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THE WHITE HOUSE

WASHINGTON

October 17, 1983

MEMORANDUM FOR FRED F. FIELDING

FROM: JOHN G. ROBERTS(Z4<C

SUBJECT: 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 in S. 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
ASSISTANT TO THE PRESIDENT
DEPUTY TO THE CHIEF OF STAFF

FROM: FRED F, FIELDING O1.. *_ 0ud 7 T3R
COUNSEL TO THE PRESIDENT '
SUBJECT: 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 in S. 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:

l. 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 bring S. 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 in S, 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
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WHITE HOUSE STAFFING MEMORANDUM

pate:  10/14/83 ACTION/CONCURRENCE/COMMENT DUE BY: 10:00 a.m. MONDAY

sugject: TUITION TAX CREDITS --DRAFT LETTER TO SENATOR DOLE AND DRAFT
PRESIDENTIAL MEMO ATTACHED

ACTION FYI ACTION FYI
VICE PRESIDENT O O  HERRINGTON O O
MEESE o0 o HcKey o O
BAKER O m” JENKINS o o
DEAVER o o McMANUS o O
STOCKMAN w O  MURPHY o O
CLARK O O  ROGERS O O
DARMAN oP gs{ ROLLINS o o
DUBERSTEIN o O  SPEAKES o o
FELDSTEIN m/ O  SVAHN O Vr(
FIELDING  ammmem—="3) & O  VERSTANDIG ® O
FULLER O O  WHITTLESEY. [/ o
GERGEN m/ .a O |

REMARKS:

The attached drafts were prepared by the Office of Policy Development.

May we have your comments/clearance by 10:00 a.m. Monday, October 17
Thank you. .

RESPONSE:

Richard G. Darman
Assistant to the President
Ext. 2702
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October 11, 1983

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

Dear Bob:

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 leacders, we received a letter from Virgil Dechant,
reporting that the Committee for Private Education -- which
comprises the Catholic 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.528 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. 1In any case, I
think we need to settle on an answer within the first days after
Congress returns from 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

Dear Catholic School Administrator:

I am writing to share with you the progress 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, andg:
the Knights of Columtus, 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 are
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
educated 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 bless you.

Sincerely,

Ronald Reagan
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September 22, 1983
MEMORANDUM

TO: EDWIN MEESE, COUNSELOR TO THE PRESIDENT

FROM: SENATOR BOB DOLE
SUBJECT: UPDATE ON TUITION TAX CRELITS

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
schools, 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 $58 per student, instead of the $390
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 S1
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
percgi:;d 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




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 i{ndividuals to "buy" their way out of

an integrated school system.

DS:c



Lnights of Celrmbus

NEW HWAVEN, CONN. 0eso7

October 4, 1983

The Honorable Ronald Reagan
President of the United States
The White House

Washington, D. C. 20500

Dear President Reagan:

On Wednesday afternoon, September 28, the Committee for 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
the 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. I have been informed that the United States
Catholic Conference will work with us wholeheartedly toward this objective.

With best wishes and regards, I am,

Sincerely and respectfully,

VCD/pb

cc:  Rev. Msgr. Deniel F. Hoye
Members of the Committee for Private Education

~Attachment B




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 Orig. eigned by rid
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:

° 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).

° Whether there are other ways of improving the bill from a
constitutional standpoint [e.g., 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].

° 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.

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

FFF:PJR 9/29/83

cc: FFFielding /
PJRusthovenV’
Subject
Chron.



MEMORANDUM

THE WHITE HOUSE

WASHINGTON

September 29, 1983

FOR: FRED F. FIELDING
FROM: PETER J. RUSTHOVE»@JL

SUBJECT: 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

FROM: JOHN G. ROBERTS (™~

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.




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:

° 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).

° Whether there are other ways of improving the bill from a
constitutional standpoint [e.g., 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].

° Dealing with "refundability" -- i. 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.

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




THE WHITE HOUSE

WASHINGTON

February 20, 1984

MEMORANDUM FOR FRED F. FIELDING

FROM: JOHN G. ROBERTS§2RY

SUBJECT: 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



THE WHITE HOUSE

WASHINGTON

February 20, 1984

MEMORANDUM FOR JAMES K. COYNE
SPECIAL ASSISTANT TO THE PRESIDENT
DIRECTOR OF PRIVATE SECTOR INITIATIVES
Oric. s rned by FF
FROM: FRED F. FIELDING g. 5 gnod by FFF
COUNSEL TO THE PRESIDENT

SUBJECT: 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 Presidént's July 28 letter on
behalf of Providence - St. Mel High School. 1In his letter
Willard disputes certain facts in the President's letter
and generally objects to the Administration's education
policies. The letter raises policy rather than legal
guestions, 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/JGRoberts/Subj/Chron






THE WHITE HOUSE

WASHINGTON

February 9, 1984

MEMORANDUM FOR FRED F. FIELDING

FROM: JAMES K. COYN
SPECIAL AS O THE PRESIDENT
DIRECTOR COF PRINATE SECTOR INITIATIVES

SUBJECT: Attached Correspondence for the President from
David Willard;, 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
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ELEMENTARY SCHOOL

DAviD T. WILLARD, ED. D. DISTRICT NO. 96 LEe O, EAKRIGHT
SUPERINTENDENT DIRECTOR OF BUSINESS SERVICES
777 CHECKER DRIVE
PAMELA L. WiTT. ED. D. BUFFALO GROVE. ILLINOIS 60090
ABSISTANT SUPERINTENDENT
For INSTRUCTION PHONE 312 459-4260

January 16, 1984

Trcagprnprecie fepr 20666200

The President

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, I1linois, 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 Providence-St. Mel indicates: the per pupil cost at $2,200.. 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
idifferences in costs. On the basis of your reasoning, it is easy to understand why
lyou would support tuition tax credits for private schools. While I have no problem
with the existence of-private schools or with their need to be supported, I am
‘concerned about thg#i;?g?laof such logic on public schools and the potential flow
of money away from ic schools already having teachers who are underpaid and
programs underfunded. R

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,

Do T W e

David T. Willard, Ed. D.
Superintendent of Schools

DTW/ pmm

cc: Mr. Hal Seamon, Executive Director
I11inois Association of School Boards
Mr. John Wargo, Executive Director
I11inois Association of School Administrators
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District No. 6

July 28, 1983

Dear Paul:

On January 19, 1983, vou honored me by asking that [ serve as honorary
chairman of a campaign to raise money for Providence-St. Mel High
School for scholarships, operating expenses and needed equipment. 1
accepted with pleasure and by this letter emphasize that my commitment
is to more than an “honorary™ role. Providence-St. Mel is known as the
“hard-work high school™; it's time the rest of us did some hard work to
support your efforts that have made it a shining example to schools all
across our country.

Providence-St. Mel stands as a testimony to your faith and dedication to
an ideal I share deeply, that private initiative coup]ed with community
involvement will solve our nationwide crisis in education. You took overa
school about to failgnd ade it )ass, wnh ﬂvmg (olox AR O

P SEDENE E RN S Nchapibonlgyou have . ‘
from a high crime nexghborho dint students w1th hlgh achlevement
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.
Mecl 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.”

Sincerely,

oald.

Mr. Paul J. Adams 111

Principal

Providence-St. Mel High School
119 South Central Park
Chicago, lllinois 60624

YTy
bt L




THE WHITE HOUSE

WAS HINGTON

October 22, 1885

MEMORANDUM FOR FRED F. FIELDING
FROM: JOHN G. ROBERTS

SUBJECT: 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
millior.,, 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 & more accurate picture, and (2) use of the cash
method by some businesses and accrual by others produces

an economic mismatch for revenue purposes. (Exampilie:
Company A incurs liability for $1 million for legal services
rendered by Law Firm B in Year l; Law Firm B bills and is
paid ir Year 2. Compary A on accrual method deducts ex-
penses ir. Year 1; Law Firm B on cash method decliares nc
income until Year 2. In Year 1, IRS gave the deductiorn but
dié¢ not tax the corresponding income.}

I dc not know enough about law firm finances tc evaluate
whether the organized bar or the Administration has the
better of the argument. It does seem to me, however, that
forcing law firms tc go to accrual accountinc would be
enormously complicating for all but the largest firms,
particuliarly since there is often a big difference betweer
doinc the work (when i1ncome must be declared under accrua.l
accounting) andé actually getting paid (whern income 1is

deciared& under the cash methoé). I have nc idea how
attornevs working for contingency fees would calculate
income or the accrual methoc. 1In any event, ags far as .

attorneve are concerneé, th:i:s may be tax refcrrm but it
certainiyv 1s not tax simplificatior.-
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I see nc 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.
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opposes Cnapter £.02 of tne Fresioent keagan's Tar
Reforn Pliar. wnlch wouiC Qeny tne use of tne casr
metnoc of accounting for many pusinesses ano pri-
fessiona: organizations; anc it 1i:

FURTHER RESOLVED that tne Aagministration anc tns

Celifornia agoptiec

Poc 0 Lo

F TEFR® aANDERKIIN, Jor wy
RICITAKL. & A\\lmu L e,
DO MIrE ANTHONY  Frac- —.
OFVILLL A APM\TRO\\ w Ampoa-
GIOKRGE W (DU I e =
BURKE M CRITCHEILLY: & »—= =
THOMAS b DAVE: Banresaen, o0
DDONC . DER Lo Anrrer

YO & GKAY, sarremen,

LANTI M HEILBRON sar ro~
KINNETB w LARSONL, scr 5o-
VIRGINIA 2 LUM >ov Frev - _
KAYMOND B MALLEL fo; 4nrew
DOXN %W MARTLNS Nrwpor bro ¢
MARSHA McLEAN-UTLEY Lo 4nprer
H KEXNNETH NORIAN brie— R o
RONALD L OLSOXN. Lo: Anpr.c

JOON HEE RHOU. Lo: Angpeir

PHILIP M SCHAFLK. Crescen: C:-
THBOMAS F. SMELGAL, VR Sav. Fragwrnsce
DANIEL 1. TOBIN io Mes

HOWARD b WA, sacramen.

ths

Celiforisz mempers of Congress pe agvises of the fore-

Qoing actiorn.
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Enclosec for your information is a copy of the materials tha:
before the Boarc in connection with its consioeration of tnis

ct M
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m
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Tne boarc of Governors respectfully urges tnat vou oppose this measure.

very truly you §,—7

wWailes

ary
MGR/br V

c: Fred F. Fielding, Counse. [~
to the Fresident
Tne Wnite hHouse
washington, D.C. 20500

Kevin Drisceoll

American Bar Associatior
1800 M Stree:, Nortnwes:
washington, D.C. 2003c

Atracnec: Copy of Boaro of Governors Agenca Item 204 (Septemper,
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AUL:NUA i ' L:““ kKezommendztior of tne

the Jaxetior
Sectior that tne ®oars ¢ LGovernors
opoose Crepter £.C2 ¢f Presicern:
- keagar's tay propose’
~ _

DATZ: August 28, 18E: —

TC: THE MIMBERS OF THE BOARD OF GOVERNOR:

.

) SOQURCE: TAXATION SECTION, EXECUTIVL COMMSTTEE

* 'SUBJECT: President Reagan's Tax.Reform Plan -- Limitatior .
on Cash Method of Accopntinc Support of ABA July 1C, 1982
positiorn paper by the Taxatiorn Section and proposec support )
by the State Bar of California‘'s board of Governor: -

BACKGROUNE:

The Taxation Section has reviewed the Secretary's referral of August 14, 1982
together with tne accompanyinc Memorandum fTrom Kevin J. Driscoll, American Bar
Association, and the Report of the American bar Associatiorn Section of Taxatior
Report to the House of Delegates, attachec heretc.

RECOMMENDATION:

The Taxation Section supports the position tzken by the -‘American Bar Associatior
Taxation Section as contained in its report of July 1C, 198 tc the ABA House o©f
Delegates.

The Taxation Sectian of the State Bar furtner recommends tha: the State Bar Boarc
of Governors support the Keport and adopt the reasons statec ir the July 10, 1982
position paper, in the form attachec.

Shouicd the Board of Governors concur, the following resciutior would be appreo-
priate:

RESOLVEL, that tne State Bar of lalifornie oppose

Chapter 8.03 of the Fresicent's 7ax Froposats whicr
woulc adeny the use of the casr methof of accountins
for many businesses anc professioné: organizziion:.

FURTHER RESOLVEL, that tne State bar of Californiz
take—al5—Recessary Steps lo—Communicate the Tore-
going position tc tne Administiratiorn anc to {ongres:.

FISCAL IMPACT:

None

PEPSONNEL IMSACT: Nons S .

ndur. frog Rzbert Liviey

Attached: August 28, 192 Mamora
July 1€, 1883 E=-urandur fron Kevin J. Driscoll, AE:
July 1C, 188% 3% Sectior of Texztior reoort tc tns
rnouse o7 Del=zzies
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Robert C. Livsey, Cheir z(
Taxation Sectiorn

zugus+t 2£, 1983

WEEREAS, Chapter B8.03 cf the President's tax

would not promote farrness, growth ané simplicity,

the Taxation Sectiorn recommendas that the Boarc of Governors

adopt the

foliowinc resolution:

RESOLVEL, that the State Bar of Cealifornie
oppose Chapter 8.02 ¢ the Presiaqent's

Tax Froposais whiich wouvlc Geny the use
oI the cash metho¢ oI accounting for many
businesses ant proiessigonal organizations.

FURTEEF RESOLVEL, thazt tne State Bar ci
California take al: necessarv steps tc
communicate the foregoinc POSitTiOL TC ths
Administratior anc te Congresc.




AMENCAalN Balk ASsSLLIELIUN

MEMOCEANTLE,UVY

- -

TC: Fresicents, Presiaents-Elect anc Lxecutive )
Direcrtors, State anéd Local Majcr Bar f
kssocziatiaons i

: !

FROM: Kevip J. Driscoll {

’ i
'

SUBJ: Presicent Reagar's Tax Reforr Plar —- !

Lirzitarions on Cash ‘Method of Accounting !
RECEIVED |

DATE: July ¢, 198: . o
JUL ©01235 !

= oty e :

CHIEF EXECUTIVI DFFICER |
THE ETATE RAR OF CALIFDRND

** ACTION SUGGESTED **

As many of yvou know,
10 adoptec unanimoOusly & Iesclution recommendec by

ABE Taxatior Section opposincg the Reagar Administr
tiorn's proposal to regulre many personal service
businesses, including iaw firms, to convert

the ABA Eouse ©f Delegates July

the '
a-

tron the {

cash metnod to the accrual metnod of accountinc for 5

income tax purposes.

casnh method of accounting

keagar's recently unveilec plan for comprenensive
o

reforr.

Your fnelr is needec now tc inforr Members o©f

Tne proposed limpitatrion oo the :
is containeé in President §

tazx

Congress &I thne stronc cpposition ¢i lawyers aroundé tne i

country 1C thls pPIroposa..

Under tne AGmiplstIatilop's pIopOsel, & personal

service pusiness woulc no: be abie tc use the casr

metnod 1I either (1) i1ts greoss receipts exceed &2

millicor (on & tnree—VeEaI DOV1INEC average basis;, or (2} :
1t uses another metnot¢ Iegularly te ascertall income ic: !
purpcses o reports to owners, creditors or otners. The

woulcé worr aceins:
in supstantial

ABE Delieves thls pIropcsacl
simplification ané wouic Iesult
tor taxpevers.

Earlier this vear,

the RLBL House o Delecates
adopted resciuvtions irn b3

support c©f prcac-casel ta

reforc. Wnile the EssOCi2TiOn IemE8lns SIIONCLY
committel tc the principlie of tey reiorp, it will
propcsals thet impact unfairly orn any group .cf tax

ineguity ;
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Concressaiona) tax—-wrlllnc comzittees CDecan an exteniel
series o nearipngs Or the AZCDIn:Str2tion's tax IeICIn. CITDPOSal
iast montr. The hourese Wways and Means Committee :s expected =t
vegan daraftinc 2 bill in the £fall, but final congressicn:z.
action may not occurl until later tnis vear OI eaIiyv nex: vez

Several bar a2ss0OC1atiOns ale CORSiAerIiInc OI nave already
adopted resclutions opposinc thls pIoposal, ané 1 encourage
those who nave not yet dope SO to JO1n with the ABX 1n oppesing
this unfair and unsouné proposal. 1lt would be mest timelyv and
extremely nelpful if communications'from your bar —- or if wvour
bar nas notr yvet takxen a position, ther from individuals who are
AR members =—- coulé be sent or callec to YOUI CORCIESS1IOnRE.
Gelegatiorn. 1 addition, 1t woulc pe useful to communicate
with merbers of the Senate Finance and Bouse wWayvs and Means
Committees, of which I enclese merbership rosters. Alsc,
Congress' August recess is scheduled to begin August 2,
Conseguently, most Mempbers of Concress will be in their nhome
states unti: aiter Labor Day. © woulé be extremely helpful
members of vour Lar coulé contact your Senators andé
kepresentatives Gguring this time to empnasize VOuI concerns.
By way of background, I am enclcsing copies cf the ARX
resolutior and accompanyin¢ backarouné repor:t, ancé the
Administratior's proposal on the i1ssue.

e
th

We woulc very much appreciate your sendinc us copies of anv
correspondence you send and lettinc us know of any response vot
receive. I1f{ you need additional infcrmation please contac:t me
at 202/331-2211.

.

!
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Enciesures

cc: Williiam wW. Falsagraf
Eugene C. Tnomac
Tnogas E. Gomnser
bBugr Calkins
James F. Bolaer:
Jdonrn J. Sweeney
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AMZRICAK BAR ASSOCIATIOKN
SECTIOR QF TAXATIOK

FTPORT TO TEE BOUSI OF DIZILEGATES

-

RECOMMINDATION

ESOLVED that the American Bar ARssociation recommenés
that Congress reject the Administration's proposal to reguire
manvy personal service businesses, whick pov compute taxable
income or the cash basis, to convert to the accrual bas:ics.

FOURTEER RESOLVED that ¢the Section c¢f Taxation is
authorized to urge the foregoing positior on the ©prope:

comnittees of the Congress.
>

REPORT

- The Administration's tar reforn proposals of May 2¢,
, would recuire all taxpayers whe meet either one ¢f tweo
itions to compute ta2xable income 1in accorcéance i1th the

I methoé. This woulé be recuired 1if either (1) the busi-
has gross receipts (computeld on the Dasis cf a thres-year
moving average) of §% million or more, ¢r (2) the busines:s
{other tharn 2 farming business) uses the accrual methnod ir pre-
parinc reports to owners, creditors or others. Bnde: this
propeszl, any business having gross receipts of $5 million eor
more woulé thus be denied the use of the caspt method. Moreove:,
every suck business would Dbe reguireé¢ tc pavy 2 one-time tax,
spreaZ over a siz-vear period, or the balance of ite accoun::
receivable less 1its accounts payable on the effective date cf
the cnange in methol.

e applied tc personal service businesses, thics
prooosal 31s unsouné for tne reascns discuesed belcow., - This
€iscussior ané the accorpanying resclutions are limited in sccoroe

de 0o 9t e

1 oan
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to the application ©f the Administration's prop~s te bus:-
nesses tha: provide personal servicec. Tne AsSs :xor it no:
svfficiently familiar with thne partaicular ;ssu:a.present ed =
businesses that provice cther forms of service either to suppo:s:
or to oppose applicztion of tne proposal to tnex.
. Tne Cash Methol Cle:r)w keflecrs lncome

The cash method is sxmnl-,ln g->lication and fazir ir
result. If income 15 properly represented by spendablie z2cssete,
the cash method Gclearly reflects that income because it treats

the receipt of cash (or a ¢cash eguivalent) as the event produc-
ing the income. ' While accounts receivable may represen: ar
accretion to wealth, they 60 not represent dispcosable 1ncome
pntil cellected, factored o©r otherwise converted to caskh.
hAccounts receivable and accounts pavable clearly are importan:
to a determination of the financial condition ©f a. business or
to an assessment of its future prospects. Tney are no%t, how-
ever, critical tc a determination of 1its current spendable

income,

The conclusion that the cash basis clearly reflects
income is svbstantiated by the fact that the oOwners of personal
service businesses generally deal with one another on the cast!
bzsis. Tnus, maj)or events suck as the admission of new members,
the periodic revision of income interests, ané the withdrawal cf
existinc members are cenerallv accounted for on the basis of the
cash methol. For examplie, newly admitted members generally
share in cash collections feollowing their admission even thoug:
the collections may result fror work éone o©or billings sent prior
to admiesion. Similarly, periodic changes inm income interests
ofrern apply to all subsecuent cash collections. Withdrawal cf
members seldor results 1in 2 continuinc interest of the with-
drawing, member in outstandinc receivables. Tpe fact tnat owners
cf! personal service bLein°=s:s are willinc o deal with ons
anotner ir these cgituation:s irn accoilance witk the cash metno?
atrtests to their beliel that the casrt method cleariv refliects
tne income cf tne bus:ines:s

A

b
-4

There 1t no evicence to indicate that a significan:
nunmber of casr basis businesses manzgoe their 2ffairs so as teo
defer artificially the receipt of tzxable income, for exzmpie,
by o:iglratlnc biliings late 1in 2 taxable year to cause tne
recultinc income tc be taxable in tne follow;nc yea: mMest cas:s
Sasis businesses, particularly the Zarger ones tna' woulé o«
imzca2cteé by the proposal, heve aggrecssaive b iliinc anc tollectior
practices trna:t ten tc accelerate ratner thar defer the receic:
cf income. Indeed, 1if man:ipulatior 1tesues are ©f concern, tne
crooosal iz ill-founcef beczuse It 1s far ezsier teo manipulace



-

the tizmint c¢f 2 billinc unider the accrual metncd trnan it it
to ma2f:pulate the timine of 2 receipt under the cacsk zmesthol,

If{, tc avoid =mznipulation, - the rpropesal were o
recuire acrcrual ©f work ir process, ma)or accaunting ans. vali-
vatior prohlems woulc result. Sellers of professiocnal servaces
éc not ordinarily =mazintair price lists feor parcticiliac kinds cf
client services ané tne amount ultimately bille?2 and collecterd
often resulte froz 2 process ©f negotiation. Tnvs, the zmoun:
ctually pzid by; 2 purchaser of services may cdiffer drastically
$ronr the putative valve at which carried orn the service proviz-
er's books, or ever from the amount billed for tnose servicecs.
For these reasons, the cash method is ideally suited vo measurs
the incomer 0of service providers anc that method coes not appezrs

to be the subject of significant abuvse,

Tzxable income ©of a2 business that i&s neither crowinc
nor shrinking significantly in size will be the same for anyr
giver perioé whether measured under the 2czrua2l o- the cas:
method. Accordingly, the proposed change would no.., in the long
run, bave any significant tax revenue effect bevoné the imposi-
tion of a2 one-time tax that would be occasiconed by the chanos
itself. Acs is true o©f most chances ip accountinc method, the
longer~tern effects are considerably less significant tharn :is
the distortion that results fror the change itself., This one-
time %fax woulé not be the product of any increase irn income, ne:
worth or ability to pay cf the affected business enterprises:
rather, it would be sclely the product of the reguired change ir
accounting methol.

2. The Probler of Mismatchine

-The Adrministration refers with concezrn to the fac
that accrual basis purchasers of services mayv deduct these ccs:s
wher incurreé anc yet cast basis providers of services 8o nc:
recognize income until cash ic receivel, ir personal service
csituvations this 3is a very snort-term probiexr, ané such mismatcr-
inc as o6oes occtur 1t norxally rescived withir the scope of ¢
twelve-montr period ané seems to be of trivial conseguence tc

the tz2x systen ané the econony. khocorcingly, those situaticns
dc not invoive ¢the kinds ©f concerns that are presenteéd wner
accrual deductions precede by many years the econcxm:s
erfcrmance that resvles in cffsettinc incoms
Indeec, when Concress has addrecszeld isspes ©f nmic~
matching, it bhas exemptecd short-ternr situat:ions. For exanpie,
sec%ions 467 and 1272-127: generally exemp: events occurrinzg
within the period o©f ocne vear. Alternatively, Concress nacs
a2shioneéd special matching rulies tc meet particular situztions
thout imposinc wholesale method chances; for exzmple, ses




sec-tione 267 and 404(d) where concurze be timing :
particular inclesions ané deducstions s . Ir. sncroe,
if snort-ters mismatching 1in this arez ex, tnere ars

betrer soluTions. -

Bevon2 this, the Sxinistration's ©proposal wou
result in 2 significant level ©f ‘"reverse® miszatching where
cash basis service purchasers .deal with accrudl basis service
providers. Many clients of service providers ‘are cash basics
individuals; others are recuired to capitalize and defer desuve-
tion of service fees, Thus the Adrministratiorn proposal woulé
necessarily accelerate the inclesion by Eervice providers ever
where deductions are available to clients only in subseguent

periods.

)t
LT

z. The Proposal Tec Inherentlv Inecuitable anéd Economicallvw
Inefficaiens h

Sellers of services are not entitled to report income
oz the installment plan, and yet this method is electively
available to sellers of products, a feature that effectively
places the latter group on 2 modified cash method. The Admin-
istration proposal thes discriminates &gainst sellers of ser-
vices. The installment plan exists because the receipt of =
spendable asset, i.e., tash, is the primary indicator of income
for tax .purpeses, The availability of that plan to produc:
sellers is ar important and realistic feature of the tax law.
To withdraw fromr sellers ©f services the similas importan:t ané
realistic features of the casbh method would be highly discrimi-
natory. If the proposal wvere modified to allow installmen:
reportinc “by personal service businesses, the result woulé be a2
modest change in tax revenues ané 2 substantial inzrease irn

ccznlexisy.

Tne Alxinistration proposes at the same time to denv

tc aczcrmal basis taxsezyers the right te maintair e bad debs

eserve. A bad Gebkt reserve is 2 re tic recognitior that nos
]~

m -

r s alis

all accounts receivable will uvltimately be colliezced, Denying
the right to mzintalin SucCh 2 feserve 2ssures tnat tax will be
D2id on income that will never be received, thus compoundinc the
unfair effect of denial of the cash method to service provideres.
This represents in a very real senses 2a tarxpayer lican to the
~reasury of money that will not ultimately be oweé as tzxe:s
This 1is surely a distortion that- shotld¢ not be permitted
exisct. :

r*
0 .

The artificial dividine line of $S miliion i
receipts betweer buvsinesses that wouvlé and would not
tc &the propcsal introduces complexity ani promises
unfecirable effeccs. It zssures that theose businecses
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cr th2t coxzhine tO produce receipis in exsess of the Lthrechell
will be disazvantacges vis-2=-vie those that do no:. It 2cssure:
that decisions 25 to size, whether by wav cf growth or by _wav cf
cexbination, will be bheavilv influenced, if not contrelles, b
the aztendant tax conseZnences. Such decicicne sheuld ne 2
produzt of economic consecuences and shoulé not be consiraines
bv artificial but compelling tax consecuences,

B  cames B, lewis
Chairmar
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LI®IT USE OF CASE EITEOD O ACCOUNTINEG

General Explanatic:

Csapter 8.0:

Cuorrent Lav

The lnternal Ekevenue Code proviades for the fcllowing permissible
methods of accountaing: (1) the casn receipts and disbursements methcd
("cash methoc®), (2) an accrual! method, eor (3) any otner method or
combination, cf methoas permitted under Treasury reculzticns. 2
taxpaver is entitled to adopt any one of the permissible methods fo:
each separate trade or business of the taxpayer, providecd that the

method selected clearly refiects the taxpaver’s incom® fror such trage

or business. A method of accountinc that reflects the consisten: .
application cf generally accepted accounting principles orcinarily s
considered to clearly reflect income,

The cash method cf accounting generally reguires an itex to Dbe
included ir income when actuzlly or constructively received anc
permits a deduction for an expense wnen paicd. 1n contrast, tne
principles cf the accrual method of accounting cenerally reguire tha:
arc itex be incliuded ipn income when all the events nave occurred whichk —
fix the right to its receipt and its amount car be determined witk
reascnable accuracy. Similarly, a deduction is allowed to am accrual
basis taxpaver wnen all events have occurred which determine the fac:
of liability for pavment, the amount of the liability can be
detercined with reasconable accuracy, and the economic pericrmance tha:
establishes the liability bas occurrecd.

1n cgeneral, taxpavers that are reguired to use inventeories for 2
particular trade or business {(other than farxing) must use an accrual
method @f accountipng for their purchases and sales. A taxpaver is
reguired tc use inventories in all cases ip which the preoductior,
purcnase, o:r sale of merchandise :is an income-producipne factor. Any
cther permissible method of accounting (includinc tne cast method) mav
pe usec for ciner purposes ir tnat trade ©- pusiness ©r Ior otne:
trages or pusinesses of thne taxgpaye:.

L person eccaged ip thne traae or business of farming qeneralliy mav
use tne casc methocd of accountinc Ior suckh pus:ness evern thoual tne

farming rusiness may invcive tne production anc sale ol Qoodz. Use i

tne accrua. method 1s reguired, ncwever, for a2 corpcration (other tnar

& corporations and certairn famiiy-owned corpcrations) enceced in tnas
ce cr

pusiness of farming that has 2 corporation as 2 partner) that
gross receipts of more than $1 miliion in any tz2xable year Deginninc
afrer pecemper 31, 157:.

e
in

trade or pusiness of farKing (or a8 partnership encagec ir the tr
ha

n
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re2sorn fcr Chance

The cz2sr petbod cf accountince freguently fa2llds to refle e
rconor:c results of a taxpaver’s besiness over 2 taxable vea:r. The
cast method sizply refiects actual cash rece:pts anc Qd:isdDurlsemenre,
wnicnh neeC not De rejatec to econompic inceme. Chligations te payv and
IigNTsS teC receive pavment are disregaraec unoe: the casrn methcocs, ever
tnough thney directly Dbear on wnether the business has generatec ar
economic profit or 2 icss. Because of its inadecuacies, the ca2sr
methoc o©f accountipng is not considered tc be in accord witn genera
accepted accounting principles anc, therefore, 1s not percissibie
financial accounting purpeses.

Tne relative simplicity of the cask method justifies its uvse fc-
tax purposes by smaller, less sophisticated businesses, for whicnh
accrual accountipg mayv be burdensome. Current law, however, permits
many taxpavers that already use an accrual method for financial
accounting purposes to use the cash method for tax purpcsecs.

Tne cask method alsc produces a mismatching ©f income ancd
deductions where the taxpayver engages in transactions with parties
that employ a different method cf accounting. For examplie, an accrual
method taxpaver may deduct certain liabilities as incurred (ever
tnougn not vet bilied), such ag liabilities for certairn services
rendered, even though the service provider on the casn methoZ may
Gefier reporting income until the amount is billed andé cash pavmen:
thereon is mage. .

Proposal

2 taxpaver would not be permitted to vse the cask method of
accountin¢ for a trade gr business unless it satisfied botk of the
fellowing conditions: (1) the business has average (determined on 2
3-vear moving average basis) annual cross receipts of S% miliion or
less (taking into accoun: appropriate aggregation rules); amd (2) witk
respect to # trade or business other thar farming, no other method of
accountinc has been used regularly to ascertain the income, profit, or
ioss cf the business for the purpose 0f reports or sgtatements tc
shzreholqgers, partners, other proprietcre, beneficiaries or for cred:is
purposes. Consiceration will aisc be giver to takimc intc accoun:t the
£illing of ciients for services in the use cf the accrual methol.

(r 1w Q
A Ao BRI 4

-

Tnhne above conditions woulé eprly irn ad2itior to the current lav
lizxitation on use cf the cash metnoc witlh respect tec a2 trane
D usiness 1ir which Imnventory accounting is reguired. Thne cur:zent
eguliring ceftain coOrporations to use accrua: accountance for e
¢r business of farming would also remzir in efiect in addition tc

apove ruies.
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Tne propesal would pe effectisve for taxzbie vears pecinning oo oo
after Januery i, 198¢. 1ln orger to minicize arge €isisIrIicns Ln s
taxable income ©f taxpavers whe are reculred tc cnange Iroz tne cass
to the accruai method, the adminastrative ruies generalily zprlacarties
to changes in methoas of accounting i1nitiated by the taxsever an:t
approvec by the lnternal kevenue Service would De zrpliec.

Accordingly, tzxpavers afiected py the proposal would pe allowec tc:
spreac tne acjustment that results from the cdifierence petweern the vuse
of the cash anc accrual methods ol accounting ratably over a perioc

not to exceed six taxable yearc.

Analveas

r
B 4

Tne proposed restriction on the use ©f the cash method <
accounting would affect only a small percentacge of firms. 1In 29EZ,
approximately 103,000 corporztions (eigcht percent of all .
corperations), 4,000 partnerships (one percent of all cartnerships,,
and 1,800 scle proprietorships (includinc about 300 farmers) (les: -
than one percent cf all scie proprietorships) hLad receiprs greater
than the proposed $5 million limitation. Some of these businesses _
already use the accrual method of accounting for tax purpeses.
Ahccurate measurement of the income of these large firms is importan:
to the integrity of the tax systen, since they account for e
significant share of business receipts.

Tne proposal would affect only businesses that are alirsady using
an accrual method of accounting in some part of their business or are
sufficiently large tc have access to proiessional accounting
expertise. The primary industries that would be affectecd by the
proposal would be banks that use an accrual method o accountinc for
financial reporting and large service orcanizations, such as
accounting, law and advertising fairms.

The-virtue of the cash method’s simplicity would be retainecd for
those bvsinesses, such as small f{armers, that might be unduly burdeneZ
by 2 reguirement tha¢ they use accrual accounting.

-
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