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THE WHITE HOUSE 

WASHINGTON 

October 17, 1983 

MEMORANDUM FOR FRED F. FIELDING 

FROM: 

SUBJECT: 

JOHN G. ROBERTS~ 

Tuition Tax Credits Draft Letter 
To Senator Dole and Draft Presidential 
Memo Attached 

Richard Darman has asked for comments by 10:00 a.m. today on 
a proposed letter from Mr. Meese to Senator Dole and from 
the President to Catholic school administrators. The letter 
from Meese notes that the tuition tax credit coalition is 
united behind S. 528 in its present form. As you know, 
questions had been raised concerning possible changes in the 
bill in the wake of the Supreme Court's decision in 
Mueller v. Allen, most prominently whether to extend 
coverage-of the bill to public school expenses. On 
September 29 you sent a memorandum to Messrs. Meese, Baker, 
Deaver, Darman, and Duberstein recommending a meeting to 
discuss possible changes in the bill. Neither I nor Peter, 
who has been handling this matter, know if such a meeting 
took place or what the results were. 

If the meeting took place and it was decided not to make 
changes in the bill, these letters can be sent. If you 
think that the issues have not yet been adequately addressed 
- i.e., if there has not yet been the meeting called for in 
your September 29 memorandum - the Meese letter should 
either not be sent or should be revised. As presently 
written it conveys the impression that the Administration is 
committed to s. 528 without changes. Both OPD (Galebach) 
and Legislative Affairs (Kabel) have told me that the Meese 
letter must be sent in some form, to get Dole to proceed 
with the bill, and that supporting changes ins. 528 would 
doom the bill. The attached memorandum to Darman is based 
on Peter's guess that no meeting has yet taken place on the 
issue of changes in S. 528, and the perceived need to send 
something to Dole. The suggested changes soften language 
that would otherwise seem to commit us to a no-changes 
position. I am operating on the basis of less than complete 
information, so if you want something else done in light of 
your more complete information please let me know. (I have 
advised Darman that we needed a little more time.) 



THE WHITE HOUSE 

WASHINGTON 

October 17,1983 

MEMORANDUM FOR RICHARD G. DARMAN 

FROM: 

SUBJECT: 

ASSISTANT TO THE PRESIDENT 
DEPUTY TO THE CHIEF OF STAFF 

FRED F. FIELDING Orig. 31gnecl bY. FFF. 
COUNSEL TO THE PRESIDENT 

Tuition Tax Credits -- Draft Letter 
To Senator Dole and Draft Presidential 
Memo Attached 

Counsel's Office has reviewed these proposed letters. We 
have no objection to the letter from the President. The 
letter to Senator Dole from Mr. Meese conveys the impression 
that the Administration is opposed to any changes ins. 528. 
While that may be our ultimate position, I am not convinced 
that the question has been adequately reviewed, and 
accordingly recommend softening language that could be 
interpreted as committing the Administration to a no-change 
position. 

Specifically, we recommend: 

1. deleting "on what form of legislation they desire" at 
the end of the first paragraph; 

2. changing "are united behind S. 528 in the form you 
reported out of Finance Committee in May" in the second 
paragraph to "is united in the effort to brings. 528 to 
a vote;" 

3. deleting "in its present form" at the end of the second 
paragraph. 

It is our belief that these changes will give the 
Administration greater flexibility should we decide that 
changes ins. 528 are necessary or desirable. As revised 
the Meese letter, like the President's letter, will focus 
more on bringing the bill to a vote than on the specific 
form of the bill. 

FFF:JGR:aea 10/17/83 

cc: FFFielding 
JGRoberts 
Subj 
Chron 
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.l75108CS Document No. ________ _ 

WHITE HOUSE STAFFING MEMORANDUM 

DATE: __ 1_0_;_1_4/_8_3 __ ACTION/CONCURRENCE/COMMENT DUE BY: 10: 0 0 a. rn. MONDAY 

SUBJECT: _.:_TU,:_I ___ T:..I_:O_N__:T...:.:AX:.:_.:.C:.:.RE=.:D:..I:..T:.:S:__-_-_:D:.:.RAF::.=....=.T_L=.:E=.T::.:T::;E=.:R:.:.....:T:...:O:......=S-=E:.:.;N:.:A.:.TO.:::,;R:.:.-:D~O:::.!L::.:E::.....:.A~N=D~P ..... RA ..... F._T..__ 
PRESIDENTIAL MEMO ATTACHED 

ACTION FYI ACTION FYI 

VICE PRESIDENT • • HERRINGTON • • 
MEESE • ✓ HICKEY • • 
BAKER • CV JENKINS • • 
DEAVER • rr/ McMANUS • • 
STOCKMAN ✓ • MURPHY • • 
CLARK • • ROGERS • • 
CARMAN OP ~ ROLLINS • • 
DUBERSTEIN 

~~ SPEAKES • • 
FELDSTEIN SVAHN • 
FIELDING ~✓ • VERSTANDIG ✓□ -

✓□ FULLER • • WHITTLESEY . 

GERGEN rs/ .• • • 
REMARKS: 

The attached drafts were prepared by the Office of Policy 
May we have your comments/clearance by 10:00 a.m. Monday, Development. 
Thank you. 

RESPONSE: 

October 17. 

Richard G. Darman 
Assistant to the President 

Ext. 2702 



The Honorable Robert Dole 
United States Senate 
Washington, D.C. 20510 

Dear Bob: 

October 11, 1983 

Since receiving your memorandum of September 22 concerning 
the tuition tax credit legislation, we have been soliciting the 
views of the leaders of the tuition tax credits coalition, on 
what form of legislation they desire. 

After what I take to be intensive discussions among the 
coalition leaders, we received a letter from Virgil Dechant, 
reporting that the Committee for Private Education -- which 
comprises the Catholi~ leaders of the coalition -- are united 
behind s.528 in the form you reported out of Finance Committee in 
May. Mr. Dechant noted that he has received assurances that the 
United States Catholic Conference will work wholeheartedly toward 
passage of s.528 in its present form. 

As you know, the leaders of the Christian school movement 
have been behind s.529 all along, and I am convinced we now have 
our forces sufficiently marshalled to proceed with the legis
lative battle. 

I understand that this week the Knights of Columbus are 
sending out packets to 9,000 Catholic elementary and secondary 
schools, encouraging students and their parents and friends to 
make their views known to their Senators on this issue. The 
coalition is clearly ready do its part, and I believe it is time 
for a vote. 

The only remaining question, as you have discussed with the 
President, is the proper vehicle for that vote. I hope you will 
feel free to discuss any problematic considerations with me 
concerning the identification of that vehicle. In any case, I 
think we need to settle on an answer within the first days after 
Congress returns frcm recess. 

I can assure you the President deeply appreciates your fine 
and effective leadership on this issue. At a time when we are 
doing so much to encourage improvements in public education, it 
is fitting for the Congress to recognize the contributions of our 
nonpublic schools as well. 

Sincerely, 

Edwin Meese III 



DRAFT 

oear Catholic School Administrator: 

I am writing to share with you the progres~ we are making in 
enacting a tuition tax credit bill. As you know, tuition tax 
credit legislation is one of the foremost priorities of my 
Administration, and we have been. working to arrange a winning 
vote in the Senate. 

on September 16, I met with representatives from the National 
Catholic Education Association, the U.S. Catholic Conference, and · 
the Knights of Columbus, among others. At that meeting, I 
informed them that I had requested -- and Senators Dole and Baker 
had agreed -- that the Administration's bill, s. 528, be brought 
to a vote in the Senate this Fall. 

I know that you and the parents who patronize your school a re 
most interested in this proposed legislation. We agree that the 
primary authority over a child's education rests with his or her 
family. Parents have the right and duty to have their children 
e.jucated in accordance with their own values. A tuition tax 
credit will greatly assist parents to exercise this right by 
giving more equitable federal treatment to private as well as 
to public schools. 

As the leader of your school, you may wish to share this 
progress report with your students and their parents. You 
deserve great credit for your longstanding efforts to complement 
our public school system, and your expressed concern for 
equitable tax treatment for private schooling has already played 
a crucial role in getting a tuition tax credit bill to the point 
where we can have a congressional vote. 

You have my best wishes for a most successful school year. 
God b 1 es s yo u • 

Sincerely, 

Ronald Reagan 
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WAIHINGT'Otl. D.C.20510 

September 22, 1983 

M E M O R A N D U M 

TO: EDWIN MEESE, COUNSELOR TO THE PRESIDENT 

FROM: SENATOR BOB DOLE 

SUBJECT: UPDATE ON TUITION TAX cnEDITS 

A broad spectrum of groups supporting tuition tax credits has 
endorsed a proposal to expand tax credits to public school 
tuition and expenses. The groups include the U.S. Catholic 
Conference and the Council for American Private Education (CAPE), 
an umbrella group representing most of the secular private 
sc~ools, mainstream church related and Jewish schools, and 
military schools. The conservative Christian schools have not as 
yet endorsed such a proposal. 

Spokesmen for these organizations concede that a public
private bill would be too expensive to pass, unless the credit 
were limited to less than $50 per student, instead of the $3~0 
authorized by the President's bill. They would support such a 
limited tax credit for public and private school expenses. 

At $50 per student, the bill would cost around $2 billion per 
year. At $25 per student, the loss could be limited to $1 
billion per year, slightly more than the $800 million loss 
estimated for the President's bill. 

The Catholic Conference and CAPE advise us that Senators 
Durenberger, Packwood, Moynihan, and Bradley will support their 
proposal. 

A $25 or $50 tax credit for public and private school 
expenses would clearly be of value only as a precedent for 
funding public and private education by a •voucher system" 
operated through the Federal tax system. As such, it may be 
perceived as having broader appeal than a private-only tuition 
tax bill. 

On the other hand, such a precedent could be perceived as a 
more serious threat to the public schools than a private-only 

Attachment A 
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tuition tax bill. It could lead to a total restructuring of the 
existing system of public school financing, which many would view 
as an improvement, but which also might have unforeseen 
consequences. In addition, civil rights groups like the NAACP 
oppose allowing a tax credit for public school expenses, because 
it could operate to permit individuals to •buy• their way out of 
an integrated school system. 

DS : .c 
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The Honorable Ronald Reagan 
Pr_esident of the United States 
The White House 
· Washington, D. C. 20500 

Dear President Reagan: 

October 4, 1983 

On Wednesday afternoon, September 28, the Committee !or Private Education met at 
the NCEA offices in Washington, D. C. 

Mr. Steven Galebach from the White House Office of Policy Development was present 
with us on that occasion and he shared valuable information on the current status of 
t,e bill which will be beneficial to our Committee in pushing for it's swift passage. 

Please be assured that our Committee is united in its effort to collaborate with you 
and your Administration in securing the passage of the Educational Opportunity and 
Equity Act of 1983 in its present form. J have been informed that the United States 
Catholic Conference will work with us wholeheartedly toward this objective. 

With best wishes and regards, J am, 

Sincerely and respectfully, 

VCD/pb 

cc: Rev. Msgr. Daniel F. Hoye 
Members of the Committee for Private F.ducation 

Attachment B 
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THE WHITE HOUSE 

WASHINGTON 

September 29, 1983 

MEMORANDUM FOR EDWIN MEESE III 
JAMES A. BAKER, III 
MICHAEL K. DEAVER 
RICHARD G. DARMAN 
KENNETH M. DUBERSTEIN 

. FROM: FRED F. FIELDING prig ... eigned. by F'li'F 
COUNSEL TO THE PRESIDENT 

SUBJECT: Tuition Tax Credits .. 

The following are some of the specific items that should be 
discussed at tomorrow's meeting about tuition tax credits: 

0 Whether expansion of the bill to include some benefits 
for public school parents (which, given the Supreme Court's 
recent decision in the Minnesota case, would plainly enhance 
the chances of surviving a constitutional challenge) is 
desirable or possible (in terms of revenue impact, reaction in 
Congress and reaction of private groups supporting the bill). 

0 Whether there are other ways of improving the bill from a 
constitutional standpoint [~, expanding the "findings" to 
recite that private schools relieve burdens on public schools, 
that tax credits distribute tax burdens more equally (both 
points made by the Supreme Court), and that the bill is just 
one aspect of overall Federal aid to education]. 

0 Dealing with "refundability" -- i.e., not limiting the 
credit to the amount of a taxpayer's tax liability -- which 
some private and Congressional .supporters would like, but 
would plainly make the bill more vulnerable to constitutional 
attack under Supreme Court decisions. 

0 Justice Department testimony and response to Congressional 
inquiries about the effect on our bill of the Supreme Court's 
decision in the Mi nnesota case. 

FFF:PJR 9/ 29/83 ; 
cc: FFFielding / 

PJRusthoven 
Subject 
Chron. 
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MEMORANDLTM 

FOR:. 

FROM: 

SUBJECT: 

THE WHITE HOUSE 

WASHINGTON 

September 29, 1983 

FRED F. FIELDING /JI/ 
PETER J. RUSTHOVE~~ 

Tuition Tax Credits 

As you requested, attached for your review and signature is a 
memorandum for Messrs. Meese, Baker, Deaver, Darman and 
Duberstein (the recipients of our memorandum of September 1 
recommending a meeting on the above-referenced matter) listing 
some of the specific matters that should be discussed when 
that meeting takes place tomorrow. 

Attachment 



THE WHITE HOUSE 

WASHINGTON 

October 18, 1983 

MEMORANDUM FOR DIANNA G. HOLLAND 
/. .-J 

FROM: JOHN G. ROBERTsy;_;t<---

SUBJECT: Appointment of William Milton Smith 
to the President's Commission on 
White House Fellowships 

I have reviewed the Personal Data Statement submitted by 
William Milton Smith in connection with his prospective 
appointment to the President's Commission on White House 
Fellowships. Under Executive Order 11183 this Commission 
consists of such " ••• outstanding citizens from the fields of 
public affairs, education, the sciences, the professions, 
other fields of private endeavor, and the Government 
service, as the President may from time to time, appoint •.•. " 

Bishop Smith is described as the "Presiding Bishop over the 
two million member African Methodist Episcopal Zion Church," 
and serves on the National Board of Directors of the NAACP. 
There is nothing in Bishop Smith's PDS that would preclude 
his appointment to this Commission. 
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THE WHITE HOUSE 

WASHINGTON 

September 29, 1983 

MEMORANDUM FOR EDWIN MEESE III 
JAMES A. BAKER, III 
MICHAEL K. DEAVER 
RICHARD G. DARMAN 
KENNETH M. DUBERSTEIN 

FROM: FRED F. FIELDING 
COUNSEL TO THE PRESIDENT 

SUBJECT: Tuition Tax Credits 

The following are some of the specific items that should be 
discussed at tomorrow's meeting about tuition tax credits: 

0 Whether expansion of the bill to include some benefits 
for public school parents (which, given the Supreme Court's 
recent decision in the Minnesota case, would plainly enhance 
the chances of surviving a constitutional challenge) is 
desirable or possible (in terms of revenue impact, reaction in 
Congress and reaction of private groups supporting the bill). 

0 Whether there are other ways bf improving the bill from a 
constitutional standpoint [~, expanding the· "findings" to 
recite that private schools r~lieve burdens on public schools, 
that tax credits distribute tax burdens more equally (both 
points made by the Supreme Court), and that the bill is just 
one aspect of overall Federal aid to education]. 

0 Dealing with "refundability" -- i.e., not limiting the 
credit to the amount of a taxpayer's tax liability -- which 
some private and Congressional supporters would like, but 
would plainly make the bill more vulnerable to constitutional 
attack under Supreme Court decisions. 

0 Justice Department testimony and response to Congressional 
inquiries about the effect on our bill of the Supreme Court's 
decision in the Mi nnesota case. 



THE WHITE HOUSE 

WASHINGTON 

February 20, 1984 

MEMORANDUM FOR FRED F. FIELDING 

FROM: 

SUBJECT: 

JOHN G. ROBERTS~ 

James Coyne Request for Guidance Concerning 
Reply to Letter From David T. Willard 
Regarding Tuition Tax Credits 

Jim Coyne has asked for our comments on an impertinent 
letter to the President from David T. Willard, Super
intendent of Schools of Elementary School District No. 96 in 
Illinois. Willard's letter was in response to a letter the 
President wrote praising Providence~st. Mel High School in 
Chicago, the private, inner-city "hard-work high school" 
frequently visited by the President. That letter, used in 
fundraising for Providence-St. Mel, was sent over our 
office's objections. Willard's letter disputes some facts 
in the President's letter, and generally objects to the 
President's education policies. The letter is very sar
castic, although Willard inadvertently proves our point 
about the quality of public education by incorrectly using 
"affect" for "effect." 

The letter does not raise legal questions and I do not know 
why Coyne routed it to us. The facts Willard disputes were 
provided by Coyne's office in the original letter they 
proposed that the President send; Ed Wilson's redraft for 
this office simply muted somewhat the fundraising aspects of 
that letter. I recommend sending the letter back to Coyne 
for a substantive response. 

Attachment 



MEMORANDUM FOR 

FROM: 

SUBJECT: 

THE WHITE HOUSE 

WASHINGTON 

February 20, 1984 

JAMES K. COYNE 
SPECIAL ASSISTANT TO THE PRESIDENT 
DIRECTOR OF PRIVATE SECTOR INITIATIVES 

Orig. eigned by FFF 
FRED F. FIELDING 
COUNSEL TO THE PRESIDENT 

Your Request for Guidance Concerning 
Reply to Letter From David T. Willard 
Regarding Tuition Tax Credits 

You have asked for our views on the hostile letter to the 
President from David T. Willard, Superintendent of Schools, 
written in response to the Presiden~•s July 28 letter- on 
behalf of Providence - St. Mel High School. In his letter 
Willard disputes certain facts in the President's l~tter 
and generally objects to the Administration's education 
policies. The letter raises policy rather than legal 
questions, and accordingly I am returning it to you for a 
substantive response. (The one-third figure disputed by 
Willard appeared in materials submitted by your office, so 
I assume you can substantiate it in response to Willard.) 

FFF:JGR:aea 2/20/84 
cc: FFFielding/ JGR)berts/Subj/Chron 
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THE WHITE HOUSE 

WASH I NG TON 

February 9, 1984 

MEMORANDUM FOR FRED F. FIELDING 

FROM: 

SUBJECT: 

0 THE PRESIDENT 
ATE SECTOR INITIATIVES 

Attached Corr , pondence for the President from 
David Willargl, Superintendent, Re: Providence -
St. Mel 

The attached letter from David T. Willard, Superintendent of 
Schools, to the President was sent to our office from Linda 
Frick, Correspondence. 

I would like to ask your office to review and comment as to an 
appropriate response for this letter. Included with the original 
incoming is the previous exchange of correspondence. Thank you 
for assistance. If you have any questions, please give me a call 
(X-6676). 

cc: Linda Frick 



, .. ! 
:. .,-, . ~ -; ~· . 

..... _..;-

. - ,. ; 

, .. 
'.f ..:·'.< 

•4- - .,. 

, .. 
'-~ -~ . ·". 

THE WHITE HOUSE 
WASHINGTON 

Date: ,?//4 -~-----=~~ _ _:____ __ _ 
?v~ ~ To: 

/ ! 
L/' 

The attached i.s for) 

D Information 

D Appropriat 

• Review anc' 

D WithComrr 

-

-----~) 

h ,117/tf)Uj} -/;{r ())~ f i1l§ 
J~ 

LINDA FRICK ~ ,// 
Correspondence, Staff Assistant · 1 ,u_ ~~ 
Room 96, x7610 v 

. -..:·. 



DAVID T. WILLARD, -ED. D. 
SUPERINTENDENT 

PAMELA L WITT, ED. 0. 
ASSISTANT SUPERINTENDENT 

FOR INSTRUCTION 

January 16, 1984 

The President 

ELEMENTARY SCHOOL 
DISTRICT NO. 96 

777 CHECKER DRIVE 

BUFFALO GROVE, ILLINOIS 60090 

PHONE 312 459-4260 

LEE 0. EAKRIGHT 
DIRECTOR OF BUSINESS SERVICES 

206662~ 

The White House 
Washington, D. C. 20515 Re: July 28, 1983, Letter to 

Providence-St. Mel High School 
Dear Mr. President: 

Your letter to Providence-St. Mel High School in Chicago, Illinois, while justifiably 
complimentary, contains some erroneous assumptions. 

You refer to costs for Providence-St. Mel as being one-third the cost of a tax 
supported high school. In the material which accompanies a copy of your letter, 
Principal Adams of Prov i dence-St. Mel indicates• tne per pupil cost at $~,200. - You 
may be interested to know that in the State of Illinois the average cost for educating 
a child in 1981-82 was $2,904. The average cost for educating a high school student 
in districts having only high school students was $3,801. 

No doubt you are also aware that many private schools are able to control costs 
because of lower salaries paid to employees and/or the utilization of personnel who 
have dedicated their lives to the church and are not necessarily raising families 
and otherwise involved in the material economy. 

Your letter erroneously compares costs between public schools and private schools. 

/
Furthermore, you apparently fail to understand part of the reason why there are 
differences in costs. On the basis of your reasoning, it is easy to understand why 
you would support tuition tax credits for private schools. While I have no problem 
with the existence~ ~ te schools or with their need to be supported, I am 
concerned about th af..fe1 of such logic on public schools and the potential flow 
iof money away from · ic schools already having teachers who are underpaid and 
programs underfunded. ,I( 

I would request only that you attempt to stay enlightened and informed on this 
subject so that the future of American education will not be seriously harmed by 
unwise federal policy and legislation. Thank you. 

\ 
Very respectfully yours, 

Jd.e '.\T. LJ~~ 
David T. Willard, Ed. D. 
Superintendent of Schools 

DTW/pmm 

cc: Mr. Hal Seamon, Executive Director 
Illinois Association of School Boards 

Mr. John Wargo, Executive Director 
Illinois Association of School Administrators 
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JAN 12 19B4 

Office ot the ·sup31-iiltoadrml 
l)islricl No. 96 

July 28, 1983 

Dear Paul: 

On January 19, 1983, you honored me' by asking that I serve as honorary 
chairman of a campaign to raise money for Providence-St. Mel High 
School for scholarships, operating expenses and needed equipment, I 
acc:eµt.eu with pleasure and by this letter emphasize that my commitment 
is to more than an "honorary'' role. Providence-St. Mel is known as thf' 
"hard-work high school"; it's time the rest of us did some hard work to 
support your efforts that have marle it a shining-example to schools all 
across our couhtry. 

Providence-St. Mel stands as a testimony to your faith and dedication to 
an ideal I share rleeply, that private initiative coupled with community 
involvement will solve our nationwide crisis in education. You took over a 
school about to fail . d .!Tlade it )as wi_t}:1 flying color~··•~ 

from a high crimeneighbor o nt fuoents'Witn -ig achieve ent. 
That 100% of the 1982 graduating class went on to college is proof enough 
of the drive for excellence the high school instills in its students. 

My two visits have convinced me that an investment in Providence-St. 
Mel is an investment in America's future. The parents paying tuition for 
children currently enrolled know this already; they can be proud of the 
fine education their children are receiving under your dynamic leadership. 

But now is the time for the rest of us to join in the spirit of Providence-St. 
Mel and make your school ours so that we can share in the sense of 
optimism and accomplishment that flows through the "hard-work 
high school." 

Mr. Paul J. Adams III 
Principal 
Providence-St. Mel High School 
119 South Central Park 
Chicago, Illinois 60624 

Sincerely, 

~ r .. ~ r. r. 1 



THE WHITE HOUSE 

WASHINGTO 

October 22, l.985 

MEMORANDUM FOR FRED F. FIELDING 

FROM: 

SUBJECT: 

JOHN G. ROBERT;,;~ '-==:, ' . -
, 

President Reagan's Tax Reform Plan -
Limitations on Cash Method of Accounting 

On September 18, 1985, the Secretary of the State Bar of 
California sent to Treasury Secretary _Baker a copy of the 
Bar's resolution opposing the provision in the President's 
Tax Reform Plan that would deny the use of the cash method 
of accounting to many businesses and professional organiza
tions, including many law firms. Under current law, law 
firms may use the cash method of accounting, and most do. 
The President's tax reform plan would bar use of the cash 
method by any business (including a law firm) unless the 
business (1) has annual gross receipts of less than $5 
million, and (2) uses no other method of accounting for 
purposes other than ascertaining taxable income. 

The reasons stated by the Administration for this change 
are (1) the cash method is an inaccurate reflection of the 
economic results of business, with the accrual method 
providing a more accurate picture, and (2) use of the cash 
method by some businesses and accrual by others produces 
an economic mismatch for revenue purposes. (Example: 
Company A incurs liability for $1 million for legal services 
rendered by Law Firm Bin Year l; Law Firm B bills and is 
paid in Year 2. Company A on accrual method deducts ex
penses in Year l; Law Firm Bon cash method declares no 
income until Year 2. In Year 1, IRS gave the deduction but 
did not tax the corresponding income.) 

I do not know enough about law firm finances to evaluate 
whether the organized _bar or the Administration has the 
better of the argument. It does seem to me, however, that 
forcing law firms to go to accrual accounting would be 
enormously complicating for all but the largest firms, 
particularly since there is often a big difference between 
doing the work (when income must be declared under -accrual 
accounting) and actually getting paid (when income is 
declared under the cash method). I have no idea how 
attorneys working for contingency fees would calculate 
income on the accrual method . In any event, a~ far as 
attorneys are concernedJ this may be tax reform -but it 
certainly is not t~x s i mplificatio~. - · 

' ... 



- 2 -

I see no need for a response by you to the California Bar. 
You were only · copied on the letter _to Secretary_Baker, and 
since his people had this bright idea, they can defend it . 

. ' '-



I • 

, . 

;" .. 

-
ACTIO "COD£$; 

'A · PP!'.PPl'late eJion 
c • C:omme'nt/Reoommelldation 
Ji> • Dtaft sponse 
"F • Furni:sh FactLSneef 

~-be used 'aS Encto ur 

ype"Of BHponse "' l,ni1i ls-4f Signer 
-"~ Code,: -A" 

Completion.Dale =· Olllle of Outgoing 

Comments:~----- _____________________ _ 

' , -------- -
- • - - .J 

Keep this worksheet atta~he.d to the Joriginal incoming te'tter. 
Send all routing updates to Central Reference (Room 75. OEOB). 
Always return completed correspondence record to Central Files. 

- -

Refer questions about the correspondence tracking system to Central Reference. ext 

.... - ... -

2590. 
5181 



lJ:XO""- t · lJLILl\. L.U! A111irv 

I .,• 1-,nor 

H,d~ Hi. i:. a.Ji(· "'°" A P11r 1r 

I'" 'Tt-AGrr 
P1-U U r t.1 M3iA fE.k.. C.rr,cnc: Ci. 

, u , -h r ,:,.orr 
DANI!. l • TOBI"' . LA ~ Cl. 

j ........ ,.. 

GLOR GI. 'Ill . COUCP ... U ! k • 1um."t.1.. 

(,u ,,. l..•rnmur (Jrncr-
J l>A\"D)ELLV.ANGER..>n J ,w,uu,, 

1,.,,-,.,.,.. , (.uv,u.r 

HI.JlBLitT M.. ROSEh"TtiA!.. .>4n'" f ,.ancuc. 

~,rTt ,c-
1.iAR\ C "-AILES . .Mr. f,-tnscuc 

~o, J:.ucv:u•r tor ho,r.,.. 

THE STArfE BAR t)F CALIFORJ\lA 

555 FR.ANK.LI1' STREE'T 

SAi'\ FRANCISCO. CA 94102-4-49 !

(415 ) 561-820( 

PAUUTTL lAKI.MAJ,;-TAYLOk. .wn fr,maw 

~nuor heCV.:wt' JP"' A.a,n,,wnwn°" .tuJ FffilDlc• 

"1Ll.l...\M C... DUJ\1'. . .,>o,i i- ,waa.ic., 

i-, ,,a· .. < 1 vr,. rl"Tl !'•• 

r TI.RR ' A.'-!Jll<.UJ\'. ,\,,.. \le·· 
Rl• lARl • ~- A.'-'- OTICO. ,_,, .• •r•" 
1101' MIU AKTHU'• i . t=a- . 
OR\1LU A AR).tt;TJtOS v L.D 4 .., , .,.. 

GEORG[ l< . CXJIJCI L Ill "•"'- ·
BURKl ~I.. C-Rn OIFILUJ. L. ,-. ~ 
THOMAS f_ VA\b . bo1r.~1•1r c ---
DIXOJ\ U. OLP-'-. i.-a, A.,.,. . 
J O!.~- GkA'\ • .)onamrn ,c 

I.JA\11J M. HI:IUIRO!\ . ""' I•~ 
K !:..'-1".ETH \\ LAR~OI, . !,c,. f:· 
VJRGI J\'.lA l. LUM. !.ar. fr= -• . 
kAYMO:S.D ll.. MALL.EL Lo, ,.,;;·v 
D01'-' Yi . MARIT~~ . hruroor."",Q • 
~lARSH.A McllA1'•UTU:\ . Lo, .4V'ln 
1-'- K..E.f\NETH NORIAA.br-r,t"'"' 1, Ji _ 
RONALD L 01.SOK. Los An,,.,. 
_1001' HEE RHU. Lo, A,.,,~ 
PH!Ln' M SCHAFER. Lreun-.1 w:· 
THOMAS f. S~U.C:.Al., JP-. .;.. J ,,.,.,,. 
DAKIELJ. TOBTh. . L,, M,.u 
HOV.ARD L \\ AY . .',a,,...,,,,,., 

-
Septemo=: 16, 1985 346354 ~ ' 

Tne honorable James A. Baker, III 
Secretary, Department of the lreasur) 
lStn & Pennsylvania Avenue, N. \'i. 
Washington, D.C. 2022G 

RP· President Reagan's lax Reform Plan -
Limitations on Cash Method of Accounting 

Dear Mr. Secretary: 

Tne Board of Governors of the State Bar of California aoooted tn= 
following resolution a: its September 14, 1985 meeting: 

RESOLVED tha: the State Bar of California hereD) 
opooses Cnapter 8.03 of tne Presioen: Reagan's lax 
Reform Plan wnicn woulo oeny the use of tne casr. 
methoo of accounting for many businesses ano prc.
fessional organizations; and it is 

FURTHER RESO_VE0 that the Administration and tne 
Califoria memoers of Congress be aoviseo of tne fore
going actio:-.. 

. ... 



Se:~er. · =~ lC , ~~ ~; 
Page .:. 

Erclosea for your information is a copy of tne mat.erial.?_ tha: wert 
before the Board in connection with its consioeration of this matter. 

Tne Board of Governors resoectfuliy urges that you opoose this measure. 

t-GW/bo 

cc: Fred F. Fielding, Counsel./ 
to the President. 

Tne White house 
Washington, D.C. 20500 

Kevin Driscol l 
American Bar Association 
}ff)() M Street , Northwes: 
Washington, D.C. 20036 

Very truly Y7J . 
~//~ 

Attacnec: Copy of Board of Governors Agenda Item 204 (Seotember) 

. '-

i 
1 

j 



-

. -
~ I l:.lvl 

DATE : August 2E. 198: 

TO: THE MEMBERS OF THE BOARD OF GOVERNORS 

SOUReE: TAXATIO~ SECTION. EXECUTIVE COMMiTTEt 

RecolTi'ilend2tior1 of t nf 1ax0t 1or 
5ectioi that tnf ~oard cf Gove r nurs 
opoose Cr.aoter £.02 o: Yresioer.: 
kea9ar.'s ~ax prooosa ~ 

• ·suBJECT: President Reagan's Tax~Refonn P1an -- Limitatioi 
bn Cash Method of Accoonting Support of ABA July 10, 1985 
position paper by the Taxation Section and prooosec supoort 
by the State Bar of California ' s Board of Governors 

BAC~GROUND: 

The Taxation Section has reviewed the Secretary's referral of, Auaust 14. 1985 
together with tne accompanying Memorandum from Kevin J. Driscoll: American Bar 
Association, and the Report of the American Bar · Association Section of Taxation 
Report to the House of Delegates, attached heretp. 

RECOMMENDATION: 

The Taxation Section supports the position taken by the -Amer i can Bar Associatior. 
Taxation Section as contained in its report of .July 10, 1985 to the ABA house of 
Oe)e9ates. 

The iaxation Section of the State Bar further recorrmends tha: the State Bar Board 
of Governors support the Report and adopt the reasons stated in the July 10, 1985 
position paper, in the fonn attachec . 

Should the Board of ta0vernors concurp the fo l )owing resoiuti on would be aporo
pri ate: 

RESOLVED~ tha t th..e State Bar of California oppos~ 
Chapter 8.03 of the ~resioent's ,ax Proposa)s whicr 
would oeny the use of the cas h metho-rl of account in£ 
for many busines ses ano _professiona i or9ani z2. ti on~. 

FURTHER RESOLVED , that the State bar of Californ i c 
tau-a~ • Rec 0 ssary s tep~orrrrnuni cate tnE fore
gotng position to the Admi ni stra~i on and to Congres s. 

FISCAL IMPACT: 

None 

PEP.SONNEL IMPACT: None 

Att.ached: August 2B, 1985 Memorandurr, frorr. Rober t Li vse.r 
July 19 , 1985 Memorandurr frorr: Kevi n J. Driscoll . AB/. 
Jul y 10, 1985 ABl Sectioi of 12x2: i on Reoort tc th~ 
House of De1egctes 

- . '-
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TO: 

FRO~: 

DATE: 

555 FR.ANKUN STR.££7 
SAN FRANCISCO. CA 9410:?-+l9f 

(415) 56)-820<· 

.: 

BOARD OF GOVERNORS 

Robert C. Livsey, Chair 
Taxation Section 

August 2E, 1985 

1'21:DEIU:: c.. MAIUW, . .,., ,,...,.IC 
JOHl" .I. McCJU:GOf-. i-rnw 
GLI:Nt, !.. RJG! ,. ;..n...,.., 
• . SCO'lT THO~ . .S.- i ,......,. 
IAJUIAJV. IL ZAL i.,....-. H.J.. 

WHEREAS, Chapter 8.03 o: the President's taY. 

proposals wbuld not promote fairn~ss, growth and simplicity, 

the Taxation Section recommenas that the Board of Governors 

adopt the following resolution: 

RESOLVED, that the State Bar of California 
oppose Chapter 8.03 o= the Presiaent's 
Tax ?roposals which wou ld aeny tne use 
o:f the cash methoa of a.ccountins for many 
businesses and professional organizations. 

FURTHER RESOLVED, tha~ the S~ate Baro: 
California take al~ necessary steps to 
communicate the foregoing position to th: 
Administration anc to Congress. 



~nlerican ba1~ Ass0Giatio11 

TO: 

FRO~: 

SUBJ: 

DATE: 

Presioents, Presiaent5-Elect anc Lxecut1Vf 
Directors, State and Local MaJor Ba: 
P.SSDCl atl. ons 

Kevin J. Driscol_ 

President Reaaan's Tax Refer~ Plan -
Limi tat.ions on Cash ·Method of Account inc. 

.RECE:iVED 
July 19, 1985 
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CHIEF U£CUTIVL DF"Jl.,""£1' 
TME s;T4TE 1141' Of' C4UFOll'N .. 

** ACTION SUGGESTED*• 

As many of you kno~, the AM Eouse of -Delega~es July 
10 adopteo unanimously a xesolution xecom.mended by the 
ABA Tax-ation Section opposing tile Reagan Administr~
tion's proposal to require many personal service 
businesses, including la~ fir=s, to convert tram the 
cash method to the accrual method of accountin9 for 
income tax purposes. Tne proposed limitation on the 
cash method of accountin9 is contained in President 
Reagan's recently unveiled plan , for comprehensive tax .. 
refor:zt.. 

•Your fnelp is neeaec now tc inform Members o:: 
Congress bi the stron9 opposition of lawyers around tne 
country ~o tbis proposa~. 

Onaer the AdminisLration's proposai, a personal 
service business woulc no~ be able to use the cas~ 
methoc ii either (1) its gross xeceipts exceed $5 
million ( on a tnree-year moving avera9e basis), or (2 ) 
it uses another method regu~arly to ascertain income io= 
purposes of reports co owners, creditors or others. The 
A.Bl-. believes tbis proposal woulc worK aga ins: 
simplificatiot anc woulc result in subsr.antial ineguiLy 
for Laxpayers.. 

Earlier this year. the AB.A Eouse o: Deleoates 
adopLed resolutions in support of oroac-oased ta~ 
refor:z::.. Wnile the J..ssocia~iot remains st.ron9ly 
c0mmittec to the p~inciple oi t~x retor&, i~ will oppose 
proposals tha~ impact unfairly ot any grou_p.o: taxpayer~. 

GO 'ERNMENTAL A FFAIRS GROUP 

l 
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Concress1onal ta,-writ.in~ com~lttees beo~~ an exten6e~ 
series ~f hearings on the A~~1n1stra:1on ' s ~ax reior~.p:oposais 
las~ mom:_"r.. The house \ti'ays and Means Com1.11 t t.ee 1 s expect.e:: t: 
be91n draftin~ ~ bill in the f~ll, but f1nal con9ress1cu~: 
act1on may no~ occu= until late= tn1s year or ~arly nex: yea~. 

Several bar associations are CO!l:.si6erin9 or have alreacy 
~6opted resolutions opposin~ t~1s ptoposal, anc l encourao~ 
those who have not yet cone so to _join with the AB.A in opposin~ 
this unfair and unsound proposal. lt would be most timely anc 
extremely helpful if communications'from your ba= -- or it you: 
bar has not yet taKen a positiot, then trom individuals who are 
ABA members - could be sent or callee to your congressioua: 
6elegatiot. ln addition, i~ would be useful to commun1cacc 
with members of tne Senate Finance and Bouse Ways and Means 
Committees, of which I enclose membership ·Losters. Alsc, 
Congress' August recess is scheduled to begin August 2. 
Consequently, most Members of Congress will be in their home 
states until after Labor Day. It would be ertremely helpful i: 
members of your bar coul6 contact your Senators anc 
Representatives during this time to emphasize yoyr c~ncern£. 
By way of background, I am enclosing copies of the AB}-. 
resolution and accompanying background reportr and the 
Administration's proposal on the issue. 

We voulc very much appreciate your sending us copies of any 
corresponoence you send and 1ettin9 us know of any response yo~ 
receive. It yoo need additional information please contact me 
at 202/331.,-2211. 

:gins 
Encl.osur ei 

cc: Willia~~- Falsgra: 

l482c 

E. u9 ene C. Thomas 
TnoIIias E. Goose= 
Bua·n Calkins 
.:i ames P. Bola.er: 
..John J. Sweeney 



AMERICAN BAR ASSOCIATION 

R!:POR'!' TO THE BOOS! or D!:L.E~tts 

RECOMM!:NDATION 

F~SOLV!:D that t.he American Bar As:so::i a tion recommends 
that Congres:s reject the Administration's proposal to reguire 
many ~ersonal service businesses, which now compute taxable 
income on the cash basis, to convert to the accrual basis. 

FURTHEll R!:SOLVED 
authorizec to ur9e the 
committees oft.he Congress • .,. 

that the 
foregoing 

REPOR'!' 

Section 
po~itian 

c! 
on 

Taxation is 
the prope: 

.. The Ac.ministration's tax re fanr: proposals of May 2S, 
19e5, would reqaire ~11 taxpayers who meet eitbe:- one of twc 

,, c:mdi tions to compute taxable income in accordance wi tb the 
ac=roal methoc. This woulo be requireo if eithe= Cl) the busi
ness has gross receipts tcomputeo on the basis of a thre~-yea: 
moving average) of $5 million or more, o= (2) the businesE 
(other thar. ~ farming business} uses the ac=rual method in pr~
paring -reports to ovne~s, creditors or others. Onde: this 
proposal, any business navin9 gross receipts of ~5 million o: 
more would thus be denied the use of the cash metboe. Moreove=, 
every such business woul.d be requireo to pay a one-time ta::t, 
sp::ead ove= a si2-year perioo, or. the balance o! . i .ts account:! 
receivable less its accounts pay!.ble on the effect.ive da~e o: 
the change in methoc. 

J..s appliec: to personal service busine_sses, this 
orooos!.l is unsounc to: the reasons diseussec _.belo • .- <rhis 
discussion a.no t-ne ac_compa.nyin9 resolutions are limiteo in ·scoo€ 

; . .. 



300 
to the ap?lication o! the Administ:a'tiori's proposal to bu.::~
nesses tha~ ,:,rovi6e t>ersonal services.. Tne l\.sso=ia:ion i ·s r.:;: 
su!ficiently. f~i-liar with the particular issues.. presentec :;,· 
businesses that provi6e otne: forms oi_ · se:-vice either to supp~:: 
o: to oppose application o: the propos~l to tne~. 

Tne Cash Methoa Cl~arlv Reflec~s lncom~ 

The cash methoc is simple. in a:;:--:>lic:ation an~ fair ir. 
result.. If incom·e is prop·erly represented by spendable assets., 
the cash method clearly re.fleets that income because it treats 
the receipt of ca?h tor a ~ash equivalent) as the event produ=
ing the income.. • While accounts receivable may represent ar, 
ac=retion to wealth, they 60 not represent disposable inco?_I!~ 
until collectec, fac~orec o: otherwise converted to c~s~. 
Accounts receivable anc5 accounts payabl~ c:lea.rly are importar.~ 
to a determination of the financial condition of a.business o: 
to an ass·essment of its future prospects. They are not, ho.-
ever, critical to a determ1nation o: its current spendabl~ 
income. 

The conclusion that the cash basis clearly reflect~ 
income is substantiated by tbe fact that the ownets of persona_ 
service businesses 9enerally deal with one another on the cast 
basis. -Thus, major events such as the admission of new members, 
the oeriodic revision of income interests, and the withdrawal o: 
existing members are 9enerally accounted tor on the basis of the 
cash met.hoc.. For examole, newlv admitted members aenerallv 
share in cash collections following their admission even thoug; 
the collections may result from work acne or billinas sent ~rio: 
to admiEsion. Similarly, periodic changes ill income interests 
of cen apply to all subsequent cash collections. Wi tbdrawal c: 
members sel6oit results in e continuin9 interest of the wi t b 
crawing, membe: in outstancing receivables. The fact that. owne~s 
o.: personal service businesses are willing to deal wi tb o n : 
anothe: in these si~uations in a:::::~::cance with the cash metho:: 
att:est.s to their belief tha: the casb method clearly ref l ec t s 
the income o: t h e business. 

There is no . evioence to indicate tbat a s i gnificar.: 
n umber o; cash basis businesses cana9e thei: affairs so as tc 
defer artificially the receipt of taxable income, for exa:;::ipl~ , 
b y originating billings late in a taxable year to . cause t :i '= 
resul ting income to be taxable in ~he follow i ng year. Mos~ cas ~ 
b as i -s b u s i-nesses, pa r ticul2:ly the l arger ones that woulc D E 

im?ac tee by t.!"le proposal, h ave agg r essive bi 11 ini; and eollect i o r. 
oract i ces t h a: ten:: to ac=elerate rather than defer the rece:.::: c: i ncome:. Inoeec, i: ma ni p ulat i o n is-sues are of concerr., t h~ 
proposal is i l l-foun dei:5 be= a use it i s f ar easier to manipu:.. at.~ 

. - , -



the ti::in; c! ~ 

to tta~i?ulate t~e 
b i 11 i n 9 u n d P. :- the a c = r u a.l ::i e t:, c :3 t. ~. a r, i ~ 

ti~in9 o! a receipt under ~be c~s~ ~e~ho~. 

I!, to avoic n.anipulatior., . t.he proposal were t= 
require accrual of war). iri process, n.a;or ac=~unti.n; anc- va.::.
uation p:o~lems woulc resul~. Sellers of profession~: service! 
60 not or::ina:-ily ~aint~ir. price lists • fc: partic-tilar kines c: 
client services ano t.ne a.mount ultii:.ately bille~ ano collectec 
often results from ~ process o: ne9otiatior.. Tncs, the emour.: 
actually pe.id by; ~ purchaser of services n.ay eif fer :0rasticall~· 
trott the p-utati ve value at which ·carried en the service provic-
er • s boo~s, or ever. from the a.mount billed for tncse service~. ' . 
For these reasons, ·the cash method is ideally sui tee · to me:!sure 
the income:of service providers and that method 6oes not appea: 
to be the subject of significant abuse. 

'raxable income of i!. business that is neither ~nowin; 
no::- sh=-inkin; si9nificantly in size vill be the same for a!J.:' 
a i ven t>e::- iod vhe ther measurec under the ac=rual 0::- the cas:. 
method: Accordingly, the proposed chans1e would not, -in the lon; 
run, have any si9nificant tax revenue effect beyond the imposi
tion cf a cne--time tax that would be occasioned by the change 
itself. As is true of most chan9es in ac::ountin9 me thoc, the 
lon9er-term effects are considerably less significant than .:.s 
the distortion that results from the change i _tsel.f. This on~
time tax woulc not be the product cf any increase in income, ne: 
wortb or abilitv . to .oav of the affected business enterorises: 
rather, it would be sol~ly the product cf the requirec change ir. 
ac::ountin9 methoc. 

2. The Problem of ~ismatchine 

• '!'he Ad.ministration refers vith concern to the fac-; 
that accrual basis purcllase~s of services may deduct those costs 
when in~orred and yet cash basis providers of services do no: 
recogniz·e. income until cash is receivee.. ln personal servic~ 
situations this is a very short-term proble~~ and such mi~atc~
ing as ooes occu: is ·nor:i:r.ally resolved within the scope c: ~ 
twelve-month perioc ano seems to be of trivial consequence tc 
the tax systen. anc the e::onomy. Accorc ingly, t.hose s i tua tio~! 
do not involve the kines o: concerns tha~ are presenteo wne:. 
ac:rua_ de6uctions preceoe by many years the economi.= 
pe::-fo~wance that results in offsetting incom~. 

Indeed., - when Congress has addressee issues of mi~
matching, i.t has exemptec short-ter:rt situations. For exampi~ , 
se~tions 467 anc 1272-1275 gene~ally exempt. evenc.s occurr.ir.; 
within - the perioc of one year. Alternatively, C::fn9ress ha~ 
fashionec S?ecial matchin9 rules to meet particula: situa~ior.~ 
without imposin~ wholesale methoo changes; for exa~ple, se~ 
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se=tions 26' ~n~ 4 04 ( d) 
pa:ticul~: inclusions anc 
if sho=t-te:n ~is~a~:hin; 
bette: solution~. 

wbere con=~::ence c! tbe 
dedu::tions is m~ncate:.. 

in this are~ is a prob le:., 

ti?:.ins c: 
lr. ~~o=:., 
t:Oere ar! 

&eyon~ this, the Administration\s proposal woclt 
result in a sicnificant l.evel o! •reverse•· mis:at:h1nc where · 
cash basis serv.ice ourchasers .deal vi th ' accru•l basis ·service 
providers. &ny clients of service proviaers ;are cash basis 
in::ividuals: othe~s are reauire~ to ca:o1ta.li%e and• defer deouc-
tion of service fees. Thus the Administration pro:oosal woulc 
necessarily accelerate the inclusion by ~ervice provi6ers even 
where aeductions a.re available to clients only in subsequent 
pe:iods. 

3. Th~ Pro"DOsal ls Inherentlv Ineaui table and E.conomicall~• 
lneffic:1en:. 

Sellers of services are not entitled to report income 
on the installment pl.ar., and yet this method is electivelv 
available to sel.lers of products, a feature that e~fectively 
places the latter group on a modified cash methoe. The Admin
istration proposal thus discriminates a9ainst sel.lers of se!'
vices. 'l'he installment 'Dlan exists · because the receit>t of a 
spendable asset, i.e., -cash, is the primary indicator of income 
fo= tax .purposes. The availability of that plan to product 
selle=s is an important and realistic: feature of the tax la~. 
To wi tharaw from sellers of services the simila= .imt>Ortant anc: 
realistic features of the cash methoc would be highly discrimi
natory. If the pro?Qsal were modified to allow ir.stallment 
reporting·by pe=sonal service businesses, the result would be~ 
modest change in tax revenues a.nc: a substantia._ increase in 
co:=plerity. 

The Ac.Itinis~ration proposes at the same time to oeny 
to ac::rual basis tax?ayer~ t.."le right to 1t.aintain a bac3 deb:. 
reserv~. A bao debt reserve is c realistic recognition that no: 
al: accounts receivable will ultimately be colle:tec. Denyin~ 
the right to maintain suc:b a rese=ve assures that tax will be 
paio on income that will never be received, thus compound~ng the 
unfair ·effect of denial of_ .the cash method to service provider~. 
This represents in a very real sense a ta:xpaye: loan to the 
"!'reasury of money that will not ult i~a tely be owec as taxes.. 
This is su-rely a distortion that · shoulc not be permitted tc 
exis~. 

The artificial dividinc; line of SS millior: ir. cross 
receit>ts between businesses that would and woulc not be subje=: 
to th~ orooosal introduces comolexitv and prom ises to .have othe: 
unces irable ef fects . It assures that those busines-se-s thc::. ·,9--:0 .. · 
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o~ t:-.2-; c::::.~i.ne t:> proou=e re::ei:,t.s in ex-=ess o~ the t~~e::~c-: 
.:.!.1 be eisa::vant.a9e~ vis-a-~is t.bcse tha: oo no:.. I~ ~ss:::e! 
that de:isions as to size, whethe: bv ~~v o! orowth or bv ~?v c! 
co::::.:lina t.i or-., w i 11 be heavily in:l uencec ·, i ! ·no: con ~=-oile::; ~=-
the a~t~ndant t.ax conse;uences.. Soch de=.ision.i sho:.:.l: ::-e z. 
product of e=onomic consequen=es anc shoolc not be cons:.ra:ne: 
by artificial but com?elling tax conse~uen::es. . 

.'.lames B; Lewis 
C:ha.irmai: 
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Current Lav 

G-eneral ~rpla?atio~ 

Ctapt.er 8.03 

Tne lnt.ernal Aevenue Code prov1aes for the follovin; pe~~issib~! 
methods cf accounting: Cl) the _casn receipts and disbursements methc~ 
c•cash metho~•), (2) an accrua.l method, or (3): any other method o: · · 
combination. of methoas permitted under ~reasury re;rulati~ns. b . 
taxpayer is entitled to adopt any one of the permi&sible methods fo: 
each seoarate trade or business of the taxpayer, provided that the 
m~thod selicted clearly reflects the taxpayer's income fro~ such trace 
or business. A method of accountin9 that reflects the consist.en~ 
application of generally accepted accounting principles orcinarily is 
considerec to clearly reflect incom~. 

The cash method of accounting generally requires an item to be 
included in income when actually or constructively received anc 
permits a deduction for an expense when paid. ln c-0ntrast, the 
principles of the accrual method of accounting 9enerally require tha: 
an item be included in uicome when all the events have occurred whicb 
fix the riaht to its receipt and its am~unt can be aetermined with 
reasonable-accuracy. Similarly, a deduction is allowed to an accrual 
basis taxoaver when all events have occurred which determine the fact 
of liability for ·payment, the amount of the liability can be 
determined with reasonable accuracy, and the economic perfor~ance that 
establishes the liability bas occurrec. 

In ~eneral, taxpayers that are required to use inventories for a 
particular trade or business (other than farming) must use an accrual 
method Qf accou.ntinc for their ourchases and sale&. A taxoaver is 
required to use inventories in all cases in which the productiot, 
our chase. or sale of merchandise is an incom~-oroducinc factor. Am,· 
other penn.issible method of accounting fincludin9 the cash method) i..ay 
be used· for other purposes in tnat trade or business or for otne: 
traaes o: businesses o! the ~a:paye:. 

A person en~aged in the trace or business of farming generally ma,· 
use the casr. method of accountino for such business even thouot tne 
farming business may involve the~proauction ana sale o: 9000~: Use c: 
the accrua:::. method is recruired, however, for a corooration ( othe: t.r,a:. 
S corporations and certain family-owned corporations) en~a9ed in the 
trade or business of farming {or a partnership en9a9ed in t~e trace o: 
business of farming that has a corporation as~ partner) that ha5 
gross rec~~pts of more than $1 million in any taxabl~ year be91nnin; 
after Decemoer 31, 197S. 

. .... 



Tne c~sn :~tbod of accoun:1n; frequently f~ils to re!~e=: :n! 
!conor.1c result.so! a c~xr.aver•s b~siness ov.e: l. taxable vea:. ':'n! 
casb m~thoo simply refleccs-actual cash recelpts and . 01.sv~rse~erL.t, 
which need not oe xelated to econo~1c inccm~. Obl1aat1ons t.o oav ~~~ 
ri9ht.s t.o receive payment are ciisrega.rdeo unae: tne · cast· methc:., - eve:. 
though they directly bear on whetner the business has 9eneratec a~ 
economic or o:i t or a loss.. because o! its -inaoeouac1.e s, tne cas:r. 
method o( accountina is not consioexec to be ir. accord "·:.tn oenera.ll,; · 
acceptea accounting~principles anc, therefore, is not permissible io~ 
financial accounting purposes.. 

The relative simplicity of the cash method justifies i~s use fc: 
tax purposes by smaller, less sophisticated busin~sses, for which 
accrual accountina mav be buroensome. Current law, however, oer~it.s 
manv taxoavers that alreaov use an accrual method for financial 
accounting-purposes to use-the cash method tor tax purpose~. 

The cash method also oroouces a mismatchin0 cf income anc 
deductions where the taxpayer engages in ~ransactions with parties 
that employ a different method of accounting. Par example, an ac=rua_ 
method taxpayer may deduct certain liabilities as incurred (even 
thouah not vet billed), such aE liabilities for certain services 
renciereci, even thouah the service orovicier on the cash methoc t:1.av 
oeier reoortina income until the a~ount is billed and cash oavmen~ 
thereon ls mace. - -
Prooosal 

A taxpayer woul.d not be permitted to use the cash method o: 
accounting for a trade or business unless it satisfied both oft.he 
following conditions: (l) the business has average {determined on a 
3-year moving .average basis) annual gross receipts of SS million or 
less (taking into accoun~ appropriate aggregation rules); and (2) witt 
respect to~ trade or business other than farming, no other method of 
accountin9 has been used regularly to ascertain the income, profit, c: 
loss of th~ business for the purpose of reports or statements tc 
shareholder~, partners, other proprietors, beneficiaries or for credi: 
ourooses. Consioeration vill also be aiven t~ takina into account the 
biliing o! clients for services in tbe'use o! the accrual metho~. 

The above conditions would apply in ad~ition to the current la¥ 
li~i~ation on use of the cash methoc with resoect to a trace o: 
business in which inventory accounting is requirec. Th e current rule~ 
requirin9 certain corporations to use accrual accounting fo~ the ~~ace 
or business o! farming would also remain in efiect in addition to the 
above rul es. 
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I:ff ect.:ve Dat.~ 

Tne proposal would be effec:Jve for tax~b~e year£ be;:~~~n; =~ == 
after January l, 198c. ln order to cir.~~1~e lar9e C!s~c:~~ons 1~ ~: 
taxable income o! taxoavers wno ate rec-uirec tc cnanoe :re~ tne cas: 
to the accrual me~hoc: the acilr.inist.rative rules gene~aliy ap~licati~ 
to changes in metboas of ac=ountin~ initiated by t~e ~ax?ayer an: 
approved by the lnternal Revenue Service would be ~P?lle~. 
Accordingly, caxpayers aftected by tne proposal would oe alloved tc 
soread tne aa,ustment that results from the difference oetfteer. tbe use 
of the cash and accrual methods of accountin~ ratably OYer a perioc 
not to exceed six taxable year~. 

Analvsit 
• 

The proposed restriction on the use of the ca$h method~= 
ln 19E:., accounting would affect only a small percencage of firms. 

approximately 103,000 corporations (eight percent of all 
coroorations), ,,ooo oar~nershios (one percent of all partnershiDs ; , 
and·l,800 sole proprietorships (including about 300 farmers) (less 
than one percent of all sole proprietorships} bad receipts greater 
than the proposed SS million limitation. Some of these businesses _ 
already use the accrual method of accounting for cax purposes. 
Accurace measurement of the income of these laroe f-irms ·is impor~an~ 
to the integrity of the tax syste~, since tbey account f-0r ~ 
significant share of business receipt£. 

.. 

The proposal would affect only businesses that are already usin; 
an accrual method of accounting in some part of their business or are 
sufficiently large to have access to professional accountin; 
expertise. The pri~ry industries that would be affected by the 
orooosal would be banks that use an accrual method of accountinc for 
financial reoortina and larae service oraanizations, such as -
accounting, iaw and advertising firm~. -

Th~•virtue of the cash method's sicplicity would be retained for 
those businesses, such as small farmers, that might be unduly buroenec 
by a rrguirement that they use accrual accountin;. 
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