barriers to starting businesses
and creating new wealth. We need to alter Tax Codes that virtually punish people

for working as indeﬁendent contractors or starting their own businesses. We must
clear the path for the next Tom Edison or Ray Kroc or Bill Gates or Steve Jobs.

The Speaker’s words echo those of Congressman Major Owens
from Bedford-Stuyvesant, who testified before this Committee 3
years ago and said the following:

I have heard from many African-American computer programmers who have had
the door to self-employment slammed in their face because of section 1706. Many
businesses are unwilling to use the services of valid self-employed consultants be-
cause they do not want to attract the attention of the IRS auditors. Some of the
students—in Brooklyn Technical High School in my district—might have the dream
of being self-employed. We want to encourage them and make their high-tech indus-
tries grgw. In this light, how can I justify a discriminatory law like section 1706
to them?

Madam Chair, where there is a will, there must be a way. A
strong bipartisan consensus has emerged to repeal section 1706
and eliminate the unique discrimination against our industry. The
time for more study and discussion is over. It is time for action.
Please do not let us down.

[The prepared statement and attachment follow:]
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Before the
Ways and Means Committee
United States House of Representatives
Juty 11, 1995

STATEMENT OF HARVEY SHULMAN, COCHAIR
COALITION TO REPEAL SECTION 1706

We are the representatives of small business entrepreneurs, who own or manage over ten
thousand software, engineering, data processing and technical writing companies throughout the
United States -- including many thousand that are minority and/or women-owned. We are
delighted that Congress is finally moving to repeal of Section 1706 of the 1986 Tax Reform Act
-- an employment tax law which on ijts face discriminates against America’s high technology
industry and has a particularly adverse effect on small business as well as minority and women
entrepreneurs in our industry. Congress has begun to see, more clearly than in the past, the need
to help small business, and to encourage entrepreneurship in our high-tech industry; as a coalition
representing both constituencies, we ask for your support and leadership now.

We will not attempt, in this short statement, to explain all the details of our problem.
Instead we are providing attachments with this letter. These attachments show that because of
Section 1706, the technical services industry is the only industry in the United States that does
not have the "employment tax safe haven" protection of Section 530 of the 1978 Revenue Act,
or any other alternative "safe haven". Instead, pursuant to Section 1706 our employment tax
obligations are governed only by the vague and unpredictable 20 question common law test --
the very test for which Section 530 was enacted as a safeguard from the common law test’s
frequently capricious effects. These effects of Section 1706 are felt most adversely by new
market entrants. Why? Because the common law test emphasizes a lengthy history of
entrepreneurship, large capital investment, several concurrent customers, advertising and other
factors that are more difficult for many newly self-employed independent consultants to meet.
In addition all self-employed high-tech professionals have faced far fewer consulting opportunities
as businesses are fearful to use their services because of Section 1706.

Every independent analysis of Section 1706 -- including the Treasury Department, the
House Government Operations Committee, the American Tax Policy Institute, and
ComputerWorld (the leading publication for the computer industry) -- has found Section 1706
to contain unreasonable and discriminatory provisions.

If we really want to promote America’s high-technology industry and restore tax fairness,

then the repeal of Section 1706 should be included in the upcoming tax bill.

For more information: Coalition 10 Repeal Section 1706
1250 Connecticut Ave, N.W. - Suite 700
Washington, D.C. 20036
(202) 637-6483

| Members of the Coulition inctude Amencan Consulting Engineers Council; Black Data Proocsing Associstes; Computer Software Industry Association;
- om < o o by

Data Processing Management Association Design F Coalsion Computer Systems Cq
Associalion; Institute of Electrical snd Electronics Engineers, Inc. — Unied Swies Activitics; National Associstion of Compuier Consultant Businesses; National
Associalion of Women Business Owners Natoaal Weiters Union; P & Technical C: iation; Software Forum; and Tochnical Consultants

National Association.
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- REPEAL SECTION 1706 OF THE 1986 TAX REFORM ACT -
NOW IS THE TIME TO END THE EMPLOYMENT TAX DISCRIMINATION
AGAINST THE TECHNICAL SERVICES INDUSTRY

Is there "employment tax discrimination' against the technical services industry? Yes. The
technical services industry is the only industry in this country where a firm’s employment tax
liabilities are determined under only one test, the "20-factor common law employment test" which
originated in medieval England (a test which even government officials have regularly criticized
as "unpredictable”, "arbitrary", and "subjective”). In every other industry, every firm has its
employment tax obligations determined under two alternative tests: either the "20-factor common
law employment test” or a "back-up, alternative employment tax safe haven" (which, under
Section 530 of the 1978 Revenue Act, allows a firm to treat workers as "self-employed" if the
firm has a "reasonable basis" for such treatment). If a worker is determined to be self-employed
under either test, then the worker -- and not the firm -- must pay the employment taxes The
denial of both alternatives to the technical services industry is clearly discriminatory. Section
1706 has seriously hurt many small businesses and has deterred thousands of entrepreneurial
computer programmers, analysts and engineers from becoming self-employed.

How did the discrimination against the technical services industry arise and has it ever been
studied? Several years ago the technical services industry also had the same protection granted
to other industries under the Section 530 "back-up, alternative employment tax safe haven”, but
this protection was eliminated by Section 1706 of the 1986 Tax Reform Act. Section 1706
originated as a "revenue offset” measure that was estimated to raise $12 million per year
(immediately after its passage, OMB and the Treasury Department estimated that only 0-$5
million per year might be gained at best). But it was also somewhat of an "experiment” in
reaction to claims that the Section 530 "back-up, employment tax safe haven" was "too liberal"
and had led to tax noncompliance which sometimes resulted in unfair competitive advantages to
certain firms and workers claims which, it should be noted, would apply to every industry.
Unfortunately, however, this "experiment” put the technical services industry in the very same
vulnerable situation that all firms faced in the 1970’s and that led to enactment of the Section 530
"back-up, alternative employment tax safe haven". As a result, Congress received thousands of
complaints that the Section 1706 "experiment” had failed, and it passed Section 6072 of TAMRA
requiring the Treasury Department to study the impact of Section 1706.

Does the Treasury Department Study provide new information which supports replacement
of Section 17067 Yes. The Treasury Department Study was released in March 1991, The
Treasury Department Study contains new information, available for the first time, which confirms
that the discrimination against the technical services industry cannot be justified -- and that
legislative relief is necessary. First, the Study concluded that although the technical services
industry had been the only industry singled out for loss of the Section 530 "back-up, alternative
employment tax safe haven", that discrimination had been imposed against an industry in which
there is actually better tax compliance in comparison to many other industries. When Congress
enacted Section 1706, it did not know this fact! Second, the Study found that especially because
of its application to only so-called "three-party situations" in the technical services industry”,
Section 1706 is "difficult to justify on equity or other policy grounds." Third, the Study
confirmed that application of the "20 factor common law [employment] test can be difficult, in
particular in the multi-party situations affected by Section 1706" (emphasis added); indeed, the
Study quoted an Assistant Treasury Secretary who admitted that this test "may also produce
inappropriate results" and "does not yield clear, consistent, or satisfactory answers".
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Does_it _matter whether the techmical services industry has a "back-up, alternative
employment tax safe haven"? Yes. Without a "back-up, alternative employment tax safe
haven", if an IRS auditor determines that a worker 1s an employee of a firm that paid him or her
-- rather than self-employed -- the IRS imposes substantial back employment tax assessments on
the firm, even if the worker already paid those taxes and even though those assessments could
bankrupt the firm. That is why a "back-up alternative employment tax safe haven" was and
continues to be important.

If the present situation_ is unworkable because of Section 1706, what can be done for the
technical services industry? It is time for Congress to restore to our industry - the only industry

presently excluded - the protections of Section 530 which were taken from our industry in 1986.
This may also require a transitional provision to deal with all that has happened since 1986.

Would restoration of a "safe haven' for the technical services industries be "special relief"'?
Absolutely not Restoration of a “safe haven" for the technical services would simply give our

industry the same kind of protection already available to small businesses in every other industry.
All industries should enjoy protection from arbitrary IRS action when they use the services of
self-employed workers. Repealing Section 1706 is not "special interest" legislation.

How much support is there for changing Section 1706? The support to eliminate Section 1706
is overwhelming and continually growing:

There is widespread support in our jndustry, including from the American
Consulting Engineers. Council, the Black Data Processing Associates, the Computer
Software Industry Association, the Data Processing Management Association, the
Independent Computer Consultants Association, the Institute of Electrical and Electronics
Engineers, the Information Systems Consultants Association, the National Association of
Computer Consultant Businesses, the National Association of Women Business Owners,
the National Writers Union, Professional & Technical Consultants Association, the
Technical Consultants National Association and others.

In 1987, the U.S. Small Business Administration stated that the absence of
"succinct guidance alone argues most effectively for the repeal of Section 1706."

As stated above, in 1991 the Treasury Department concluded that the reach of
Section 1706 is "difficult to justify on equity or other policy grounds."

In November 1992 the House Government Operations Committee, after a detailed
study and hearings, recommended in House Report No. 102-1060, p. 15 that "the limited
exception from Section 530 protection for certain technical service workers, commonly
referred to as Section 1706, should be repealed.” '

In 1994, a White Paper issued by the prestigious, non-partisan American Tax
Policy Institute concluded that "the original basis for [Section 1706] enactment has been
refuted” and urged its repeal; "There is no justification to support the exclusion of three
party technical service workers. Their exclusion merely serves to complicate the law.”
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Ms. DUNN. Thank you, Mr. Shulman.

We will start with questions from Mr. English, please.

Mr. ENGLISH. Thank you, Madam Chairman.

Dr. Lawlor, thank you for coming down from northwestern Penn-
sylvania to testify on the one aspect of the legislation that we are
considering, and we very much appreciate your perspective on this.

Having %een in higher education for a long time, working for a
university that provides affordable, higher quality education in a
way that many people in my district benefit from participation in
Edinboro University who otherwise could not afford higher edu-
cation, what impact does paying, say, a capital gain on a prepaid
tuition program have on the affordability for these kids?

Mr. LAwWLOR. Congressman English, being that many of our stu-
dents come from working families, I feel that the capital gains
would probably be pretty devastating and, in fact, families may not
elect to participate in this kind of plan to begin with and therefore
are going to tend to look for other sources of aid, perhaps through
State or Federal loans or grants.

In effect I believe that this bill really would help students and
their families to take the long view and plan for a college education
to benefit both of them, but also, in the end, the entities incurring
those grants and loans.

Mr. ENGLISH. I have run into many constituents who have con-
firmed that their reluctance to participate in the TAP is based on
this expected tax liability. Edinboro receives a substantial subsidy
from the State, as does the rest of the State system of higher edu-
cation, does it not?

Mr. LAWLOR. That is right.

Mr. ENGLISH. That allows you to provide tuition at an affordable
rate, like any other State school around the country.

Mr. LAWLOR. Right. Currently, I believe that rate is—about 49
percent from the State.

Mr. ENGLISH. Mr. Roberts, as I understand your testimony, you
discuss some market-damaging effects from this legislation, includ-
ing things like swelling budget deficits and jobs lost. Can you quan-
tify any of that, from this narrowly crafted bill, that is aimed at
a specific range of current State programs?

Mr. ROBERTS. Well, if you begin to offer tax-exempt obligations
in the marketplace that have a yield that is comparable to treasur-
ies or corporate obligations, the other tax-exempt bonds in the mar-
ketplace will have to seek that level to compete.

Mr. ENGLISH. I understand that, Mr. Roberts. I am -curious,
though, if you can quantify, since this is such a narrowly crafted
tax bill which was done so for minimal revenue loss. The expected
universe of people participating in it is not a large one. Is it really
going to have that kind of crowding-out effect?

Mr. RoBERTS. I believe when you have that sort of tax advantage
that other States might be compelled to offer such a product and
there will be more obligations in the marketplace. Florida already
has $1 billion in obligations in the marketplace. If their product is
tax exempt and they issue $1 billion in municipal bonds a year, I
believe it will cause a rise in those municipal bonds of many basis
points, which will have millions of dollars in higher capital costs
to the States and municipalities.
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Mr. ENGLISH. OK. You are concerned then that this is going to
have a dramatic effect on the cost of capital, even though it has
been narrowly crafted.

Let me ask you, do you have a problem—and knowing you are
currently suing Florida and trying to knock their program out, do
you have a problem with the idea of subsidizing these kinds of
State programs? I mean, even as we subsidize higher education for
State institutions?

Mr. ROBERTS. I believe that we should maintain a level
playingfield. Either they are all taxable, including the private sec-
tor, or you provide tax incentives across the board. Otherwise, you
are going to cause tremendous distortions in the marketplace.

Mr. ENGLISH. I want to thank you for coming in with a specific
alternative proposal which appeals to me because it is broad based,
%)ut?how much is it going to cost? Do you have any sense, revenue
ost?

Mr. RoBERTS. What is the revenue estimate on your proposal?

Mr. ENGLISH. On your proposal.

Mr. ROBERTS. On the American dream savings account?

" Mr. ENGLISH. No, on what you propose to do with the American
dream savings account.

Mr. RoBERTS. I am not sure it will impact it, the revenue esti-
mate, one bit.

Mr. ENGLISH. I would be happy to take a look at your proposal,
and I appreciate your being here to testify. I obviously disagree
with your objection to providing this kind of a tax preference to
State programs that I don’t think were originally intended to be
taxed under the Federal code, but I appreciate this puts you under
some competition.

Madam Chairman, I thank you for the opportunity to question
these witnesses.

Ms. DUNN. Thank you, Mr. English.

Are there other Members of the Ways and Means Committee
who wish to question the witnesses? Mr. Ford.

Mr. ForD. Thank you, Madam Chairman. [ will be very brief.

- Just picking up where Mr. English left off, Mr. Roberts, the cost
estimates on your proposal versus that of Dr. Lawlor’s, even though
Mr. English has indicated that it is narrowly pointed in the direc-
tion, can you just briefly explain your proposal. I am not sure that
this is a rifle shot because this certainly can be opened up and may
be made generic. States can easily come within the guidelines of
the legislation Dr. Lawlor supports.

The American dream savings account for higher education is
something that we will continue to examine closely. How do you
compare %r. Lawlor’s bill with your proposal now? at is the dis-
tinct difference between those proposals regarding their impact on
those seeking higher education?

Mr. RoBERTS. Thank you, Mr. Ford, for that question.

The American dream savings account probably has the latitude
to allow a State prepaid tuition contract to be an eligible invest-
ment. It could be clarified slightly in the legislation, but I believe
it now has that latitude.

The American dream savings account has a contribution limit of
a couple thousand dollars a year, whereas Mr. English’s proposal,
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there is really no contribution limit. Mr. English’s proposal is really
in many ways a giveaway to the rich because you can put just as
much money in as you like and the wealthier person can put in
more money than the less wealthy person.

Mr. English’s proposal is a big government proposal. It increases
the .size of State governments. The American dream savings ac-
count is more of a private sector initiative where you don't increase
the size of government but you are able to cultivate thrift among
college savers.

Mr. English’s proposal would end up being cross-subsidized by
States who don’t have such a program. That is, say New Jersey,
which currently doesn’t want a big government, may not want a big
government solution, might end up subsidizing, say, the taxpayers
of Pennsylvania or, specifically, the people who are participating in
that program.

Those are, basically, the differences. The American dream sav-
ings account is less tax regressive, doesn’t cause the cross-
subsidization, and isn’t a big government proposal.

Mr. Forn. Will the States have to assume some of this respon-
sibility under Mr. English’s proposal?

Mr. ROBERTS. Oh, 51e States would create government-sponsored
enterprises, like government-sponsored banks or government-
sponsored mutual funds. They call them prepaid tuition trusts.
They would create those because they would have a significant tax
advantage over all the private sector competitors; and may feel
compelled to create those sorts of institutions. It would create a
burden on the States to administer such enterprises.

Mr. FOrD. Thank you very much.

Ms. DUNN. Thank you, Mr. Ford.

Mr. Payne.

Mr. PAYNE. Thank you very much, Madam Chairman. I want to
thank all the witnesses.

I just had one brief question for Mr. Shulman about section 1706.
In your testimony, you stated that when this action was taken in
1986, that the estimate at that time was that some $12 million
would flow into the Treasury each year as a result of doing this.
I suppose the thinking at that time was that there were revenues
that were being missed, that somehow this system would ensure
that those taxes would be paid, is that correct?

Mr. SHULMAN. I think that is basically correct. The revenue esti-
mate has actually been something that has been bounced around
quite a bit. At that time, the difference between the Social Security
rate paid for employees and that paid by self-employed workers
was different. That was one component of it. There was also some
belief that some revenue was lost by simple nonpayment.

But when the Treasury Department came out with its study in
1991, Treasury concluded that when you look at employees and
independent contractors, at least in our industry, different things
offset one another.

For example, employees get a lot of tax-free fringe benefits. They
get a lot of things that are never taxable. When independent con-
tractors in our industry pay for those things, they pay for them
with aftertax dollars; also Treasury noted t%e FICA rate and the
SICA rate were equalized. Treasury basically concluded that there
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ought to be pretty much revenue neutrality in our industry when
someone works as an independent versus an employee. That infor-
mation was not known back in 1986.

Mr. PAYNE. Had that information been known in 1986, the reve-
nue estimate would have been zero.

Mr. SHULMAN. I believe it would have been zero. In fact, the Of-
fice of Management and Budget and the Treasury Department back
then estimated the revenue might be zero to $5 million gain “at
best,” and I think “at best” is exactly “the best” it would be.

M?r. PAYNE. The policy reason for doing this was to raise reve-
nue?

Mr. SHULMAN. The policy reason at the time was it was a reve-
nue offset for another provision that was taken out of the bill,
There was some concern by some individuals back then that com-
puter programmers and engineers were really tax cheats, that they
all drive fancy cars and they take lots of deductions and they don’t
pay their taxes. There was never any study done, there were never
any hearings, nothing ever was done to look into this. It was a floor
amendment in the Senate.

Interestingly, it was the Treasury report that, when it looked at
the data, found that the tax comphance in our industry was much
}g)reater and much higher than industries that still enjoy the safe

aven.

Mr. PAYNE. The Treasury has essentially refuted the estimate of
$12 million. And if the purpose of the section was to raise the $12
million, the conclusion would logically be that there is no reason
why this provision should be in the Tax Code.

Mr. SHULMAN. I agree that is logical, Congressman.

Mr. PAYNE. Thank you very much.

Mr. SHULMAN. Thank you.

Ms. DUNN. Thank you, Mr. Payne. And thank you, gentlemen.

This Committee will stand in recess until 10 a.m. tomorrow
morning, at which time this hearing will reconvene.

[Whereupon, at 1:01 p.m., the hearing was adjourned, to recon-
vene on Wednesday, July 12, 1995, at 10 a.m.]






MISCELLANEOUS TAX REFORMS

WEDNESDAY, JULY 12, 1995

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.

The Committee met, pursuant to notice, at 10 a.m., in room
1100, Longworth House Office Building, Hon. Bill Archer (Chair-
man of the Committee) presiding.

Chairman ARCHER. The Committee will come to order.

Today we continue with our hearings on miscellaneous tax re-
form, and our first witness, if he is here, is Senator McConnell.

I do not see Senator McConnell, so we will postpone his testi-
mony until his arrival, and in the meantime, we are pleased to
hear from our former colleague on the Ways and Means Commit-
tee, the gentleman from Louisiana, Mr. Jefferson.

Jeff, you know the rules here. You can put your entire printed
statement in the record without objection, and if you would like to
proceed in oral summary, we would be pleased to hear your sugges-
tions.

STATEMENT OF HON. WILLIAM J. JEFFERSON, A REPRESENT-
ATIVE IN CONGRESS FROM THE STATE OF LOUISIANA

Mr. JEFFERSON. Thank you, Mr, Chairman. It is good to be back
in this Committee room, it only this time as a witness.

I hope to work closely with you and with the Committee and
with my colleagues—one from Louisiana I see has arrived—on this
legislation which I am going to discuss very briefly, which does four
important things.

First, it helps the Federal Government to continue its low-income
housing policy in a very important way. Second, it serves to save
the Federal Government money as a second goal. Third, it reinvigo-
rates the real estate market from the point of view of investors, de-
velopers, and owners. And fourth, it will help to revitalize commu-
nities.

I am going to summarize my discussion and ask that my state-
ment be submitted in the record.

The bill addresses a well-recognized need—that there is a crisis
in the existing inventory of low-income housing that is privately
owned but insured and assisted by HUD, the Department of Hous-
ing and Urban Development. There are projections that there can
be defaults in this area that could end up costing the Federal Gov-
ernment some billions of dollars, some as high as $10 billion.

(109)
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This bill permits that projects with a majority of low-income
housing tenants, which projects are insured by HUD, are eligible
for assistance.

In a nutshell, here is what the bill does. Right now, if you have
a housing development in a low-income area, let us say, with low-
income tenants in it, and you want to dispose of it, there is no mar-
ket for it; and there is no market for a number of reasons. The
1986 tax law made it less attractive to own these properties, and
because there is no market for it, the projects coritinue to deterio-
rate because there is no incentive to invest in them. The result is
that the tenants have a poor place to live; the owners have a
project for which there is no market; communities deteriorate; and
}n t]he end, the Federal Government has to pick up a lot of the de-
ault.

So, we make a few changes here. The two most significant ones
are that we set up a straight-line depreciation method for 15 years,
instead of 27.5 years, which it presently is, and we entitle these in-
vestors to some relief from the passive foss rules.

The benefit is going to be that for those owners of these prop-
erties, after this is put in place, they will have an incentive—they
will only get the benefits of this bill, Mr. Chairman, if they put
their own money in as well. This induces them to make private in-
vestment into these properties for which, afterward, they receive
these tax incentives and deductions, and the depreciation acceler-
ated as it is here, straight line, and they then have an incentive
to put in their money.

This is only going to go to new owners. People who own property
now are not going to get the benefit of it. The benefit they will get
is that they will have a market to exchange property in. Once they
are able to find someone who is willing to take advantage of these
inducements and to take this property on, they will pay a capital
gains tax which in effect will pay for the whole bill.

If you look at the fiscal notes on this, you will see that over 5
years, this bill costs $80 million, yet it stands to save the Federal
Government billions of dollars from defaults that may occur.

We asked the Chairman of the Banking and Housing Committee,
Mr. Lazio, who is working on important legislation that is going to
reduce the participation of HUD and the Federal Government in
this area, whether this was a good complement to what he was
aiming to do. You may recall, Mr. Chairman, that he wrote a letter
to you and to Mr. McCrery a few weeks ago saying that he thought
this legislation would be a good complement to what he is trying
to do in his Banking Committee work.

I think it is consistent with the goals and objectives of the Bank-
ing Committee Chairman, and Senator D’Amato is a cosponsor of
the companion legislation in the Senate, so this bill does have bi-
partisan support.

In the end, I think if this Committee sees fit to pass it, it will
achieve the four objectives we have in mind, which I shall just re-
state and then conclude.

It will, first off, potentially save the Federal Government tens of
billions of dollars in defaults. Second, it will create for the first
time in many years, at least since 1986, a real vital market in low-
income housing transactions for those who own the properties and
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those willing to purchase them. Third, it will revitalize commu-
nities that are now being run down because there is no incentive
for owners to invest in these properties, and there is not an ex-
change going on, so they are just deteriorating. In the fourth
place—and perhaps it goes in the first place—it will continue to en-
able the Federal Government to meet its objective of giving low-
income persons the opportunity for decent housing, at a cost that
the government can afford.

With those objectives, Mr. Chairman, I would submit that this
bill is one that I think this Committee ought to pass and ought to
embrace, because I think it meets the objectives of this Congress,
particularly the objectives of this new Congress, to save money for
the Federal Government, to meet important goals of relying on pri-
vate investment as leverage to move Federal policies along, and of
revitalizing communities with some private sector capital.

With that, I would yield my time and ask the Committee for its
careful consideration of this bill and, ultimately, its passage.

[The prepared statement follows:]
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Statement on H.R. 931, The Low-Income Housing Preservation Act
by
Congressman William J. Jefferson

Thank you for the opportunity to speak for a few minutes about H.R.
931, the Low-Income Housing Preservation Act. The bill addresses the
widely-recognized crisis in the existing inventory of low-income housing that
is privately owned, but insured and assisted by HUD. This inventory of low-
income-housing is aging. Many of the projects are at least 20 years old and
are not receiving the additional private capital they need. These projects are
badly needed to meet the housing needs of low-income tenants. They also
represent a major investment of the federal government. If these housing
units are allowed to fail, the federal government will suffer a signijicant
financial loss as the insurer of the mortgages on the projects.

H.R. 931 makes some limited changes in the tax treatment of these
projects to address this pressing problem. Projects participating in several
specific HUD programs that have a majority of low-income tenants would
qualify. Altogether, there are almost a million units, located in every state
of the union that would be eligible for the bill’s benefits. Investors who

purchase and restore qualifying projects will be entitled to deduct the



113

property over 15 years, instead of 27.5 years, and they will be entitled to
limited relief from the passive loss rules. This benefit will continue only so
long as the project continues to serve a majority of low-income fenants.
Whenever investors sell their interests in the project, they will pay capital
gains taxes on their investments. Additionally, a variety of safeguard
provisions will insure that the bill’s incentives will remain carefully targeted
and limited.

I am grateful that six members of this committee have co-sponsored
the legislation, and that there are some 39 co-sponsors from both parties. I
hope that the Committee will act favorably on this bipartisan legislation,
because under current budgetary and industry conditions, this bill makes

especially good sense. Here are a few of the reasons:

* H.R. 931 builds on the success of the Low-Income Housing Tax
Credit in leveraging private capital and initiative. Since the 1986 Tax
Act, the tax credit has proved a very successful way to encourage
private construction of new low-income projects. But the tax credit
has had little or no applicability to the preservation of existing

projects. In my state, for example, in 1994 approximately 1.11% of
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the value of the tax credits were made available to the kind of projects
that would benefit from this bill. The history of the tax credit
suggests we can have similar success in the area of existing low-
income projects. H.R. 931 will not interfere with the continued
effectiveness of the tax credit program, but it follows the precedent set
by that law, and it is fully consistent with this Committee’s long-
standing commitment to providing incentives to encourage the private

sector to provide low-income housing.

H.R. 931 will reduce the considerable expense the U.S. government
will have to incur if nothing is done, and some of these projects
default on their HUD-insured mortgages. Recently, I have had the
chance to talk personally with Chairman Lazio about the work he is
doing in the Banking Committee to reform HUD’s multifamily
housing programs. He views H.R. 931 as an important complement
to his own work because in future years there is inevitably going to be
less direct HUD assistance to these projects. There is going to be
more need for the projects to compete in the market place for tenants.

By enhancing the physical and financial condition of these projects,
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the bill will ease the transition of owners and tenants alike to the new
HUD policies, and reduce the number of defaults. [You may recall,
Mr. Chairman, that Mr. Lazio wrote to you last month in support of
the bill, and I would ask consent to put that letter in the record.] 1
would also add that on the Senate side, the Chairman on the Banking
Committee, Mr. D’Amato, is a co-sponsor of the companion Senate

bill.

H.R. 931 is cost-effective. The Joint Tax Committee has estimated
that the bill would cost a total over the first 5 years of $86 million.
The bill provides for a deduction, and not a credit, so that when the
project is eventually resold, the Treasury will recoup lost revenues in
the form of capital gains taxes. At the same time, it is evident that
the bill would save many times this amount in claims against the HUD
insurance fund. Even before taking int.. account some of the
proposed reforms under consideration in the Banking Committee,
HUD estimated that it would lose some $10 billion in multifamily loan
default over the next 6 years. H.R. 931 will reduce the expense to the

government of mortgage defaults, and increase the amount the
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government can recoup when owners do default. Finally, it is just
common sense and costs generally less to save the existing projects
and the government’s ivestment in them rather than let the current
housing inventory deteriorate until the government must help replace

the housing units at great expense.

H.R. 931 will have a direct and beneficial effect on housing
conditions in many areas of the country. By improving the projects
themselves, the bill will have a significant effect on the living
conditions of the tenants in the projects. I have seen the need for new
capital to improve the con