
MEMORANDUM March 13, 1986 

TO : The Members of the Executive Committee 

FROK: Samuel D. Chilcote, Jr. 

RE : Excise Taxes 

The attached analysis of the draft tax reform bill on which 
the Senate Finance Committee will begin mark-up on March 19 
was distributed by Senator Packwood at a press conference 
this afternoon. 

This proposal, which would principally offset t h e  bill's 
revenue losses by raising more from industries that pay 
excise taxes and from their customers, is a grave threat 
which we are preparing to meet. TJe are taking steps to 
bring our objections forcefully to the attention of Finance 
Committee members through spokesmen in Washington and at the 
grass roots. 

Also enclosed is a statement of Sen. Durenberger, which is 
an excellent critique of the proposed termination of the 
deductibility of excise tax payments as a business expense. 

SDC/ se 

Enclosure 



SUMMARY OF MAJOR PROVISIONS OF 

SENATE FINANCS COMMITTEI: ST- OPTIOX 

FOR COHPREiZEXSIVE: T-AX =FORM 
m *  



I. INDIVIDUAL INCOMf= TAX PROVISIONS 

A, Rate structure - 
1. Tax rates- would be 15, 25, and 35 percent. 

&i 2. The stanaard deduction would be substantially 
increased, with an additional amount for elderly individuals, 

3.  The personal exemption would be increased to $2,000 
for itemizers and noniternizers, an8 vould be phased out 
between $100,000 and $200,000 of adjusted grass income. 

4. The personal exemption, and itemized deductions 
other. - than home mortgage interest, resl property taxes, and 
chari'table contributions, would be deeucti'ole only against 
the 15-percent and 25-percent brackets. 

5. The two-earner deduction and income averaging w o ~ l d  
be repealed. 

w . 
6. The earned income credit would be increased (as in 

the House bill). 

B. Personal deductions, exclusions 

'1. f temized deductions for State and local sales taxes 
and personal property taxes would be disallowed. 

2. The charitable deduction for nonitemizers would be 
made permanent (.with no floor). 

? ?  

3, The exclusion for scholarships and fellows hi?^ would 
be limited. 

C ,  ~usiness - and investment expenses 

1. 80 percent of business meal expenses and business 
ent ertainrnent expenses would be deductible. 

2. Deductions for travel expenses would be limited for 
certain educational travel, investment seminars, and luxury 
water travel. 

3. A 1-percent floor would be placed 
miscellaneous itemized deductions; certain 
would be deductible only by itemizers, 

D. Other items 

under 
employee expenses 

1, The political contributions tsx credit and the 
presidential campaign checkoff would be retained without 
change, 



I 1. ACCZLEiUm COST ZCO=RY S Y S T Z  llKb 
IWZSTMENT TAX mIT  

A. ~ e ~ r e c i a t i o n  

I. The Accelerated Cost Recovery Systen ( "ACTIS" ) would 
.be re ta ined  with t h e  following changes: motor vehicles  would 

moved t o  the  5-year class; computers an6 comguter-based 
telephone c e n t r a l  o f f i c e  switching equipment would be moved 
t o  t h e  3-year class; property w i t h  an ADR midsoint l i f e  of 16 
years  o r  g r e a t e r  (o ther  than computer-based telephone central 
o f f i c e  sv i tch ing  equipment) would be move6 t o  the 10-year 
class;  u t i l i t y  progerty and steam and e l e c t r i c  generators  or 
d i s t r i b u t i o n  systems would be included in a 15-year c l a s s ;  
and r e a l  property would be deprec ia ted  using the 
s t r a i g h t - l i n e  method over 30 years. AC3S deciuctions would be 
subject to adjuscaents for inf la t . ion between 3 and 8 percent. 

1, . Taxpayers .would be. pefinit'ted t o  expense up t o  
$50,000 of t h e  c o s t  of tanqib le  personal property,  subject t o  
a dol la r - for -dol la r  reduction i n  t h e  $50,000 ce i l ing  f o r  
every d o l l a r  of investment i n  t ang ib le  personal groperty tha t  
exceeds $200,000.for t h e  taxable  year, 

C. Investment - tax credit 

I, The investment t ax  c r e d i t  would be repealed. 

2, 70 percent  of ITC carryforvards i n  exis tence as of 
the terminat ion d a t e  would be refunded. A s imi la r  r u l e  would 
apply t o  ITCs claimed on t r a n s i t i o n a l  property. 



I ACCOUNTING ISSUES 

A. Use of t h e  cash method of accounting would be 
prohib i ted  in  the  case of corporat ions (other t h t n  "S' 
corporat ions) ,  par tnersh ips  with a corgorate par tner ,  t a x  
s h e l t e r s ,  and tax-exempt t r u s t s  with unre la ted  business 

, i taxable  income. Exceptions would be provided for c e r t a i n  
farming businesses, q u a l i f i e d  personal  s e r v i c e  corporations,  
and e n t i t i e s  with w e r a g e  annual gross  r e c e i p t s  of $5 mil l ion 
o r  l e s s .  

B. Use of t h e  instal lment  method would be denied for 
(1) s a l e s  under a revolving c r e d i t  plsn,  ( 2 )  a portion of 
s a l e s  by dealers  i n  personal  property (other  than  t h o s e  us ing 
revolqing c r e d i t  p l a n s ) ,  based on the r a t i o  of t h e  taxpayer 's  
outstanding debt t o  its' adjusted asset b a s i s ,  and ( 3 )  s a l e s  
of pub l i c ly  traded property- An exception would be provided. 
f o r  dea le r  instal lment  sales where r e sa le  o r  r e n t z l  of the 
property by t h e  buyer a f f e c t s  t h e  t e r m  of the cb l i sa t ion .  

C.  Taxpayers would be requi ted t o . c a p i t a l i z e  both 
d i r e c t  and i n d i r e c t  inventory, construct ion,  and development 
cos t s ,  including i n t e r e s t ,  under comprehensive uniform 
c a p i t a l i z a t i o n  ru les .  Taxgayers providing property t o  
customers under long-term cont rac ts  ( those  requi r ing  more 
than 1 year t o  complete) would be required t o  c a p i t a l i z e  more 
cos t s ,  including interest, i n  addi t ion  t o  those cap i t a l i zed  
under t h e  uniform c a p i t a l i z a t i o n  ru les .  A s p e c i a l  rule would 
be provided f o r  c e r t a i n  long-term cont rac ts  requiring 2 years 
o r  l e s s  t o  complete, i f  performed by a taxpayer having gross  
r e c e i p t s  of no more than $10 mil l ion,  

1 - 
D. Use of t h e  reserve method of computing deductions 

fo r  bad debts would no longer be pe-rmitted. 

E. 
would be 
r e c e i p t s  

A sim~lified d o l l a r  value LIFO method of account 
provihed f o r  taxpayers with average annual g r o s s  
of $5 m i l l i o n  o r  less .  

ing 

IV. CAPITAL GAINS 

A. The top individual  t ax  rate on long-term c a p i t a l  
gains  would be 20 percent. 

B, The corporate  tax r a t e  on long-term c a p i t a l  ga ins  
would be 28 percent. 

, 



A, Authorization for t h e  p a p e n t  of attorney's fees in 
tax cases would be extended. 

3 .  The IRS would be required to pay interest on all tax 
..refunds within 45. days of actual filing of the tax return. 

C, A number of areas of tax ahinistration at both the 
IRS and t h e  Tax Court would be improved, 

VI. COwOXATS AND G - U L  BUSINZSS TXGiTION 

A. The top corporate rate would be reduced to 35 
percent, 

B. The 65-percent dividends deCuction for corporations 
would be reduced to 80 percent. 

C. 'The $100 ..dividends exclu~~on for individuals would 
be repealed. 

D. Amounts paid in connection v i t h  a rede-aption of 
stock (for example, so-called "greenmail" payments) would not 
be deductible, 

"1. The rules limiting use of n e t  operating losses after 
a change of ownership would be sltered. - .. 

F. Gain would generally be recognized on a distribution 
or sale of property in liquidation, with certain exceptions, 
This reseals the--'so-called General Utilities rule, 

G. The rules governing the tuca2ion of certain 
corporate mergers, acquisitions, and other transactions would 
be modified. 

H. Various rapid amortization elections would be 
repealed. 

I .  Federal excise taxes and.tatiffs would not be 
deductible for income tax purposes,: 



A. Caoseratives would be allowed to net c e r t a i n  losses . 
- and gains in determining t h e  amounr of pa t ronage  incpne. 

. - B. Capital gains treatment 
' c e r t a in  highly erodible land and 

wocld be disallowed for 
for wetlands converted tc 

crop product ion. 

C. Prepayments of farining exgenses would be restricted 
f o r  fanners prepaying more than SO percent of annual 
exgenses, subject  t o  c e r t a i n  excegtion. 

D. Present law woul6 be retained.,for timber an6 the 
domestic production of oil and gas and hard minerals. 

E. Solar, wind, geothemal, biomass, and ocean thermal 
energy credits would be extended at reeuced rates.  



VIII. ZXCIS'L AX3 ZhZLO,=Zrr T-S 

A. The wine excise tsx rates vould be ma2e equivalent 
(on an alcohol content basis) to the beer  e x c i s s  tax. 

B. The alcohol, tobacco, 'and motor fuel excise tax 
.rates . . would be adjusted to reflect price changes, 

IX. FINANCIAL INSTIrnIONS 

- .A .  Commercial banks would no longer be pernitted tc use 
t he  r e s e r v e  method of com~utinc de6uctions for bad debts. 
Any existing balance in a-bad d e b t  reserve account wocl6 be 
recaptsred over 5 years or accounted for uncier the "cut-off" 
method. 

- 

B. Thrift institutions would be permitted to use t h e  
experience or percentage of taxable income method of 
com~uting a reserve for bad debts only if 60 percent or more 
of. their zssets .constitute "qualif'l'ed assetsn. The 

. percentage of income allowed as a deduction would be 5 
percent. 

C. All interest expense allocable to a financial 
institution's holding of tax exerngt boncis would be denied, 
with exceptions for certain types of small issues. 

D. Special provisions relating to mergers of 
financially troubled thrift institutions would be repealed. 

. . 
E. Net operating losses incurred by financial 

institutions could be carried back 3 years and forward 15 
years, in the same manner as net operating losses of other 
taxoayers. The 5-year carry forward period originally 
aLlowed for net operating losses incurred in years ending 
after 1980 and begore 1986 would be extended to 8 years. 



X .  FOREIGN TAX PROVISIONS 

A. Passive income would be put in a sepsrate foreign 
tax credit limitation; incone from insurance, shipping, and 
bona fide active banking would not be considered psssive. 

B. Interest that incurs a foreign withholding tax of 5 
.,percent or more would be put in s, separate foreign tax credit 
limitation, with a 3-year grandfather for the "Baker lSR 
countries, 

C. Present law rules determining the source of income 
from sales of inventory property would generally be retained. 

D. For transportation income, the Souse bill provisions 
would be adopted: 50-50 source rule, and 4-percent gross 
withholding t a x  on foreigners, 

Z, ~llocation of interest and other eqenses  vouid be 
required as if all members of an affiliated group were one 
taxpayer. Foreign borrowings would be taken into account. .. 

F. Certain additional items of passive income earned by 
controlled foreign corporations would be taxed currently 
under subpart F. Deferral would be retained for controlled 
foreign corporations that are engaged in shipping, insurance, 
or bona fide active banking. 

G. For 936 
would be re6uced .... 
be increased. 

companies, the passive income 
and the required cost sharing 

limitat ion 
payment would 

. . 'd. The President's proposal far 
generally would be adopted; repeal of 
rule would apply to all open years. 

territorial taxation 
the V. I. inhabieant 

I. U.S. investors in passive foreign investment 
companies would be required- to pay an interest charge 
their deferred income on repatriation. 

J. A branch level tax, as modified by the House, would 
be adopted, 

K. An excise tax  on insurance.prerniums paid to foreign 
insurers would be adopted, 

L. c is positions by foreigners of stock in U.S. 
corporations would be taxed with exceptions for (1) less than 
S percent holders of publicly traded cor?orations, and ( 2 )  
bona fide treaty country residents. 

M. Gain on liquidation of U.S. businesses owned by 
foreigners would be taxed. 



N. A 5-aercent withnolding tax on portfolio interest 
paid to foreigners on obligations issued after enac-dent 
would be im~osed, with treaty overrides for (I) treaty 
shoppers immediately and (2) all foreign investors after 5 
Years, 

0. Foreign governments 
. p c t i v i t y ,  defined to include 
interests in U.S. businesses. 

would be taxed on bus 
ownership of control1 

iness 
.ing 

?. Importers would be required to take consistent 
positions on valuation for customs purpos.es and income tax 
purposes. 

Q. U . S .  tax avoidance by foreign owned dusl resident 
companies that use deductions here and sbroad .would be 
prevented. 

R. The President's proposal concerning foreign currency 
gains and losses generally would be adopted. 



XI. IHSwCX TXODUCTS XKD COKPLLNIZS 

Life Insurance Pro6ucts Conzanies A *  - 
1. Present law treatment of  inside builciug and 

policyholder loans with respect t o  life insurance cont rac ts  
,. 6 .  would be retained. 

2. A structu-zed settlement company would be taxed on 
the investment income on cont rac ts  purchased t o  fund a 
s t ruc tured  se t t l enen t  agreement, 

3. The special 20-percent life insurance comTsny 
deCuction would be repealed. 

4. Present law regarding t h e  tax-exemgt s t a t u s  of Slue 
Cross-Blue Shield, TI=-C-2, znd. other similar organizat ions 
would be retained. 

B. Property - and Casualty Insurance Companies 
\. 

1. 20 percent of the  annual increase i n  unearned 
premiums would be included i n  income, as would 20 percent of 
t h e  outstanding balance of the  unearned premium reserve 

. . ra tably  over a s ~ e c i f i e d  period, 

2, A pretax discounting rule for Loss r 
aoolicable t o  each l i n e  of business would be 
discount r a t e  initially set a t  5 percent. ... . 

'eserves 
adopted 

3 .  The protection against  los s  account would be 
segeazled. 

. . . . 
4. A s ingle  small company provision would be adopted. 



A, Consuner and net invtscment interest &ductions 
wculd be limited to a t o t a l  05 $1,000 ($2,000 on joint 
re turn)  with a 5-yesr phase-in. I n t e r e s t  on pr incipal  and 
second residences would be e x c e ~ t e d .  
. 

B. I n t e r e s t  on loans t o  fund an I= would not  be 
de6uctlble,  

A. A ininimui tax  s imi l a r  t o  that i n  the 5ouse bill 
would be imposed a t  a 20-percent ra te .  

3, Charitable contributions 02 s ~ p r e c i a t e d  property 
would not be a preference. 

C, A preference f o r  passive losses would be phased in, 
and ' i n t e r e s t  on newly acquired"ta*exem?t bonds would be 
added as  . a preference . 

D. One half of regorted profits not included i n  f h e  
minimum tax base..would be a preference, Dealer ins ta l lment  
reporting and c a p i t a l  cons t ruc t ion  funds would be added as 
preferences. 



SIV. PZNSTONS AM ZUPLOYZZ BEXZF-ITS 

A.  Pensions 

I. hnuzl elective deferrals of any engloyee under all 
czsh or deferred arrangements (CODAS) and tax-shelt2red 
annuities would be limited to $7,000, The 1- limit would be 

&:reduced by the excess of elective deferrals over $5,000, 

2, The specizl nondiscrimination tests apolicable to 
CODAs vould be modified and-agolied to all employer matching 
and em~ioyee contributions.. 

3. Tax-exenpt and ~ublic en9loyer.s wotll2 be p e - m i t t e 2  
to maintain CODAs. 

4.  Coverage tests, the rules governinq the integration 
with social securi ty,  and vesting requirements of qualified 
plans would be modified.. 

5 .  A 1 5  
on withdrawal 
before death, 
the payments 

-percent 
.s from a .  
disabili 
are made 

additional 
tax-favored 
.ty, or atta 
in the .form 

income tax would be impos 
C 

retirement arrangement 
inment of age 59-1/2, unl 
of a life annuity. 

6. 10-year..averaging and capital gains treatment would 
be replaced with 5-year averaging an4 capital gains treatment 

. under limited circumstances. 

7, Indexing of the dollar limit on annual additions to 
a.defined contribution plan would be delayed until the 
present-law dollar limit ($30,000) is no more than 25 percent 
.of tEe .dollar limit for defined benefit plans. 

. . .. ' 

. 8. A 15-percent excise tax would be imposed on 
aggregate annual distributions from all tax-favored 
ret irenent arrangements. in excess of specified dollar amounts 
($112,500 for 1987). 

9. A 10-percent excise t a x  would be imposed on 
reversions of surplus assets from terminated plans. 

10. The 3-year basis recovery rule would be phased out. 

8 .  E2nployee benefits 

1. ~xclusions for educational assistance and group 
legal services exclusions would be made permanent. 

2. Self-employed individuals vould be allowed to deduct 
SO percent of the amount paid for health insurance. 

3 .  Nondiscrimination tests would be modified by-- 



(a) applying nond.iscriminacicn r ~ l e s  to insure5 
health plans, 

(b) revising the rules for group-term life insurance, 
and 

( c )  establishing a uniform definition of highly 
A z comqensated employees and excludable employees. 

ESOPs =* - 
1. Present law p r o v i s i o n s r e l a t i n g  :to ESOPs would be 

retained. 



A. The R&D credit is made pennenent a t  the  ?resent 
ra te ,  wi th  increased incent ives  fo r  u n i v e r s i t y  b a s i c  
research. 

a. A two-year r u l e  is adopted for allowing the  
Y 

' a l loca t ion  of 75 percent of expenditures aga ins t  U.S.  income. 

ESTATE 

A. At-risk rules would be ex tended t o  real es ta te ,  w i t h  
an exception fo r  t h i r d  party nonrecourse debt .  

B. A 20-percent credit  for c e r t i f i e d  h i s t o r i c  
structures; a 10-percent credit vould be available for other 
rehabilitation expenditures. 

C. For low-income r e n t a l  housing, a new credit having a 
presen t -va lue  of agproximately 50 .\bercent of t h e  b a s i s  or' 
low-income u n i t s  would be provided as an e l e c t i v e  a l t e r n a t i v e  
t o  tax-exempt bonds. P r e f e r e n t i a l  deprec ia t ion  and 
amort izat ion provisions would be regealed. 



A, Tax-exc~pt bonds would be cantinued for direct  
funding of government operations and for certsin other 
activities under rules similar to 2ressnt Law, 

B. 3onds would be IDas if--  
'i. 

(1) 10 percent or more of bond proceeds were used in 
a trade or business an6 paynents with res9ect to 
the financed property were  made t o  t h e  bond 
issuer by a private person. . 

(2) ~iberalized rules would be provided for bonds for 
certain governmental function bonds. 

C. Tax-exemgt ID3 financing vould be allowed for-- 

(1) Multifamily rental housing, 

( 2 )  Airports and docks.and wharves, . \x 

( 3 )  Sewage, solid waste disposal, and water 
facilities, 

( 4 )  Electric and gas local furnishing systems, and 

( 5 )  Small-issue bonds and redeveloppent bonds. 

D. Mortgage. revenue bonds- would 
present-law rules, along with the MCC 
an increased trade-in rate), ..but with 
Student loan bonds would be continued 

be continued under 
alternative (subject 
no sunset date, 
under present-law 

rules .: .. ' 

E. Present-law volume caps would be retained; 
mult if mi ly rental housing and- redevelopment bonds would be 
included under the IDB volume cap, (Section 501(c)(3) 
organization bonds would not be subject to any volume cap. ) 

F. The arbitrage rules for all tax-exempt bonds vould 
be changed in several respects, including 

(1) Rebate rules like the additional IDB rules (for all '. 
bonds other than mortgage revenue bonds), 

(2) Restrictions on advance refundings, 

G. Information reporting reqslirements would be extended 
to all tax-exemgt bonds, 



XVIII, TAXATION OF TRUSTS, ESTATES, -XI K I X R  CXIL3- 

A. Unearned income of children mder 14 years of ago in 
excess of $5,000 would be taxed to the cnild at t h e  parent's 
top marginal rate.- 

h - 
its 
tne 

a. The income of a 
grantor if the trust 
grantor's spouse. 

trust generally would 
corpus will revert to 

be tzxed to 
the grantor 

C. The rate schedule applicable to the retained income 
of trusts and estates would be compressed congared w i t h  
p resen t  l a % .  

D. The generation-skipping ttansf e r  tax  would be 
retained without change from present law. 

XIX. MISCELLMZOUS PROVISIONS 
\.\ 

A .  The.targeted jobs credit would be extended for 2 
years, with the present rate for first-year employment and no 
credit for second-year emoloyment. 

B. Expired. provisions for Vietnam MIAs and fo r  
expensing costs of removing barriers to the handicapped would 
be extended. 

.. . . EFFECTIVE DATES 

Effective dates  generally would be January 1, 1987, for 
provisions for which the corresponding provision in the House 
bill is January 1, 1986, 


