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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and Senate Committee on Finance, provides an
explanation of tax legislation enacted in 1997.

A committee report on legislation issued by a Congressional com-
mittee sets forth the committee’s explanation of the bill as it was
reported by that committee. In some instances, a committee report
does not serve as an explanation of the final provisions of the legis-
lation as enacted. This is because the version of the bill enacted
after action by the conference committee may differ significantly
from the versions of the bill reported by the House and Senate. The
material contained in this pamphlet is prepared so that Members
of Congress, tax practitioners, and other interested parties can
have an explanation of the final tax legislation enacted in 1997 in
one publication.

Part One of the pamphlet is an explanation of the provisions of
the Airport and Airway Trust Fund Reinstatement Act of 1997
(H.R. 668, P.L. 105-2) relating to the temporary extension (through
September 30, 1997) of Airport and Airway Trust Fund excise
taxes.2 Part Two is an explanation of the Taxpayer Relief Act of
1997 (H.R. 2014, P.L. 105-34). Part Three is an explanation of the
revenue provisions of the Balanced Budget Act of 1997 (H.R. 2015,
P.L. 105-33). Part Four is an explanation of the Taxpayer Brows-
ing Protection Act (H.R. 1226, P.L. 105-35) relating to prohibitions
on tax return/tax information browsing. Part Five is an explanation
of section 9 of S. 1519 (P.L. 105-130). The Appendix provides esti-
mates of the effects of tax legislation enacted in 1997 on Federal
fiscal year receipts for 1997—2007.

The first footnote in each part of the pamphlet gives the legisla-
tive history of each of the 1997 Acts.

Further, footnote references are included with respect to related
provisions in the Tax Technical Corrections Act of 1997 (Title VI
of H.R. 2676 as passed by the House on November 5, 1997). The
Tax Technical Corrections Act of 1997 was reported by the House
Committee on Ways and Means in H.R. 2645 on October 29, 1997
(H. Rept. 105-356), and was added as an amendment to H.R. 2676.
(Titles I-V of H.R. 2676, the Internal Revenue Service Restructur-
ing and Reform Act of 1997, was reported by the House Committee
on Ways and Means on October 31, 1997; H. Rept. 105-364, Part
1)

1This pamphlet may be cited as follows: Joint Committee on Taxation, General Explanation
of Tax Legislation Enacted in 1997 (JCS-23-97), December 17, 1997.

2See also section 1031 of the Taxpayer Relief Act of 1997 (H.R. 2014, P.L. 105-34) in Part
Two of this pamphlet for subsequent extension and modifications to the Airport and Airway
Trust fund excise taxes.
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PART ONE: AIRPORT AND AIRWAY TRUST FUND
EXTENSION ACT OF 1997 (H.R. 668) 3

Prior Law

Tax rates

Excise taxes are imposed on commercial air passenger and
freight transportation and on fuels used in general aviation (i.e.,
transportation on noncommercial aircraft which is not for hire) to
fund the Airport and Airway Trust Fund (“Airport Trust Fund”).
These taxes generally had expired after December 31, 1996.

The Airport Trust Fund excise taxes which had expired included
three taxes on commercial air transportation:

(1) A 10-percent excise tax on domestic air passenger trans-
portation;

(2) A $6 per person international air passenger departure
tax; and

(3) A 6.25-percent domestic air freight excise tax.

Noncommercial aviation (e.g., corporate aircraft) was subject to
Airport Trust Fund excise taxes on the fuels it used rather than
the commercial aviation passenger ticket and freight excise taxes.
The Airport Trust Fund rates for these excise taxes were 17.5 cents
per gallon for jet fuel and 15 cents per gallon for aviation gasoline.

Collection and deposit of tax

The air passenger ticket and freight excise taxes are collected
from passengers and freight shippers by the commercial air car-
riers. The air carriers then remit the funds to the Treasury Depart-
ment; however, the air carriers are not required to remit monies
immediately. Excise tax returns are filed quarterly (similar to an-
nual income tax returns) with taxes being deposited on a semi-
monthly basis (similar to estimated income taxes). For air trans-
portation sold during a semi-monthly period, air carriers may elect
to treat the taxes as collected on the last day of the first week of
the second following semi-monthly period.# Under these “deemed
collected” rules, for example, the taxes on air transportation sold
between October 1 and October 15, are treated as collected by the
air carriers on or before November 7. These amounts generally
must be deposited with the Treasury by November 10. Thus, on av-
erage, revenues from commercial air passenger transportation gen-
erally are not received by the Federal Government until approxi-

3P.L. 105-2; February 28, 1997. H.R. 668 was reported by the House Committee on Ways and
Means on February 13, 1997 (H. Rept. 105-5). The bill was passed by the House on February
26, 1997, and by the Senate on February 27, 1997. H.R. 668 was signed by the President on
February 28, 1997.

See also Part Two for a description of the subsequent 10-year extension and modification of
the Airport Trust Fund excise taxes in the Taxpayer Relief Act of 1997 (sec. 1031 of H.R. 2014).

4 Air carriers generally make this election because it allows them to delay remitting tax be-
yond the date when remittance otherwise would be required.

(2)
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mately one month after the air carrier actually sells the transpor-
tation.

Like income tax withholding and estimated tax payments, the ex-
cise taxes contain payment safe harbors for avoiding underpayment
penalties. In general, Treasury Department regulations provide
that commercial air carriers are not subject to underpayment pen-
alties if their semi-monthly deposits of passenger ticket and freight
waybill taxes for a quarter equal to least the amount of taxes they
were required to remit during the second preceding calendar quar-
ter (the “look back” rules). For example, air carriers generally
would not be subject to underpayment penalties if their semi-
monthly deposits for the fourth quarter (October 1 through Decem-
ber 31) equaled at least the amount they were required to remit
during the second quarter (April 1 through June 30) of the same
year.

In a general information letter to the Air Transport Association
of America, dated August 30, 1996, the Internal Revenue Service
advised the air carriers that, notwithstanding that no excise taxes
were required to be remitted during a look-back quarter, applicable
Treasury Department regulations in 1997 permitted the air car-
riers to continue to avail themselves of the safe harbor and avoid
remitting taxes collected from consumers during September, Octo-
ber, and November of 1996 until the air carriers filed their quar-
terly excise tax returns for that period on February 28, 1997. (Simi-
larly, the air carriers were expected to retain most taxes collected
from consumers during December 1996 until their excise tax re-
turns for the first quarter of 1997 were due on May 31, 1997.)

Trust fund deposits

The Airport Trust Fund received gross receipts attributable to
the excise taxes described above. The Code provided that taxes re-
ceived by the Treasury Department through the end of the period
when the taxes were last imposed (i.e., through December 31, 1996
at the time of the legislation) were deposited in the Airport Trust
Fund. Thus, under prior law, taxes received after December 31,
1996, were not transferred to the Airport Trust Fund.

Reasons for Change

The Treasury Department credited the Airport Trust Fund with
approximately $1.2 billion based on incorrect estimates of excise
tax deposits. Subsequently, the Treasury learned that air carriers
would not remit taxes attributable to the fourth quarter of 1996 to
the Treasury until February 28, 1997. The Treasury Department
planned to reverse this error. As a result, the combination of the
remaining uncommitted balance in the Airport Trust Fund and
General Fund appropriations available to the FAA were believed to
be sufficient only to support the FAA’s operational expenses
through the fiscal year 1997, and to allow new capital commit-
ments (assuming previously anticipated commitment levels) to be
made through March 1997. However, because best available esti-
mates of the effect of this error on the FAA budget did not include
any estimates of the costs of terminating certain multiple phase
contracts, the FAA projected that it would have to stop making
new commitments and begin notifying contractors of its intent to
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terminate multiple phase contracts on March 1, 1997, or earlier,
absent legislative action.

The Congress determined that a short-term extension of the Air-
port Trust Fund excise taxes was needed in order to fund the FAA
budget commitments through the fiscal year ending September 30,
1997, and to give Congress time for review of proposals related to
a longer-term extension of the aviation taxes.

Explanation of Provision

Reinstate air transportation excise taxes

The Act reinstated the air transportation excise taxes that ex-
pired after December 31, 1996, during the period beginning seven
days after the date of enactment and ending after September 30,
1997.

Transfer revenues to the Airport Trust Fund

The Act authorized the Treasury Department to transfer to the
Airport Trust Fund receipts attributable to excise taxes described
above that were imposed on commercial and general aviation. This
permitted transfer of receipts attributable to taxes imposed both
during the period August 27, 1996, through December 31, 1996,
and during the period beginning seven days after the date of enact-
ment.

Modify Treasury Department excise tax deposit regulations

To prevent a delay in depositing tax similar to that which oc-
curred with respect to the fourth quarter of 1996, the provisions of
Treasury Department regulations providing an exception to pen-
alties for underpayment of estimated excise taxes based on a look-
back period were made inapplicable when tax was not imposed
throughout the look-back period. In such a case, taxpayers could
continue to use an alternative safe harbor that provides that no
underpayment penalty is imposed as long as the taxpayer has paid
at least 95 percent of the current quarter’s liability.

Effective Date

The provisions reinstating the commercial air transportation ex-
cise taxes were effective for (1) transportation beginning during the
period beginning seven days after the date of enactment (March 7,
1997) and ending after September 30, 1997, and (2) amounts paid
during such period for transportation occurring after September 30,
1997. Refunds would have been provided for any taxes paid on air
passenger and air freight transportation purchased before October
1, 1997, for transportation that occurs at a time when the taxes are
not in effect. (This refund provision was rendered moot by provi-
sions of the Taxpayer Relief Act of 1997 (see sec. 1031) that ex-
tended the Airport Trust Fund excise taxes, as modified in that
Act, for 10 years, through September 30, 2007.)

The provisions reinstating the general aviation gasoline excise
tax were effective for gasoline removed during the period beginning
seven days after the date of enactment (March 7, 1997) and ending
after September 30, 1997. The provision reinstating the general
aviation jet fuel excise tax was effective for fuels sold by producers



5

during the same period. Floor stocks taxes were imposed on these
fuels held beyond the removal or producer level on the date which
is seven days after the date of enactment (March 7, 1997).

The provisions relating to transfer of receipts to the Airport
Trust Fund and the modification of the Treasury Department’s ex-
cise tax deposit regulations were effective on the date of enactment
(February 28, 1997).

Revenue Effect

The provisions are estimated to increase Federal fiscal year
budget receipts by $2,730 million in 1997, and to reduce fiscal year
budget receipts by $54 million in 1998.



PART TWO: TAXPAYER RELIEF ACT OF 1997 (H.R. 2014) 5
TITLE I. CHILD TAX CREDIT

A. Child Tax Credit For Children Under Age 17 (sec. 101(a),
(b) and (d) of the Act and new sec. 24 of the Code)

Prior Law

In general

Prior law did not provide tax credits based solely on the tax-
payer’s number of dependent children. Taxpayers with dependent
children, however, generally are able to claim a personal exemption
for each of these dependents. The total amount of personal exemp-
tions is subtracted (along with certain other items) from adjusted
gross income (“AGI”) in arriving at taxable income. The amount of
each personal exemption is $2,650 for 1997, and is adjusted annu-
ally for inflation. In 1997, the amount of the personal exemption
is phased out for taxpayers with AGI in excess of $121,200 for sin-
gle taxpayers, $151,500 for heads of household, and $181,800 for
married couples filing joint returns. These phaseout thresholds are
adjusted annually for inflation.

Reasons for Change

The Congress believed that the individual income tax structure
does not reduce tax liability by enough to reflect a family’s reduced
ability to pay taxes as family size increases. In part, this is because
over the last 50 years the value of the dependent personal exemp-

5P.L. 105-34; August 5, 1997. H.R. 2014 was reported by the House Committee on the Budget
on June 24, 1997 (H. Rept 105-148), after the revenue reconciliation provisions were approved
by the House Committee on Ways and Means on June 13, 1997. The bill, as amended, was
passed by the House on June 26, 1997.

S. 949 was reported by the Senate Committee on Finance on June 20, 1997 (S. Rept. 105—
33). The bill was considered by the Senate on June 25-27, 1997, and the provisions of the bill
as amended, were incorporated in the Senate-passed version of H.R. 2014 on June 27, 1997. A
conference report on H.R. 2014 was filed in the House on July 30, 1997 (H. Rept. 105-220); the
House agreed to the conference report on July 31, 1997; and the Senate also agreed to the con-
ference report on July 31, 1997. H.R. 2014 was signed by the President on August 5, 1997.

Two provisions in the conference agreement on H.R. 2014 as passed by the House and the
Senate were canceled by the President under the Line Item Veto Act: (1) temporary exceptions
under subpart F for certain active financing income; and (2) nonrecognition of gain on the sale
of stock in agricultural processors facilities to certain farmer’s cooperatives. Modified versions
of these two canceled provisions were passed by the House in H.R. 2513, as amended, on No-
vember 8, 1997. (See report of the Committee on Ways and Means on H.R. 2513; H. Rept. 105—
318, Part I, October 9, 1997. H.R. 2513 was referred to the House Committee on the Budget,
and the bill was discharged from the Committee on the Budget on October 22, 1997.)

Further, section 977 of H.R. 2014 (relating to carryback of existing net operating losses of the
National Railroad Passenger Corporation (Amtrak)) was contingent on the enactment of Amtrak
reform legislation. S. 738 (“Amtrak Reform and Accountability Act of 1997”) was reported by
the Senate Committee on Commerce, Science, and Transportation on May 14, 1997 (S. Rept.
105-85), and was passed by the Senate, as amended, on November 7, 1997. S. 738 was passed
by the House, with amendment, on November 13, 1997, and the Senate agreed to the House
amendment on November 13, 1997. S. 738 was signed by the President on December 2, 1997
(P.L. 105-134).

(6)



7

tion has declined in real terms by over one-third. The Congress be-
lieved that a tax credit for families with dependent children will re-
duce the individual income tax burden of those families, will better
recognize the financial responsibilities of raising dependent chil-
dren, and will promote family values.

Explanation of Provision

In general

Present law provides a $500 ($400 for taxable year 1998) tax
credit for each qualifying child under the age of 17. A qualifying
child is defined as an individual for whom the taxpayer can claim
a dependency exemption and who is a son or daughter of the tax-
payer (or a descendent of either), a stepson or stepdaughter of the
taxpayer or an eligible foster child of the taxpayer.

Phase-out range

For taxpayers with AGI in excess of certain thresholds, the oth-
erwise allowable child credit is phased out. Specifically, the other-
wise allowable child credit is reduced by $50 for each $1,000 of
modified AGI (or fraction thereof) in excess of the threshold (“the
modified AGI phase-out”). For these purposes modified AGI is com-
puted by increasing the taxpayer’s AGI by the amount otherwise
excluded from gross income under Code sections 911, 931, or 933
(relating to the exclusion of income of U.S. citizens or residents liv-
ing abroad; residents of Guam, American Samoa, and the Northern
Mariana Islands; and residents of Puerto Rico, respectively). For
married taxpayers filing joint returns, the threshold is $110,000.
For taxpayers filing single or head of household returns, the
threshold is $75,000. For married taxpayers filing separate returns,
the threshold is $55,000. These thresholds are not indexed for in-
flation. The length of the phase-out range is affected by the number
of the taxpayer’s qualifying children. For example, in 1999, the
phase-out range for a single person with one qualifying child will
be between $75,000 and %85,000 of modified AGI. The phase-out
range for a single person with two qualifying children will be be-
tween $75,000 and $95,000 of modified AGI in 1999.

Tax liability limitation; refundable credits

In general, the amount of the child credit, together with the
other nonrefundable personal credits, is limited to the excess of the
taxpayer’s regular tax over the taxpayer’s tentative minimum tax
(determined without regard to the alternative tax minimum foreign
tax credit) (sec. 26(a)).

In the case of an individual with three or more qualifying chil-
dren, the taxpayer also may be allowed a refundable child credit
(sec. 24(d)).6 The amount of the refundable child credit is the
amount that the nonrefundable personal credits would increase if
the tax liability limitation of section 26(a) were increased by the ex-
cess of the taxpayer’s social security taxes over the taxpayer’s

6 The provision is described as set forth in Title VI (sec. 603(a)) of H.R. 2676, the Tax Tech-
nical Corrections Act of 1997, as passed by the House on November 5, 1997.
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earned income credit (if any).” The amount of the refundable child
credit is limited to the amount of the child credit allowable under
section 24, determined without regard to section 26(a). The social
security taxes means the individual’s share of FICA taxes and one-
half of the SECA tax liability. The amount of the refundable child
credit is reduced by the amount of the alternative minimum tax
imposed by section 55 that did not result in a reduction of the
earned income credit under section 32(h).

The amount of the refundable child credit under section 24(d)
will reduce the amount of the nonrefundable child credit (deter-
mined without regard to section 26). This will result in the proper
calculation of personal credit carryovers.

The following examples illustrate the operation of credit for a
taxpayer with three or more qualifying children:

Example 1.—Assume that in 1999, A, an unmarried individual
with three qualifying children and an adjusted gross income below
$75,000, incurs a regular tax liability in excess of the tentative
minimum tax in the amount of $1,000. Assume also that A’s em-
ployee share of FICA taxes is $3,000. Also assume that A is not en-
titled to any other credits. A is allowed a $1,000 nonrefundable
credit, as limited by section 26(a). A is also allowed a refundable
credit of $500 by reason of section 24(d). The amount of this credit
is the lesser of (1) $1,500 (the credit that would be allowed under
section 24(a) without regard to the tax limitation of section 26) or
(2) $500 (the excess of $1,500 (the amount of subpart A credits
which would be allowed if A’s $3,000 social security taxes were
added to the $1,000 section 26(a) limit) over $1,000 (the subpart A
credits otherwise allowed)).

Example 2.—Assume the same facts as in example 1, except that
A is also allowed a $960 dependent care credit (without regard to
section 26). A is allowed $1,000 of nonrefundable credits. A is also
allowed a refundable credit of $1,460 by reason of section 24(d).
The amount of this credit is the lesser of (1) $1,500 (as in example
1) or (2) $1,460 (the excess of $2,460 (the amount of subpart A
credits which would be allowed if A’s $3,000 social security taxes
were added to the $1,000 section 26(a) limit) over $1,000 (the sub-
part A credits otherwise allowed)).

Example 3.—Assume the same facts as in example 2, except that
A is also allowed a $5,000 adoption credit (without regard to sec-
tion 26). A is allowed $1,000 of nonrefundable credits. A is also al-
lowed a refundable credit of $1,500. The amount of this credit is
the lesser of (1) $1,500 (as in example 2) or (2) $3,000 (the excess
of $4,000 (the amount of the subpart A credits which would be al-
lowed if A’s $3,000 social security taxes were added to the $1,000
section 26(a) limit) over $1,000 (the subpart A credits otherwise al-
lowed)).

$4,960 of the adoption credit may be carried forward under sec-
tion 23(c) ($5,000 credit under section 23(a) in excess of $40 (the
excess of the $1,000 credit limitation under section 26(a) over the
$960 of credits allowed by subpart A other than section 23)). For
purposes of computing the credits allowed by subpart A, the $1,500

7For this purpose, the earned income credit is determined without regard to the supplemental
earned income credit discussed below.
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child credit is not taken into account because it is allowed under
subpart C.

Supplemental child credit

Part or all of the child credit may be treated as a supplemental
child credit under the earned income credit (sec. 32(n)).8 The
amount treated as a supplemental child credit under section 32(n)
reduces the amount of the child credit under section 24, but does
not change the total amount of child credits allowed and has no ef-
fect on determining the amount of any other credit for any taxable
year.

The amount of the supplemental child credit is the amount by
which the personal credits would be reduced if the section 26(a) tax
liability limitation were reduced by an amount equal to the excess
of the taxpayer’s earned income credit (without regard to the sup-
plemental child credit) over the taxpayer’s social security taxes (as
defined above). The amount of the supplemental child credit cannot
exceed the amount of the nonrefundable child credit under section
24, determined without regard to the tax liability limitation of sec-
tion 26. The eligibility provisions of section 32 are disregarded in
determining the amount of supplemental child credit which is al-
lowed to the taxpayer.

For example, assume an individual with two qualifying children
is allowed an earned income credit of $1,300 under section 32(a),
has a $500 regular tax liability, no other personal credits, and pays
social security taxes of $1,000. Without regard to section 32(n), the
individual would be allowed a child credit of $500 under section
24(a), as limited by section 26(a). However, section 32(n) provides
that $300 of the child credit will be allowed as supplemental child
credit under section 32 rather than as a child credit under section
24. $300 is the amount that the nonrefundable child credit would
have been reduced if the section 26(a) limitation had been reduced
by the excess of the $1,300 regular earned income credit over the
$1,000 social security taxes. Thus, the individual will be allowed a
supplemental child credit under section 32(n) of $300 and a child
credit under section 24 of $200. This provision will not change the
total amount of credits allowed to the taxpayer.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $2,710 million in 1998, $18,119 million in 1999, $21,549
million in 2000, $21,401 million in 2001, $21,258 million in 2002,
$20,901 million in 2003, $20,430 million in 2004, $19,702 million
in 2005, $18,997 million in 2006, and $18,317 million in 2007.

8The provision is described as set forth in Title VI (sec. 603(b)) of H.R. 2676, the Tax Tech-
nical Corrections Act of 1997, as passed by the House on November 5, 1997.
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B. Expand Definition of High-Risk Individuals with Respect
to Tax-Exempt State-Sponsored Organizations Providing
Health Coverage (sec. 101(c) of the Act and sec. 501(c)(26)
of the Code)

Present and Prior Law

Present and prior law provide tax-exempt status to any member-
ship organization that is established by a State exclusively to pro-
vide coverage for medical care on a nonprofit basis to certain high-
risk individuals, provided certain criteria are satisfied.® The organi-
zation may provide coverage for medical care either by issuing in-
surance itself or by entering into an arrangement with a health
maintenance organization (“HMO”).

High-risk individuals eligible to receive medical care coverage
from the organization must be residents of the State who, due to
a pre-existing medical condition, are unable to obtain health cov-
erage for such condition through insurance or an HMO, or are able
to acquire such coverage only at a rate that is substantially higher
than the rate charged for such coverage by the organization. The
State must determine the composition of membership in the organi-
zation. For example, a State could mandate that all organizations
that are subject to insurance regulation by the State must be mem-
bers of the organization.

The State or members of the organization are required to fund
the liabilities of the organization to the extent that premiums
charged to eligible individuals are insufficient to cover such liabil-
ities. Finally, no part of the net earnings of the organization can
inure to the benefit of any private shareholder or individual.

Reasons for Change

The Congress believed that including the spouse and certain chil-
dren of high-risk individuals in the group of individuals to whom
such an organization may provide medical care coverage will assist
States in providing medical care coverage for uninsured children.

Explanation of Provision

The provision expands the definition of high-risk individuals to
include a child of an individual who meets the present-law defini-
tion of a high-risk individual, subject to certain requirements. The
requirements are: (1) the taxpayer is allowed a deduction for a per-
sonal exemption for the child for the taxable year; (2) the child has
not attained the age of 17 as of the close of the calendar year in
which the taxable year of the taxpayer begins; and (3) the child is
a son or daughter of the taxpayer (or a descendant of either), a
stepson or stepdaughter of the taxpayer, or an eligible foster child
of the taxpayer. The definition of high-risk individuals is also ex-
panded to include the spouse of an individual who meets the prior-
law definition of a high-risk individual.

9No inference is intended as to the tax treatment of other types of State-sponsored organiza-
tions.
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Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1998 and by $2 million per year in each
of 1999 through 2007.

TITLE II. EDUCATION TAX INCENTIVES

A. Tax Benefits Relating to Education Expenses

1. HOPE tax credit and Lifetime Learning tax credit for
higher education tuition expenses (sec. 201 of the Act
and new secs. 25A and 60508 of the Code)

Present and Prior Law

Deductibility of education expenses

Taxpayers generally may not deduct education and training ex-
penses. However, a deduction for education expenses generally is
allowed under section 162 if the education or training (1) maintains
or improves a skill required in a trade or business currently en-
gaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer’s employer, or requirements of applicable law or regu-
lations, imposed as a condition of continued employment (Treas.
Reg. sec. 1.162-5). However, education expenses are not deductible
if they relate to certain minimum educational requirements or to
education or training that enables a taxpayer to begin working in
a new trade or business. In the case of an employee, education ex-
penses (if not reimbursed by the employer) may be claimed as an
itemized deduction only if such expenses meet the above-described
criteria for deductibility under section 162 and only to the extent
that the expenses, along with other miscellaneous deductions, ex-
ceed 2 percent of the taxpayer’s adjusted gross income (AGI).

Exclusion for employer-provided educational assistance

A special rule allows an employee to exclude from gross income
for income tax purposes and from wages for employment tax pur-
poses up to $5,250 annually paid by his or her employer for edu-
cational assistance (sec. 127). In order for the exclusion to apply,
certain requirements must be satisfied, including a requirement
that not more than 5 percent of the amounts paid or incurred by
the employer during the year for educational assistance under a
qualified educational assistance program can be provided for the
class of individuals consisting of more than 5-percent owners of the
employer and the spouses or dependents of such more than 5-per-
cent owners. This special rule for employer-provided educational
assistance expires with respect to courses beginning after May 31,
2000, and does not apply to graduate-level courses.

For purposes of the special exclusion, educational assistance
means the payment by an employer of expenses incurred by or on
behalf of the employee for education of the employee including, but
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not limited to, tuition, fees, and similar payments, books, supplies,
and equipment. Educational assistance also includes the provision
by the employer of courses of instruction for the employee (includ-
ing books, supplies, and equipment). Educational assistance does
not include tools or supplies which may be retained by the em-
ployee after completion of a course or meals, lodging, or transpor-
tation. The exclusion does not apply to any education involving
sports, games, or hobbies.

In the absence of the special exclusion, employer-provided edu-
cational assistance is excludable from gross income and wages as
a working condition fringe benefit (sec. 132(d)) only to the extent
the education expenses would be deductible under section 162.

Exclusion for interest earned on savings bonds

Another special rule (sec. 135) provides that interest earned on
a qualified U.S. Series EE savings bond issued after 1989 is exclud-
able from gross income if the proceeds of the bond upon redemption
do not exceed qualified higher education expenses paid by the tax-
payer during the taxable year.10 “Qualified higher education ex-
penses” include tuition and fees (but not room and board expenses)
required for the enrollment or attendance of the taxpayer, the tax-
payer’s spouse, or a dependent of the taxpayer at certain colleges,
universities, or vocational schools.!! The exclusion provided by sec-
tion 135 is phased out for certain higher-income taxpayers, deter-
mined by the taxpayer’s modified AGI during the year the bond is
redeemed. For 1997, the exclusion is phased out for taxpayers with
modified AGI between $50,850 and $65,850 ($76,250 and $106,250
for joint returns). To prevent taxpayers from effectively avoiding
the income phaseout limitation through issuance of bonds directly
in the child’s name, section 135(c)(1)(B) provides that the interest
exclusion is available only with respect to U.S. Series EE savings
bonds issued to taxpayers who are at least 24 years old.

Qualified scholarships

Section 117 excludes from gross income amounts received as a
qualified scholarship by an individual who is a candidate for a de-
gree and used for tuition and fees required for the enrollment or
attendance (or for fees, books, supplies, and equipment required for
courses of instruction) at a primary, secondary, or post-secondary
educational institution. The tax-free treatment provided by section
117 does not extend to scholarship amounts covering regular living
expenses, such as room and board. There is, however, no dollar lim-

10Tf the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds re-
deemed by the taxpayer during the taxable year exceeds the qualified education expenses in-
curred, then the excludable portion of interest income is based on the ratio that the education
expenses bear to the aggregate redemption amount (sec. 135(b)).

11The Act amended section 135 to allow taxpayers to redeem U.S. Savings Bonds and be eligi-
ble for the exclusion under that section (as if the proceeds were used to pay qualified higher
education expenses) provided that the proceeds from the redemption are contributed to a quali-
fied State tuition program defined under section 529, or to an education IRA defined under sec-
tion 530, on behalf of the taxpayer, the taxpayer’s spouse, or a dependent. Title VI of H.R. 2676,
the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997, in-
cludes a technical correction provision that conforms the definition of “eligible educational insti-
tution” under section 135 to the broader definition of that term under sections 529 and 530.
The result of this technical correction would be that, for purposes of section 135, as under sec-
tions 529 and 530, the term “eligible educational institution” would be defined as an institution
which is (1) described in section 481 of the Higher Education Act of 1965 (20 U.S.C. 1088) and
(2) eligible to participate in Department of Education student aid programs.
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itation for the section 117 exclusion, provided that the scholarship
funds are used to pay for tuition and required fees. In addition to
the exclusion for qualified scholarships, section 117 provides an ex-
clusion from gross income for qualified tuition reductions for edu-
cation below the graduate level provided to employees (and their
spouses and dependents) of certain educational organizations.12
Section 117(c) specifically provides that the exclusion for qualified
scholarships and qualified tuition reductions does not apply to any
amount received by a student that represents payment for teach-
ing, research, or other services by the student required as a condi-
tion for receiving the scholarship or tuition reduction.

Student loan forgiveness

In the case of an individual, section 108(f) provides that gross in-
come subject to Federal income tax does not include any amount
from the forgiveness (in whole or in part) of certain student loans,
provided that the forgiveness is contingent on the student’s work-
ing for a certain period of time in certain professions for any of a
broad class of employers (e.g., providing health care services to a
nonprofit organization). Student loans eligible for this special rule
must be made to an individual to assist the individual in attending
an education institution that normally maintains a regular faculty
and curriculum and normally has a regularly enrolled body of stu-
dents in attendance at the place where its education activities are
regularly carried on. Loan proceeds may be used not only for tui-
tion and required fees, but also to cover room and board expenses
(in contrast to tax-free scholarships under section 117, which are
limited to tuition and required fees). In addition, the loan must be
made by (1) the United States (or an instrumentality or agency
thereof), (2) a State (or any political subdivision thereof), (3) certain
tax-exempt public benefit corporations that control a State, county,
or municipal hospital and whose employees have been deemed to
be public employees under State law, or (4) an educational organi-
zation that originally received the funds from which the loan was
made from the United States, a State, or a tax-exempt public bene-
fit corporation. Thus, loans made with private, nongovernmental
funds are not qualifying student loans for purposes of the section
108(f) exclusion. As with section 117, there is no dollar limitation
for the section 108(f) exclusion.

The Act expanded section 108(f) to apply to cancellations of stu-
dent loans made by an educational organization with its own funds,
provided that the cancellation is contingent on the student working
for a certain period of time in certain professions for any of a broad
class of employers and provided that the student’s work satisfies a
public service requirement.

Qualified State tuition programs

Section 529 provides tax-exempt status to “qualified State tuition
programs,” meaning certain programs established and maintained
by a State (or agency or instrumentality thereof) under which per-
sons may (1) purchase tuition credits or certificates on behalf of a

12 A special rule provides that qualified tuition reductions under section 117(d) may be pro-
vided for graduate-level courses in cases of graduate students who are engaged in teaching or
research activities for the educational organization (sec. 117(d)(5)).
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designated beneficiary that entitle the beneficiary to a waiver or
payment of qualified higher education expenses of the beneficiary,
or (2) make contributions to an account that is established for the
purpose of meeting qualified higher education expenses of the des-
ignated beneficiary of the account. “Qualified higher education ex-
penses” are defined as tuition, fees, books, supplies, and equipment
required for the enrollment or attendance at a college or university
(or certain vocational schools). Under the Act, qualified higher edu-
cation expenses also include certain room and board expenses, pro-
vided that the student is enrolled at an eligible educational institu-
tion on at least a half-time basis. Section 529 also provides that no
amount shall be included in the gross income of a contributor to,
or beneficiary of, a qualified State tuition program with respect to
any distribution from, or earnings under, such program, except
that (1) amounts distributed or educational benefits provided to a
beneficiary (e.g., when the beneficiary attends college) will be in-
cluded in the beneficiary’s gross income (unless excludable under
another Code section) to the extent such amounts or the value of
the educational benefits exceed contributions made on behalf of the
beneficiary, and (2) amounts distributed to a contributor (e.g.,
when a parent receives a refund) will be included in the contribu-
tor’s gross income to the extent such amounts exceed contributions
made by that person. Section 529(c)(3)(C) allows tax-free rollovers
of credits or account balances in qualified State tuition programs
(and redesignations of named beneficiaries) between certain rel-
atives.

Reasons for Change

To assist low- and middle-income families and students in paying
for the costs of post-secondary education, the Congress believed
that taxpayers should be allowed to claim a credit against Federal
income taxes for certain tuition and related expenses incurred
when a student attends a college or university (or certain voca-
tional schools).

Explanation of Provisions

HOPE credit

Allowance of credit.—Individual taxpayers are allowed to claim a
non-refundable HOPE credit against Federal income taxes up to
$1,500 per student per year for qualified tuition and related ex-
penses paid for the first two years of the student’s post-secondary
education in a degree or certificate program. The HOPE credit rate
is 100 percent on the first $1,000 of qualified tuition and related
expenses, and 50 percent on the next $1,000 of qualified tuition
and related expenses.13 The maximum HOPE credit amount will be
indexed for inflation occurring after the year 2000.14 The qualified

13Thus, an eligible student who incurs $1,000 of qualified tuition and related expenses is eli-

ible (subject to the AGI phaseout) for a él,OOO HOPE credit; and if such a student incurs

2,300 of qualified tuition and related expenses, then he or she is eligible for a $1,500 HOPE
credit.

14The maximum HOPE credit amount will be indexed for inflation occurring after the year
2000, by increasing the cap on qualified tuition and related expenses subject to the 100-percent
credit rate and the cap on such tuition and related expenses subject to the 50-percent credit
rate, both caps rounded down to the closest multiple of 5100. (Some printed versions of the Act
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tuition and related expenses must be incurred on behalf of the tax-
payer, the taxpayer’s spouse, or a dependent. The HOPE credit is
available with respect to an individual student for two taxable
years, provided that the student has not completed the first two
years of post-secondary education before the beginning of the sec-
ond taxable year.15

The HOPE credit amount that a taxpayer may otherwise claim
is phased out ratably for taxpayers with modified AGI between
$40,000 and $50,000 ($80,000 and $100,000 for joint returns).
Modified AGI includes amounts otherwise excluded with respect to
income earned abroad (or income from Puerto Rico or U.S. posses-
sions). The income phase-out ranges will be indexed for inflation
occurring after the year 2000, rounded down to the closest multiple
of $1,000. The first taxable year for which the inflation adjustment
could be made to increase the income phase-out ranges will be
2002.16

The HOPE credit is available in the taxable year the expenses
are paid, subject to the requirement that the education commence
or continue during that year or during the first three months of the
next year. Qualified tuition and related expenses paid with the pro-
ceeds of a loan generally are eligible for the HOPE credit (rather
than repayment of the loan itself).

Dependent students.—A taxpayer may claim the HOPE credit
with respect to an eligible student who is not the taxpayer or the
taxpayer’s spouse (e.g., in cases where the student is the taxpayer’s
child) only if the taxpayer claims the student as a dependent for
the taxable year for which the credit is claimed. If a student is
claimed as a dependent by the parent or other taxpayer, the eligi-
ble student him- or herself is not entitled to claim a HOPE credit
for that taxable year on the student’s own tax return. If a parent
(or other taxpayer) claims a student as a dependent, any qualified
tuition and related expenses paid by the student are treated as
paid by the parent (or other taxpayer) for purposes of the provision.

Election of HOPE credit, Lifetime Learning credit, or exclusion
from gross income for certain distributions from education IRAs.—
For each taxable year, a taxpayer may elect with respect to an eli-
gible student the HOPE credit or the “Lifetime Learning” credit
(described below), or an exclusion from gross income under section
530 for certain distributions from an education IRA (described at
A.4, below). Thus, for example, if a parent claims a child as a de-
pendent for a taxable year, then all qualified tuition and related
expenses paid by both the parent and child are deemed paid by the
parent, and the parent may claim the HOPE credit (assuming that
the AGI phaseout does not apply) on the parent’s return. As an al-
ternative, the parent may elect for that taxable year the Lifetime
Learning credit for qualified tuition and related expenses (or an ex-
clusion from gross income for certain distributions from an edu-
cation IRA) with respect to the dependent child (as described

incorrectly indicated that the caps would be rounded down to the closest multiple of $1,000.)
The first taxable year for which the inflation adjustment could be made to increase the caps
on qualified tuition and related expenses will be 2002.
. 1b5’1I‘he HOPE credit may not be claimed against a taxpayer’s alternative minimum tax (AMT)
iability.

16If a taxpayer is married (within the meaning of section 7703), the HOPE credit may be
available only if the taxpayer and his or her spouse file a joint return for the taxable year.
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below).17 On the other hand, if a child is not claimed as a depend-
ent by the parent (or by any other taxpayer) for the taxable year,
then the child him- or herself has the option of electing either the
HOPE credit, or the Lifetime Learning credit, or the section-530
exclusion for certain distributions from an education IRA for the
taxable year.

Qualified tuition and related expenses.—The HOPE credit is
available for “qualified tuition and related expenses,” meaning tui-
tion and fees required for the enrollment or attendance of an eligi-
ble student at an eligible educational institution. Charges and fees
associated with meals, lodging, student activities, athletics, insur-
ance, transportation, and similar personal, living or family ex-
penses are not included. The HOPE credit is not available for ex-
penses incurred to purchase books. The expenses of education in-
volving sports, games, or hobbies are not qualified tuition and re-
lated expenses unless this education is part of the student’s degree
program.

Qualified tuition and related expenses generally include only out-
of-pocket expenses. Qualified tuition and related expenses do not
include expenses covered by educational assistance that is not re-
quired to be included in the gross income of either the student or
the taxpayer claiming the credit. Thus, total qualified tuition and
related expenses are reduced by any scholarship or fellowship
grants excludable from gross income under present-law section 117
and any other tax-free educational benefits received by the student
during the taxable year. No reduction of qualified tuition and relat-
ed expenses is required for a gift, bequest, devise, or inheritance
within the meaning of section 102(a). Under the provision, a HOPE
credit is not allowed with respect to any education expense for
which a deduction is claimed under section 162 or any other section
of the Code.18

Eligible students.—An eligible student for purposes of the HOPE
credit is an individual who is enrolled in a degree, certificate, or
other program (including a program of study abroad approved for
credit by the institution at which such student is enrolled) leading
to a recognized educational credential at an eligible educational in-
stitution. The student must pursue a course of study on at least a
half-time basis. (In other words, for at least one academic period
which begins during the taxable year, the student must carry at
least one-half the normal full-time work load for the course of
study the student is pursuing.) To be eligible for the HOPE credit,
a student must not have been convicted of a Federal or State felony
consisting of the possession or distribution of a controlled sub-
stance.

Eligible educational institutions.—Eligible educational institu-
tions are defined by reference to section 481 of the Higher Edu-

17For any taxable year, a taxpayer may claim the HOPE credit for qualified tuition and relat-
ed expenses paid with respect to one student and also claim the Lifetime Learning credit or the
section-530 exclusion with respect to one or more other students. If the HOPE credit is claimed
with respect to one student for one or two taxable years, then the Lifetime Learning credit or
t}kl)tle section-530 exclusion may be available with respect to that same student for subsequent tax-
able years.

18n addition, the Act amends section 135 to provide that the amount of qualified higher edu-
cation expenses taken into account for purposes of that section is reduced by the amount of such
expenses taken into account in determining the HOPE credit claimed by any taxpayer with re-
spect to the student for the taxable year.
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cation Act of 1965. Such institutions generally are accredited post-
secondary educational institutions offering credit toward a bach-
elor’s degree, an associate’s degree, or another recognized post-sec-
ondary credential. Certain proprietary institutions and post-second-
ary vocational institutions also are eligible educational institutions.
The institution must be eligible to participate in Department of
Education student aid programs.

Regulations.—The Secretary of the Treasury is granted authority
to issue regulations to implement the provision, including regula-
tions providing for a recapture of the HOPE credit where there is
a refund of tuition and related expenses with respect to which a
credit was claimed in a prior year (sec. 25A(i)). In addition, new
Code section 6050S provides that eligible educational institutions
which receive payments for qualified tuition and related expenses,
and certain other persons who make reimbursements or refunds of
qualified tuition and related expenses,19 are required to furnish in-
formation returns to the IRS and students (and individuals claim-
ing the student as a dependent) as prescribed by Treasury Depart-
ment regulations, in order to assist students, their parents, and the
IRS in calculating the amount of the HOPE credit potentially avail-
able.

Lifetime Learning credit for qualified tuition and related ex-
penses

Allowance of credit.—The Act provides that individual taxpayers
are allowed to claim a nonrefundable “Lifetime Learning” credit
against Federal income taxes equal to 20 percent of qualified tui-
tion and related expenses incurred during the taxable year on be-
half of the taxpayer, the taxpayer’s spouse, or any dependents. For
expenses paid after June 30, 1998, and prior to January 1, 2003,
up to $5,000 of qualified tuition and related expenses per taxpayer
return will be eligible for the 20-percent Lifetime Learning credit
(i.e., the maximum credit per taxpayer return will be $1,000). For
expenses paid after December 31, 2002, up to $10,000 of qualified
tuition and related expenses per taxpayer return will be eligible for
the 20-percent Lifetime Learning credit (i.e., the maximum credit
per taxpayer return will be $2,000).

In contrast to the HOPE credit, a taxpayer may claim the Life-
time Learning credit for an unlimited number of taxable years.
Also in contrast to the HOPE credit, the maximum amount of the
Lifetime Learning credit that may be claimed on a taxpayer’s re-
turn will not vary based on the number of students in the tax-
payer’s family—that is, the HOPE credit is computed on a per-stu-
dent basis, while the Lifetime Learning credit is computed on a
family-wide basis.

19Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, includes a provision that clarifies that, under section 6050S, information
returns containing information with respect to qualified tuition and related expenses must be
filed by a person that is not an eligible educational institution only if such person is engaged
in a trade or business of making payments to any individual under an insurance arrangement
as reimbursements or refunds (or similar payments) of qualified tuition and related expenses.
Section 6050S will continue to require the filing of information returns by persons engaged in
a trade or business if, in the course of such trade or business, the person receives from any
individual interest aggregating $600 or more for any calendar year on one or more qualified edu-
cation loans within the meaning of section 221(e)(1).
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The Lifetime Learning credit is phased out ratably over the same
phase-out range that applies for purposes of the HOPE credit—i.e.,
taxpayers with modified AGI between $40,000 and $50,000
($80,000 and $100,000 for joint returns). The income phase-out
ranges will be indexed for inflation occurring after the year 2000,
rounded down to the closest multiple of $1,000. The first taxable
year for which the inflation adjustment could be made to increase
the income phase-out ranges will be 2002.20

The Lifetime Learning credit is available in the taxable year the
expenses are paid, subject to the requirement that the education
commence or continue during that year or during the first three
months of the next year. Qualified tuition and related expenses
paid with the proceeds of a loan generally are eligible for the Life-
time Learning credit (rather than repayment of the loan itself).

Dependent students.—As with the HOPE credit, a taxpayer may
claim the Lifetime Learning credit with respect to a student who
is not the taxpayer or the taxpayer’s spouse (e.g., in cases where
the student is the taxpayer’s child) only if the taxpayer claims the
student as a dependent for the taxable year for which the credit is
claimed. If a student is claimed as a dependent by the parent or
other taxpayer, the student him- or herself is not entitled to claim
the Lifetime Learning credit for that taxable year on the student’s
own tax return. If a parent (or other taxpayer) claims a student as
a dependent, any qualified tuition and related expenses paid by the
student are treated as paid by the parent (or other taxpayer) for
purposes of the provision.

Election of Lifetime Learning credit, HOPE credit, or exclusion
from gross income for certain distributions from education IRAs.—
A taxpayer may claim the Lifetime Learning credit for a taxable
year with respect to one or more students, even though the tax-
payer also claims a HOPE credit (or claims the section-530 exclu-
sion for distributions from an education IRA) for that same taxable
year with respect to other students. If, for a taxable year, a tax-
payer claims a HOPE credit with respect to a student (or claims
an exclusion for certain distributions from an education IRA with
respect to a student), then the Lifetime Learning credit will not be
available with respect to that same student for that year (although
the Lifetime Learning credit may be available with respect to that
same student for other taxable years).

Qualified tuition and related expenses.—The Lifetime Learning
credit is available for “qualified tuition and related expenses,”
meaning tuition and fees required for the enrollment or attendance
of the eligible student at an eligible institution. Charges and fees
associated with meals, lodging, student activities, athletics, insur-
ance, transportation, and similar personal, living or family ex-
penses are not included. The Lifetime Learning credit is not avail-
able for expenses incurred to purchase books. The expenses of edu-
cation involving sports, games, or hobbies are not qualified tuition
expenses unless this education is part of the student’s degree pro-
gram.

20]f a taxpayer is married (within the meaning of section 7703), the Lifetime Learning credit
may be available only if the taxpayer and his or her spouse file a joint return for the taxable
year.
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In contrast to the HOPE credit, qualified tuition and related ex-
penses for purposes of the Lifetime Learning credit include tuition
and fees incurred with respect to undergraduate or graduate-level
(and professional degree) courses.2!

As with the HOPE credit, qualified tuition and fees generally in-
clude only out-of-pocket expenses. Qualified tuition and fees do not
include expenses covered by educational assistance that is not re-
quired to be included in the gross income of either the student or
the taxpayer claiming the credit. Thus, total qualified tuition and
fees are reduced by any scholarship or fellowship grants excludable
from gross income under present-law section 117 and any other
tax-free educational benefits received by the student during the
taxable year (such as employer-provided educational assistance ex-
cludable under section 127). No reduction of qualified tuition and
fees is required for a gift, bequest, devise, or inheritance within the
meaning of section 102(a). Under the provision, a Lifetime Learn-
ing credit is not allowed with respect to any education expense for
which a deduction is claimed under section 162 or any other section
of the Code.22

Eligible students.—In addition to allowing a credit for the tuition
and related expenses of a student who attends classes on at least
a half-time basis as part of a degree or certificate program, the
Lifetime Learning credit also is available with respect to any
course of instruction at an eligible educational institution (whether
enrolled in by the student on a full-time, half-time, or less than
half-time basis) to acquire or improve job skills of the student. Un-
dergraduate and graduate students are eligible for the Lifetime
Learning credit. Moreover, in contrast to the HOPE credit, the eli-
gibility of a student for the Lifetime Learning credit does not de-
pend on whether or not the student has been convicted of a Federal
or State felony consisting of the possession or distribution of a con-
trolled substance.

Eligible educational institutions.—Eligible educational institu-
tions are (as with the HOPE credit) defined by reference to section
481 of the Higher Education Act of 1965. Such institutions gen-
erally are accredited post-secondary educational institutions offer-
ing credit toward a bachelor’s degree, an associate’s degree, grad-
uate-level or professional degree, or another recognized post-sec-
ondary credential. Certain proprietary institutions and post-second-
ary vocational institutions also are eligible educational institutions.
The institution must be eligible to participate in Department of
Education student aid programs.

Regulations.—As with the HOPE credit, the Secretary of the
Treasury is granted authority to issue regulations to implement the
provision, including regulations providing for a recapture of the
Lifetime Learning credit where there is a refund of tuition and re-
lated expenses with respect to which a credit was claimed in a
prior year (sec. 25A(i)). In addition, the new Code section 6050S re-
quires information reporting (as prescribed by Treasury Depart-

21The HOPE credit is available only with respect to the first two years of a student’s under-
graduate education.

22In addition, the Act amends present-law section 135 to provide that the amount of qualified
higher education expenses taken into account for purposes of that section is reduced by the
amount of such expenses taken into account in determining the Lifetime Learning credit
claimed by any taxpayer with respect to the student for the taxable year.



20

ment regulations) by eligible educational institutions which receive
payments for qualified tuition and related expenses, and certain
other persons who make reimbursements or refunds of qualified
tuition and related expenses, in order to assist students, their par-
ents, and the IRS in calculating the amount of the Lifetime Learn-
ing credit potentially available.23

Effective Date

The HOPE credit is available for expenses paid after December
31, 1997, for education furnished in academic periods beginning
after such date. The Lifetime Learning credit is available for ex-
penses paid after June 30, 1998, for education furnished in aca-
demic periods beginning after such date.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $2,083 million in 1998, $6,469 million in 1999, $7,393
million in 2000, $7,907 million in 2001, $7,707 million in 2002,
$8,620 million in 2003, $8,754 million in 2004, $8,893 million in
2005, $9,035 million in 2006, and $9,180 million in 2007.

2. Deduction for student loan interest (sec. 202 of the Act
and new sec. 221 of the Code)

Present and Prior Law

The Tax Reform Act of 1986 repealed the deduction for personal
interest. Student loan interest generally is treated as personal in-
terest and thus is not allowable as an itemized deduction from in-
come.

Taxpayers generally may not deduct education and training ex-
penses. However, a deduction for education expenses generally is
allowed under section 162 if the education or training (1) maintains
or improves a skill required in a trade or business currently en-
gaged in by the taxpayer, or (2) meets the express requirements of
the taxpayer’s employer, or requirements of applicable law or regu-
lations, imposed as a condition of continued employment (Treas.
Reg. sec. 1.162-5). Education expenses are not deductible if they
relate to certain minimum educational requirements or to edu-
cation or training that enables a taxpayer to begin working in a
new trade or business. In the case of an employee, education ex-
penses (if not reimbursed by the employer) may be claimed as an
itemized deduction only if such expenses relate to the employee’s
current job and only to the extent that the expenses, along with
other miscellaneous deductions, exceed 2 percent of the taxpayer’s
adjusted gross income (AGI).

23Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, includes a provision that clarifies that, under section 6050S, information
returns containing information with respect to qualified tuition and related expenses must be
filed by a person that is not an eligible educational institution only if such person is engaged
in a trade or business of making payments to any individual under an insurance arrangement
as reimbursements or refunds (or similar payments) of qualified tuition and related expenses.
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Reasons for Change

The Congress understood that many students incur considerable
debt in the course of obtaining undergraduate and graduate edu-
cation. The Congress believed that permitting a deduction for inter-
est on certain student loans will help to ease the financial burden
that such obligations represent.

Explanation of Provision

Under the Act, certain individuals who have paid interest on
qualified education loans may claim an above-the-line deduction for
such interest expenses, up to a maximum deduction of $2,500 per
year. The deduction is allowed only with respect to interest paid on
a qualified education loan during the first 60 months in which in-
terest payments are required. Months during which the qualified
education loan is in deferral or forbearance do not count against
the 60-month period. No deduction is allowed to an individual if
that individual is claimed as a dependent on another taxpayer’s re-
turn for the taxable year.

A qualified education loan generally is defined as any indebted-
ness incurred to pay for the qualified higher education expenses of
the taxpayer, the taxpayer’s spouse, or any dependent of the tax-
payer as of the time the indebtedness was incurred in attending (1)
post-secondary educational institutions and certain vocational
schools defined by reference to section 481 of the Higher Education
Act of 1965, or (2) institutions conducting internship or residency
programs leading to a degree or certificate from an institution of
higher education, a hospital, or a health care facility conducting
postgraduate training. Qualified education loans do not include in-
debtedness owed to persons related (within the meaning of sections
267(b) or 707(b)(1)) to the taxpayer.

Qualified higher education expenses are defined as the student’s
cost of attendance as defined in section 472 of the Higher Edu-
cation Act of 1965 (generally, tuition, fees, room and board, and re-
lated expenses), reduced by (1) any amount excluded from gross in-
come under section 135, (2) any amount distributed from an edu-
cation IRA and excluded from gross income, and (3) the amount of
any scholarship or fellowship grants excludable from gross income
under present-law section 117, as well as any other tax-free edu-
cational benefits, such as employer-provided educational assistance
that are excludable from the employee’s gross income under section
127. Such expenses must be paid or incurred within a reasonable
period before or after the indebtedness is incurred, and must be at-
tributable to a period when the student is at least a half-time stu-
dent.

The maximum deduction is phased in over 4 years, with a $1,000
maximum deduction in 1998, $1,500 in 1999, $2,000 in 2000, and
$2,500 in 2001. The maximum deduction amount is not indexed for
inflation. In addition, the deduction is phased out ratably for indi-
vidual taxpayers with modified AGI of $40,000-$55,000 ($60,000—
$75,000 for joint returns); such income ranges will be indexed for
inflation occurring after the year 2002, rounded down to the closest
multiple of $5,000. Thus, the first taxable year for which the infla-
tion adjustment could be made will be 2003. Modified AGI includes
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amounts otherwise excluded with respect to income earned abroad
(or income from Puerto Rico or U.S. possessions) as well as
amounts excludable from gross income under section 137 (qualified
adoption expenses)24, and is calculated after application of section
86 (income inclusion of certain Social Security benefits), section 219
(deductible TRA contributions), and section 469 (limitation on pas-
sive activity losses and credits).25

No deduction is allowed for any amount for which a deduction is
otherwise allowable under chapter 1 of the Code. In addition, no
deduction is allowed for any amount that is disallowed as a deduc-
tion under section 261. For example, no deduction would be allowed
as interest on a qualified education loan for any amount that is dis-
allowed under section 264 (relating to certain amounts paid in con-
nection with insurance contracts).

Any person in a trade or business or any governmental agency
that receives $600 or more in qualified education loan interest from
an individual during a calendar year must provide an information
report on such interest to the IRS and to the payor.

The Congress expressed its expectation that the Secretary of
Treasury will issue regulations setting forth reporting procedures
that will facilitate the administration of this provision. Specifically,
such regulations should require lenders separately to report to bor-
rowers the amount of interest that constitutes deductible student
loan interest (i.e., interest on a qualified education loan during the
first 60 months in which interest payments are required). In this
regard, the regulations should include a method for borrower cer-
tification to a lender that the loan proceeds are being used to pay
for qualified higher education expenses. The regulations also
should provide guidance as to how a lender can fulfill its reporting
obligations (both to borrowers and to the IRS) with respect to inter-
est that constitutes deductible student loan interest in the case of
a revolving line of credit.26

Effective Date

The provision is effective for interest payments due and paid
after December 31, 1997, on any qualified education loan. Thus, in
the case of already existing qualified education loans, interest pay-
ments qualify for the deduction to the extent that the 60-month pe-
riod has not expired. For purposes of counting the 60 months, any
qualified education loan and all refinancing (that is treated as a
qualified education loan) of such loan are treated as a single loan.

24 For purposes of section 137, adjusted gross income is determined without regard to the de-
duction for student loan interest.

25 For purposes of sections 86, 135, 219, and 469, adjusted gross income is determined without
regard to the deduction for student loan interest.

26 Such guidance could provide, for example, that interest on loans (or other lines of credit)
the proceeds of which are used in part to pay qualified higher education expenses and in part
to pay other expenses cannot be reported as qualified education loan interest under this provi-
sion unless the portion of the loan or line of credit that is attributable to the qualified higher
education expenses is separately stated and accounted for. Under such an approach, interest on
a revolving line of credit that is used in part to pay qualified higher education expenses and
in part to pay other, nonqualifying expenses generally could not be reported as qualified edu-
cation loan interest. However, if the amount of the line of credit or loan that is attributable
to the higher education expenses is identified at the time the loan is made or the account is
established, and such amount is separately accounted for such that the applicable 60-month pe-
riod and other requirements of the provision, including the lender reporting requirements, can
be satisfied, then the interest could be reported as qualified education loan interest.
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Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $18 million in 1998, $69 million in 1999, $122 million
in 2000, $204 million in 2001, $277 million in 2002, $308 million
in 2003, $326 million in 2004, $346 million in 2005, $368 million
in 2006, and $391 million in 2007.

3. Penalty-free withdrawals from IRAs for higher education
expenses (sec. 203 of the Act and sec. 72(t) of the Code)

Present and Prior Law

Under present and prior law, amounts held in an individual re-
tirement arrangement (“IRA”) generally are includible in income
when withdrawn (except to the extent the withdrawal is a return
of nondeductible contributions). Amounts withdrawn prior to at-
tainment of age 59V% are subject to an additional 10-percent early
withdrawal tax, unless the withdrawal is due to death or disability,
is made in the form of certain periodic payments, is used to pay
medical expenses in excess of 7.5 percent of AGI, or is used to pur-
chase health insurance of an unemployed individual.

Reasons for Change

The Congress believed that it is both appropriate and important
to allow individuals to withdraw amounts from their IRAs for pur-
poses of paying higher education expenses without incurring an ad-
ditional 10-percent early withdrawal tax.

Explanation of Provision

The Act provides that the 10-percent early withdrawal tax does
not apply to distributions from IRAs (including new Roth IRAs cre-
ated by the Act) if the taxpayer uses the amounts to pay qualified
higher education expenses (including those related to graduate-
level courses) of the taxpayer, the taxpayer’s spouse, or any child,
or grandchild of the taxpayer or the taxpayer’s spouse.

The penalty-free withdrawal is available for “qualified higher
education expenses,” meaning tuition, fees, books, supplies, and
equipment required for enrollment or attendance, at an eligible
educational institution (defined by reference to sec 481 of the High-
er Education Act of 1965). Certain room and board expenses also
are qualified higher education expenses, provided that the student
is enrolled at an eligible educational institution at least on a half-
time basis. Qualified higher education expenses are reduced by any
amount excludable from gross income under section 135 relating to
the redemption of a qualified U.S. savings bond and certain schol-
arships and veterans benefits.

Effective Date

The provision is effective for distributions after December 31,
1997, with respect to expenses paid after such date for education
furnished in academic periods beginning after such date.
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Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $78 million in 1998, $201 million in 1999, $181 million
in 2000, $175 million in 2001, $177 million in 2002, $179 million
in 2003, $182 million in 2004, $184 million in 2005, $186 million
in 2006, and $189 million in 2007.

4, Tax treatment of qualified State tuition programs and
education IRAs; exclusion for certain distributions from
education IRAs used to pay qualified higher education
expenses (secs. 211 and 213 of the Act and sec. 529 and
new sec. 530 of the Code)

Present and Prior Law

Exclusion for interest earned on savings bonds

Section 135 provides that interest earned on a qualified U.S. Se-
ries EE savings bond issued after 1989 is excludable from gross in-
come if the proceeds of the bond upon redemption do not exceed
qualified higher education expenses paid by the taxpayer during
the taxable year.2?7 “Qualified higher education expenses” include
tuition and fees (but not room and board expenses) required for the
enrollment or attendance of the taxpayer, the taxpayer’s spouse, or
a dependent of the taxpayer at certain colleges, universities, or vo-
cational schools.28 The exclusion provided by section 135 is phased
out for certain higher-income taxpayers, determined by the tax-
payer’s modified AGI during the year the bond is redeemed. For
1997, the exclusion is phased out for taxpayers with modified AGI
between $50,850 and §65,850 ($76,250 and $106,250 for joint re-
turns). To prevent taxpayers from effectively avoiding the income
phaseout limitation through issuance of bonds directly in the
child’s name, section 135(c)(1)(B) provides that the interest exclu-
sion is available only with respect to U.S. Series EE savings bonds
issued to taxpayers who are at least 24 years old.

Qualified State tuition programs

Section 529 (enacted as part of the Small Business Job Protection
Act of 1996) provides tax-exempt status to “qualified State tuition
programs,” meaning certain programs established and maintained
by a State (or agency or instrumentality thereof) under which per-
sons may (1) purchase tuition credits or certificates on behalf of a
designated beneficiary that entitle the beneficiary to a waiver or

271f the aggregate redemption amount (i.e., principal plus interest) of all Series EE bonds re-
deemed by the taxpayer during the taxable year exceeds the qualified expenses incurred, then
the excludable portion of interest income is based on the ratio that the education expenses bears
to the aggregate redemption amount (sec. 135(b)).

28 The Act amended section 135 to allow taxpayers to redeem U.S. Savings Bonds and be eligi-
ble for the exclusion under that section (as if the proceeds were used to pay qualified higher
education expenses) provided that the proceeds from the redemption are contributed to a quali-
fied State tuition program defined under section 529, or to an education IRA defined under sec-
tion 530, on behalf of the taxpayer, the taxpayer’s spouse, or a dependent. Title VI of H.R. 2676,
the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997, in-
cludes a technical correction provision that conforms the definition of “eligible educational insti-
tution” under section 135 to the broader definition of that term under sections 529 and 530.
The result of this technical correction would be that, for purposes of section 135, as under sec-
tions 529 and 530, the term “eligible educational institution” would be defined as an institution
which is (1) described in section 481 of the Higher Education Act of 1965 (20 U.S.C. 1088) and
(2) eligible to participate in Department of Education student aid programs.
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payment of qualified higher education expenses of the beneficiary,
or (2) make contributions to an account that is established for the
purpose of meeting qualified higher education expenses of the des-
ignated beneficiary of the account. “Qualified higher education ex-
penses” are defined as tuition, fees, books, supplies, and equipment
required for the enrollment or attendance at a college or university
(or certain vocational schools). Under prior law, qualified higher
education expenses did not include any room and board expenses.
Section 529 also provides that no amount shall be included in the
gross income of a contributor to, or beneficiary of, a qualified State
tuition program with respect to any distribution from, or earnings
under, such program, except that (1) amounts distributed or edu-
cational benefits provided to a beneficiary (e.g., when the bene-
ficiary attends college) will be included in the beneficiary’s gross in-
come (unless excludable under another Code section) to the extent
such amounts or the value of the educational benefits exceed con-
tributions made on behalf of the beneficiary, and (2) amounts dis-
tributed to a contributor (e.g., when a parent receives a refund) will
be included in the contributor’s gross income to the extent such
amounts exceed contributions made by that person.29

A qualified State tuition program is required to provide that pur-
chases or contributions only be made in cash. Contributors and
beneficiaries are not allowed to direct any investments made on
their behalf by the program. The program is required to maintain
a separate accounting for each designated beneficiary. A specified
individual must be designated as the beneficiary at the commence-
ment of participation in a qualified State tuition program (.e.,
when contributions are first made to purchase an interest in such
a program), unless interests in such a program are purchased by
a State or local government or a tax-exempt charity described in
section 501(c)(3) as part of a scholarship program operated by such
government or charity under which beneficiaries to be named in
the future will receive such interests as scholarships. A transfer of
credits (or other amounts) from one account benefiting one des-
ignated beneficiary to another account benefiting a different bene-
ficiary will be considered a distribution (as will a change in the
designated beneficiary of an interest in a qualified State tuition
program) unless the beneficiaries are members of the same fam-
ily.30 Earnings on an account may be refunded to a contributor or
beneficiary, but the State or instrumentality must impose a more
than de minimis monetary penalty unless the refund is (1) used for
qualified higher education expenses of the beneficiary, (2) made on
account of the death or disability of the beneficiary, or (3) made on
account of a scholarship received by the designated beneficiary to
the extent the amount refunded does not exceed the amount of the
scholarship used for higher education expenses.

29 Specifically, section 529(c)(3)(A) provides that any distribution under a qualified State tui-
tion program shall be includible in the gross income of the distributee in the same manner as
provided under present-law section 72 to the extent not excluded from gross income under any
other provision of the Code.

30 For this purpose, the term “member of the family” was defined under prior law by reference
to section 2032A(e)(2).
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Estate and gift tax rules

In general, a taxpayer may exclude $10,000 of gifts made by an
individual ($20,000 in the case of a married couple that elects to
split their gifts) to any one donee during a calendar year (sec.
2503(b)).31 This annual exclusion does not apply to gifts of future
interests, and thus may not be applicable to contributions made to
a State tuition program.

Under prior law, contributions made to a qualified State tuition
program were treated as incomplete gifts for Federal gift tax pur-
poses. Thus, any Federal gift tax consequences were determined at
the time that a distribution was made from an account under the
program. The waiver (or payment) of qualified higher education ex-
penses of a designated beneficiary by (or to) an educational institu-
tion under a qualified State tuition program was treated as a quali-
fied transfer for purposes of present-law section 2503(e). Amounts
contributed to a qualified State tuition program (and earnings
thereon) were includible in the contributor’s estate for Federal es-
tate tax purposes in the event that the contributor died before such
amounts were distributed under the program.

Individual retirement arrangements (“IRAs”)

An individual may make deductible contributions to an individ-
ual retirement arrangement (“IRA”) for each taxable year up to the
lesser of $2,000 or the amount of the individual’s compensation for
the year if the individual is not an active participant in an em-
ployer-sponsored qualified retirement plan (and, if married, the in-
dividual’s spouse also is not an active participant). Contributions
may be made to an IRA for a taxable year up to April 15th of the
following year. An individual who makes excess contributions to an
IRA, i.e., contributions in excess of $2,000, is subject to an excise
tax on such excess contributions unless they are distributed from
the IRA before the due date for filing the individual’s tax return
for the year (including extensions). Under prior law, if the individ-
ual (or his or her spouse, if married) is an active participant, the
$2,000 limit was phased out between $40,000 and $50,000 of ad-
justed gross income (“AGI”) for married couples and between
$25,000 and $35,000 of AGI for single individuals.32

Prior law permitted individuals to make nondeductible contribu-
tions (up to $2,000 per year) to an IRA to the extent an individual
is not permitted to (or does not) make deductible contributions.33
Earnings on such contributions are includible in gross income when
withdrawn.

An individual generally is not subject to income tax on amounts
held in an IRA, including earnings on contributions, until the
amounts are withdrawn from the IRA. Amounts withdrawn from

31The Act provides that, after 1998, the annual gift-tax exclusion of $10,000 in the case of
an individual, or $20,000 in the case of a married couple that splits their gifts, will be indexed
for inflation.

32The Act increases the income phase-out limits for active participants in employer-sponsored
retirement plans and modifies the limit for an individual who is not an active participant but
whose spouse is. The Act also creates a new nondeductible IRA called a “Roth TRA.” If certain
conditions are satisfied, distributions from a Roth IRA are not includible in income. (See Title
II1.A., below.)

33 Under the Act, nondeductible contributions are permitted to the extent the individual can
Xotbolr does not make deductible contributions or contributions to a Roth IRA. (See Title III.,

, below.)
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an IRA are includible in gross income (except to the extent of non-
deductible contributions). In addition, a 10-percent additional tax
generally applies to distributions from IRAs made before age 59-%,
unless the distribution is made (1) on account of death or disability,
(2) in the form of annuity payments, (3) for medical expenses of the
individual and his or her spouse and dependents that exceed 7.5
percent of AGI, or (4) for medical insurance of the individual and
his or her spouse and dependents (without regard to the 7.5 per-
cent of AGI floor) if the individual has received unemployment
compensation for at least 12 weeks, and the withdrawal is made
in the year such unemployment compensation is received or the fol-
lowing year.34

Reasons for Change

To encourage families and students to save for future education
expenses, the Congress believed that tax-exempt status should be
granted to certain education investment accounts (referred to as
“education TRAs”35) established by taxpayers on behalf of future
students. The Congress further believed that modifications should
be made to the rules governing qualified State tuition programs, in
order to allow greater flexibility in the use of such programs.

Explanation of Provisions

Qualified State tuition programs

The Act makes the following modifications to present-law section
529, which governs the tax treatment of qualified State tuition pro-
grams.

Room and board expenses.—The Act expands the definition of
“qualified higher education expenses” under section 529(e)(3) to in-
clude room and board expenses (meaning the minimum room and
board allowance applicable to the student as determined by the in-
stitution in calculating costs of attendance for Federal financial aid
programs under sec. 472 of the Higher Education Act of 1965) for
any period during which the student is at least a half-time student.
In addition to such room and board expenses, “qualified higher
education expenses” include (as under prior law) tuition, fees,
books, supplies, and equipment required for the enrollment or at-
tendance of a designated beneficiary at an eligible educational in-
stitution.

Eligible educational institution.—The Act expands the definition
of “eligible educational institution” for purposes of section 529 by
defining such term by reference to section 481 of the Higher Edu-
cation Act of 1965. Such institutions generally are accredited post-
secondary educational institutions offering credit toward a bach-
elor’s degree, an associate’s degree, a graduate-level or professional
degree, or another recognized post-secondary credential. Certain
proprietary institutions and post-secondary vocational institutions

34The Act provides an exception from the early withdrawal tax for withdrawals for qualified
higher education expenses (see 3., above) and for withdrawals for first-time home purchase (up
to $10,000). (See Title III. A., below.)

35 “Education IRAs”—although they are referred to as “IRAs” and are subject to some of the
same rules as individual retirement arrangements—are not, in fact, individual retirement ar-
rangements within the meaning of the Code.
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also are eligible institutions. The institution must be eligible to
participate in Department of Education student aid programs.

Definition of “member of family”.—The Act expands the definition
of the term “member of the family” for purposes of allowing tax-
free transfers or rollovers of credits or account balances in qualified
State tuition programs (and redesignations of named beneficiaries),
so that the term means persons described in paragraphs (1)
through (8) of section 152(a)—e.g., sons, daughters, brothers, sis-
ters, nephews and nieces, certain in-laws, etc.—and any spouse of
such persons.36

Prohibition against investment direction.—The Act clarifies the
prior-law rule contained in section 529(b)(5) that qualified State
tuition programs may not allow contributors or designated bene-
ficiaries to direct the investment of contributions to the program
(or earnings thereon) by specifically providing that contributors and
beneficiaries may not “directly or indirectly” direct the investment
of contributions to the program (or earnings thereon).

Interaction with HOPE credit and Lifetime Learning credit.—
Under the Act (as under prior law), no amount will be includible
in the gross income of a contributor to, or beneficiary of, a qualified
State tuition program with respect to any contribution to or earn-
ings on such a program until a distribution is made from the pro-
gram, at which time the earnings portion of the distribution
(whether made in cash or in-kind) will be includible in the gross
income of the distributee.3” However, to the extent that a distribu-
tion from a qualified State tuition program is used to pay for quali-
fied tuition and fees, the distributee (or another taxpayer claiming
the distributee as a dependent) will be able to claim the HOPE
credit or Lifetime Learning credit provided for by the Act with re-
spect to such tuition and fees (assuming that the other require-
ments for claiming the HOPE credit or Lifetime Learning credit
are satisfied and the modified AGI phaseout for those credits does
not apply).38

Education IRAs

In general.—The Act provides tax-exempt status to “education
IRAs,” meaning certain trusts (or custodial accounts) which are cre-
ated or organized in the United States exclusively for the purpose

36 The Act also provides a special rule that, in the case of any contract issued prior to August
20, 1996 (i.e., the date of enactment of section 529), section 529(c)(3)(C) will be applied without
regard to the requirement that a distribution be transferred to a member of the family (or the
requirement that a change in beneficiaries may be made only to a member of the family) in
order for such distribution or change in beneficiaries to be tax free.

37Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, clarifies that, under rules contained in present -law section 72, distribu-
tions from quahﬁed State tuition programs are treated as representing a pro-rata share of the
principal (i.e., contributions) and accumulated earnings in the account, and also makes certain
conforming changes to section 72. In particular, the Tax Technical Corrections Act of 1997 pro-
vides that, under section 72(e)(8)(B), the determination of the ratio that the aggregate amount
of contributions to a qualified State tuition program on behalf of a beneficiary bears to the total
balance (or value) of the account for the beneficiary is to be made at the time of the distribution
or at such other time as the Secretary of the Treasury may prescribe.

381n cases where in-kind benefits are provided to a beneficiary under a qualified State tuition
program, section 529(c)(3)(B) provides that the provision of such benefits is treated as a distribu-
tion to the beneficiary. Thus, to the extent such in-kind benefits, if paid for by the beneficiary,
would constitute payment of qualified tuition and fees for purposes of the HOPE credit or Life-
time Learning credit, the beneficiary (or another taxpayer claiming the beneficiary as a depend-
ent) may be able to claim the HOPE credit or Lifetime Learning credit with respect to payments
that are deemed to be made by the beneficiary with respect to the in-kind benefit.
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of paying the qualified higher education expenses of a named bene-
ficiary.39 Contributions to education IRAs may be made only in
cash.49 Annual contributions to education TRAs may not exceed
$500 per designated beneficiary (except in cases involving certain
tax-free rollovers, as described below), and may not be made after
the designated beneficiary reaches age 18.41 Moreover, the Act im-
poses a penalty excise tax under section 4973 if a contribution is
made by any person to an education IRA established on behalf of
a beneficiary during any taxable year in which any contributions
are made by anyone to a qualified State tuition program (defined
under sec. 529) on behalf of the same beneficiary.

Phase-out of contribution limit.—The $500 annual contribution
limit for education IRAs is phased out ratably for contributors with
modified AGI between $95,000 and $110,000 ($150,000 and
$160,000 for joint returns). Individuals with modified AGI above
the phase-out range are not allowed to make contributions to an
education IRA established on behalf of any other individual.

Treatment of distributions.—Amounts distributed from education
IRAs are excludable from gross income to the extent that the
amounts distributed do not exceed qualified higher education ex-
penses of an eligible student incurred during the year the distribu-
tion is made (provided that a HOPE credit or Lifetime Learning
credit is not claimed with respect to the beneficiary for the same
taxable year).42 If a HOPE credit or Lifetime Learning credit is
claimed with respect to a student for a taxable year, then a dis-
tribution from an education IRA may (at the option of the tax-
payer) be made on behalf of that student during that taxable year,
but an exclusion is not available under the Act for the earnings
portion of such distribution.43

Distributions from an education IRA generally will be deemed to
consist of distributions of principal (which, under all circumstances,
are excludable from gross income) and earnings (which may be ex-
cludable from gross income under the Act) by applying the ratio

39 Education IRAs generally are not subject to Federal income tax, but are subject to the unre-
lated business income tax (“UBIT”) imposed by section 511.

40The Act allows taxpayers to redeem U.S. Savings Bonds and be eligible for the exclusion
under section 135 (as if the proceeds were used to pay qualified higher education expenses) if
the proceeds from the redemption are contributed to an education IRA (or qualified State tuition
program) on behalf of the taxpayer, the taxpayer’s spouse, or a dependent. In such a case, the
beneficiary’s basis in the bond proceeds contributed on his or her behalf to the education IRA
or qualified tuition program will be the contributor’s basis in the bonds (i.e., the original pur-
chase price paid by the contributor for such bonds).

41 An excise tax penalty may be imposed under present-law section 4973 to the extent that
excess contributions above the $500 annual limit are made to an education IRA. However, Title
VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House on Novem-
ber 5, 1997, clarifies that neither the excise tax penalty under section 4973 nor the additional
10-percent tax under section 530(d)(4) (described infra) may be imposed in cases where contribu-
tions (and any earnings thereon) are distributed from the education IRA before the date that
a return is required to be filed (including extensions of time) by the beneficiary for the year
in which the contribution was made (or, if the beneficiary is not required to file such a return,
April 15th of the year following the taxable year during which the contribution was made).

42The exclusion will not be a preference item for alternative minimum tax (AMT) purposes.

431f a HOPE credit or Lifetime Learning credit was claimed with respect to a student for an
earlier taxable year, the exclusion provided for by the Act may be claimed with respect to the
same student for a subsequent taxable year with respect to a distribution from an education IRA
made in that subsequent taxable in order to cover qualified higher education expenses incurred
during that year. Conversely, if an exclusion is claimed for a distribution from an education IRA
with respect to a particular student, then a HOPE credit or Lifetime Learning credit will be
available in a subsequent taxable year with respect to that same student (provided that no ex-
clusion is claimed in such other taxable years for distributions from an education IRA on behalf
of that student and provided that the requirements of the HOPE credit or Lifetime Learning
credit are satisfied in the subsequent taxable year).
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that the aggregate amount of contributions to the account for the
beneficiary bears to the total balance of the account.4* If the quali-
fied higher education expenses of the student for the year are at
least equal to the total amount of the distribution (i.e., principal
and earnings combined) from an education IRA, then the earnings
in their entirety will be excludable from gross income. If, on the
other hand, the qualified higher education expenses of the student
for the year are less than the total amount of the distribution (i.e.,
principal and earnings combined) from an education IRA, then the
qualified higher education expenses will be deemed to be paid from
a pro-rata share of both the principal and earnings components of
the distribution. Thus, in such a case, only a portion of the earn-
ings will be excludable under the Act (i.e., a portion of the earnings
based on the ratio that the qualified higher education expenses
bear to the total amount of the distribution) and the remaining por-
tion of the earnings will be includible in the distributee’s gross in-
come.*5

Distributions from an education IRA that exceed qualified higher
education expenses of the designated beneficiary during the year of
the distribution are includible in the distributee’s gross income.
Moreover, an additional 10-percent tax is imposed on any distribu-
tion from an education IRA to the extent that the distribution ex-
ceeds qualified higher education expenses of the designated bene-
ficiary (unless the distribution is made on account of the death or
disability of, or scholarship received by, the designated bene-
ficiary).46

The Act allows tax-free (and penalty-free) transfers or rollovers
of account balances from one education IRA benefiting one bene-
ficiary to another education IRA benefiting another beneficiary (as

44Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997, clarifies that, under rules contained in present-law section 72, distribu-
tions from education IRAs are treated as representing a pro-rata share of the principal (i.e., con-
tributions) and accumulated earnings in the account, and also makes certain conforming
changes to section 72. In particular, the Tax Technical Corrections Act of 1997 provides that,
under section 72(e)(8)(B), the determination of the ratio that the aggregate amount of contribu-
tions to an education IRA bears to the account balance is to be made at the time of the distribu-
tion or at such other time as the Secretary of the Treasury may prescribe.

45 For example, if an education IRA has a total balance of $10,000, of which $4,000 represents
principal (i.e., contributions) and $6,000 represents earnings, and if a distribution of $2,000 is
made from such an account, then $800 of that distribution will be treated as a return of prin-
cipal (which under no event is includible in the gross income of the distributee) and $1,200 of
the distribution will be treated as accumulated earnings. In such a case, if qualified higher edu-
cation expenses of the beneficiary during the year of the distribution are at least equal to the
$2,000 total amount of the distribution (i.e., principal plus earnings), then the entire earnings
portion of the distribution will be excludible under new Code section 530, provided that a HOPE
credit or Lifetime Learning credit is not claimed for that same taxable year on behalf of the
beneficiary. If, however, the qualified higher education expenses of the beneficiary for the tax-
able year are less than the total amount of the distribution, then only a portion of the earnings
will be excludable from gross income under section 530. Thus, in the example discussed above,
if the beneficiary incurs only $1,500 of qualified higher education expenses in the year that a
$2,000 distribution is made, then only $900 of the earnings will be excludable from gross income
under section 530 (i.e., an exclusion will be provided for the pro-rata portion of the earnings,
based on the ratio that the $1,500 of qualified higher education expenses bears to the $2,000
distribution) and the remaining $300 of the earnings portion of the distribution will be includ-
ible in the distributee’s gross income.

46 A technical correction is needed to section 530(d)(4) to clarify that the 10-percent additional
tax should not be imposed in cases where a distribution (although used to pay for qualified high-
er education expenses) is includible in gross income because the taxpayer elects the HOPE or
Lifetime Learning credit on behalf of the student for the same taxable year.
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well as redesignations of the named beneficiary), provided that the
new beneficiary is a member of the family of the old beneficiary.4?

The legislative history to the Act provides that any balance re-
maining in an education IRA will be deemed to be distributed with-
in 30 days after the date that the named beneficiary reaches age
30 ()Oﬁé if earlier, within 30 days of the date that the beneficiary

ies).

Qualified higher education expenses.—The term “qualified higher
education expenses” includes tuition, fees, books, supplies, and
equipment required for the enrollment or attendance of a student
at an eligible education institution, regardless of whether the bene-
ficiary is enrolled at an eligible educational institution on a full-
time, half-time, or less than half-time basis. Moreover, the term
“qualified higher education expenses include room and board ex-
penses (meaning the minimum room and board allowance applica-
ble to the student as determined by the institution in calculating
costs of attendance for Federal financial aid programs under sec.
472 of the Higher Education Act of 1965) for any period during
which the student is at least a half-time student. Qualified higher
education expenses include expenses with respect to undergraduate
or graduate-level courses. In addition, the Act specifically provides
that qualified higher education expenses include amounts paid or
incurred to purchase tuition credits (or to make contributions to an
account) under a qualified State tuition program for the benefit of
the beneficiary of the education IRA.

Qualified higher education expenses generally include only out-
of-pocket expenses. Such qualified higher education expenses do
not include expenses covered by educational assistance that is not
required to be included in the gross income of either the student
or the taxpayer claiming the credit. Thus, total qualified higher
education expenses are reduced by scholarship or fellowship grants
excludable from gross income under present-law section 117, as
well as any other tax-free educational benefits, such as employer-
provided educational assistance that is excludable from the employ-
ee’s gross income under section 127. In addition, qualified higher
education expenses do not include expenses paid with amounts that
are excludible under section 135. No reduction of qualified higher
education expenses is required for a gift, bequest, devise, or inher-
itance within the meaning of section 102(a). Qualified higher edu-
cation expenses do not include any education expense for which a
%e(élluction is claimed under section 162 or any other section of the

ode.

Eligible educational institution.—Eligible educational institutions
are defined by reference to section 481 of the Higher Education Act
of 1965. Such institutions generally are accredited post-secondary
educational institutions offering credit toward a bachelor’s degree,
an associate’s degree, a graduate-level or professional degree, or
another recognized post-secondary credential. Certain proprietary

47For this purpose, a “member of the family” means persons described in paragraphs (1)
through (8) of section 152(a)—e.g., sons, daughters, brothers, sisters, nephews and nieces, cer-
tain in-laws, etc.—and any spouse of such persons.

48 A technical correction providing that any balance remaining in an education IRA will be
deemed distributed within 30 days after the date that the designated beneficiary reaches age
30 is included in Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed
by the House on November 5, 1997.
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institutions and post-secondary vocational institutions also are eli-
gible institutions. The institution must be eligible to participate in
Department of Education student aid programs.

Estate and gift tax treatment

For Federal estate and gift tax purposes, any contribution to a
qualified State tuition program or education IRA will be treated as
a completed gift of a present interest from the contributor to the
beneficiary at the time of the contribution. Annual contributions
are eligible for the present-law gift tax exclusion provided by Code
section 2503(b) and also are excludable for purposes of the genera-
tion-skipping transfer tax (provided that the contribution, when
combined with any other contributions made by the donor to that
same beneficiary, does not exceed the annual gift-tax exclusion
limit of $10,000, or $20,000 in the case of a married couple).4® Con-
tributions to a qualified State tuition program or to an education
IRA will not, however, be eligible for the educational expense exclu-
sion provided by Code section 2503(e). In no event will a distribu-
tion from a qualified State tuition program or education IRA be
treated as a taxable gift.

If a contribution in excess of $10,000 ($20,000 in the case of a
married couple) is made in one year—which, under the Act, can
occur only in the case of a qualified State tuition program and not
an education IRA (which cannot receive contributions in excess of
$500 per year)—the contributor may elect to have the contribution
treated as if made ratably over five years beginning in the year the
contribution is made. For example, a $30,000 contribution to a
qualified State tuition program could be treated as five annual con-
tributions of $6,000, and the donor could therefore make up to
$4,000 in other transfers to the beneficiary each year without pay-
ment of gift tax. Under this rule, a donor may contribute up to
$50,000 every five years ($100,000 in the case of a married couple)
with no gift tax consequences, assuming no other gifts are made by
the donor to the beneficiary in the five-year period. A gift tax re-
turn must be filed with respect to any contribution in excess of the
annual gift-tax exclusion limit, and the election for five-year aver-
aging must be made on the contributor’s gift tax return.

If a donor making an over-$10,000 contribution to a qualified
State tuition program dies during the five-year averaging period,
the portion of the contribution that has not been allocated to the
years prior to death is includible in the donor’s estate. For exam-
ple, if a donor makes a $40,000 contribution, elects to treat the
transfer as being made over a five-year period, and dies the follow-
ing year, $8,000 would be allocated to the year of contribution, an-
other $8,000 would be allocated to the year of death, and the re-
maining $24,000 would be includible in the donor’s estate.

If a beneficiary’s interest in a qualified State tuition program or
education IRA is rolled over to another beneficiary, there are no
transfer tax consequences if the two beneficiaries are in the same
generation. If a beneficiary’s interest is rolled over to a beneficiary
in a lower generation (e.g., parent to child or uncle to niece), the

49The Act provides that, after 1998, the annual gift-tax exclusion of $10,000 in the case of
an individual, or $20,000 in the case of a married couple that splits their gifts, will be indexed
for inflation.
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five-year averaging rule described above may be applied to exempt
up to $50,000 of the transfer from gift tax.

For Federal estate tax purposes, the value of any interest in a
qualified State tuition program or education IRA will be includible
in the estate of the designated beneficiary. Such interests will not
be includible in the estate of the contributor.

The Federal estate and gift tax treatment of qualified State tui-
tion programs and education IRAs has no effect on the actual
rights and obligations of the parties pursuant to the terms of the
contracts under State law.

Effective Date

The modifications to section 529 generally are effective after De-
cember 31, 1997. The expansion of the term “qualified higher edu-
cation expenses” to cover certain room and board expenses is effec-
tive as if included in the Small Business Job Protection Act of 1996
(enacted on August 20, 1996). The provisions governing education
IRAs apply to taxable years beginning after December 31, 1997.
The gift tax provisions are effective for contributions (or transfers)
made after August 5, 1997, and the estate tax provisions are effec-
tive for decedents dying after June 8, 1997.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $192 million in 1998, $751 million in 1999, $1,030 mil-
lion in 2000, $1,190 million in 2001, $1,269 million in 2002, $1,605
million in 2003, $1,925 million in 2004, $2,244 million in 2005,
$2,569 million in 2006, and $2,910 million in 2007.

B. Other Education-Related Tax Provisions

1. Extension of exclusion for employer-provided educational
assistance (sec. 221 of the Act and sec. 127 of the Code)

Present and Prior Law

Under present and prior law, an employee’s gross income and
wages do not include amounts paid or incurred by the employer for
educational assistance provided to the employee if such amounts
are paid or incurred pursuant to an educational assistance program
that meets certain requirements. This exclusion is limited to $5,250
of educational assistance with respect to an individual during a cal-
endar year. Under prior law, the exclusion did not apply to grad-
uate level courses beginning after June 30, 1996. Under prior law,
the exclusion expired with respect to courses beginning after June
30, 1997.50 In the absence of the exclusion, educational assistance
is excludable from income only if it is related to the employee’s cur-
rent job.

50The legislative history reflects congressional intent that the provision expire with respect
to courses beginning after May 31, 1997.
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Reasons for Change

The Congress believed that the exclusion for employer-provided
education assistance has enabled millions of workers to advance
their education and improve their job skills without incurring addi-
tional taxes and a reduction in take-home pay. In addition, the ex-
clusion lessens the complexity of the tax laws. Without the special
exclusion, a worker receiving educational assistance from his or her
employer is subject to tax on the assistance, unless the education
is related to the worker’s current job. Because the determination of
whether particular educational assistance is job-related is based on
the facts and circumstances, it may be difficult to determine with
certainty whether the educational assistance is excludable from in-
come. This uncertainty may lead to disputes between taxpayers
and the Internal Revenue Service.

Explanation of Provision

The Act extends the exclusion for employer-provided educational
assistance for undergraduate education with respect to courses be-
ginning before June 1, 2000. The exclusion does not apply with re-
spect to graduate level courses.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $534 million in 1998, $369 million in 1999, and $250
million in 2000.

2. Modification of $150 million limit on qualified 501(c)(3)
bonds other than hospital bonds (sec. 222 of the Act and
sec. 150 of the Code)

Present and Prior Law

Interest on State and local government bonds generally is ex-
cluded from income if the bonds are issued to finance activities car-
ried out and paid for with revenues of these governments. Interest
on bonds issued by these governments to finance activities of other
persons, e.g., private activity bonds, is taxable unless a specific ex-
ception is included in the Code. One such exception is for private
activity bonds issued to finance activities of private, charitable or-
ganizations described in Code section 501(c)(3) (“section 501(c)(3)
organizations”) when the activities do not constitute an unrelated
trade or business.

Present and prior law treats section 501(c)(3) organizations as
private persons; thus, bonds for their use may only be issued as
private activity “qualified 501(1)(3) bonds,” subject to the restric-
tions of Code section 145. Under prior law, the most significant of
these restrictions limited the amount of outstanding bonds from
which a section 501(c)(3) organization could benefit to $150 million.
In applying this “$150 million limit,” all section 501(c)(3) organiza-
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tions under common management or control were treated as a sin-
gle organization. The limit did not apply to bonds for hospital facili-
ties, defined to include only acute care, primarily inpatient, organi-
zations.

Reasons for Change

The Congress believed a distinguishing feature of American soci-
ety is the singular degree to which the United States maintains a
private, non-profit sector of higher education and other charitable
institutions in the public service. The Congress found inappropriate
the restrictions of prior law which placed these section 501(c)(3) or-
ganizations at a financial disadvantage relative to substantially
identical governmental institutions. For example, a public univer-
sity generally had unlimited access to tax-exempt bond financing,
while a private, non-profit university was subject to a $150 million
limitation on outstanding bonds.

Explanation of Provision

The Act repeals the $150 million limit for bonds issued after the
date of enactment to finance capital expenditures incurred after the
date of enactment. Because this provision of the Act applies only
to bonds issued with respect to capital expenditures incurred after
the date of enactment, the $150 million limit will continue to gov-
ern issuance of other non-hospital qualified 501(c)(3) bonds (e.g., re-
funding bonds with respect to capital expenditures incurred before
the date of enactment or new-money bonds for capital expenditures
incurred before that date).5! Thus, the Congress understood that
bond issuers will continue to need Treasury Department guidance
on the application of this limit in the future, and expects that the
Treasury will continue to provide interpretative rules on this limit.

Effective Date

The provision was effective for bonds issued after the date of en-
actment (August 5, 1997) to finance capital expenditures incurred
after such date.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $6 million in 1998, $45 million in 1999, $75 million in
2000, $89 million in 2001, $99 million in 2002, $106 million in
2003, $115 million in 2004, $125 million in 2005, $138 million in
2006, and $162 million in 2007.

3. Expansion of arbitrage rebate exception for certain bonds
(sec. 223 of the Act and sec. 148 of the Code)

Present and Prior Law

Interest on State and local government bonds generally is ex-
cluded from income if the bonds are issued to finance activities car-

51See colloquy between Senators Moynihan and Roth, Cong. Record, July 31, 1997, S8466—
67, clarifying that bonds to which the $150 million limit does not apply under the Act are not
taken into account in applying the $150 million limit to other bonds.
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ried out and paid for with revenues of these governments. Interest
on bonds issued by these governments to finance activities of other
persons, e.g., private activity bonds, is taxable unless a specific ex-
ception is included in the Code. In the case of bonds the interest
on which is excluded from income, generally, all arbitrage profits
earned on investments unrelated to the purpose of the borrowing
(“nonpurpose investments”) when such earnings are permitted
must be rebated to the Federal Government.

An exception is provided for bonds issued by governmental units
having general taxing powers if the governmental unit (and all
subordinate units) issues $5 million or less of governmental bonds
during the calendar year (“the small-issuer exception”). This excep-
tion does not apply to private activity bonds.

Reasons for Change

The Congress recognized the need for additional monies to ad-
dress public school infrastructure needs. It believed that this provi-
sion will reduce the compliance costs of issuers of tax-exempt debt
issued for public school construction.

Explanation of Provision

The Act provides that up to $5 million dollars of bonds used to
finance public school capital expenditures incurred after December
31, 1997, is excluded from application of the present-law $5 million
limit. Thus, otherwise qualified issuers will continue to benefit
from the small issue exception from arbitrage rebate if they issue
no more than $10 million in governmental bonds per calendar year
and no more than $5 million of the bonds is used to finance ex-
penditures other than public school capital expenditures.

Effective Date

The provision is effective for bonds issued after December 31,
1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1998, $4 million in 1999, $7 million in
2000, $11 million in 2001, $14 million in 2002, $27 million in 2003,
$30 million in 2004, $33 million in 2005, $36 million in 2006, and
$38 million in 2007.

4. Enhanced deduction for corporate contributions of com-
puter technology and equipment (sec. 224 of the Act and
new sec. 170(e)(6) of the Code)

Present and Prior Law

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization.’2 However, in the

52The amount of the deduction allowable for a taxable year with respect to a charitable con-
tribution may be reduced depending on the type of property contributed, the type of charitable
organization to which the property is contributed, and the income of the taxpayer (secs. 170(b)
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case of a charitable contribution of inventory or other ordinary-in-
come property, short-term capital gain property, or certain gifts to
private foundations, the amount of the deduction is limited to the
taxpayer’s basis in the property. In the case of a charitable con-
tribution of tangible personal property, a taxpayer’s deduction is
limited to the adjusted basis in such property if the use by the re-
cipient charitable organization is unrelated to the organization’s
tax-exempt purpose (sec. 170(e)(1)(B)(1)).

Special rules in the Code provide augmented deductions for cer-
tain corporate 53 contributions of inventory property for the care of
the ill, the needy, or infants54 (sec. 170(e)(3)), and certain cor-
porate contributions of scientific equipment constructed by the tax-
payer, provided the original use of such donated equipment is by
the donee for research or research training in the United States in
physical or biological sciences (sec. 170(e)(4)).55 Under these special
rules, the amount of the augmented deduction available to a cor-
poration making a qualified contribution is equal to its basis in the
donated property plus one-half of the amount of ordinary income
that would have been realized if the property had been sold.56
However, the augmented deduction cannot exceed twice the basis
of the donated property.

Reasons for Change

The Congress believed that providing an incentive for businesses
to invest their computer equipment and software for the benefit of
primary and secondary school students will help to provide Ameri-
ca’s schools with the technological resources necessary to prepare
both teachers and students for a technologically advanced present
and future.

Explanation of Provision

The Act specifically provides that certain contributions of com-
puter and other equipment to eligible donees to be used for the
benefit of elementary and secondary school children qualify for an
augmented deduction similar to the deduction currently available
under Code section 170(e)(3). Under the Act, qualified contributions
mean gifts of computer technology and equipment (i.e., computer
software, computer or peripheral equipment, and fiber optic cable
related to computer use) to eligible donees to be used within the
United States for educational purposes in any of grades K-12.

and 170(e)). Corporations are entitled to claim a deduction for charitable contributions, generally
limited to 10 percent of their taxable income (computed without regard to the contributions) for
the taxable year.

53 S corporations are not eligible donors for purposes of section 170(e)(3) or section 170(e)(4).

54Treas. Reg. sec. 1.170A—4(b)(2)(ii)(F) defines an “infant” as a minor child (as determined
under the laws of the jurisdiction in which the child resides). Treas. Reg. sec. 1.170A—
4(b)(2)(i1)(G) provides that the “care of an infant” means performance of parental functions and
provision for the physical, mental, and emotional needs of the infant.

55 Eligible donees under section 170(e)(3) are public charities (but not governmental units) and
private operating foundations. Eligible donees under section 170(e)(4) are limited to post-second-
ary educational institutions, scientific research organizations, and certain other organizations
that support scientific research.

56 For purposes of section 170(e)(3), however, no deduction is allowed for any portion of gain
that would have been recognized as ordinary income (had the property been sold) because of
the application of the recapture provisions in sections 617, 1245, 1250, or 1252. No such limita-
tion applies under section 170(e)(4) because qualified contributions for purposes of section
170(e)(4) are limited to nondepreciable inventory property.
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Eligible donees are (1) any educational organization that nor-
mally maintains a regular faculty and curriculum and has a regu-
larly enrolled body of pupils in attendance at the place where its
educational activities are regularly carried on, and (2) Code section
501(c)(3) entities that are organized primarily for purposes of sup-
porting elementary and secondary education. A private foundation
also is an eligible donee, provided that, within 30 days after receipt
of the contribution, the private foundation contributes the property
to an eligible donee described above.

Qualified contributions are limited to gifts made no later than
two years after the date the taxpayer acquired or substantially
completed the construction of the donated property. In addition, the
original use of the donated property must commence with the
donor or the donee. Accordingly, qualified contributions generally
are limited to property that is no more than two years old. Such
donated property could be computer technology or equipment that
is inventory or depreciable trade or business property in the hands
of the donor.57

The Act generally provides that the donee organizations cannot
transfer the donated property for money or services (e.g., a donee
organization cannot sell the computers). However, a donee organi-
zation may transfer the donated property in furtherance of its ex-
empt purposes and be reimbursed for shipping, installation, and
transfer costs. For example, if a corporation contributes computers
to a charity that subsequently distributes the computers to several
elementary schools in a given area, the charity could be reimbursed
by the elementary schools for shipping, transfer, and installation
costs.?8

The special treatment applies only to donations made by C cor-
porations; as under present law section 170(e)(4), S corporations,
personal holding companies, and service organizations are not eligi-
ble donors.

Effective Date

The provision is effective for contributions made in taxable years
beginning after December 31, 1997, and before January 1, 2001.5°

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $46 million in 1998, $48 million in 1999, $77 million in
2000, $49 million in 2001, $5 million in 2002, and $1 million in
2003.

57In the case of depreciable trade or business property, the limitation of section 170(e)(3)(C)
does not apply for purposes of determining the amount of the deduction under the provision.
Thus, a deduction is allowed under the provision for a portion of the gain that would have been
recognized as ordinary income (had the property been sold) because of the application of the re-
capture provisions relating to depreciation, certain mining and exploration expenditures, certain
soil and water conservation expenditures, and certain land-clearing expenditures.

58 In the case of contributions made through private foundations, the Act permits the payment
by the ultimate recipient to the private foundation of shipping, transfer, and installation costs.

59 A technical correction is necessary to provide that the provision is effective for contributions
made during a three-year period ending December 31, 2000.
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5. Treatment of cancellation of certain student loans (sec.
225 of the Act and sec. 108(f) (of the Code)

Present and Prior Law

In the case of an individual, gross income subject to Federal in-
come tax does not include any amount from the forgiveness (in
whole or in part) of certain student loans, provided that the for-
giveness is contingent on the student’s working for a certain period
of time in certain professions for any of a broad class of employers
(sec. 108(f)).

Student loans eligible for this special rule must be made to an
individual to assist the individual in attending an educational in-
stitution that normally maintains a regular faculty and curriculum
and normally has a regularly enrolled body of students in attend-
ance at the place where its education activities are regularly car-
ried on. Loan proceeds may be used not only for tuition and re-
quired fees, but also to cover room and board expenses (in contrast
to tax free scholarships under section 117, which are limited to tui-
tion and required fees). In addition, the loan must be made by (1)
the United States (or an instrumentality or agency thereof), (2) a
State (or any political subdivision thereof), (3) certain tax-exempt
public benefit corporations that control a State, county, or munici-
pal hospital and whose employees have been deemed to be public
employees under State law, or (4) an educational organization that
originally received the funds from which the loan was made from
the United States, a State, or a tax-exempt public benefit corpora-
tion. Thus, loans made with private, nongovernmental funds are
not qualifying student loans for purposes of the section 108(f) ex-
clusion.

Reasons for Change

The Congress believed that it is appropriate to expand present-
law section 108(f), so that certain loan cancellation programs of
educational organizations receive Federal income tax treatment
comparable to that provided for similar government-sponsored pro-
grams. This provision promotes the establishment of programs that
encourage students to use their education and training in valuable
community service.

Explanation of Provision

The Act expands section 108(f) so that an individual’s gross in-
come does not include amounts from the forgiveness of loans made
by educational organizations (and certain tax-exempt organizations
in the case of refinancing loans) if the proceeds of such loans are
used to pay costs of attendance at an educational institution or to
refinance outstanding student loans®® and the student is not em-
ployed by the lender organization. As under present law, the sec-
tion 108(f) exclusion applies only if the forgiveness is contingent on

60 A technical correction is required to clarify that gross income does not include amounts from
the forgiveness of loans made by educational organizations and certain tax-exempt organizations
to refinance any existing student loan (and not just loans made by educational organizations).
A provision to this effect is included in Title VI (sec. 604(e)) of H.R. 2676, the Tax Technical
Corrections Act of 1997, as passed by the House on November 5, 1997.
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the student’s working for a certain period of time in certain profes-
sions for any of a broad class of employers. In addition, in the case
of loans made or refinanced by educational organizations (as well
as refinancing loans made by certain tax-exempt organizations),
the student’s work must fulfill a public service requirement.61 The
student must work in an occupation or area with unmet needs and
such work must be performed for or under the direction of a tax-
exempt charitable organization or a governmental entity.

Effective Date

The provision applies to discharges of indebtedness after August
5, 1997, the date of enactment.

Revenue Effect

The provision is estimated to have a negligible revenue effect on
Federal fiscal year budget receipts in each of 1998 through 2007.

6. Tax credit for holders of qualified zone academy bonds
(sec. 226 of the Act and new sec. 1397E of the Code)

Present and Prior Law

Interest on State and local governmental bonds generally is ex-
cluded from gross income for Federal income tax purposes if the
proceeds of the bonds are used to finance direct activities of these
governmental units, including the financing of public schools (Code
sec. 103).

Pursuant to the Omnibus Budget Reconciliation Act of 1993
(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994 (sec. 1391). Designated
empowerment zones and enterprise communities were required to
satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations (sec. 1392). The
Code provides special tax incentives for certain business activities
conducted in empowerment zones and enterprise communities
(secs. 1394, 1396, and 1397A). In addition, the Taxpayer Relief Act
of 1997 provides for the designation of 22 additional empowerment
zones (secs. 1391(b)(2) and 1391(g)).

Explanation of Provision

Under the provision, certain financial institutions (i.e., banks, in-
surance companies, and corporations actively engaged in the busi-
ness of lending money) that hold “qualified zone academy bonds”
are entitled to a nonrefundable tax credit in an amount equal to
a credit rate (set by the Treasury Department) multiplied by the
face amount of the bond. The credit rate applies to all such bonds

61 A technical correction is required to clarify that refinancing loans made by educational orga-
nizations and certain tax-exempt organizations must be made pursuant to a program of the refi-
nancing organization (e.g., school or private foundation) that requires the student to fulfill a
public service work requirement. A provision to this effect is included in Title VI (sec. 604(e))
of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House on November
5, 1997.
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issued in each month. A taxpayer holding a qualified zone academy
bond on the credit allowance date (i.e., each one-year anniversary
of the issuance of the bond) is entitled to a credit. The credit is in-
cludible in gross income (as if it were an interest payment on the
bond). The credit may be claimed against regular income tax and
AMT liability.62

The Treasury Department will set the credit rate each month at
a rate estimated to allow issuance of qualified zone academy bonds
without discount and without interest cost to the issuer. The maxi-
mum term of the bond issued in a given month also is determined
by the Treasury Department so that the present value of the obli-
gation to repay the bond is 50 percent of the face value of the bond.
Such present value will be determined using as a discount rate the
average annual interest rate of tax-exempt obligations with a term
of 10 years or more issued during the month.

“Qualified zone academy bonds” are defined as any bond issued
by a State or local government, provided that (1) 95 percent of the
proceeds are used for the purpose of renovating, providing equip-
ment to, developing course materials for use at, or training teach-
ers and other school personnel in a “qualified zone academy” and
(2) private entities have promised to contribute to the qualified
zone academy certain equipment, technical assistance or training,
employee services, or other property or services with a value equal
to at least 10 percent of the bond proceeds.

A school is a “qualified zone academy” if (1) the school is a public
school that provides education and training below the college level,
(2) the school operates a special academic program in cooperation
with businesses to enhance the academic curriculum and increase
graduation and employment rates, and (3) either (a) the school is
located in an empowerment zone or enterprise community (includ-
ing empowerment zones designated or authorized to be designated
under the Act), or (b) it is reasonably expected that at least 35 per-
cent of the students at the school will be eligible for free or re-
duced-cost lunches under the school lunch program established
under the National School Lunch Act.

A total of $400 million of “qualified zone academy bonds” may be
issued in each of 1998 and 1999. The $800 million aggregate bond
cap will be allocated to the States according to their respective pop-
ulations of individuals below the poverty line. A State may carry
over any unused allocation into subsequent years. Each State, in
turn, will allocate the credit to qualified zone academies within
such State.

Effective Date

The provision is effective for qualified zone academy bonds issued
after December 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $8 million in 1998, $27 million in 1999, $43 million in
2000, and $47 million in each of years 2001 through 2007.

62 A technical correction may be necessary to clarify that the credit also may be claimed
against estimated tax liability on the credit allowance date.
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TITLE III. SAVINGS AND INVESTMENT TAX INCENTIVES

A. Individual Retirement Arrangements (secs. 301-304 of
the Act and secs. 72, 219, and 408 of the Code and new
sec. 408A of the Code)

Present and Prior Law

Under present and prior law, an individual may make deductible
contributions to an individual retirement arrangement (“IRA”) up
to the lesser of $2,000 or the individual’s compensation if the indi-
vidual is not an active participant in an employer-sponsored retire-
ment plan. Under present and prior law, in the case of a married
couple, deductible IRA contributions of up to $2,000 can be made
for each spouse (including, for example, a home maker who does
not work outside the home) if the combined compensation of both
spouses is at least equal to the contributed amount.

Under present and prior law, if the individual (or the individual’s
spouse) is an active participant in an employer-sponsored retire-
ment plan, the $2,000 deduction limit is phased out over certain
adjusted gross income (“AGI”) levels. Under prior law, the limit
was phased out between $40,000 and $50,000 of AGI for married
taxpayers filing joint returns, and between $25,000 and $35,000 of
AGI for single taxpayers. Under present and prior law, contribu-
tions cannot be made to a deductible IRA after age 70%. Under
prior law, an individual could make contributions to a nondeduct-
ible IRA to the extent the individual could not (or did not) make
contributions to a deductible IRA.

Under present and prior law, amounts held in a deductible or
nondeductible IRA are includible in income when withdrawn (ex-
cept to the extent the withdrawal is a return of nondeductible con-
tributions). Includible amounts withdrawn prior to attainment of
age 59V%2 are subject to an additional 10-percent early withdrawal
tax, unless the withdrawal is due to death or disability, is made
in the form of certain periodic payments, is used to pay medical ex-
penses in excess of 7.5 percent of AGI, or is used to purchase
health insurance of an unemployed individual.

Under present and prior law, distributions from a deductible or
nondeductible IRA are required to begin at age 70V2. An excise tax
is imposed if the minimum required distributions are not made.
Distributions to the beneficiary of an IRA are generally required to
begin within 5 years of the death of the IRA owner, unless the ben-
eficiary is the surviving spouse.

Under present and prior law, IRAs generally may not be invested
in collectibles. Under prior law, coins were considered collectibles,
other than coins issued by a State and certain gold and silver coins
issued by the U.S. Mint.

Reasons for Change

The Congress was concerned about the national savings rate, and
believed that individuals should be encouraged to save. The Con-
gress believed that the ability to make deductible contributions to
an IRA was a significant savings incentive. However, this incentive
was not available to all taxpayers under prior law. Further, the
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prior-law income thresholds for IRA deductions were not indexed
for inflation so that fewer Americans will be eligible to make a de-
ductible IRA contribution each year. The Congress believed it was
appropriate to encourage individual saving and that deductible
IRAs should be available to more individuals.

In addition, the Congress believed that some individuals would
be more likely to save if funds set aside in a tax-favored account
could be withdrawn without tax after a reasonable holding period
for retirement or certain special purposes. Some taxpayers might
find such a vehicle more suitable for their savings needs.

The Congress believed that providing an incentive to save for cer-
tain special purposes was appropriate. The Congress believed that
many Americans may have difficulty saving enough to ensure that
they will be able to purchase a home. Home ownership is a fun-
damental part of the American dream.

The Congress believed that the prior-law rules relating to deduct-
ible IRAs penalize American homemakers. The Congress believed
that an individual should not be precluded from making a deduct-
ible IRA contribution merely because his or her spouse participates
in an employer-sponsored retirement plan.

Finally, the Congress believed that IRAs should not be precluded
from investing in bullion.

Explanation of Provision

In general

The Act (1) increases the AGI phase-out limits for deductible
IRAs, (2) modifies the AGI phase-out limits for an individual who
is not an active participant in an employer-sponsored retirement
plan but whose spouse is, (3) provides an exception from the early
withdrawal tax for withdrawals for first-time home purchase (up to
$10,000),63 and (4) creates a new nondeductible IRA called the
Roth IRA. Individuals with AGI below certain levels may make
nondeductible contributions of up to $2,000 annually to a Roth
IRA. In addition, the $2,000 maximum contribution limit is re-
duced to the extent an individual makes contributions to any other
IRA in the same taxable year. A Roth IRA is an IRA which is des-
ignated at the time of establishment as a Roth IRA in the manner
prescribed by the Secretary. Qualified distributions from a Roth
IRA are not includible in income.

The Act modifies the prior-law rules relating to nondeductible
IRAs. Thus, an individual may make nondeductible contributions
to an IRA to the extent they cannot or do not make deductible con-
tributions and contributions to a Roth TRA.

63The Act also provides for penalty-free withdrawals from IRAs for education expenses. (See
Title I1.A.3., above.) The penalty-free withdrawal exceptions for first-time homebuyer and edu-
cation expenses do not apply to distributions from employer-sponsored retirement plans. A tech-
nical correction may be necessary to prevent the avoidance of the early withdrawal tax by par-
ticipants in employer-sponsored retirement plans who roll over hardship distributions into an
IRA and withdraw the funds from the IRA. A technical correction to that effect is included in
Title VI (sec. 605) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the
House on November 5, 1997. The technical correction would provide that hardship distributions
cannot be rolled over into an IRA.
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Modification to active participant rule and increase income
phase-out ranges for deductible IRAs

Under the Act, the maximum deductible IRA contribution for an
individual who is not an active participant in an employer-spon-
sored retirement plan, but whose spouse is, is phased out for tax-
payers with AGI between $150,000 and $160,000.

Under the Act, the deductible IRA income phase-out limits are
increased as follows:

Joint Returns

Taxable years beginning in: Phase-out range
1998 e $50,000—60,000
1999 s 51,000—61,000
2000 i e e e eaaee s 52,000—62,000
2000 i e 53,000—63,000
2002 i arae s 54,000—64,000
2008 e e aree s 60,000—70,000
2004 .. e 65,000—75,000
2005 e e aaae s 70,000—80,000
2006 ..t e e a e aree s 75,000—85,000
2007 and thereafter .................cccccviiriiiiriiiiinnnnnnn. 80,000—100,000

Single Taxpayers

Taxable years beginning in: Phase-out range
1998 s $30,000—40,000
1999 s 31,000—41,000
2000 it et 32,000—42,000
2000 e 33,000—43,000
2002 e 34,000—44,000
2008 et 40,000—50,000
2004 .o 45,000—55,000
2005 and thereafter ..............cccccccviiiiiiiiiiiiiiiinnnn, 50,000—60,000

The following examples illustrate the income phase-out rules.

Example 1.—W is an active participant in an employer-sponsored
retirement plan, and W’s husband, H, is not. Further assume that
the combined AGI of H and W for the year is $200,000. Neither W
nor H is entitled to make deductible contributions to an IRA for the
year.

Example 2.—Same as example 1, except that the combined AGI
of W and H is $125,000. H can make deductible contributions to
an IRA. However, a deductible contribution could not be made for
W.
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Modifications to early withdrawal tax

The Act provides that the 10-percent early withdrawal tax does
not apply to withdrawals from an IRA (including a Roth IRA) for
up to $10,000 of first-time homebuyer expenses.64

Under the Act, qualified first-time homebuyer distributions are
withdrawals of up to $10,000 during the individual’s lifetime that
are used within 120 days to pay costs (including reasonable settle-
ment, financing, or other closing costs) of acquiring, constructing,
or reconstructing the principal residence of a first-time homebuyer
who is the individual, the individual’s spouse, or a child, grand-
child, or ancestor of the individual or individual’s spouse. A first-
time homebuyer is an individual who has not had an ownership in-
terest in a principal residence during the 2-year period ending on
the date of acquisition of the principal residence to which the with-
drawal relates. The Act requires that the spouse of the individual
also meet this requirement as of the date the contract is entered
into or construction commences. The date of acquisition is the date
the individual enters into a binding contract to purchase a prin-
cipal residence or begins construction or reconstruction of such a
residence. Principal residence is defined as under the provisions re-
lating to the rollover of gain on the sale of a principal residence.

Under the Act, any amount withdrawn for the purchase of a
principal residence is required to be used within 120 days of the
date of withdrawal. The 10-percent additional tax on early with-
drawals is imposed with respect to any amount not so used. If the
120-day rule cannot be satisfied due to a delay in the acquisition
of the residence, the taxpayer may recontribute all or part of the
amount withdrawn to a Roth IRA prior to the end of the 120-day
period without adverse tax consequences.

IRA investments in coins and bullion

Under the Act, IRA assets may be invested in certain bullion.
The Act applies to any gold, silver, platinum or palladium bullion
of a fineness equal to or exceeding the minimum fineness required
for metals which may be delivered in satisfaction of a regulated fu-
tures contract subject to regulation by the Commodity Futures
Trading Commission. The provision does not apply unless the bul-
lion is in the physical possession of an IRA trustee. The Act also
provides that IRA assets may be invested in certain platinum coins
issued by the U.S. mint.65

64The Act also provides for penalty-free withdrawals from IRAs for education expenses. (See
Title II.A.3., above.) The penalty-free withdrawal exceptions for first-time homebuyer and edu-
cation expenses do not apply to distributions from employer-sponsored retirement plans. A tech-
nical correction may be necessary to prevent the avoidance of the early withdrawal tax by par-
ticipants in employer-sponsored retirement plans who roll over hardship distributions into an
IRA and withdraw the funds from the IRA. A technical correction to that effect is included in
Title VI (sec. 605) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the
House on November 5, 1997. The technical correction would provide that hardship distributions
cannot be rolled over into an IRA.

65The Act does not modify the prior-law rule permitting IRAs to be invested in State coins
and certain coins issued by the U.S. Mint.
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Roth IRAs

Contributions to Roth IRAs

The maximum annual contribution that may be made to a Roth
IRA is the lesser of $2,000 or the individual’s compensation for the
year. As under the rules relating to IRAs generally, a contribution
of up to $2,000 for each spouse may be made to a Roth IRA pro-
vided the combined compensation of the spouses is at least equal
to the contributed amount. The maximum annual contribution that
can be made to a Roth IRA is phased out for single individuals
with AGI between $95,000 and 5110,000 and for joint filers with
AGI between $150,000 and $160,000.66

Contributions to a Roth IRA may be made even after the individ-
ual for whom the account is maintained has attained age 70%%.

Taxation of distributions

Qualified distributions from a Roth IRA are not includible in
gross income, nor subject to the additional 10-percent tax on early
withdrawals. A qualified distribution is a distribution that (1) is
made after the 5-taxable year period beginning with the first tax-
able year in which the individual made a contribution to a Roth
IRA,57 and (2) which is (a) made on or after the date on which the
individual attains age 59%%, (b) made to a beneficiary (or to the in-
dividual’s estate) on or after the death of the individual, (c¢) attrib-
utable to the individual’s being disabled, or (d) a qualified special
purpose distribution. A qualified special purpose distribution is a
distribution that is exempt from the 10-percent early withdrawal
tax because it is for first-time homebuyer expenses.

Distributions from a Roth IRA that are not qualified distribu-
tions are includible in income to the extent attributable to earn-
ings, and subject to the 10-percent early withdrawal tax (unless an
exception applies). The same exceptions to the early withdrawal
tax that apply to IRAs apply to Roth IRAs.

ordering rule applies for purposes of determining what por-
tion of a distribution that is not a qualified distribution is includ-
ible in income. Under the ordering rule, distributions from a Roth
IRA are treated as made from contributions first, and all of an in-
dividual’s Roth IRAs are treated as a single Roth IRA. Thus, no
portion of a distribution from a Roth IRA is treated as attributable
to earnings (and therefore includible in gross income) until the
total of all distributions from all the individual’s Roth IRAs exceeds
the amount of contributions.

The pre-death minimum distribution rules that apply to IRAs
generally do not apply to Roth IRAs.

Distributions from a Roth IRA may be rolled over tax free to an-
other Roth IRA.

66 For this purpose, AGI does not include amounts includible in income as a result of a conver-
sion of an IRA into a Roth IRA. It was intended that the phase-out range for married taxpayers
filing separately be $0 to $10,000. A technical correction is necessary so that the statute reflects
this intent. See Title VI (sec. 605) of H.R. 2676, the Tax Technical Corrections Act of 1997, as
passed by the House on November 5, 1997.

67 As is the case with IRAs generally, contributions to a Roth IRA may be made for a year
by the due date for the individual’s tax return for the year (determined without regard to exten-
sions). In the case of a contribution to a Roth IRA made after the end of the taxable year, the
5-year holding period begins with the taxable year to which the contribution relates, rather than
the year in which the contribution is actually made.
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Conversions of an IRA to a Roth IRA

All or any part of amounts in a present-law deductible or non-
deductible IRA may be converted into a Roth IRA. If the conversion
is made before January 1, 1999,68 the amount that would have
been includible in gross income if the individual had withdrawn the
converted amounts is included in gross income ratably over the 4-
taxable year period beginning with the taxable year in which the
conversion is made. The early withdrawal tax does not apply to
such conversions.6?

Under the Act, only taxpayers with AGI of $100,000 79 or less are
eligible to convert an IRA into a Roth IRA. In the case of a married
taxpayer, AGI is the combined AGI of the couple. Married tax-
payers filing a separate return are not eligible to make a conver-
sion.

A conversion of an IRA into a Roth IRA can be made in a variety
of different ways and without taking a withdrawal. For example,
an individual may make a conversion simply by notifying the IRA
trustee. Or, an individual may make the conversion in connection
with a change in IRA trustees through a rollover or a trustee-to-
trustee transfer. If a part of an IRA balance is converted into a
Roth IRA, the Roth TRA amounts may have to be held separately.”!

Effective Date

The provisions are effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year re-
ceipts by $367 million in 1998, $345 million in 1999, $346 million
in 2001, $860 million in 2002, $1,830 million in 2003, $3,292 mil-
lion in 2004, $3,842 million in 2005, $4,424 million in 2006, and
$5004 million in 2007. The provisions are estimated to increase
Federal fiscal year receipts by $86 million in 2000.

68 If the conversion is made by means of an actual withdrawal followed by a rollover contribu-
tion to a Roth IRA, the withdrawal must occur in 1998 for the 4-year income inclusion rule to
apply. In such a case, the 4-year income inclusion begins with the year in which the withdrawal
was made, even if the rollover to the Roth IRA does not occur until 1999. As is the case with
rollovers generally, a rollover to a Roth IRA must be made within 60 days of the withdrawal
from the IRA.

69]n the case of conversions from an IRA to a Roth IRA, the 5-taxable year holding period
begins with the taxable year in which the conversion was made.

70For this purpose, AGI is determined before any amount includible in income as a result of
the conversion.

71The rules relating to conversions of IRAs into Roth IRAs were not intended to allow individ-
uals receiving premature distributions from a Roth conversion IRA while retaining the benefits
of 4-year income averaging and the nonpayment of the early withdrawal tax. A technical correc-
tion may be necessary so that the statute reflects this intent. See Title VI (sec. 605) of H.R.
2676, the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
In general, the proposed technical correction would provide that, if converted amounts are with-
drawn within the 5-year period beginning with the year of conversion, then amounts withdrawn
which were includible in income due to the conversion would be subject to the 10-percent early
withdrawal tax and, if the 4-year income inclusion rule applied to the conversion, an additional
10-percent tax. If the 4-year income inclusion rule applied to the conversion, the converted
amounts would still be includible in income under such rule, that is, there would be no accelera-
tion of the income inclusion.
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B. Capital Gains Provisions

1. Maximum rate of tax on net capital gain of individuals
(sec. 311 of the Act and sec. 1(h) of the Code)

Prior Law

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of capital assets, the net capital
gain was taxed at the same rate as ordinary income, except that
individuals were subject to a maximum marginal rate of 28 percent
of the net capital gain. Net capital gain is the excess of the net
long-term capital gain for the taxable year over the net short-term
capital loss for the year. Gain or loss is treated as long-term if the
asset is held for more than one year.

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business,
(2) depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, or (5) certain U.S. publications. In addi-
tion, the net gain from the disposition of certain property used in
the taxpayer’s trade or business is treated as long-term capital
gain. Gain from the disposition of depreciable personal property is
not treated as capital gain to the extent of all previous depreciation
allowances. Gain from the disposition of depreciable real property
is generally not treated as capital gain to the extent of the depre-
ciation allowances in excess of the allowances that would have been
available under the straight-line method of depreciation.

Reasons for Change

The Congress believed it is important that tax policy be condu-
cive to economic growth. Economic growth cannot occur without
saving, investment, and the willingness of individuals to take risks.
The greater the pool of savings, the greater the monies available
for business investment. It is through such investment that the
United States’ economy can increase output and productivity. It is
through increases in productivity that workers earn higher real
wages. Hence, greater saving is necessary for all Americans to ben-
efit through a higher standard of living.

The Congress believed that, by reducing the effective tax rates on
capital gains, American households will respond by increasing sav-
ing. The Congress believed it is important to encourage risk taking
and believed a reduction in the taxation of capital gains will have
that effect. The Congress also believed that a reduction in the tax-
ation of capital gains will improve the efficiency of the capital mar-
kets, because the taxation of capital gains upon realization encour-
ages investors who have accrued past gains to keep their monies
“locked in” to such investment even when better investment oppor-
tunities present themselves. A reduction in the taxation of capital
gains should reduce this “lock in” effect.
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Explanation of Provision

Under the Act,’2 the maximum rate of tax on the adjusted net
capital gain of an individual is reduced from 28 percent to 20 per-
cent. In addition, any adjusted net capital gain which otherwise
would be taxed at a 15 percent rate is taxed at a 10 percent rate.
These rates apply for purposes of both the regular tax and the al-
ternative minimum tax.

The “adjusted net capital gain” of an individual is the net capital
gain reduced (but not below zero) by the sum of the 28-percent rate
gain and the unrecaptured section 1250 gain. As under prior law,
the net capital gain i1s reduced by the amount of gain which the in-
dividual treats as investment income for purposes of determining
the investment interest limitation under section 163(d). The Act
does not change the definitions in section 1222 relating to capital
gains and losses, but rather taxes portions of the net capital gain
at different tax rates.?3

The term “28-percent rate gain” means the amount of net gain
attributable to long-term capital gains and losses from property
held more than one year but not more than 18 months, long-term
capital gains and losses from the sale or exchange of collectibles (as
defined in section 408(m) without regard to paragraph (3) thereof)
held more than 18 months (“collectibles gain and loss”),’* an
amount of gain equal to the amount of gain excluded from gross in-
come under section 1202 relating to certain small business stock
(“section 1202 gain”),”5 the net short-term capital loss for the tax-
able year, and any long-term capital loss carryover to the taxable
year.

“Unrecaptured section 1250 gain” means the amount of long-
term capital gain (not otherwise treated as ordinary income) which
would be treated as ordinary income if section 1250 recapture ap-
plied to all depreciation (rather than only to depreciation in excess
of straight-line depreciation) from the sale or exchange of property
held more than 18 months,7¢ reduced by the net loss (if any) attrib-

72The Act is described as it would be modified by the technical corrections set forth in a letter
dated September 29, 1997, to Donald Lubick, Acting Assistant Secretary for Tax Policy, from
Chairman Archer, Chairman Roth, Congressman Rangel, and Senator Moynihan. These changes
are included in Title VI (sec. 605(d)) of H.R. 2676, the Tax Technical Corrections Act of 1997,
as passed by the House on November 5, 1997.

73 Gain from the sale of a capital asset held more than one year remains “long-term capital
gain” for purposes of the Code. Thus, for example, the deduction for charitable contributions of
appreciated property (under sec. 170(e)) is not changed by this provision.

74Only gains taken into account in computing gross income, and only losses taken into ac-
count in computing taxable income are included in collectibles gains and losses. See section
1222(1)—(4) for a similar rule in defining various categories of capital gain. A look-through rule
is provided in the case of the sale of a partnership interest.

75 For example, assume an individual has $300,000 gain from the sale of qualified stock in
a small business corporation and $120,000 of the gain (50 percent of $240,000) is excluded from
gross income under section 1202, as limited by section 1202(b). The entire $180,000 of gain in-
cluded in gross income is included in the computation of net capital gain and $120,000 of that
gain will be taken into account in computing 28-percent rate gain. The combination of the 50-
percent exclusion and the 28-percent maximum rate will result in a maximum effective regular
tax rate of 14 percent on the $240,000 gain from the sale of the small business stock to which
the 50-percent section 1202 exclusion applies, and the maximum rate on the remaining $60,000
of gain is 20 percent.

76 Section 1250 will continue to treat gain attributable to certain depreciation (generally the
amount of depreciation in excess of the amount allowable under the straight-line method) as
ordinary income. Thus, for example, assume a taxpayer sold a building for $1 million, which
originally cost $500,000, and the taxpayer was allowed $400,000 depreciation of which $100,000
is additional depreciation (as defined in section 1250(b)). As under prior law, $100,000 is treated
as ordinary income under section 1250, and $800,000 is treated as long-term capital gain (as-

Continued
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utable to the items taken into account in computing 28-percent rate
gain. The amount of unrecaptured section 1250 gain (before the re-
duction for the net loss) attributable to the disposition of property
to which section 1231 applies shall not exceed the net section 1231
gain for the year. Thus, if a taxpayer sells a building used in a
trade or business held more than 18 months for a gain of $20,000
attributable entirely to depreciation adjustments not otherwise re-
captured as ordinary income, and sells land used in a trade or busi-
ness held for more than one year for a loss of $5,000, the net sec-
tion 1231 gain is $15,000 and $15,000 (rather than $20,000) will
be taken into account in computing the unrecaptured section 1250
gain for the year.

The unrecaptured section 1250 gain is taxed at a maximum rate
of 25 percent, and the 28-percent rate gain is taxed at a maximum
rate of 28 percent. (secs. 1(h)(1) and 55(b)(3)). Any amount of
unrecaptured section 1250 gain or 28-percent rate gain otherwise
taxed at a 15-percent rate will continue to be taxed at the 15-per-
cent rate.””

The following examples illustrate the application of these rules.
(For purposes of the examples, assume the maximum amount of
taxable income in the rate schedule applicable to the individual
taxed at the 15-percent rate is $40,000 and the maximum amount
of taxable income taxed at a rate below 31 percent is $80,000.)

Example 1.—Assume an individual has taxable income of
$100,000, with an adjusted net capital gain of $50,000. $50,000 will
be taxed at regular tax rates (i.e., %40,000 at 15 percent and
$10,000 at 28 percent), and the $50,000 adjusted net capital gain
will be taxed at 20 percent.

Example 2.—Assume an individual has taxable income of
$100,000 with an adjusted net capital gain of $70,000. $30,000 will
be taxed at regular tax rates (i.e., 15 percent), and $10,000 of the
adjusted net capital gain will be taxed at 10 percent and the re-
maining $60,000 of the adjusted net capital gain will be taxed at
20 percent.

Example 3.—Assume an individual has taxable income of
$100,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $50,000 will be taxed at the regular tax rates (i.e., $40,000
at 15 percent and $10,000 at 28 percent), the $30,000 of adjusted
net capital gain will be taxed at 20 percent, and the remaining
$20,000 will be taxed at 28 percent.

suming that section 1231(a)(2) does not apply). Under the Act, $300,000 will be taken into ac-
count in computing unrecaptured section 1250 gain since, if section 1250 had applied to all de-
preciation (rather than only additional depreciation), $300 000 of the $800,000 long-term capital
gain would have been treated as ordinary income, and only $500,000 would have been treated
as long-term capital gain.

In the case of a disposition of a partnership interest held more than 18 months, the amount
of long-term capital gain (not otherwise treated as ordinary income) which would be treated as
ordinary income under section 751(a) if section 1250 applied to all depreciation, will be taken
into account in computing unrecaptured section 1250 gain.

77In order to arrive at this result, section 1(h)(1) provides that the amount taxed at a 25-
percent rate is limited to the net capital gain and is further adjusted to take into account
amounts otherwise taxed at the 15-percent rate (or not taxed at all by reason of a taxpayer’s
ordinary loss), and that the amount taxed at a 28-percent rate is the amount of taxable income
reduced by the sum of the amounts taxed at the regular section 1 rates and the 10-, 20-, and
25-percent capital gains rates.
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Example 4.—Assume an individual has taxable income of
$150,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $100,000 will be taxed at regular tax rates (i.e., $40,000
at 15 percent, $40,000 at 28 percent, and $20,000 at 31 percent),
the $30,000 of adjusted net capital gain will be taxed at 20 percent,
and the remaining $20,000 will be taxed at 28 percent.

Example 5.—Assume an individual has taxable income of
$80,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $40,000 will be taxed at the regular tax rates (i.e., 15 per-
cent); the $30,000 adjusted net capital gain will be taxed at 20 per-
cent; and the remaining $10,000 will be taxed at 28 percent.

Example 6.—Assume an individual has taxable income of
$60,000, with a net capital gain of $50,000, and a 28-percent gain
of $20,000, resulting in an adjusted net capital gain of $30,000.
$30,000 will be taxed at the regular tax rates (i.e., 15 percent);
$10,000 of the adjusted net capital gain will be taxed at 10 percent;
and $20,000 of the adjusted net capital gain will be taxed at 20
percent.

Example 7.—Assume an individual has taxable income of
$40,000, with a net capital gain of $50,000, and a 28-percent rate

ain of $20,000, resulting in an adjusted net capital gain of
%30,000. $10,000 will be taxed at the regular tax rates (i.e., 15 per-
cent); and the $30,000 adjusted net capital gain will be taxed at 10
percent.

Example 8—Assume an individual has taxable income of
$150,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000 and a 28-percent rate gain of $10,000, re-
sulting in an adjusted net capital gain of $30,000. $100,000 will be
taxed at regular tax rates (i.e., $40,000 at 15 percent, $40,000 at
28 percent, and $20,000 at 31 percent); the unrecaptured section
1250 gain of $10,000 will be taxed at 25 percent; the $30,000 ad-
justed net capital gain will be taxed at 20 percent; and the remain-
ing gain of $10,000 will be taxed at 28 percent.

Example 9.—Assume an individual has taxable income of
$80,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000 and a 28-percent rate gain of $10,000, re-
sulting in an adjusted net capital gain of $30,000. $40,000 will be
taxed at the regular tax rates (i.e., 15 percent); the $30,000 ad-
justed net capital gain will be taxed at 20 percent; and the remain-
ing $10,000 will be taxed at 28 percent. No amount will be taxed
at 25 percent.78

Example 10.—Assume an individual has taxable income of
$60,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000, and a 28-percent rate gain of $10,000,
resulting in an adjusted net capital gain of $30,000. $30,000 will
be taxed at the regular tax rates (i.e., 15 percent); $10,000 of the
adjusted net capital gain will be taxed at 10 percent; and $20,000
of the adjusted net capital gain will be taxed at 20 percent.

78The amount taxed at 25 percent is determined by starting with the $10,000 unrecaptured
section 1250 gain and subtracting $10,000, which is the excess of $90,000 (i.e., the sum of the
amount taxed at the regular rates ($40,000) plus the net capital gain ($50,000)) over $80,000
(i.e., the taxable income). This results in no amount taxed at 25 percent.
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Example 11.—Assume an individual has taxable income of
$40,000, with a net capital gain of $50,000, an unrecaptured sec-
tion 1250 gain of $10,000, and a 28-percent rate gain of $10,000,
resulting in an adjusted net capital gain of $30,000. $10,000 will
be taxed at the regular tax rates (i.e., 15 percent) and the $30,000
adjusted net capital gain will be taxed at 10 percent.

Example 12.—Assume an individual has taxable income of
$150,000, with an unrecaptured section 1250 gain of $120,000, and
a loss of $20,000 from the sale of a capital asset held more than
18 months, resulting in a net capital gain of $100,000 and no ad-
justed net capital gain. $50,000 will be taxed at the regular tax
rates (i.e., $40,000 at 15 percent and $10,000 at 28 percent); and
$100,000 will be taxed at 25 percent.

Example 13.—Assume an individual has taxable income of
$150,000, with an unrecaptured section 1250 gain of $90,000, a 28-
percent rate gain of $30,000, and a loss of $20,000 from the sale
of a capital asset held more than 18 months, resulting in a net cap-
ital gain of $100,000 and no adjusted net capital gain. $50,000 will
be taxed at the regular tax rates (i.e., $40,000 at 15 percent and
$10,000 at 28 percent); the $90,000 unrecaptured section 1250 gain
will be taxed at 25 percent and the remaining gain of $10,000 will
be taxed at 28 percent.

Example 14.—Assume an individual has taxable income of
$150,000, with an unrecaptured section 1250 gain of $110,000, a
28-percent rate gain of $10,000, and a loss of $20,000 from the sale
of a capital asset held more than 18 months, resulting in a net cap-
ital gain of $100,000 and no adjusted net capital gain. $50,000 will
be taxed at the regular tax rates (i.e., $40,000 at 15 percent and
$10,000 at 28 percent); and $100,000 (the lesser of unrecaptured
section 1250 gain or net capital gain) will be taxed at 25 percent.

For taxable years beginning after December 31, 2000, any gain
from the sale or exchange of property held more than 5 years
which would otherwise be taxed at the 10-percent rate instead will
be taxed at an 8-percent rate.

Any gain from the sale or exchange of property held more than
5 years and the holding period for which begins after December 31,
2000, which would otherwise be taxed at a 20-percent rate will be
taxed at an 18-percent rate. For purposes of determining whether
the holding period begins after December 31, 2000, the holding pe-
riod of any property acquired pursuant to the exercise of an option
(or other right or obligation) shall include the period such option
(or other right or obligation) was held. Thus, the sale or exchange
of property acquired after December 31, 2000, pursuant to the exer-
cise of an option acquired before January 1, 2001, will not qualify
for the 18-percent rate.”® In addition, a taxpayer holding a capital
asset or property used in the trade or business on January 1, 2001,
may elect to treat the asset as having been sold on such date for
an amount equal to its fair market value, and having been reac-
quired for an amount equal to such value. If the election is made,

79The option rule applies solely for purposes of determining whether the property meets the
requirement that the holding period began on or after January 1, 2001, in order to determine
whether the gain qualifies for the 18-percent maximum rate. It does not apply for determining
thedholding period for any other purpose of the Code, including whether the 5-year holding pe-
riod is met.
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the asset will be eligible for the 18-percent rate if sold after being
held for more than 5 years after December 31, 2000. Any gain re-
sulting from the election will be treated as received on the date of
the deemed sale. Any loss will not be allowed (and the disallowed
loss will not be added to the basis of the asset). A taxpayer may
make the election with respect to some assets and not with respect
to others.

The Act 89 contains several conforming amendments to coordinate
the multiple holding periods with other provisions of the Code. In-
herited property (section 1223(11) and (12)) and certain patents
(section 1235) will be deemed to have a holding period of more than
18 months, allowing the lower 10- and 20-percent rates to apply.
The Act treats the long-term capital gain or loss on a section 1256
contract as attributable to property held more than 18 months.
Rules similar to the short sale holding period rules of section
1233(b) and (d) and the holding period rules of section 1092(f) will
apply where the applicable property is held more than one year but
not more than 18 months. Amounts treated as ordinary income by
reason of section 1231(c) will be allocated among categories of net
section 1231 gain in accordance with IRS forms or regulations.8!

The Act allows the Treasury Department to prescribe regulations
applying these capital gains rates to pass-through entities, i.e., reg-
ulated investment companies, real estate investment trusts, S cor-
porations, partnerships, estates, trusts, common trust funds, for-
eign investment companies to which section 1247 applies, and
qualified electing funds (as defined in section 1295).

The Act also gives the Treasury Department regulatory authority
to modify the application of section 904(b)(2) and (3) to the extent
necessary to properly reflect capital gain rate differentials and the
computation of net capital gain. These regulations may take into
account that the net capital gain includes gains and losses in dif-
ferent categories of income under section 904(d).

These maximum capital gain rates also apply for purposes of
computing the alternative minimum tax.82 In addition, the mini-
mum tax preference (under section 57(a)(7)) for the excluded por-
tion of the gain from certain small business stock is reduced to 42
percent, resulting in an inclusion for minimum tax purposes of 71
percent (50 percent under the regular tax plus an additional 21
percent) of the gain from the sale of small business stock. Thus, the
maximum rate of tax on this gain under the minimum tax will be
19.88 percent (.71 of 28 percent). For gains which, but for section
1202, would be taxed at an 18-percent rate beginning in 2006, the
minimum tax preference will be 28 percent, resulting in a mini-
mum tax rate of 17.92 percent.83

80 These provisions were not contained in the 1997 Act itself but are contained the Tax Tech-
nical Corrections Act of 1997, Title VI of H.R. 2676 as passed by the House on November 5,
1997

81See IRS Notice 97-59 (Oct. 27, 1997) for rules relating to recharacterizing section 1231
gains under section 1231(c).

82The amount of net capital gain, adjusted net capital gain, unrecaptured section 1250 gain
and 28-percent rate gain will be computed with any adjustments (such as differences in adjusted
bases) used in computing alternative minimum taxable income.

83See Title VI (sec. 605(d)(3)) of H.R. 2676, the Tax Technical Corrections Act of 1997 as
passed by the House on November 5, 1997.
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Effective Date

The provision applies to taxable years ending after May 6, 1997.

Long-term capital gains and losses properly taken into account
before May 7, 1997, are taken into account in computing 28-percent
rate gain for the taxable year. This generally has the effect of ap-
plying the lower rates to capital assets sold or exchanged (or in-
stallment payments received) on or after May 7, 1997, and subject-
ing the earlier portion of the capital gain to the prior-law maxi-
mum rate of 28 percent. In the case of gain taken into account by
a pass-through entity, the date taken into account by the entity is
the appropriate date for applying this rule.

The 18-month holding period is effective for amounts properly
taken into account after July 28, 1997. Thus, amounts properly
taken into account after May 6, 1997, and before July 29, 1997,
with respect to property (other than collectibles) held more than 1
year but not more than 18 months will be eligible for the 10- and
20-percent rates (as well as the 25-percent rate in the case of the
disposition of section 1250 property).

Revenue Effect
The revenue effect of this provision is included in item 5, below.

2. Exclusion of gain on sale of principal residence (sec. 312
of the Act and secs. 121 and 1034 of the Code)

Prior Law

Under prior law, no gain was recognized on the sale of a prin-
cipal residence if a new residence at least equal in cost to the sales
price of the old residence was purchased and used by the taxpayer
as his or her principal residence within a specified period of time
(sec. 1034). This replacement period generally began two years be-
fore and ended two years after the date of sale of the old residence.
The basis of the replacement residence was reduced by the amount
of any gain not recognized on the sale of the old residence by rea-
son of this gain rollover rule.

Also, under prior law, in general, an individual, on a one-time
basis, could exclude from gross income up to $125,000 of gain from
the sale or exchange of a principal residence if the taxpayer (1) had
attained age 55 before the sale, and (2) had owned the property
and used it as a principal residence for three or more of the five
years preceding the sale (old sec. 121).

Reasons for Change

Calculating capital gain from the sale of a principal residence
was among the most complex tasks faced by a typical taxpayer.
Many taxpayers buy and sell a number of homes over the course
of a lifetime, and are generally not certain of how much housing
appreciation they can expect. Thus, even though most homeowners
never paid any income tax on the capital gain on their principal
residences, as a result of the rollover provisions and the $125,000
one-time exclusion under prior law, detailed records of transactions
and expenditures on home improvements had to be kept, in most
cases, for many decades. To claim the exclusion, many taxpayers
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had to determine the basis of each home they owned, and appro-
priately adjust the basis of their current home to reflect any
untaxed gains from previous housing transactions. This determina-
tion could involve augmenting the original cost basis of each home
by expenditures on improvements. In addition to the record-keep-
ing burden this created, taxpayers faced the difficult task of draw-
ing a distinction between improvements that add to basis, and re-
pairs that do not. The failure to account accurately for all improve-
ments could lead to errors in the calculation of capital gains, and
hence to an under- or over-payment of the capital gains on prin-
cipal residences. By excluding from taxation capital gains on prin-
cipal residences below a relatively high threshold, few taxpayers
will have to refer to records in determining income tax con-
sequences of transactions related to their house.

To have postponed the entire capital gain from the sale of a prin-
cipal residence under prior law, the purchase price of a new home
must have been greater than the sales price of the old home. This
provision of prior law encouraged some taxpayers to purchase larg-
er and more expensive houses than they otherwise would in order
to avoid a tax liability, particularly those who move from areas
where housing costs are high to lower-cost areas. This promoted an
inefficient use of taxpayer’s financial resources.

Prior law also may have discouraged some older taxpayers from
selling their homes. Taxpayers who would have realized a capital
gain in excess of $125,000 if they sold their home and taxpayers
who had already used the exclusion may have chosen to stay in
their homes even though the home no longer suited their needs. By
raising the $125,000 limit and by allowing multiple exclusions, this
constraint to the mobility of the elderly was removed.

While most homeowners do not pay capital gains tax when sell-
ing their homes, prior law created certain tax traps for the unwary
that resulted in significant capital gains taxes or loss of the bene-
fits of the prior-law exclusion. For example, an individual was not
eligible for the one-time capital gains exclusion if the exclusion was
previously utilized by the individual’s spouse. This restriction had
the unintended effect of penalizing individuals who married some-
one who had already taken the exclusion. Households that moved
from a high housing-cost area to a low housing-cost area may have
incurred an unexpected capital gains tax liability. Divorcing cou-
ples may have incurred substantial capital gains taxes if they did
not carefully plan their house ownership and sale decisions.

Explanation of Provision

Under the Act, a taxpayer generally is able to exclude up to
$250,000 ($500,000 if married filing a joint return) of gain realized
on the sale or exchange of a principal residence. The exclusion is
allowed each time a taxpayer selling or exchanging a principal resi-
dence meets the eligibility requirements, but generally no more fre-
quently than once every two years. The Act provides that gain
would be recognized to the extent of any depreciation allowable
with respect to the rental or business use of such principal resi-
dence for periods after May 6, 1997.

To be eligible for the exclusion, a taxpayer must have owned the
residence and occupied it as a principal residence for at least two
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of the five years prior to the sale or exchange. A taxpayer who fails
to meet these requirements by reason of a change of place of em-
ployment, health, or other unforseen circumstances is able to ex-
clude the fraction of the $250,000 ($500,000 if married filing a joint
return) equal to the fraction of two years that these requirements
are met.84

In the case of joint filers not sharing a principal residence, an ex-
clusion of $250,000 is available on a qualifying sale or exchange of
the principal residence of one of the spouses. Similarly, if a single
taxpayer who is otherwise eligible for an exclusion marries some-
one who has used the exclusion within the two years prior to the
marriage, the Act would allow the newly married taxpayer a maxi-
mum exclusion of $250,000. Once both spouses satisfy the eligi-
bility rules and two years have passed since the last exclusion was
allowed to either of them, the taxpayers may exclude up to
$500,000 of gain on their joint return.

Under the Act, the gain from the sale or exchange of the remain-
der interest in the taxpayer’s principal residence may qualify for
the otherwise allowable exclusion.

The provision limiting the exclusion to only one sale every two
years by the taxpayer does not prevent a husband and wife filing
a joint return from each excluding up to $250,000 of gain from the
sale or exchange of each spouse’s principal residence provided that
each spouse would be permitted to exclude up to $250,000 of gain
if they filed separate returns.

Effective Date

The provision is available for all sales or exchanges of a principal
residence occurring after May 6, 1997, and replaces the present-law
rollover and one-time exclusion provisions applicable to principal
residences.

A taxpayer may elect to apply present law (rather than the new
exclusion) to a sale or exchange (1) made on or before the date of
enactment of the Act,85 (2) made after the date of enactment pursu-
ant to a binding contract in effect on such date or (3) where the
replacement residence was acquired on or before the date of enact-
ment (or pursuant to a binding contract in effect of the date of en-
actment) and the rollover provision would apply. If a taxpayer ac-
quired his or her current residence in a rollover transaction, peri-
ods of ownership and use of the prior residence would be taken into
account in determining ownership and use of the current residence.

Revenue Effect

The revenue effect of this provision is included in item 5, below.

84The partial exclusion is a fraction of the maximum exclusion (i.e., $250,000 or $500,000 if
married filing a joint return), not the realized gain on the sale or exchange. A technical correc-
tion may be needed so that the statute reflects this intent. See Title IV (sec. 605(e)) of H.R.
2676, The Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.

85 A technical correction may be needed so that the statute reflects Congressional intent that
the prior-law election be available to sales or exchanges on the date of enactment. See Title VI
(sec. 605(e)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.
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3. Exception from real estate reporting requirements for
certain sales of principal residences (secs. 312(c) and 701
of the Act and secs. 6045 and 1400C(f) of the Code)

Present and Prior Law

Persons who close real estate transactions are required to file in-
formation returns with the IRS. These returns, filed on Form
10998S, are required to show the name and address of the seller of
the real estate, details with regard to the gross proceeds of the
sale, and the portion of any real property tax which is treated as
a tax imposed on the purchaser. Code section 6045(e) also provides
for reporting where any financing of the seller was federally-sub-
sidized indebtedness, but Treasury regulations do not currently re-
quire the reporting of this information.

Reasons for Change

The Congress believed that information returns should not gen-
erally be required on sales of personal residences where there is no
possibility of the gain being taxable and information regarding the
transaction is not otherwise required to be reported.

Explanation of Provision

The Act excludes most sales of personal residences with a gross
sales price of $500,000 or less ($250,000 or less in the case of a sell-
er who is not married) from the real estate transaction reporting
requirement. The Secretary of the Treasury has the discretion to
increase these dollar thresholds if the Secretary determines that
such an increase will not materially reduce revenues to the Treas-
ury. In order to be eligible for this exclusion, the person who would
otherwise be required to file the information return must obtain
written assurances from the seller of the real estate, in a form ac-
ceptable to the Secretary of the Treasury, that any gain will be ex-
empt from Federal income tax under section 121(a).

The Secretary of the Treasury is authorized under present and
prior law to require information as to whether there is federally
subsidized mortgage financing assistance with respect to mortgages
on residences. However, the Secretary does not at this time require
such information to be provided in connection with the reporting of
real estate transactions under section 6045(e). Should the Sec-
retary require such reporting in the future, the exception to the
real estate transaction reporting requirement created by this provi-
sion will not apply unless the person otherwise required to file the
information return also obtains assurances that there is no such
assistance with respect to the mortgage on the residence.

The Act separately establishes a credit of $5,000 for first-time
home buyers in the District of Columbia. The Congress anticipates
that the Secretary of the Treasury will require such information as
is necessary to verify eligibility for the D.C. first-time home buyer
credit. In order to allow such information to be collected in an effi-
cient manner, the exclusion from the real estate transaction report-
ing requirement does not apply to sales of homes that are eligible
for this credit, if the Secretary requires such information reporting.
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Effective Date

The provision was effective with regard to sales or exchanges oc-
curring after the date of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by a negligible amount.

4. Rollover of gain from sale of certain small business stock
(sec. 313 of the Act and sec. 1045 of the Code)

Present and Prior Law

The Revenue Reconciliation Act of 1993 provided individuals a
50-percent exclusion for the sale of certain small business stock ac-
quired at original issue and held for at least five years. In order
to qualify as a small business, when the stock is issued, the gross
assets of the corporation may not exceed $50 million. The corpora-
tion also must meet an active trade or business requirement.

Reasons for Change

The Congress hoped that by providing deferral of gain recogni-
tion for funds reinvested in qualifying small businesses that inves-
tors will make more capital available to the new, small businesses
that are important to the long term growth of the economy.

Explanation of Provision

The Act allows an individual 86 to roll over gain from the sale or
exchange of small business stock held more than six months where
the taxpayer uses the proceeds to purchase other qualifying small
business stock within 60 days of the sale of the original stock. For
purposes of this provision, the replacement stock must meet the ac-
tive business requirement of section 1202 for the six-month period
following the purchase. The holding period of the replacement stock
generally will include the holding period of the stock sold, except
that the replacement stock itself must be held for more than six
months to do another tax-free rollover.

Effective Date
The provision applies to stock sold after August 5, 1997.

Revenue Effect

The revenue effect of this provision is included in item 5, below.

86 Title VI (sec. 605(f)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed the
House on November 5, 1997, provides that a partnership or S corporation can roll over gain from
small business stock held more than six months if (and only if) all the interests in the partner-
ship or S corporation are held by individuals or estates at all times during the taxable year.
The term “estate” is intended to include both the estate of a decedent and the estate of an indi-
vidual in bankruptcy.
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5. Computation of alternative capital gains tax for corpora-
tions (sec. 314 of the Act and sec. 1201 of the Code)

Prior Law

Under prior law, the Code provided that if the regular corporate
tax rate exceeded 35 percent, the corporate tax could not exceed a
tax computed at the regular tax rates on the taxable income re-
duced by the net capital gain plus a tax of 35 percent of the net
capital gain. Because the regular corporate tax rates do not exceed
35 percent, this provision has no effect under the present and prior
law rate structure.

Reasons for Change

The Congress wished to provide a more appropriate formula for
taxing the net capital gain of a corporation with an ordinary loss,
in the event that the alternative corporate capital gain rate be-
comes effective at some future time.

Explanation of Provision

The Act provides that the amount taxed at the maximum cor-
porate capital gain rate (under section 1201(a)(2)) may not exceed
the amount of a corporation’s taxable income. Because the section
1201 alternative rate does not apply under the current rate struc-
tﬁreétgis change will have no effect without further amendment to
the Code.

Effective Date

The provision is effective for taxable years ending after December
31, 1997.

Revenue Effect

The capital gains provisions for items 1, 2, 4 and 5, above, are
estimated to increase Federal fiscal year budget receipts in 1997 by
$1,254 million, in 1998 by $6,371 million, and in 1999 by $171 mil-
lion and to reduce Federal fiscal year budget receipts in 2000 by
$2,954 million, in 2001 by $2,934 million, in 2002 by $1,785 mil-
lion, in 2003 by $3,742 million, in 2004 by $3,981 million, in 2005
by $4,179 million, in 2006 by $4,424 million, and in 2007 by $4,958
million.
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TITLE IV. ALTERNATIVE MINIMUM TAX PROVISIONS

A. Repeal Alternative Minimum Tax for Small Businesses
and Modify the Depreciation Adjustment (secs. 401 and
402 of the Act and secs. 55 and 56 of the Code)

Present and Prior Law

In general

Present law imposes a minimum tax on an individual or a cor-
poration to the extent the taxpayer’s minimum tax liability exceeds
its regular tax liability. The individual minimum tax is imposed at
rates of 26 and 28 percent on alternative minimum taxable income
in excess of a phased-out exemption amount; the corporate mini-
mum tax is imposed at a rate of 20 percent on alternative mini-
mum taxable income in excess of a phased-out $40,000 exemption
amount. Alternative minimum taxable income (“AMTI”) is the tax-
payer’s taxable income increased by certain preference items and
adjusted by determining the tax treatment of certain items in a
manner that negates the deferral of income resulting from the reg-
ular tax treatment of those items. In the case of a corporation, in
addition to the regular set of adjustments and preferences, there is
a second set of adjustments known as the “adjusted current earn-
ings” adjustment.

The most significant alternative minimum tax adjustment of
businesses relates to depreciation. Under prior law, in computing
AMTI, depreciation on property placed in service after 1986 was
computed by using the class lives prescribed by the alternative de-
preciation system of section 168(g) and either (1) the straight-line
method in the case of property subject to the straight-line method
under the regular tax or (2) the 150-percent declining balance
method in the case of other property. For regular tax purposes, de-
preciation on tangible personal property generally is computed
using shorter recovery periods and more accelerated methods than
are allowed for alternative minimum tax purposes.

Reasons for Change

The Congress believed that the alternative minimum tax inhibits
capital formation and business enterprise. Therefore, the Act modi-
fied the depreciation adjustment of the alternative minimum tax
(the most significant business-related adjustment of the alternative
minimum tax) with respect to new investments. In addition, the
Congress believed that the alternative minimum tax is administra-
tively complex. Therefore, the Act repealed the alternative mini-
mum tax for small corporations.

Explanation of Provision

Repeal of the alternative minimum tax for small corpora-
tions

The alternative minimum tax is repealed for small corporations
for taxable years beginning after December 31, 1997. A corporation
that had average gross receipts of less than $5 million for the
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three-year period beginning after December 31, 1993,87 is a small
corporation for its first taxable year beginning after December 31,
1997. A corporation that meets the $5 million gross receipts test
will continue to be treated as a small corporation exempt from the
alternative minimum tax so long as its average gross receipts do
not exceed $7.5 million. If a corporation no longer qualifies as a
small corporation, it will become subject to the corporate alter-
native minimum tax only with respect to adjustments and pref-
erences relating to investments made, and transactions entered
into, in taxable years beginning with the first taxable year the cor-
poration does not so qualify.

In addition, the alternative minimum tax credit allowable to a
small corporation is limited to the amount by which the corpora-
tion’s regular tax liability (reduced by other credits) exceeds 25 per-
cent of the excess (if any) of the corporation’s regular tax (reduced
by other credits) over $25,000.

Modification to the depreciation adjustment

For property (including pollution control facilities) placed in serv-
ice after December 31, 1998, the Act conforms the recovery periods
(but not the methods) used for purposes of the alternative mini-
mum tax depreciation adjustment to the recovery periods used for
purposes of the regular tax under present law.

Effective Date

Except as provided above, the provision is effective for taxable
years beginning after December 31, 1997.

Revenue Effect

The provision that exempts small corporations from the alter-
native minimum tax is estimated to reduce Federal fiscal year
budget receipts by $97 million in 1998, $171 million in 1999, $131
million in 2000, $100 million in 2001, $77 million in 2002, $59 mil-
lion in 2003, $45 million in 2004, $34 million in 2005, $26 million
in 2006, and $20 million in 2007. The provision that modifies the
depreciation adjustment is estimated to reduce Federal fiscal year
budget receipts $580 million in 1999, $1,653 million in 2000,
$2,230 million in 2001, $2,358 million in 2002, $2,561 million in
2003, $2,622 million in 2004, $2,350 million in 2005, $2,044 million
in 2006, and $1,920 million in 2007.

B. Repeal AMT Installment Method Adjustment for Farmers
(sec. 403 of the Act and sec. 56 of the Code)

Present and Prior Law

The installment method allows gain on the sale of property to be
recognized as payments are received. Under the regular tax, deal-
ers in personal property are not allowed to defer the recognition of
income by use of the installment method on the installment sale
of such property. For this purpose, dealer dispositions do not in-

87 Legislative history erroneously refers to the three-year period beginning after December 31,
94.



62

clude sales of any property used or produced in the trade or busi-
ness of farming. For alternative minimum tax purposes, the install-
ment method is not available with respect to the disposition of any
property that is the stock in trade of the taxpayer or any other
property of a kind which would be properly included in the inven-
tory of the taxpayer if held at year end, or property held by the
taxpayer primarily for sale to customers. No explicit exception is
provided for installment sales of farm property under the alter-
native minimum tax.

Reasons for Change

The Congress understood that the Internal Revenue Service
(“IRS”) took the position that the installment method may not be
used for sales of property produced on a farm for alternative mini-
mum tax purposes. The Congress further understood that the IRS
had announced that it generally will not enforce this position for
taxable years beginning before January 1, 1997, so long as the
farmer changes its method of accounting for installment sales for
taxable years beginning after December 31, 1996.88 The Congress
believed that this issue should be clarified in favor of the farmer.

Explanation of Provision

The Act repeals the minimum tax adjustment relating to the in-
stallment method of accounting. Thus, sales reported under the in-
stallment method for regular tax purposes may be reported under
such method for alternative minimum tax purposes as well.

Effective Date

The provision generally is effective for dispositions in taxable
years beginning after December 31, 1987.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $8 million in 1997, $157 million in 1998, $158 million
in 1999, $167 million in 2000, $164 million in 2001, $157 million
in 2002, and $148 million in 2003; and to increase Federal fiscal
year budget receipts by $22 million in 2004, $22 million in 2005,
$21 million in 2006, and $21 million in 2007.

88 Notice 97-13, January 28, 1997.
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TITLE V. ESTATE, GIFT, AND GENERATION-SKIPPING
TAX PROVISIONS

A. Estate and Gift Tax Provisions

1. Increase in estate and gift tax unified credit; indexing of
certain other provisions (sec. 501 of the Act and secs.
2010, 2032A, 2503, 2631, and 6601(j) of the Code)

Present and Prior Law

In general

A gift tax is imposed on lifetime transfers by gift and an estate
tax is imposed on transfers at death. Since 1976, the gift tax and
the estate tax have been unified so that a single graduated rate
schedule applies to cumulative taxable transfers made by a tax-
payer during his or her lifetime and at death.8® Under prior law,
a unified credit of $192,800 was provided against the estate and
gift tax, which effectively exempted the first $600,000 in cumu-
lative taxable transfers from tax (sec. 2010). For transfers in excess
of $600,000, estate and gift tax rates began at 37 percent and
reached 55 percent on cumulative taxable transfers over $3 million
(sec. 2001(c)). In addition, a 5-percent surtax was imposed upon cu-
mulative taxable transfers between $10 million and $21,040,000, to
phase out the benefits of the graduated rates and the unified credit
(sec. 2001(c)(2)).90

Annual exclusion for gifts

A taxpayer could exclude $10,000 of gifts of present interests in
property made by an individual ($20,000 per married couple) to
each donee during a calendar year (sec. 2503).

Special use valuation

An executor may elect for estate tax purposes to value certain
qualified real property used in farming or a closely-held trade or
business at its current use value, rather than its “highest and best
use” value (sec. 2032A). The maximum reduction in value under
such an election was $750,000.

Generation-skipping transfer (“GST”) tax

An individual was allowed an exemption from the GST tax of up
to $1,000,000 for generation-skipping transfers made during life or
at death (sec. 2631).

Installment payment of estate tax

An executor may elect to pay the Federal estate tax attributable
to an interest in a closely held business in installments over, at
most, a 14-year period (sec. 6166). The tax on the first $1,000,000
in value of a closely-held business was eligible for a special 4-per-
cent interest rate (sec. 6601(j)).

89 Prior to 1977, separate tax rate schedules applied to the gift tax and the estate tax.

90 Thus, if a taxpayer made cumulative taxable transfers equaling $21,040,000 or more, his
or her average transfer tax rate was 55 percent. The phaseout has the effect of creating a 60-
percent marginal transfer tax rate on transfers in the phaseout range.
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Reasons for Change

The Congress believed that increasing the amount of the estate
and gift tax unified credit would encourage saving, promote capital
formation and entrepreneurial activity, and help to preserve exist-
ing family-owned farms and businesses. The Congress further be-
lieved that increasing the unified credit exemption equivalent
amount over time, and annually indexing for inflation the annual
exclusion for gifts, the ceiling on special use valuation, the genera-
tion-skipping transfer tax exemption, and the ceiling on the value
of a closely-held business eligible for the special low interest rate,
was appropriate to reduce the transfer tax consequences that result
from increases in asset value attributable solely to inflation.

Explanation of Provision

The Act increases the present-law unified credit beginning in
1998, from an effective exemption of $600,000 to an effective ex-
emption of $1,000,000 in 2006. The increase in the effective exemp-
tion is phased in according to the following schedule: the effective
exemption is $625,000 for decedents dying and gifts made in 1998;
$650,000 in 1999; $675,000 in 2000 and 2001; $700,000 in 2002
and 2003; $850,000 in 2004; $950,000 in 2005; and $1 million in
2006 and thereafter. The effective exemption amount is not indexed
for inflation.

The Act also provides that, after 1998, the $10,000 annual exclu-
sion for gifts, the $750,000 ceiling on special use valuation, the
$1,000,000 generation-skipping transfer tax exemption,®! and the
$1,000,000 ceiling on the value of a closely-held business eligible
for the special low interest rate (as modified below), are indexed
annually for inflation occurring after 1997. Indexing of the annual
exclusion is rounded to the next lowest multiple of $1,000 and in-
dexing of the other amounts is rounded to the next lowest multiple
of $10,000.

Conforming amendments to reflect the increased unified credit
are made (1) to the 5-percent surtax to conform the phase out of
the increased unified credit and graduated rates,®2 (2) to the gen-
eral filing requirements for an estate tax return under section
6018(a), and (3) to the amount of the unified credit allowed under
section 2102(c)(3) with respect to nonresident aliens with U.S. situs
property who are residents of certain treaty countries.

Effective Date

The increases in the unified credit are effective for decedents
dying, and gifts made, after December 31, 1997. Indexing of the an-
nual exclusion for gifts, the ceiling on special use valuation, the
generation-skipping transfer tax exemption, and the ceiling on the
value of a closely-held business eligible for the special low interest

91A technical correction may be necessary to clarify that indexing of the $1,000,000 genera-
tion-skipping transfer tax exemption is effective with respect to all generation-skipping transfers
(i.e., direct skips, taxable terminations, and taxable distributions) made after 1998. See Title VI
(sec. 606(a)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.

92 A technical correction may be necessary to properly phase out the benefits of the unified
credit and the graduated rates.
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rate is effective for decedents dying, and gifts made, after Decem-
ber 31, 1998.

Revenue Effect

This provision, in combination with the provision described in
item 2., below, is estimated to reduce Federal fiscal year budget re-
ceipts by $843 million in 1999, $1,259 million in 2000, $1,816 mil-
lion in 2001, $2,013 million in 2002, $2,596 million in 2003, $2,997
million in 2004, $5,656 million in 2005, $7,279 million in 2006, and
$8,638 million in 2007.

2. Estate tax exclusion for qualified family-owned busi-
nesses (sec. 502 of the Act and new sec. 2033A of the
Code)

Present and Prior Law

Under prior law, there were no special estate tax rules for quali-
fied family-owned businesses. All taxpayers were allowed a unified
credit in computing the taxpayer’s estate and gift tax, which effec-
tively exempted a total of $600,000 in cumulative taxable transfers
from the estate and gift tax (sec. 2010). An executor also could
elect, under section 2032A, to value certain qualified real property
used in farming or another qualifying closely-held trade or business
at its current use value, rather than its highest and best use value
(up to a maximum reduction of $750,000). In addition, an executor
may elect to pay the Federal estate tax attributable to a qualified
closely-held business in installments over, at most, a 14-year period
(sec. 6166). The tax attributable to the first $1,000,000 in value of
a closely-held business was eligible for a special 4-percent interest
rate (sec. 6601(j)).

Reasons for Change

The Congress believed that a reduction in estate taxes for quali-
fied family-owned businesses would protect and preserve family
farms and other family-owned enterprises, and prevent the liquida-
tion of such enterprises in order to pay estate taxes. The Congress
further believed that the protection of family enterprises would
preserve jobs and strengthen the communities in which such enter-
prises are located.

Explanation of Provision

The Act allows an executor to elect special estate tax treatment
for qualified “family-owned business interests” if such interests
comprise more than 50 percent of a decedent’s estate and certain
other requirements are met. The exclusion for family-owned busi-
ness interests may be taken only to the extent that the exclusion
for family-owned business interests, plus the amount effectively ex-
empted by the unified credit, does not exceed $1.3 million.93

93 A technical correction may be necessary to revise the rules correlating the increase in the
unified credit with a decrease in the family-owned business exclusion to ensure that there is
neither an increase nor a decrease in the total estate tax on estates holding family-owned busi-
nesses as increases in the unified credit are phased in. See Title VI (sec. 606(b)(1)) of H.R. 2676,

Continued
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This new exclusion for qualified family-owned business interests
is provided in addition to the unified credit (which currently effec-
tively exempts $600,000 of taxable transfers from the estate and

ift tax, and will be increased to an effective exemption of
%1,000,000 of taxable transfers under other provisions of the Act),
the special-use provisions of section 2032A (which permit a qualify-
ing farm or other closely-held business in a decedent’s estate to be
valued at the value in its current use), and the provisions of section
6166 (which provide for the installment payment of estate taxes at-
tributable to closely held businesses).

Qualified family-owned business interests

For purposes of the provision, a qualified family-owned business
interest is defined as any interest in a trade or business (regardless
of the form in which it is held) with a principal place of business
in the United States if ownership of the trade or business is held
at least 50 percent by one family, 70 percent by two families, or
90 percent by three families, as long as the decedent’s family owns
at least 30 percent of the trade or business. Under the provision,
members of an individual’s family are defined using the same defi-
nition as is used for the special-use valuation rules of section
2032A, and thus include (1) the individual’s spouse, (2) the individ-
ual’s ancestors, (3) lineal descendants of the individual, of the indi-
vidual’s spouse, or of the individual’s parents, and (4) the spouses
of any such lineal descendants. For purposes of applying the owner-
ship tests in the case of a corporation, the decedent and members
of the decedent’s family are required to own the requisite percent-
age of the total combined voting power of all classes of stock enti-
tled to vote and the requisite percentage of the total value of all
shares of all classes of stock of the corporation. In the case of a
partnership, the decedent and members of the decedent’s family
are required to own the requisite percentage of the capital interest,
and the requisite percentage of the profits interest, in the partner-
ship.

In the case of a trade or business that owns an interest in an-
other trade or business (i.e., “tiered entities”), special look-through
rules apply. Each trade or business owned (directly or indirectly)
by the decedent and members of the decedent’s family is separately
tested to determine whether that trade or business meets the re-
quirements of a qualified family-owned business interest. In apply-
ing these tests, any interest that a trade or business owns in an-
other trade or business is disregarded in determining whether the
first trade or business is a qualified family-owned business inter-
est. The value of any qualified family-owned business interest held
by an entity is treated as being proportionately owned by or for the
entity’s partners, shareholders, or beneficiaries. In the case of a
multi-tiered entity, such rules are sequentially applied to look
through each separate tier of the entity.

For example, if a holding company owns interests in two other
companies, each of the three entities will be separately tested
under the qualified family-owned business interest rules. In deter-

the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997. A fur-
ther modification may be necessary to reflect Congressional intent.
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mining whether the holding company is a qualified family-owned
business interest, its ownership interest in the other two companies
is disregarded. Even if the holding company itself does not qualify
as a family-owned business interest, the other two companies still
may qualify if the direct and indirect interests held by the decedent
and his or her family members satisfy the requisite ownership per-
centages and other requirements of a qualified family-owned busi-
ness interest. If either (or both) of the lower-tier entities qualify,
the value of the qualified family-owned business interests owned by
the holding company are treated as proportionately owned by the
holding company’s shareholders.

An interest in a trade or business does not qualify if the
business’s (or a related entity’s) stock or securities were publicly-
traded at any time within three years of the decedent’s death. An
interest in a trade or business also does not qualify if more than
35 percent of the adjusted ordinary gross income of the business for
the year of the decedent’s death was personal holding company in-
come (as defined in section 543). This personal holding company re-
striction does not apply to banks or domestic building and loan as-
sociations.

The value of a trade or business qualifying as a family-owned
business interest is reduced to the extent the business holds pas-
sive assets or excess cash or marketable securities. Under the pro-
vision, the value of qualified family-owned business interests does
not include any cash or marketable securities in excess of the rea-
sonably expected day-to-day working capital needs of the trade or
business. For this purpose, it is intended that day-to-day working
capital needs be determined based on a historical average of the
business’s working capital needs in the past, using an analysis
similar to that set forth in Bardahl Mfg. Corp., 24 T.C.M. 1030
(1965). 1t is further intended that accumulations for capital acquisi-
tions not be considered “working capital” for this purpose. The
value of the qualified family-owned business interests also does not
include certain other passive assets. For this purpose, passive as-
sets include any assets that: (1) produce dividends, interest, rents,
royalties, annuities and certain other types of passive income (as
described in sec. 543(a)); (2) are an interest in a trust, partnership
or REMIC (as described in sec. 954(c)(1)(B)(ii)); (3) produce no in-
come (as described in sec. 954(c)(1)(B)(iii)); (4) give rise to income
from commodities transactions or foreign currency gains (as de-
scribed in sec. 954(c)(1)(C) and (D)); (5) produce income equivalent
to interest (as described in sec. 954(c)(1)(E)); or (6) produce income
from notional principal contracts or payments in lieu of dividends
(as described in new secs. 954(c)(1)(F) and (G), added elsewhere in
the Act). In the case of a regular dealer in property, such property
is not considered to produce passive income under these rules, and
thus, is not considered to be a passive asset.

Qualifying estates

A decedent’s estate qualifies for the special treatment only if the
decedent was a U.S. citizen or resident at the time of death, and
the aggregate value of the decedent’s qualified family-owned busi-
ness interests that are passed to qualified heirs exceeds 50 percent
of the decedent’s adjusted gross estate (the “50-percent liquidity
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test”). For this purpose, qualified heirs include any individual who
has been actively employed by the trade or business for at least 10
years prior to the date of the decedent’s death, and members of the
decedent’s family. If a qualified heir is not a citizen of the United
States, any qualified family-owned business interest acquired by
that heir must be held in a trust meeting requirements similar to
those imposed on qualified domestic trusts (under present-law sec.
2056A(a)), or through certain other security arrangements that
meet the satisfaction of the Treasury Secretary. The 50-percent li-
quidity test generally is applied by adding all transfers of qualified
family-owned business interests made by the decedent to qualified
heirs at the time of the decedent’s death, plus certain lifetime gifts
of qualified family-owned business interests made to members of
the decedent’s family,4 and comparing this total to the decedent’s
adjusted gross estate. To the extent that a decedent held qualified
family-owned business interests in more than one trade or busi-
ness, all such interests are aggregated for purposes of applying the
50-percent liquidity test.

The 50-percent liquidity test is calculated using a ratio, the nu-
merator and denominator of which are described below.

The numerator is determined by aggregating the value of all
qualified family-owned business interests that are includible in the
decedent’s gross estate and are passed from the decedent to a
qualified heir, plus any lifetime transfers of qualified business in-
terests that are made by the decedent to members of the decedent’s
family (other than the decedent’s spouse), provided such interests
have been continuously held by members of the decedent’s family
and were not otherwise includible in the decedent’s gross estate.
For this purpose, qualified business interests transferred to mem-
bers of the decedent’s family during the decedent’s lifetime are val-
ued as of the date of such transfer. This amount then is reduced
by all indebtedness of the estate, except for the following: (1) in-
debtedness on a qualified residence of the decedent (determined in
accordance with the requirements for deductibility of mortgage in-
terest set forth in section 163(h)(3)); (2) indebtedness incurred to
pay the educational or medical expenses of the decedent, the dece-
dent’s spouse or the decedent’s dependents; and (3) other indebted-
ness of up to $10,000.

The denominator is equal to the decedent’s gross estate, reduced
by any indebtedness of the estate, and increased by the amount of
the following transfers, to the extent not already included in the
decedent’s gross estate: (1) any lifetime transfers of qualified busi-
ness interests that were made by the decedent to members of the
decedent’s family (other than the decedent’s spouse), provided such
interests have been continuously held by members of the decedent’s
family, plus (2) any transfers of assets other than qualified family-
owned business interests from the decedent to the decedent’s
spouse that were made within 10 years of the date of the dece-
dent’s death, plus (3) any other transfers made by the decedent
within three years of the decedent’s death, except non-taxable

94 A technical correction may be necessary to clarify the formula for determining the amount
of gifts of family-owned business interests made to members of the decedent’s family that are
not otherwise includible in the decedent’s gross estate. See Title VI (sec. 606(b)(2)) of H.R. 2676,
the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
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transfers made to members of the decedent’s family. The Secretary
of the Treasury is granted authority to disregard de minimis gifts.
In determining the amount of gifts made by the decedent, any gift
that the donor and the donor’s spouse elected to have treated as
a split gift (pursuant to sec. 2513) is treated as made one-half by
each spouse for purposes of this provision.

Participation requirements

To qualify for the beneficial treatment provided under the Act,
the decedent (or a member of the decedent’s family) must have
owned and materially participated in the trade or business for at
least five of the eight years preceding the decedent’s date of death.
In addition, each qualified heir (or a member of the qualified heir’s
family) is required to materially participate in the trade or busi-
ness for at least five years of any eight-year period within 10 years
following the decedent’s death. For this purpose, “material partici-
pation” is defined as under present-law section 2032A (special use
valuation) and the regulations promulgated thereunder. See, e.g.,
Treas. Reg. sec. 20.2032A—-3. Under such regulations, no one factor
is determinative of the presence of material participation and the
uniqueness of the particular industry (e.g., timber, farming, manu-
facturing, etc.) must be considered. Physical work and participation
in management decisions are the principal factors to be considered.
For example, an individual generally is considered to be materially
participating in the business if he or she personally manages the
business fully, regardless of the number of hours worked, as long
as any necessary functions are performed.

If a qualified heir rents qualifying property to a member of the
qualified heir’s family on a net cash basis, and that family member
materially participates in the business, the material participation
requirement will be considered to have been met with respect to
the qualified heir for purposes of this provision. For example, if the
qualified heir rents his property to his sister on a net cash basis,
and his sister materially participates in the business, his sister’s
participation is sufficient to satisfy the requirement that the quali-
f];led heir or a member of his family materially participates in the

usiness.

Recapture provisions

The benefit of the exclusions for qualified family-owned business
interests are subject to recapture if, within 10 years of the dece-
dent’s death and before the qualified heir’s death, one of the follow-
ing “recapture events” occurs: (1) the qualified heir ceases to meet
the material participation requirements (i.e., if neither the quali-
fied heir nor any member of his or her family has materially par-
ticipated in the trade or business for at least five years of any
eight-year period); (2) the qualified heir disposes of any portion of
his or her interest in the family-owned business, other than by a
disposition to a member of the qualified heir’s family or through a
conservation contribution under section 170(h); (3) the principal
place of business of the trade or business ceases to be located in
the United States; or (4) the qualified heir loses U.S. citizenship.
A qualified heir who loses U.S. citizenship may avoid such recap-
ture by placing the qualified family-owned business assets into a
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trust meeting requirements similar to a qualified domestic trust (as
described in present law sec. 2056A(a)), or through certain other
security arrangements. For this purpose, a sale or disposition, in
the ordinary course of business, of assets such as inventory or a
piece of equipment used in the business (e.g., the sale of crops or
a tractor) does not constitute a disposition of “a portion of a family-
owned business interest” that would result in recapture of the ben-
efits of the qualified family-owned business exclusion.

If one of the above recapture events occurs, an additional tax is
imposed on the date of such event. As under section 2032A, each
qualified heir is personally liable for the portion of the recapture
tax that is imposed with respect to his or her interest in the quali-
fied family-owned business. Thus, for example, if a brother and sis-
ter inherit a qualified family-owned business from their father, and
only the sister materially participates in the business, her partici-
pation will cause both her and her brother to meet the material
participation test. If she ceases to materially participate in the
business within 10 years after her father’s death (and the brother
still does not materially participate), the sister and brother would
both be liable for the recapture tax; that is, each would be liable
for the recapture tax attributable to his or her interest.

The portion of the reduction in estate taxes that is recaptured
would be dependent upon the number of years that the qualified
heir (or members of the qualified heir’s family) materially partici-
pated in the trade or business after the decedent’s death. If the
qualified heir (or his or her family members) materially partici-
pated in the trade or business after the decedent’s death for less
than six years, 100 percent of the reduction in estate taxes attrib-
utable to that heir’s interest is recaptured; if the participation was
for at least six years but less than seven years, 80 percent of the
reduction in estate taxes is recaptured; if the participation was for
at least seven years but less than eight years, 60 percent is recap-
tured; if the participation was for at least eight years but less than
nine years, 40 percent is recaptured; and if the participation was
for at least nine years but less than 10 years, 20 percent of the re-
duction in estates taxes is recaptured. In general, there is no re-
quirement that the qualified heir (or members of his or her family)
continue to hold or participate in the trade or business more than
10 years after the decedent’s death. As under present-law section
2032A, however, the 10-year recapture period may be extended for
a period of up to two years if the qualified heir does not begin to
use the property for a period of up to two years after the decedent’s
death.

If a recapture event occurs with respect to any qualified family-
owned business interest (or portion thereof), the amount of reduc-
tion in estate taxes attributable to that interest is determined on
a proportionate basis. For example, if the decedent’s estate in-
cluded $2 million in qualified family-owned business interests and
$1 million of such interests received beneficial treatment under
this proposal, one-half of the value of the interest disposed of is
deemed to have received the benefits provided under this proposal.
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Effective Date

The provision is effective with respect to the estates of decedents
dying after December 31, 1997.

Revenue Effect

This provision, in combination with the provision described in
item 1., above, is estimated to reduce Federal fiscal year budget re-
ceipts by $843 million in 1999, $1,259 million in 2000, $1,816 mil-
lion in 2001, $2,013 million in 2002, $2,596 million in 2003, $2,997
million in 2004, $5,656 million in 2005, $7,279 million in 2006, and
$8,638 million in 2007.

3. Installment payments of estate tax attributable to closely
held businesses (secs. 503 of the Act and secs. 6601(j)
and 6166 of the Code)

Present and Prior Law

In general, the Federal estate tax is due within nine months of
a decedent’s death. Under Code section 6166, an executor generally
may elect to pay the estate tax attributable to an interest in a
closely held business in installments over, at most, a 14-year pe-
riod. If the election is made, the estate may pay only interest for
the first four years, followed by up to 10 annual installments of
principal and interest. Interest generally is imposed at the rate ap-
plicable to underpayments of tax under section 6621 (i.e., the Fed-
eral short-term rate plus 3 percentage points). Under prior law, a
special 4-percent interest rate was applied to the amount of de-
ferred estate tax attributable to the first $1,000,000 in value of the
closely-held business. Interests in holding companies and non-read-
ily-tradable business interests were not eligible for the reduced in-
terest rate under prior or present law.

To qualify for the installment payment election, the business
must be an active trade or business and the value of the decedent’s
interest in the closely held business must exceed 35 percent of the
decedent’s adjusted gross estate. An interest in a closely held busi-
ness includes: (1) any interest as a proprietor in a business carried
on as a proprietorship; (2) any interest in a partnership carrying
on a trade or business if the partnership has 15 or fewer partners,
or if at least 20 percent of the partnership’s assets are included in
determining the decedent’s gross estate; or (3) stock in a corpora-
tion if the corporation has 15 or fewer shareholders, or if at least
20 percent of the value of the voting stock is included in determin-
ing the decedent’s gross estate.

Reasons for Change

The Congress believed that the provision, by eliminating the de-
ductibility of interest paid on estate taxes deferred under section
6166 (and reducing the interest rate accordingly), would eliminate
the need to file annual supplemental estate tax returns and make
complex iterative computations to claim an estate tax deduction for
interest paid.
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Explanation of Provision

The Act reduces the 4-percent interest rate to 2 percent, and
makes the interest paid on estate taxes deferred under section
6166 non-deductible for estate or income tax purposes. The 2-per-
cent interest rate is imposed on the amount of deferred estate tax
attributable to the first $1,000,000 in taxable value of the closely
held business (i.e., the first $1,000,000 in value in excess of the ef-
fective exemption provided by the unified credit and any other ex-
clusions).?5 The interest rate imposed on the amount of deferred es-
tate tax attributable to the taxable value of the closely held busi-
ness in excess of $1,000,000 is reduced to an amount equal to 45
percent of the rate applicable to underpayments of tax.9¢

Effective Date

The provision is effective for decedents dying after December 31,
1997. Estates deferring estate tax under current law may make a
one-time election to use the lower interest rates and forego the in-
terest deduction for installments due after the date of the election
(but such estates do not receive the benefit of the increase in the
amount eligible for the 6601(j) interest rate—i.e., only the amount
that was previously eligible for the 4-percent rate would be eligible
for the 2-percent rate).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $9 million in 1999, $17 million in 2000, $25 million in
2001, $33 million in 2002, $41 million in 2003, $47 million in 2004,
$53 million in 2005, $58 million in 2006, and $65 million in 2007.

4. Estate tax recapture from cash leases of specially-valued
property (sec. 504 of the Act and sec. 2032A of the Code)

Present and Prior Law

A Federal estate tax is imposed on the value of property passing
at death. Generally, such property is included in the decedent’s es-
tate at its fair market value. Under section 2032A, the executor
may elect to value certain “qualified real property” used in farming
or other qualifying trade or business at its current use value rather
than its highest and best use. If, after the special-use valuation
election is made, the heir who acquired the real property ceases to
use it in its qualified use within 10 years (15 years for individuals
dying before 1982) of the decedent’s death, an additional estate tax
is imposed in order to “recapture” the benefit of the special-use
valuation (sec. 2032A(c)).

Under prior law, some courts had held that cash rental of spe-
cially-valued property after the death of the decedent was not a
qualified use under section 2032A because the heirs no longer bear

95 The $1,000,000 threshold is indexed under other provisions of the Act.

96 A technical correction may be necessary to clarify that deferred payments of estate tax on
holding companies and non-readily tradable business interests do not qualify for the 2-percent
interest rate, but instead are subject to a non-deductible interest rate of 45 percent of the regu-
lar deficiency rate. See Title VI (sec. 606(c)) of H.R. 2676, the Tax Technical Corrections Act
of 1997, as passed by the House on November 5, 1997.
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the financial risk of working the property and, therefore, resulted
in the imposition of the additional estate tax under section
2032A(c). See Martin v. Commissioner, 783 F.2d 81 (7th Cir. 1986)
(cash lease to unrelated party not qualified use); Williamson v.
Commissioner, 93 T.C. 242 (1989), affd, 974 F.2d 1525 (9th Cir.
1992) (cash lease to family member not a qualified use); Fisher v.
Commissioner, 65 T.C.M. 2284 (1993) (cash lease to family member
not a qualified use); cf. Minter v. U.S., 19 F.3d 426 (8th Cir. 1994)
(cash lease to family’s farming corporation is qualified use); Estate
of Gavin v. U.S., 1997 U.S. App. Lexis 10383 (8th Cir. 1997) (heir’s
option to pay cash rent or 50 percent crop share is qualified use).

With respect to a decedent’s surviving spouse, a special rule pro-
vides that the surviving spouse will not be treated as failing to use
the property in a qualified use solely because the spouse rents the
property to a member of the spouse’s family on a net cash basis.
(Sec. 2032A(b)(5)). Under section 2032A, members of an individ-
ual’s family include (1) the individual’s spouse, (2) the individual’s
ancestors, (3) lineal descendants of the individual, of the individ-
ual’s spouse, or of the individual’s parents, and (4) the spouses of
any such lineal descendants.

Reasons for Change

The Congress believed that cash leasing of farmland among fam-
ily members was consistent with the purposes of the special-use
valuation rules, which are intended to prevent family farms (and
other qualifying businesses) from being liquidated to pay estate
taxes in cases where members of the decedent’s family continue to
participate in the business.

Explanation of Provision

The Act provides that the cash lease of specially-valued real
property by a lineal descendant of the decedent to a member of the
lineal descendant’s family, who continues to operate the farm or
closely held business, does not cause the qualified use of such prop-
erty to cease for purposes of imposing the additional estate tax
under section 2032A(c).

Effective Date

The provision is effective for cash rentals occurring after Decem-
ber 31, 1976.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $25 million in 1998, and $2 million per year thereafter.

5. Clarify eligibility for extension of time for payment of es-
tate tax (sec. 505 of the Act and new sec. 7479 of the
Code)

Present and Prior Law

In general, the Federal estate tax is due within nine months of
a decedent’s death. Under Code section 6166, an executor generally
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may elect to pay the estate tax attributable to an interest in a
closely held business in installments over, at most, a 14-year pe-
riod. If the election is made, the estate may pay only interest for
the first four years, followed by up to 10 annual installments of
principal and interest. To qualify for the installment payment elec-
tion, the business must meet certain requirements. If certain
events occur during the repayment period (e.g., the closely held
business is sold), full payment of all deferred estate taxes is re-
quired at that time.

Under prior law, there was limited access to judicial review of
disputes regarding initial or continuing eligibility for the deferral
and installment election under section 6166. If the Commissioner
determined that an estate was not initially eligible for deferral
under section 6166, or had lost its eligibility for such deferral, the
estate was required to pay the full amount of estate taxes asserted
by the Commissioner as being owed in order to obtain judicial re-
view of the Commissioner’s determination.

Reasons for Change

The Congress believed that taxpayers should have access to the
courts to resolve disputes over an estate’s eligibility for the section
6166 election, without requiring potential liquidation of the assets
that the installment provisions of section 6166 are designed to pro-
tect.

Explanation of Provision

The Act authorizes the U.S. Tax Court to provide declaratory
judgments regarding initial or continuing eligibility for deferral
under section 6166.97

Effective Date

The provision applies to decedents dying after date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $15 million in each of fiscal years 1999-2004, $14 mil-
lion in 2005, $12 million in 2006, and $11 million in 2007.

6. Gifts may not be revalued for estate tax purposes after ex-
piration of statute of limitations (sec. 506 of the Act and
secs. 2001, 6501(c)(9) and 7477 of the Code)

Present and Prior Law

The Federal estate and gift taxes are unified so that a single pro-
gressive rate schedule is applied to an individual’s cumulative gifts
and bequests. The tax on gifts made in a particular year is com-
puted by determining the tax on the sum of the taxable gifts made
that year and all prior years and then subtracting the tax on the

97 A technical correction may be necessary to clarify that the jurisdiction of the U.S. Tax Court
to determine whether an estate qualifies for installment payment of estate tax on closely-held
businesses extends to determining which businesses in an estate are eligible for the deferral.
See Title VI (sec. 606(d)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed
by the House on November 5, 1997.
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prior years taxable gifts and the unified credit. Similarly, the es-
tate tax is computed by determining the tax on the sum of the tax-
able estate and prior taxable gifts and then subtracting the tax on
taxable gifts and the unified credit. Under a special rule applicable
to the computation of the gift tax (sec. 2504(c)), the value of gifts
made in prior years is the value that was used to determine the
prior year’s gift tax. There is no comparable rule in the case of the
computation of the estate tax.

Generally, any estate or gift tax must be assessed within three
years after the filing of the return. No proceeding in a court for the
collection of an estate or gift tax can be begun without an assess-
ment within the three-year period. If no return is filed, the tax may
be assessed, or a suit commenced to collect the tax without assess-
ment, at any time. If an estate or gift tax return is filed, and the
amount of unreported items exceeds 25 percent of the amount of
the reported items, the tax may be assessed or a suit commenced
to collect the tax without assessment, within six years after the re-
turn was filed (sec. 6501).

Commencement of the statute of limitations generally does not
require that a particular gift be disclosed. A special rule, however,
applies to certain gifts that are valued under the special valuation
rules of Chapter 14. The gift tax statute of limitations runs for
such a gift only if it is disclosed on a gift tax return in a manner
adequate to apprise the Secretary of the Treasury of the nature of
the item.

Under prior law, most courts had permitted the Commissioner to
redetermine the value of a gift for which the statute of limitations
period for the gift tax has expired in order to determine the appro-
priate tax rate bracket and unified credit for the estate tax. See,
e.g., Evanson v. United States, 30 F.3d 960 (9th Cir. 1994); Stalcup
v. United States, 946 F. 2d 1125 (5th Cir. 1991); Estate of Levin,
1991 T.C. Memo 1991-208, aff'd 986 F. 2d 91 (4th Cir. 1993); Es-
tate of Smith v. Commissioner, 94 T.C. 872 (1990). But see Boat-
man’s First National Bank v. United States, 705 F. Supp. 1407
(W.D. Mo. 1988) (Commissioner not permitted to revalue gifts).

Reasons for Change

Revaluation of lifetime gifts at the time of death requires the
taxpayer to retain records for a potentially lengthy period. Rules
that encourage a determination within the gift tax statute of limi-
tations ease transfer tax administration by eliminating reliance on
stale evidence and reducing the period for which retention of
records is required.

Explanation of Provision

The Act provides that a gift for which the limitations period has
passed cannot be revalued for purposes of determining the applica-
ble estate tax bracket and available unified credit. For gifts made
in calendar years ending after the date of enactment, the Act also
extends the special rule governing gifts valued under Chapter 14
to all gifts. Thus, the statute of limitations will not run on an inad-
equately disclosed transfer in calendar years ending after the date
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of enactment, regardless of whether a gift tax return was filed for
other transfers in that same year.

It is intended that, in order to revalue a gift that has been ade-
quately disclosed on a gift tax return, the IRS must issue a final
notice of redetermination of value (a “final notice”) within the stat-
ute of limitations applicable to the gift for gift tax purposes (gen-
erally, three years). This rule is applicable even where the value
of the gift as shown on the return does not result in any gift tax
being owed (e.g., through use of the unified credit or the annual ex-
clusion). It also is anticipated that the IRS will develop an adminis-
trative appeals process whereby a taxpayer can challenge a rede-
termination of value by the IRS prior to issuance of a final notice.98

A taxpayer who is mailed a final notice may challenge the rede-
termined value of the gift (as contained in the final notice) by filing
a motion for a declaratory judgment with the Tax Court. The mo-
tion must be filed on or before 90 days from the date that the final
notice was mailed. The statute of limitations is tolled during the
pendency of the Tax Court proceeding.

Effective Date

The provision generally applies to gifts made after the date of en-
actment (August 5, 1997). The extension of the special rule under
chapter 14 to all gifts applies to gifts made in calendar years end-
ing after the date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $16 million in 1999, $18 million in 2000, $21 million in
2001, $26 million in 2002, $32 million in 2003, $38 million in 2004,
$45 million in 2005, $53 million in 2006, and $61 million in 2007.

7. Repeal of throwback rules applicable to domestic trusts
(sec. 507 of the Act and secs. 644(e) and 665 of the Code)

Present and Prior Law

A nongrantor trust is treated as a separate taxpayer for Federal
income tax purposes. Such a trust generally is treated as a conduit
with respect to amounts distributed currently 9° and taxed with re-
spect to any income which is accumulated in the trust rather than
distributed. A separate graduated tax rate structure applies to
trusts which historically has permitted accumulated trust income
to be taxed at lower rates than the rates applicable to trust bene-

98 A technical correction to this provision may be necessary. See Title VI (sec. 606(e)) of H.R.
2676, the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
The technical correction would clarify that in determining the amount of taxable gifts made in
preceding calendar periods, the value of prior gifts is the value of such gifts as finally deter-
mined, even if no gift tax was assessed or paid on that gift. For this purpose, final determina-
tions would include, e.g., the value reported on the gift tax return (if not challenged by the IRS
prior to the expiration of the statute of limitations), the value determined by the IRS (if not
challenged through the declaratory judgment procedure by the taxpayer), the value determined
by the courts, or the value agreed to by the IRS and the taxpayer in a settlement agreement.

99 The conduit treatment is achieved by allowing the trust a deduction for amounts distributed
to beneficiaries during the taxable year to the extent of distributable net income and by includ-
ing such distributions in the beneficiaries’ income.
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ficiaries. This benefit often was compounded through the creation
of multiple trusts.

The Internal Revenue Code has several rules intended to limit
the benefit that would otherwise occur from using the lower rates
applicable to one or more trusts. Under the so-called “throwback”
rules, the distribution of previously accumulated trust income to a
beneficiary will be subject to tax (in addition to any tax paid by the
trust on that income) where the beneficiary’s average top marginal
rate in the previous five years is higher than those of the trust.

Under section 643(f), two or more trusts are treated as one trust
if (1) the trusts have substantially the same grantor or grantors
and substantially the same primary beneficiary or beneficiaries,
and (2) a principal purpose for the existence of the trusts is to
avoid Federal income tax. For trusts that were irrevocable as of
March 1, 1984, section 643(f) applies only to contributions to corpus
after that date.

Under prior law, section 644 provided that if property was sold
within two years of its contribution to a trust, the gain that would
have been recognized had the contributor sold the property would
be taxed at the contributor’s marginal tax rates. In effect, section
644 treated such gains as if the contributor had realized the gain
and then transferred the net after-tax proceeds from the sale to the
trust as corpus.

Sections 665 through 668 apply different rules to distributions of
previously accumulated trust income from a foreign trust than to
distributions of such income from domestic trusts. If a foreign trust
accumulates income, changes its situs so as to become a domestic
trust, and then makes a distribution that is deemed to have been
made in a year in which the trust was a foreign trust, the distribu-
tion is treated as a distribution from a foreign trust for purposes
of the accumulation distribution rules. Rev. Rul. 91-6, 1991-1 C.B.
89.

Reasons for Change

The throwback rules and section 644 were intended to eliminate
the potential tax reduction arising from taxation at the trust level,
rather than the beneficiary or contributor level. When those provi-
sions were enacted, a taxpayer could reduce his or her overall tax
liability substantially by transferring property to one or more
trusts, so that any income from the property would be taxed at
lower income tax rates. In the Tax Reform Act of 1984, Congress
curtailed the tax avoidance use of multiple trusts. Moreover, in the
Tax Reform Act of 1986, Congress provided a new rate schedule for
estates and trusts under which the maximum tax benefit of the
graduated rate structure applicable to estates or trusts was re-
duced substantially to slightly more than $600 per year for a trust
or estate. (Because of indexing of the rate brackets, that benefit
has increased to $845 per year per trust or estate.) The Congress
determined that the insignificant potential tax reduction available
through the transfer of property to trusts no longer warranted the
complexity of the throwback rules and section 644.
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Explanation of Provision

The Act generally exempts from the throwback rules amounts
distributed by a domestic trust after the date of enactment. The
throwback rules continue to apply with respect to (1) foreign trusts,
(2) domestic trusts that were once treated as foreign trusts (except
as provided in Treasury regulations), and (3) domestic trusts cre-
ated before March 1, 1984, that would be treated as multiple trusts
under sec. 643(f) of the Code.

The Act also provides that precontribution gain on property sold
by a domestic trust no longer is subject to section 644 (i.e., taxed
at the contributor’s marginal tax rates).

Effective Date

The provision with respect to the throwback rules is effective for
distributions made in taxable years beginning after the date of en-
actment (August 5, 1997). The modification to section 644 applies
to sales or exchanges after the date of enactment.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $11 million per year in fiscal years 1999 through 2007.

8. Reduction in estate tax for certain land subject to perma-
nent conservation easement (sec. 508 of the Act and sec.
2031 of the Code)

Present and Prior Law

A deduction is allowed for estate and gift tax purposes for a con-
tribution of a qualified real property interest to a charity (or other
qualified organization) exclusively for conservation purposes (secs.
2055(f), 2522(d)). For this purpose, a qualified real property inter-
est means the entire interest of the transferor in real property
(other than certain mineral interests), a remainder interest in real
property, or a perpetual restriction on the use of real property (sec.
170(h)). A “conservation purpose” is (1) preservation of land for out-
door recreation by, or the education of, the general public, (2) pres-
ervation of natural habitat, (3) preservation of open space for scenic
enjoyment of the general public or pursuant to a governmental con-
servation policy, and (4) preservation of historically important land
or certified historic structures. Also, a contribution will be treated
as “exclusively for conservation purposes” only if the conservation
purpose is protected in perpetuity.

The same definition of qualified conservation contributions also
applies for purposes of determining whether such contributions
qualify as charitable deductions for income tax purposes.

A donor making a qualified conservation contribution generally
was not allowed to retain an interest in minerals which could be
extracted or removed by any surface mining method. However, de-
ductions for contributions of conservation interests satisfying all of
the above requirements were permitted if two conditions were sat-
isfied. First, the surface and mineral estates in the property with
respect to which the contribution is made must have been sepa-
rated before June 13, 1976 (and remain so separated) and, second,



79

the probability of surface mining on the property with respect to
which a contribution is made must have been so remote as to be
negligible (sec. 170(h)(5)(B)).

Reasons for Change

The Congress believed that a reduction in estate taxes for land
subject to a qualified conservation easement would ease existing
pressures to develop or sell off open spaces in order to raise funds
to pay estate taxes, and would thereby help to preserve environ-
mentally significant land.

Explanation of Provision

Reduction in estate taxes for certain land subject to perma-
nent conservation easement

The Act allows an executor to elect to exclude from the taxable
estate 40 percent of the value of any land subject to a qualified con-
servation easement that meets the following requirements: (1) the
land is located within 25 miles of a metropolitan area (as defined
by the Office of Management and Budget) or a national park or wil-
derness area, or within 10 miles of an Urban National Forest (as
designated by the Forest Service of the U.S. Department of Agri-
culture); (2) the land has been owned by the decedent or a member
of the decedent’s family at all times during the three-year period
ending on the date of the decedent’s death; and (3) a qualified con-
servation contribution (within the meaning of sec. 170(h)) of a
qualified real property interest (as generally defined in sec.
170(h)(2)(C)) was granted by the decedent or a member of his or
her family. For purposes of the provision, preservation of a histori-
cally important land area or a certified historic structure does not
qualify as a conservation purpose.

In order to qualify for the exclusion, a qualifying easement must
have been granted by the decedent, a member of the decedent’s
family, the executor of the decedent’s estate, or the trustee of a
trust holding the land, no later than the date of the election. To
the extent that the value of such land is excluded from the taxable
estate, the basis of such land acquired at death is a carryover basis
(i.e., the basis is not stepped-up to its fair market value at death).
Property financed with acquisition indebtedness is eligible for this
provision only to the extent of the net equity in the property. For
example, if a $1 million property is subject to an outstanding acqui-
sition indebtedness balance of $100,000, it is treated in the same
manner as a $900,000 property that is not debt-financed.

The exclusion amount is calculated based on the value of the
property includible in the gross estate, reduced by the amount of
any deduction taken under section 2055(f) with respect to such
land. In general, this value will be equal to the value of the prop-
erty after the conservation easement has been placed on the prop-
erty. The exclusion from estate taxes does not extend to the value
of any development rights retained by the decedent or donor, al-
though payment for estate taxes on retained development rights
may be deferred for up to two years, or until the disposition of the
property, whichever is earlier. For this purpose, retained develop-
ment rights are any rights retained to use the land for any com-
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mercial purpose which is not subordinate to and directly supportive
of farming purposes, as defined in section 2032A(e)(5) (e.g., tree
farming, ranching, viticulture, and the raising of other agricultural
or horticultural commodities). De minimis commercial recreational
activity that is consistent with the conservation purpose, such as
the granting of hunting and fishing licenses, will not cause the
property to fail to qualify for the exclusion. It is anticipated that
the Secretary of the Treasury will provide guidance as to the defi-
nition of “de minimis” activities.

With respect to land held by a partnership, corporation, or trust,
a look-through rule applies to the extent that the decedent owns
(directly or indirectly) at least 30 percent of the entity involved.

Maximum benefit allowed

The 40-percent estate tax exclusion for land subject to a qualified
conservation easement is limited to a maximum exclusion of
$100,000 in 1998, $200,000 in 1999, $300,000 in 2000, $400,000 in
2001, and $500,000 in 2002 and thereafter.

If the value of the conservation easement is less than 30 percent
of (1) the value of the land without the easement, reduced by (2)
the value of any retained development rights, then the exclusion
percentage is reduced. The reduction in the exclusion percentage is
equal to two percentage points for each point that the above ratio
falls below 30 percent. Thus, for example, if the value of the ease-
ment is 25 percent of the value of the land before the easement less
the value of the retained development rights, the exclusion percent-
age is 30 percent (i.e., the 40 percent amount is reduced by twice
the difference between 30 percent and 25 percent). Under this cal-
culation, if the value of the easement is 10 percent or less of the
value of the land before the easement less the value of the retained
development rights, the exclusion percentage is equal to zero.

Treatment of land subject to a conservation easement for
purposes of special-use valuation

The granting of a qualified conservation easement (as defined
above) is not treated as a disposition triggering the recapture provi-
sions of section 2032A. In addition, the existence of a qualified con-
servation easement does not prevent such property from subse-
quently qualifying for special-use valuation treatment under sec-
tion 2032A.

Retained mineral interests

The Act also allows a charitable deduction (for income tax pur-
poses or estate tax purposes) to taxpayers making a contribution
of a permanent conservation easement on property where a mineral
interest has been retained and surface mining is possible, but its
probability is “so remote as to be negligible.” Prior law provided for
a charitable deduction in such a case if the mineral interests were
separated from the land prior to June 13, 1976. The provision al-
lows such a charitable deduction to be taken regardless of when the
mineral interests were separated.
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Effective Date

The estate tax exclusion applies to decedents dying after Decem-
ber 31, 1997. The rules with respect to the treatment of conserva-
tion easements under section 2032A and with respect to retained
mineral interests are effective for easements granted after Decem-
ber 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $7 million in 1999, $15 million in 2000, $25 million in
2001, $35 million in 2002, $48 million in 2003, $51 million in 2004,
$56 million in 2005, $60 million in 2006, and $64 million in 2007.

B. Generation-Skipping Tax Provision

1. Modification of generation-skipping transfer tax for
transfers to individuals with deceased parents (sec. 511
of the Act and sec. 2651 of the Code)

Present and Prior Law

Under the “predeceased parent exception,” a direct skip transfer
to a transferor’s grandchild is not subject to the generation-skip-
ping transfer (“GST”) tax if the child of the transferor who was the
grandchild’s parent is deceased at the time of the transfer (sec.
2612(c)(2)). Under prior law, this “predeceased parent exception” to
the GST tax was not applicable to (1) transfers to collateral heirs,
e.g., grandnieces or grandnephews, or (2) taxable terminations or
taxable distributions.

Reasons for Change

The Congress believed that a transfer to a collateral relative
whose parent is dead should qualify for the predeceased parent ex-
ception in situations where the transferor decedent has no lineal
heirs, because no motive or opportunity to avoid transfer tax exists.
For similar reasons, the Congress believed that transfers to trusts
should be permitted to qualify for the predeceased parent exclusion
where the parent of the beneficiary is dead at the time that the
transfer is first subject to estate or gift tax. The Congress also un-
derstood that this treatment would remove a present law impedi-
ment to the establishment of charitable lead trusts.

Explanation of Provision

The Act extends the predeceased parent exception to transfers to
collateral heirs, provided that the decedent has no living lineal de-
scendants at the time of the transfer. For example, the exception
applies to a transfer made by an individual (with no living lineal
heirs) to a grandniece where the transferor’s nephew or niece who
is the parent of the grandniece is deceased at the time of the trans-
fer.

In addition, the Act extends the predeceased parent exception (as
modified by the change in the preceding paragraph) to taxable ter-
minations and taxable distributions, provided that the parent of
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the relevant beneficiary was dead at the earliest time that the
transfer (from which the beneficiary’s interest in the property was
established) was subject to estate or gift tax. For example, where
a trust was established to pay an annuity to a charity for a term
for years with a remainder interest granted to a grandson, the ter-
mination of the term for years would not be a taxable termination
subject to the GST tax if the grandson’s parent (who is the son or
daughter of the transferor) is deceased at the time the trust was
created and the transfer creating the trust was subject to estate or
gift tax.

Effective Date

The provision is effective for generation skipping transfers occur-
ring after December 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $4 million per year in 1999-2003, $5 million per year
in 2004—2006, and $6 million in 2007.



83

TITLE VI. EXTENSION OF CERTAIN EXPIRING TAX
PROVISIONS

A. Research Tax Credit (sec. 601 of the Act and sec. 41 of the
Code)

Prior Law

General rule

Prior to May 31, 1997, section 41 provided for a research tax
credit equal to 20 percent of the amount by which a taxpayer’s
qualified research expenditures for a taxable year exceeded its base
amount for that year. The research tax credit expired and generally
did not apply to amounts paid or incurred after May 31, 1997.100

A 20-percent research tax credit also applied to the excess of (1)
100 percent of corporate cash expenditures (including grants or
contributions) paid for basic research conducted by universities
(and certain nonprofit scientific research organizations) over (2) the
sum of (a) the greater of two minimum basic research floors plus
(b) an amount reflecting any decrease in nonresearch giving to uni-
versities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit
computation is commonly referred to as the “university basic re-
search credit” (see sec. 41(e)).

Computation of allowable credit

Except for certain university basic research payments made by
corporations, the research tax credit applies only to the extent that
the taxpayer’s qualified research expenditures for the current tax-
able year exceed its base amount. The base amount for the current
year generally is computed by multiplying the taxpayer’s “fixed-
base percentage” by the average amount of the taxpayer’s gross re-
ceipts for the four preceding years. If a taxpayer both incurred
qualified research expenditures and had gross receipts during each
of at least three years from 1984 through 1988, then its “fixed-base
percentage” is the ratio that its total qualified research expendi-
tures for the 1984-1988 period bears to its total gross receipts for
that period (subject to a maximum ratio of .16). All other taxpayers
(so-called “start-up firms”) are assigned a fixed-base percentage of
3 percent.101

100 When originally enacted, the research tax credit applied to qualified expenses incurred
after June 30, 1981. The credit was modified several times and was extended through June 30,
1995. The credit later was extended for the period July 1, 1996, through May 31, 1997 (with
a special 11-month extension for taxpayers that elect to be subject to the alternative incremental
research credit regime).

101The Small Business Job Protection Act of 1996 expanded the definition of “start-up firms”
under section 41(c)(3)(B)() to include any firm if the first taxable year in which such firm had
both gross receipts and qualified research expenses began after 1983.

A special rule (enacted in 1993) is designed to gradually recompute a start-up firm’s fixed-
base percentage based on its actual research experience. Under this special rule, a start-up firm
will be assigned a fixed-base percentage of 3 percent for each of its first five taxable years after
1993 in which it incurs qualified research expenditures. In the event that the research credit
is extended beyond the scheduled expiration date, a start-up firm’s fixed-based percentage for
its sixth through tenth taxable years after 1993 in which it incurs qualified research expendi-
tures will be a phased-in ratio based on its actual research experience. For all subsequent tax-
able years, the taxpayer’s fixed-based percentage will be its actual ratio of qualified research
expenditures to gross receipts for any five years selected by the taxpayer from its fifth through
tenth taxable years after 1993 (sec. 41(c)(3)(B)).
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In computing the credit, a taxpayer’s base amount may not be
less than 50 percent of its current-year qualified research expendi-
tures.

To prevent artificial increases in research expenditures by shift-
ing expenditures among commonly controlled or otherwise related
entities, a special aggregation rule provides that all members of the
same controlled group of corporations are treated as a single tax-
payer (sec. 41(f)(1)). Special rules apply for computing the credit
when a major portion of a business changes hands, under which
qualified research expenditures and gross receipts for periods prior
to the change of ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those ex-
penditures and receipts for purposes of recomputing a taxpayer’s
fixed-base percentage (sec. 41(f)(3)).

Alternative incremental research credit regime

As part of the Small Business Job Protection Act of 1996, tax-
payers are allowed to elect an alternative incremental research
credit regime. If a taxpayer elects to be subject to this alternative
regime, the taxpayer is assigned a three-tiered fixed-base percent-
age (that is lower than the fixed-base percentage otherwise applica-
ble under present law) and the credit rate likewise is reduced.
Under the alternative credit regime, a credit rate of 1.65 percent
applies to the extent that a taxpayer’s current-year research ex-
penses exceed a base amount computed by using a fixed-base per-
centage of 1 percent (i.e., the base amount equals 1 percent of the
taxpayer’s average gross receipts for the four preceding years) but
do not exceed a base amount computed by using a fixed-base per-
centage of 1.5 percent. A credit rate of 2.2 percent applies to the
extent that a taxpayer’s current-year research expenses exceed a
base amount computed by using a fixed-base percentage of 1.5 per-
cent but do not exceed a base amount computed by using a fixed-
base percentage of 2 percent. A credit rate of 2.75 percent applies
to the extent that a taxpayer’s current-year research expenses ex-
ceed a base amount computed by using a fixed-base percentage of
2 percent. An election to be subject to this alternative incremental
credit regime may be made only for a taxpayer’s first taxable year
beginning after June 30, 1996, and before July 1, 1997, and such
an election applies to that taxable year and all subsequent years
(in the event that the credit subsequently is extended by Congress)
unless revoked with the consent of the Secretary of the Treasury.
If a taxpayer elects the alternative incremental research credit re-
gime for its first taxable year beginning after June 30, 1996, and
before July 1, 1997, then all qualified research expenses paid or in-
curred during the first 11 months of such taxable year are treated
as qualified research expenses for purposes of computing the tax-
payer’s credit.

Eligible expenditures

Qualified research expenditures eligible for the research tax cred-
it consist of: (1) “in-house” expenses of the taxpayer for wages and
supplies attributable to qualified research; (2) certain time-sharing
costs for computer use in qualified research; and (3) 65 percent of
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amounts paid by the taxpayer for qualified research conducted on
the taxpayer’s behalf (so-called “contract research expenses”). 102

To be eligible for the credit, the research must not only satisfy
the requirements of present-law section 174 (described below) but
must be undertaken for the purpose of discovering information that
is technological in nature, the application of which is intended to
be useful in the development of a new or improved business compo-
nent of the taxpayer, and must pertain to functional aspects, per-
formance, reliability, or quality of a business component. Research
does not qualify for the credit if substantially all of the activities
relate to style, taste, cosmetic, or seasonal design factors (sec.
41(d)(3)). In addition, research does not qualify for the credit if con-
ducted after the beginning of commercial production of the business
component, if related to the adaptation of an existing business com-
ponent to a particular customer’s requirements, if related to the
duplication of an existing business component from a physical ex-
amination of the component itself or certain other information, or
if related to certain efficiency surveys, market research or develop-
ment, or routine quality control (sec. 41(d)(4)).

Expenditures attributable to research that is conducted outside
the United States do not enter into the credit computation. In addi-
tion, the credit is not available for research in the social sciences,
arts, or humanities, nor is it available for research to the extent
funded by any grant, contract, or otherwise by another person (or
governmental entity).

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the
amount of certain research or experimental expenditures incurred
in connection with a trade or business, notwithstanding the general
rule that business expenses to develop or create an asset that has
a useful life extending beyond the current year must be capitalized.
However, deductions allowed to a taxpayer under section 174 (or
any other section) are reduced by an amount equal to 100 percent
of the taxpayer’s research tax credit determined for the taxable
year. Taxpayers may alternatively elect to claim a reduced research
tax credit amount under section 41 in lieu of reducing deductions
otherwise allowed (sec. 280C(c)(3)).

Reasons for Change

Businesses may not find it profitable to invest in some research
activities because of the difficulty in capturing the full benefits
from the research. Costly technological advances made by one firm
are often cheaply copied by its competitors. A research tax credit
can help promote investment in research, so that research activi-
ties undertaken approach the optimal level for the overall economy.
Therefore, the Congress believed that, in order to encourage re-

102 Under a special rule enacted as part of the Small Business Job Protection Act of 1996, 75
percent of amounts paid to a research consortium for qualified research is treated as qualified
research expenses eligible for the research credit (rather than 65 percent under the general rule
under section 41(b)(3) governing contract research expenses) if (1) such research consortium is
a tax-exempt organization that is described in section 501(c)(3) (other than a private foundation)
or section 501(c)(6) and is organized and operated primarily to conduct scientific research, and
(2) such qualified research is conducted by the consortium on behalf of the taxpayer and one
or more persons not related to the taxpayer.
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search activities, it is appropriate to reinstate the research tax
credit.

Explanation of Provision

The research tax credit is extended for 13 months—i.e., generally
for the period June 1, 1997, through June 30, 1998.

Under the provision, taxpayers are permitted to elect the alter-
native incremental research credit regime under section 41(c)(4) for
any taxable year beginning after June 30, 1996, and such election
will apply to that taxable year and all subsequent taxable years
unless revoked with the consent of the Secretary of the Treasury.

Effective Date

Extension of the research credit is effective for qualified research
expenditures paid or incurred during the period June 1, 1997,
through June 30, 1998. A special rule provides that, notwithstand-
ing the general termination date for the research credit of June 30,
1998, if a taxpayer elects to be subject to the alternative incremen-
tal research credit regime for its first taxable year beginning after
June 30, 1996, and before July 1, 1997, the alternative incremental
research credit will be available during the entire 24-month period
beginning with the first month of such taxable year—i.e., the
equivalent of the 11-month extension provided for by the Small
Business Job Protection Act of 1996 plus an additional 13-month
extension provided for by the conference agreement. However, to
prevent taxpayers from effectively obtaining more than 24-months
of research credits from the Small Business Job Protection Act of
1996 and this bill, the 24-month period for taxpayers electing the
alternative incremental research credit regime is reduced by the
number of months (if any) after June 1996 with respect to which
the taxpayer claimed research credit amounts under the regular,
20-percent research credit rules.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $161 million in 1997, $820 million in 1998, $639 million
in 1999, $294 million in 2000, $204 million in 2001, $123 million
in 2002, and $33 million in 2003.

B. Contributions of Stock to Private Foundations (sec. 602 of
the Act and sec. 170(e)(5) of the Code)

Present and Prior Law

In computing taxable income, a taxpayer who itemizes deduc-
tions generally is allowed to deduct the fair market value of prop-
erty contributed to a charitable organization.193 However, in the
case of a charitable contribution of short-term gain, inventory, or
other ordinary income property, the amount of the deduction gen-
erally is limited to the taxpayer’s basis in the property. In the case

103 The amount of the deduction allowable for a taxable year with respect to a charitable con-
tribution may be reduced depending on the type of property contributed, the type of charitable
organization to which the property is contributed, and the income of the taxpayer (secs. 170(b)
and 170(e)).
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of a charitable contribution of tangible personal property, the de-
duction is limited to the taxpayer’s basis in such property if the use
by the recipient charitable organization is unrelated to the organi-
zation’s tax-exempt purpose.104

In cases involving contributions to a private foundation (other
than certain private operating foundations), the amount of the de-
duction is limited to the taxpayer’s basis in the property. However,
under a special rule contained in section 170(e)(5), taxpayers are
allowed a deduction equal to the fair market value of “qualified ap-
preciated stock” contributed to a private foundation prior to May
31, 1997.105 Qualified appreciated stock is defined as publicly trad-
ed stock which is capital gain property. The fair-market-value de-
duction for qualified appreciated stock donations applies only to the
extent that total donations made by the donor to private founda-
tions of stock in a particular corporation do not exceed 10 percent
in value of the outstanding stock of that corporation. For this pur-
pose, an individual is treated as making all contributions that are
made by any member of the individual’s family.

Reasons for Change

The Congress believed that, to encourage donations to charitable
private foundations, it is appropriate to extend the rule that allows
a fair market value deduction for certain gifts of appreciated stock
to private foundations.

Explanation of Provision

The Act provides that the special rule contained in section
170(e)(5) is extended for the period June 1, 1997, through June 30,
1998.

Effective Date

The provision is effective for contributions of qualified appre-
ciated stock to private foundations made during the period June 1,
1997, through June 30, 1998.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $99 million in 1998, $9 million in 1999, and $4 million
in 2000.

104 Ag part of the Omnibus Budget Reconciliation Act of 1993, Congress eliminated the treat-
ment of contributions of appreciated property (real, personal, and intangible) as a tax preference
for alternative minimum tax (AMT) purposes. Thus, if a taxpayer makes a gift to charity of
property (other than short-term gain, inventory, or other ordinary income property, or gifts to
private foundations) that is real property, intangible property, or tangible personal property the
use of which is related to the donee’s tax-exempt purpose, the taxpayer is allowed to claim the
same fair-market-value deduction for both regular tax and AMT purposes (subject to present-
law percentage limitations).

105The special rule contained in section 170(e)(5), which was originally enacted in 1984, ex-
pired January 1, 1995. The Small Business Job Protection Act of 1996 reinstated the rule for
11 months—for contributions of qualified appreciated stock made to private foundations during
the period July 1, 1996, through May 31, 1997.
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C. Work Opportunity Tax Credit (sec. 603 of the Act and sec.
51 of the Code)

Present Law

In general

The work opportunity tax credit is available on an elective basis
for employers hiring individuals from one or more of seven targeted
groups. The credit generally is equal to 35 percent of qualified
wages. Generally, qualified wages consist of wages attributable to
service rendered by a member of a targeted group during the one-
year period beginning with the day the individual begins work for
the employer.

Generally, no more than $6,000 of wages during the first year of
employment is permitted to be taken into account with respect to
any individual. Thus, the maximum credit per individual is $2,100.
With respect to qualified summer youth employees, the maximum
credit is 35 percent of up to $3,000 of qualified first-year wages, for
a maximum credit of $1,050.

The deduction for wages is reduced by the amount of the credit.

Targeted groups eligible for the credit

(1) Families receiving AFDC

An eligible recipient is an individual certified by the designated
local employment agency as being a member of a family eligible to
receive benefits under AFDC or its successor program for a period
of at least nine months part of which is during the 9-month period
ending on the hiring date. For these purposes, members of the fam-
ily are defined to include only those individuals taken into account
for purposes of determining eligibility for the AFDC or its successor
program.

(2) Qualified ex-felon

A qualified ex-felon is an individual certified as: (1) having been
convicted of a felony under any State or Federal law, (2) being a
member of a family that had an income during the six months be-
fore the earlier of the date of determination or the hiring date
which on an annual basis is 70 percent or less of the Bureau of
Labor Statistics lower living standard, and (3) having a hiring date
within one year of release from prison or date of conviction.

(3) High-risk youth

A high-risk youth is an individual certified as being at least 18
but not yet 25 on the hiring date and as having a principal place
of abode within an empowerment zone or enterprise community (as
defined under Subchapter U of the Internal Revenue Code). Quali-
fied wages will not include wages paid or incurred for services per-
formed after the individual moves outside an empowerment zone or
enterprise community.

(4) Vocational rehabilitation referral

Vocational rehabilitation referrals are those individuals who
have a physical or mental disability that constitutes a substantial
handicap to employment and who have been referred to the em-
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ployer while receiving, or after completing, vocational rehabilitation
services under an individualized, written rehabilitation plan under
a State plan approved under the Rehabilitation Act of 1973 or
under a rehabilitation plan for veterans carried out under Chapter
31 of Title 38, U.S. Code. Certification will be provided by the des-
ignated local employment agency upon assurances from the voca-
tional rehabilitation agency that the employee has met the above
conditions.

(5) Qualified summer youth employee

Qualified summer youth employees are individuals: (1) who per-
form services during any 90-day period between May 1 and Sep-
tember 15, (2) who are certified by the designated local agency as
being 16 or 17 years of age on the hiring date, (3) who have not
been an employee of that employer before, and (4) who are certified
by the designated local agency as having a principal place of abode
within an empowerment zone or enterprise community (as defined
under Subchapter U of the Internal Revenue Code). As with high-
risk youths, no credit is available on wages paid or incurred for
service performed after the qualified summer youth moves outside
of an empowerment zone or enterprise community. If, after the end
of the 90-day period, the employer continues to employ a youth who
was certified during the 90-day period as a member of another tar-
geted group, the limit on qualified first-year wages will take into
account wages paid to the youth while a qualified summer youth
employee.

(6) Qualified veteran

A qualified veteran is a veteran who is a member of a family cer-
tified as receiving assistance under: (1) AFDC for a period of at
least nine months part of which is during the 12-month period end-
ing on the hiring date, or (2) a food stamp program under the Food
Stamp Act of 1977 for a period of at least three months part of
which is during the 12-month period ending on the hiring date. For
these purposes, members of a family are defined to include only
those individuals taken into account for purposes of determining
eligibility for: (I) the AFDC or its successor program, and (ii) a food
stamp program under the Food Stamp Act of 1977, respectively.

Further, a qualified veteran is an individual who has served on
active duty (other than for training) in the Armed Forces for more
than 180 days or who has been discharged or released from active
duty in the Armed Forces for a service-connected disability. How-
ever, any individual who has served for a period of more than 90
days during which the individual was on active duty (other than
for training) is not an eligible employee if any of this active duty
occurred during the 60-day period ending on the date the individ-
ual was hired by the employer. This latter rule is intended to pre-
vent employers who hire current members of the armed services (or
tﬁose d((leparted from service within the last 60 days) from receiving
the credit.

(7) Families receiving food stamps

An eligible recipient is an individual aged 18 but not yet 25 cer-
tified by a designated local employment agency as being a member
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of a family receiving assistance under a food stamp program under
the Food Stamp Act of 1977 for a period of at least six months end-
ing on the hiring date. In the case of families that cease to be eligi-
ble for food stamps under section 6(o) of the Food Stamp Act of
1977, the six-month requirement is replaced with a requirement
that the family has been receiving food stamps for at least three
of the five months ending on the date of hire. For these purposes,
members of the family are defined to include only those individuals
taken into account for purposes of determining eligibility for a food
stamp program under the Food Stamp Act of 1977.

Minimum employment period

No credit is allowed for wages paid unless the eligible individual
is employed by the employer for at least 180 days (20 days in the
case of a qualified summer youth employee) or 400 hours (120
hours in the case of a qualified summer youth employee).

Expiration date

The credit is effective for wages paid to, or incurred with respect
to, a qualified individual who begins work for an employer after
September 30, 1996, and before October 1, 1997.

Reasons for Change

The Congress believed that a short-term extension of the work
opportunity tax credit program with modifications will provide the
Congress and the Treasury and Labor Departments an opportunity
to assess fully the operation and effectiveness of the credit as a hir-
ing incentive. The Act also will extend application of the credit to
a larger group of eligible individuals pending that evaluation.

Explanation of Provision

Extension

The work opportunity tax credit is extended for nine months
(through June 30, 1998).

Targeted categories

Eligibility is extended to: (1) members of families receiving AFDC
benefits for any nine months during the eighteen month period
ending on the hiring date, and (2) individuals receiving supple-
mental security income (“SSI”) benefits under Title XVI of the So-
cial Security Act.

Minimum employment period

The minimum employment period is reduced from 400 to 120
hours.

Credit percentage

The Act provides a two-tier credit. The credit percentage is 25
percent for employment of less than 400 hours and 40 percent for
employment of 400 or more hours. To illustrate, assume that two
eligible individuals (A and B) begin work for their employer before
July 1, 1998 for a $6 hourly wage. Assume, further that A com-
pletes 300 hours of employment and B completes 500 hours of em-
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ployment. The employer will be entitled to a credit of $450 for A
(25 percent of $1,800) and $1,200 for B (40 percent of $3,000).

Effective Date

Generally, the provision is effective for wages paid to, or incurred
with respect to, qualified individuals who begin work for the em-
ployer after September 30, 1997, and before July 1, 1998.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $140 million in 1998, $131 million in 1999, $73 million
in 2000, $28 million in 2001, $11 million in 2002, and $2 million
in 2003.106

D. Orphan Drug Tax Credit (sec. 604 of the Act and sec. 45C
of the Code)

Prior Law

Prior to May 31, 1997, a 50-percent nonrefundable tax credit was
allowed for qualified clinical testing expenses incurred in testing of
certain drugs for rare diseases or conditions, generally referred to
as “orphan drugs.” Qualified testing expenses are costs incurred to
test an orphan drug after the drug has been approved for human
testing by the Food and Drug Administration (“FDA”) but before
the drug has been approved for sale by the FDA. A rare disease
or condition is defined as one that (1) affects less than 200,000 per-
sons in the United States, or (2) affects more than 200,000 persons,
but for which there is no reasonable expectation that businesses
could recoup the costs of developing a drug for such disease or con-
dition from U.S. sales of the drug. These rare diseases and condi-
tions include Huntington’s disease, myoclonus, ALS (Lou Gehrig’s
disease), Tourette’s syndrome, and Duchenne’s dystrophy (a form of
muscular dystrophy).

As with other general business credits (sec. 38), taxpayers are al-
lowed to carry back unused credits to three years preceding the
year the credit is earned (but not to a taxable year ending before
July 1, 1996) and to carry forward unused credits to 15 years fol-
lowing the year the credit is earned. The credit cannot be used to
offset a taxpayer’s alternative minimum tax liability.

The orphan drug tax credit expired and did not apply to expenses
paid or incurred after May 31, 1997.107

Reasons for Change

The Congress believed it appropriate to reinstate the orphan
drug tax credit.

106 The estimate includes interaction with the welfare-to-work tax credit; see explanation of
section 801 of the Act.

107The orphan drug tax credit originally was enacted in 1983 and was extended on several
occasions. The credit expired after December 31, 1994, and later was reinstated for the period
July 1, 1996, through May 31, 1997.
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Explanation of Provision

The orphan drug tax credit provided for by section 45C is perma-
nently extended.

Effective Date

The provision is effective for qualified clinical testing expenses
paid or incurred after May 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $29 million in 1998, $28 million in 1999, $30 million in
2000, $32 million in 2001, $34 million in 2002, $35 million in 2003,
$37 million in 2004, $39 million in 2005, $40 million in 2006, and
$42 million in 2007.
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TITLE VII. DISTRICT OF COLUMBIA TAX INCENTIVES
(sec. 701 of the Act and new secs. 1400-1400C of the Code)

Present and Prior Law

Empowerment zones and enterprise communities

Pursuant to the Omnibus Budget Reconciliation Act of 1993
(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994. The 1997 Act provides for the des-
ignation of 22 additional empowerment zones.108 Designated
empowerment zones and enterprise communities were required to
satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations. Portions of the Dis-
trict of Columbia were designated as an enterprise community in
1994.

The following tax incentives are available for certain businesses
located in empowerment zones designated under OBRA 1993: (1)
an annual 20-percent wage credit for the first $15,000 of wages

aid to a zone resident who works in the zone; (2) an additional
520,000 of expensing under Code section 179 for qualified zone
property placed in service by an enterprise zone business; and (3)
special tax-exempt financing for certain zone facilities. These incen-
tives are described under Act secs. 951-956, below.

The 95 enterprise communities are eligible for the special tax-ex-
empt financing benefits but not the other tax incentives available
in the empowerment zones. In addition, OBRA 1993 provided that
Federal grants would be made to designated empowerment zones
and enterprise communities. Under the Act, the so-called
“brownfields” tax incentive (described in Act sec. 941, below) that
allows taxpayers to expense certain environmental remediation ex-
penditures is available in enterprise communities, as well as in
empowerment zones. In addition, certain schools located in
empowerment zones or enterprise communities may be able to ben-
efit from the issuance of so-called “zone academy bonds” (described
under Act sec. 226, above) under the Act.

The tax incentives for empowerment zones and enterprise com-
munities generally are available during the 10-year period that the
designation remains in effect.

Taxation of capital gains

In general, gain or loss reflected in the value of an asset is not
recognized for income tax purposes until a taxpayer disposes of the
asset. On the sale or exchange of capital assets, the net capital
gain generally is taxed at the same rate as ordinary income, except
that, for individuals, the maximum rate of tax is limited to 20 per-

108 The Act authorizes the designation of two additional urban empowerment zones that would
be eligible for the tax incentives available in empowerment zones designated under OBRA 1993.
The Act also authorizes the designation of an additional 20 empowerment zones. Within these
additional empowerment zones, qualified enterprise zone businesses are eligible to receive up
to $20,000 of additional section 179 expensing and to utilize special tax-exempt financing bene-
fits. However, such businesses are not eligible to receive the present-law wage credit. The 20
additional empowerment zones are described in detail in Act secs. 951-956, below.
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cent of the net capital gain.199 Net capital gain is the excess of the
net long-term capital gain for the taxable year over the net short-
term capital loss for the year. Gain or loss is treated as long-term
if the asset is held for more than one year. The maximum 20-per-
cent rate generally applies to capital assets held for more than 18
months.

Capital losses generally are deductible in full against capital
gains. In addition, individual taxpayers may deduct capital losses
against up to $3,000 of ordinary income in each year. Any remain-
ing unused capital losses may be carried forward indefinitely to an-
other taxable year.

A capital asset generally means any property except (1) inven-
tory, stock in trade, or property held primarily for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business,
(2) depreciable or real property used in the taxpayer’s trade or
business, (3) specified literary or artistic property, (4) business ac-
counts or notes receivable, and (5) certain publications of the Fed-
eral Government.

In addition, the net gain from the disposition of certain property
used in the taxpayer’s trade or business is treated as long-term
capital gain. Gain from the disposition of depreciable personal
property is not treated as capital gain to the extent of all previous
depreciation allowances. Gain from the disposition of depreciable
real property generally is not treated as capital gain to the extent
of the depreciation allowances in excess of the allowances that
would have been available under the straight-line method. Under
the Act, gain from the sale of depreciable real property, to the ex-
tent that it is “unrecaptured section 1250 gain,” is subject to a
maximum rate of 25 percent.

Reasons for Change

The Congress believed that the District of Columbia faces two
key problems—inability to attract and retain a stable residential
base and insufficient economic activity. To this end, the Congress
provided certain tax incentives to attract new homeowners to the
District and to encourage economic development in those areas of
the District where development has been inadequate.

Explanation of Provisions

Designation of D.C. Enterprise Zone

The Act designates certain economically depressed census tracts
within the District of Columbia as the “D.C. Enterprise Zone,”
within which businesses and individual residents are eligible for
special tax incentives. The census tracts that compose the D.C. En-
terprise Zone are (1) all census tracts that presently are part of the
D.C. enterprise community designated under section 1391 (i.e., por-

109The Act generally reduces the maximum rate of tax on the net capital gain of an individual
from 28 percent to 20 percent, and makes certain other modifications to the maximum capital
gains rates applicable to certain assets. These modifications are described in detail under Act
sec. 311, above. In addition, Code section 1202 provides a 50-percent exclusion for gain from
the sale of certain small business stock acquired at original issue and held for at least five
years. However, the lower rates provided by the Act do not apply to the includable portion of
the gain from the qualifying sale of small business stock. (See Act sec. 313, above, for a detailed
description of the modifications made by the Act to the small business stock rules.)
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tions of Anacostia, Mt. Pleasant, Chinatown, and the easternmost
part of the District) and (2) all additional census tracts within the
District of Columbia where the poverty rate is not less than 20 per-
cent.110 The D.C. Enterprise Zone designation generally will re-
main in effect for five years for the period from January 1, 1998,
through December 31, 2002.111

Empowerment zone wage credit, expensing, and tax-exempt
financing

In general

The following tax incentives that are available under present law
in certain empowerment zones are available in the D.C. Enterprise
Zone (modified as described below): (1) a 20-percent wage credit for
the first $15,000 of wages paid to District residents who work in
the D.C. Enterprise Zone; (2) an additional $20,000 of expensing
under Code section 179 for qualified zone property; and (3) special
tax-exempt financing for certain zone facilities. In addition, Federal
tax incentives that are generally available in designated
empowerment zones also are available in the D.C. Enterprise Zone
(e.g., expensing of certain environmental remediation expenditures
(the so-called “brownfields” provision), and the tax credit for hold-
ers of qualified “zone academy bonds”).112

D.C. employer wage credit

A 20-percent credit against income tax liability is available to all
employers for the first $15,000 of qualified wages paid to each em-
ployee who (1) is a District resident (i.e., his or her principal place
of abode is within the District), and (2) performs substantially all
employment services within the D.C. Zone in a trade or business
of the employer.113 The D.C. wage credit rate remains at 20 per-
cent for the D.C. Enterprise Zone for the period 1998 through
2002.114

110 A technical correction is necessary to clarify that the determination of whether a census
tract in the District of Columbia satisfies the applicable poverty criteria for inclusion in the D.C.
Enterprise Zone for purposes of the wage credit, expensing, and special tax-exempt financing
incentives (poverty rate of not less than 20 percent) or for purposes of the zero-percent capital
gains rate (poverty rate of not less than 10 percent), is based on 1990 decennial census data.
A provision to this effect is included in Title VI (sec. 607) of H.R. 2676, the Tax Technical Cor-
rections Act of 1997, as passed by the House on November 5, 1997. This technical correction
would clarify that data from the 2000 decennial census will not result in the expansion or other
reconfiguration of the D.C. Enterprise Zone.

111The status of certain census tracts within the District as an enterprise community des-
ignated under section 1391 also terminates on December 31, 2002.

112 Similarly, one category of targeted individuals for purposes of the work opportunity tax
credit is “high risk youth,” defined as individuals certified by the designated local agency as
being 18-24 years old, and having a principal place of abode in an empowerment zone or enter-
prise community. Accordingly, individuals between the ages of 18 and 24 who live in the por-
tions of the District that are designated as the D.C. Enterprise Zone may qualify as members
of a targeted group for purposes of the work opportunity tax credit.

113 Proposed Treasury regulations provide that an employer may use either each pay period
or the entire calendar year as the relevant period in determining whether a particular employee
satisfies the “location-of-services” requirement. For each taxable year, the employer must use
the same method for all its employees. Prop. Treas. Reg. sec. 1.1396-1. Under the proposed reg-
ulations, an employee would not satisfy the “location of services” requirement during the appli-
cable period (either the pay period or the calendar year) unless substantially all of the services
performed by the employee for the employer during that period are performed within the zone
in a trade or business of the employer. Prop. Treas. Reg. sec. 1.1396-1(b)(1)(ii) and Prop. Treas.
Reg. sec. 1.1396-1(b)(2)(ii).

114 Thus, the D.C. wage credit does not phase down to 15 percent in the year 2002 as does
the empowerment zone wage credit under present-law section 1396(b).
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The maximum D.C. wage credit per qualified employee is $3,000
per year (20 percent of %15,000). Wages paid to a qualified em-
ployee continue to be eligible for the D.C. wage credit if the em-
ployee earns more than $15,000, although only the first $15,000 of
wages will be eligible for the D.C. wage credit.115 The D.C. wage
credit is available with respect to a qualified employee, regardless
of the number of other employees who work for the employer. In
general, any taxable business carrying out activities in the D.C.
Zone may claim the D.C. wage credit, regardless of whether the
employer meets the definition of a “D.C. Zone business” (which ap-
plies for the increased section 179 expensing, the tax-exempt fi-
nancing, and the zero-percent capital gains rate provisions, de-
scribed below).

Qualified wages include the first $15,000 of “wages,” defined to
include (1) salary and wages as generally defined for FUTA pur-
poses, and (2) certain training and educational expenses paid on
behalf of a qualified employee, provided that (a) the expenses are
paid to an unrelated third party and are excludable from gross in-
come of the employee under section 127, or (b) in the case of an
employee under age 19, the expenses are incurred by the employer
in operating a youth training program in conjunction with local
education officials.

The D.C. wage credit is allowed with respect to full-time and
part-time employees. However, the employee must be employed by
the employer for a minimum period of at least 90 days. Wages are
not eligible for the D.C. wage credit if paid to certain relatives of
the employer or, if the employer is a corporation or partnership,
certain relatives of a person who owns more than 50 percent of the
business. In addition, wages are not eligible for the D.C. wage cred-
it if paid to a person who owns more than five percent of the stock
(or capital or profits interests) of the employer. Finally, the wage
credit is not available with respect to any individual employed at
any facility described in present-law section 144(c)(6)(B) (i.e., a pri-
vate or commercial golf course, country club, massage parlor, hot
tub facility, suntan facility, racetrack or other facility used for gam-
bling, or any store the principal business of which is the sale of al-
coholic beverages for consumption off premises). In addition, the
wage credit is not available with respect to any individual em-
ployed by a trade or business the principal activity of which is
farming (within the meaning of subparagraphs (A) and (B) of sec-
tion 2032A(e)(5)), but only if, as of the close of the preceding tax-
able year, the sum of the aggregate unadjusted bases (or, if greater,
the fair market value) of assets of the farm exceed $500,000.116

An employer’s deduction otherwise allowed for wages paid is re-
duced by the amount of D.C. wage credit claimed for that taxable
year.117 Wages are not to be taken into account for purposes of the
D.C. wage credit if taken into account in determining the employ-
er’s work opportunity tax credit under section 51 or the welfare-to-
work credit under section 51A.118 In addition, the $15,000 cap is

115To prevent avoidance of the $15,000 limit, all employers of a controlled group of corpora-
tions (or partnerships or proprietorships under common control) will be treated as a single em-
ployer.

116 Code secs. 1396(d)(2)(D) and (E).

117 Code sec. 280C(a).

118 Code sec. 1396(c)(3)(A) and Code sec. 51A(d)(2).



97

reduced by any wages taken into account in computing the work
opportunity tax credit or the welfare-to-work credit.11® The D.C.
wage credit may be used to offset up to 25 percent of alternative
minimum tax liability.120

The wage credit is effective for wages paid (or incurred) to a
qualified individual for services performed after December 31,
1997, and before January 1, 2003.

Increased expensing under Code section 179

For a “qualified D.C. Zone business” (defined below), the
expensing allowance for certain depreciable business property pro-
vided under section 179 is increased by the lesser of: (1) $20,000
or (2) the cost of section 179 property that is “qualified zone prop-
erty” and that is placed in service during the taxable year.

To qualify for the increased expensing, property must be both
section 179 property and “qualified zone property.” Section 179
property generally is depreciable tangible personal property as well
as certain other property. Buildings and their structural compo-
nents are not section 179 property. “Qualified zone property” is de-
preciable tangible property that satisfies three tests: (1) it must be
acquired by purchase after December 31, 1997; (2) the original use
of the property in the D.C. Zone must commence with the taxpayer
(however, used property that has been used elsewhere may qual-
ify); and (3) substantially all of the use of the property must be in
the active conduct of a trade or business by the taxpayer within the
D.C. Zone. A special rule provides that, in the case of property that
is “substantially renovated” by the taxpayer, such property need
not be acquired by the taxpayer after December 31, 1997, nor need
the original use of such property in the D.C. Enterprise Zone com-
mence with the taxpayer. Rather, substantially all of the use of
such property during substantially all of the taxpayer’s holding pe-
riod (after it has been substantially renovated) must be in the ac-
tive conduct of a qualified D.C. Zone business of the taxpayer in
the D.C. Enterprise Zone. For this purpose, property is treated as
“substantially renovated” if, prior to January 1, 2003, additions to
basis with respect to such property in the hands of the taxpayer
during any 24-month period beginning after December 31, 1997, ex-
ceed the greater of (1) an amount equal to the adjusted basis at the
beginning of such 24-month period in the hands of the taxpayer, or
(2) $5,000.

As under present law, the section 179 expensing allowance is
phased out for certain taxpayers with investment in qualified prop-
erty during the taxable year in excess of $200,000. However, the
present-law phase-out range is applied by taking into account only
one-half of the cost of qualified zone property that is section 179
property. In applying the section 179 phaseout, the cost of section
179 property that is not qualified zone property is not reduced. The
amount permitted to be expensed and deducted under Code section
179 may not exceed the taxable income derived from the active con-
duct of a trade or business.

119 Code sec. 1396(c)(3)(B) and Code sec. 51A(d)(2).
120 Code sec. 38(c)(2).
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In general, all other provisions of present-law section 179 apply
to the increased expensing for qualified D.C. Zone businesses.
Thus, all component members of a controlled group are treated as
one taxpayer for purposes of the expensing allowance and the ap-
plication of the phaseout range (sec. 179(d)(6)). The limitations
apply at both the partnership (and S corporation) and partner (and
shareholder) levels. The increased expensing allowance is allowed
for purposes of the alternative minimum tax (i.e., it is not treated
as an adjustment for purposes of the alternative minimum tax).
The section 179 expensing deduction may be recaptured if the prop-
erty is not used predominantly in a qualified D.C. Zone business
(under rules similar to present-law section 179(d)(10)).

Accordingly, qualified D.C. Zone businesses with a sufficiently
small amount of annual investment may elect to deduct currently
(as opposed to depreciate over time) up to $38,500 in 1998 of the
cost of qualifying property placed in service for the taxable year.
The maximum will increase as the base amount permitted to be ex-
pensed under Code section 179 increases each year, up to a maxi-
mum amount of $44,000 in 2001 and 2002.

The increased expensing under Code section 179 is effective for
qualified D.C. Zone property placed in service periods beginning
after December 31, 1997, and before January 1, 2003.

Qualified D.C. Zone business.—For purposes of the increased
expensing under Code section 179 (as well as generally for pur-
poses of the tax-exempt financing provisions and the zero-percent
capital gains rate described below), a qualified D.C. Zone business
generally is defined in the same manner as is an “enterprise zone
business” under section 1397B.121 However, the Act eliminates the
requirement that at least 35 percent of the employees of a qualified
D.C. Zone business must be residents of the D.C. Zone.122

Accordingly, for purposes of the increased expensing under sec-
tion 179, a corporation or partnership is a qualified D.C. Zone busi-
ness if: (1) the sole trade or business 123 of the corporation or part-
nership is the active conduct of a “qualified business” (defined
below) within the D.C. Zone; 124 (2) at least 50 percent of the total
gross income of such entity is derived from the active conduct of
a qualified business within the D.C. Zone; 125 (3) a substantial por-

121 The requirements of an “enterprise zone business” under section 1397B were developed as
part of OBRA 1993 in the context of authorizing the designation of nine unspecified
empowerment zones located throughout the nation. Congress may wish to reconsider the appli-
cability of certain of these requirements in defining a qualified D.C. Zone business given the
nature of the District’s economy and the type of economic activity that Congress intended to
encourage.

122 Section 1400(e) eliminates this requirement contained in section 1397B(b)(6) with respect
to corporations and partnerships and in section 1397B(c)(5) with respect to proprietorships.

123 A technical correction may be necessary to clarify that, for purposes of this provision, as
well as for purposes of defining a “qualified business”, the term “trade or business” encompasses
activities carried out on a not-for-profit, as well as on a for-profit basis. For example, a trade
assgci%tion could be a qualified D.C. Zone business if it satisfies all of the requirements enumer-
ated above.

h124 This requirement does not apply to a business carried on by an individual as a proprietor-
ship.

125 Regulations issued under section 1394 give an example of a business that would satisfy
this test. The regulations describe a mail order clothing business which is located in an
empowerment zone. The business purchases its supplies from suppliers located both within and
outside of the zone and expects that orders will be received both from customers who will reside
or work within the zone and from others outside of the zone. All orders are received and filled
at, and are shipped from, the clothing business located in the zone. Under the regulations, this
clothing business meets the requirement that at least 80 percent (as required under prior law)
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tion of the use of the entity’s tangible property (whether owned or
leased) is within the D.C. Zone; (4) a substantial portion of the en-
tity’s intangible property is used in the active conduct of such busi-
ness; (5) a substantial portion of the services performed for such
entity by its employees are performed within the D.C. Zone; and (6)
less than 5 percent of the average of the aggregate unadjusted
bases of the property of such entity is attributable to (a) certain fi-
nancial property,126 or (b) collectibles not held primarily for sale to
customers in the ordinary course of an active trade or business.
Similar rules apply to a qualified business carried on by an individ-
ual as a proprietorship.127

In general, a “qualified business” means any trade or business.
However, a “qualified business” does not include any trade or busi-
ness that consists predominantly of the development or holding of
intangibles for sale or license. In addition, a qualified business does
not include any private or commercial golf course, country club,
massage parlor, hot tub facility, suntan facility, racetrack or other
facility used for gambling, liquor store, or certain large farms (so-
called “excluded businesses”). The rental of residential real estate
is not a qualified business. The rental of commercial real estate is
a qualified business only if at least 50 percent of the gross rental
income from the real property is from qualified D.C. Zone busi-
nesses. The rental of tangible personal property to others also is
not a qualified business unless at least 50 percent of the rental of
such property is by qualified D.C. Zone businesses or by residents
of the D.C. Zone.

A special rule applies to businesses located on contiguous real
property that straddles census tract lines. If the amount of real
property located within the D.C. Zone is substantial compared to
the amount of real property that is not within the D.C. Zone, then
all of the services performed by employees, all business activities,
all tangible property and all intangible property of the business en-
tity or proprietorship that occur in or is located on the real prop-
erty is treated as occurring or situated in the D.C. Zone.128

Activities of legally separate (even if related) parties are not ag-
gregated for purposes of determining whether an entity qualifies as
a D.C. Zone business.

Tax-exempt financing

A qualified D.C. Zone business (as defined below) is permitted to
borrow proceeds from the issuance of qualified enterprise zone fa-
cility bonds (as defined in section 1394) by the District of Colum-

of its gross income is derived from the active conduct of business within the zone. Treas. Reg.
sec. 1.1394-1(p), Example (3).

126 Nonqualified financial property is defined in Code section 1397B(e) to mean debt, stock,
partnership interest, options, futures contracts, forward contracts, warrants, notional principal
contracts, annuities, and other similar property. The term does not include reasonable amounts
of working capital held in cash, cash equivalents, or debt instruments with a term of 18 months
or less, or accounts or notes receivable acquired in the ordinary course of trade or business for
services rendered or from the sale of inventory property.

127 For purposes of determining status as a qualified D.C. Zone business, limited liability com-
panies will be characterized as corporations or partnerships in accordance with the so-called
“check-the-box” regulations (Treas. Reg. sec. 301.7701-3). A single member limited liability com-
pany that is disregarded for Federal income tax purposes under the check-the-box regulations
would be treated as a proprietorship or branch for purposes of determining its status as a quali-
fied D.C. Zone business.

128 Code section 1397B(f).
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bia.129 Such bonds are subject to the District’s annual private activ-
ity bond volume limitation of $150 million.130

Generally, qualified enterprise zone facility bonds for the District
are bonds 95 percent or more of the net proceeds of which are used
to finance: (1) qualified D.C. Zone property the principal user 131 of
which is a qualified D.C. Zone business, and (2) functionally related
and subordinate land located in the D.C. Enterprise Zone.

“Qualified D.C. Zone property” for these purposes generally has
the same definition as “qualified zone property” for purposes of the
increased expensing under section 179. Thus, it is depreciable tan-
gible property that satisfies three tests: (1) it must be acquired by
purchase after December 31, 1997; (2) the original use of the prop-
erty in the D.C. Zone must commence with the taxpayer (however,
property that has been used elsewhere may qualify);132 and (3)
substantially all of the use of the property must be in the active
conduct of a trade or business by the taxpayer within the D.C.
Zone. A special rule provides that, in the case of business property
that is “substantially renovated,” such property need not be ac-
quired by the taxpayer after December 31, 1997, nor need the origi-
nal use of such property in the D.C. Enterprise Zone commence
with the taxpayer. Solely for purposes of the tax-exempt financing
provisions, property is treated as “substantially renovated” if, prior
to January 1, 2003, additions to basis with respect to such property
in the hands of the taxpayer during any 24-month period beginning
after December 31, 1997, exceed the greater of (1) an amount equal
to 15 percent of the adjusted basis at the beginning of such 24-
month period in the hands of the taxpayer, or (2) $5,000.133

Similarly, the term “D.C. Zone business” generally is defined as
for purposes of the increased expensing under section 179. How-
ever, a qualified D.C. Zone business for purposes of the tax-exempt
financing provisions includes a business located in the D.C. Zone
that would qualify as a D.C. Zone business if it were separately in-
corporated.134 In addition, under a special rule applicable only for
purposes of the tax-exempt financing rules, a business is not re-
quired to satisfy the requirements applicable to a D.C. Zone busi-
ness until the end of a startup period if, at the beginning of the
startup period, there is a reasonable expectation that the business
will be a qualified D.C. Zone business at the end of the startup pe-
riod and the business makes bona fide efforts to be such a busi-
ness. With respect to each property financed by a bond issue, the

129 Portions of the District of Columbia were designated as an enterprise community under
section 1391 in 1994. Accordingly, the District was entitled to issue tax-exempt enterprise zone
facility bonds under section 1394. In fact, however, the District did not issue any such bonds.

130 The exception to the volume cap that is available with respect to new empowerment zone
facility bonds (described in section 1394(f)) does not apply to D.C. enterprise zone facility bonds.

131Tn general, the term “principal user” means the owner of the financed property. However,
in the case of rental property, if an owner of real property financed with enterprise zone facility
bonds is not an enterprise zone business, but the rental of the property is a qualified business
(i.e., 50 percent of the gross rental income is derived from enterprise zone businesses), then the
term “principal user” for purposes of sections 1394 (b) and (e) means the lessee(s). Treas. Reg.
sec. 1.1394-1(j). See also Treas. Reg. sec. 1.1394-1(p), Example (8).

132 Treas. Reg. sec. 1.1394-1(h) defines the term “original use” to mean the first use to which
the property is put within the zone. Under a special rule, if property is vacant for at least a
one-year period including the date of the zone designation, then use prior to that period is dis-
regarded for purposes of determining original use.

133 Code section 1394(b)(2)(B).

134 For example, an establishment that is part of a national chain could qualify as a D.C. Zone
business for purposes of the tax-exempt financing incentive, provided that such establishment
would satisfy the definition of a D.C. Zone business if it were separately incorporated.



101

startup period ends at the beginning of the first taxable year begin-
ning more than two years after the later of (1) the date of the bond
issue financing such property, or (2) the date the property was
placed in service (but in no event more than three years after the
date of bond issuance). In addition, if a business satisfies certain
requirements applicable to a qualified D.C. Zone business for a
three-year testing period following the end of the start-up period
and thereafter continues to satisfy certain business require-
ments,135 then it will be treated as a qualified D.C. Zone business
for all years after the testing period irrespective of whether it satis-
fies all of the requirements of a qualified D.C. Zone business.136

The aggregate face amount of all outstanding qualified enterprise
zone bonds per qualified D.C. Zone business may not exceed $15
million. However, the $15 million-per-D.C. Zone business require-
ment should not limit issuance of a single issue of bonds (in excess
of $15 million) for more than one qualified facility, provided that
the $15 million limit is satisfied with respect to each qualified D.C.
Zone business. In addition, total outstanding qualified enterprise
zone bond financing for each principal user of these bonds may not
exceed $20 million for all empowerment zones and enterprise com-
munities, including the D.C. Enterprise Zone. For purposes of these
determinations, the aggregate amount of outstanding enterprise
zone facility bonds allocable to any business shall be determined
under rules similar to rules contained in section 144(a)(10).

Qualified enterprise zone facility bonds are exempt from the gen-
eral restrictions on financing the acquisition of existing property
set forth in section 147(d). Additionally, these bonds are exempted
from the general restriction in section 147(c)(1)(A) on financing
land (or an interest therein) with 25 percent or more of the net pro-
ceeds of a bond issue. Unless otherwise noted, all other tax-exempt
bond rules relating to exempt facility bonds (including the restric-
tions on bank deductibility of interest allocable to tax-exempt
bonds) apply to qualified enterprise zone facility bonds.

Certain so-called “change-in-use” rules apply to qualified enter-
prise zone facility bonds. Accordingly, interest on all bond-financed
loans to a business that no longer qualifies as a D.C. Zone busi-
ness, or on loans to finance property that ceases to be used by the
business in the D.C. Zone, becomes nondeductible, effective from
the first day of the taxable year in which the disqualification or
cessation of use occurs. This penalty is waived if: (1) the issuer and
principal user in good faith attempted to meet these requirements
and (2) any failure to meet such requirements is corrected within
a reasonable period after such failure is first discovered. This pen-

135To be eligible for this special rule after the end of the 3-year testing period, a business
must remain a trade or business that does not (1) consist predominantly of the development
or holding of intangibles for sale or license, (2) involve the operation of a private or commercial
golf course, country club, massage parlor, hot tub facility, suntan facility, racetrack or other fa-
cility used for gambling, or liquor store, and (3) have as its principal activity farming with re-
spect to certain large farms.

136 Section 1394(b)(3)(B)(iii) waives all of the requirements of an enterprise zone business de-
scribed in sections 1397B(b) or (c) for certain businesses after the prescribed testing period ex-
cept the requirement that at least 35 percent of the employees of such business be residents
of the empowerment zone or enterprise community. However, the 35-percent zone resident re-
quirement does not apply with respect to qualified D.C. Zone businesses (sec. 1400(e)). Accord-
ingly, a technical correction is necessary to clarify that qualified D.C. Zone businesses that take
advantage of the special tax-exempt financing incentives do not become subject to a 35-percent
zone resident requirement after the close of the testing period.
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alty does not apply solely by reason of the termination or revoca-
tion of the District’s designation as the D.C. Enterprise Zone. The
good faith rule described above also applies to certain other re-
quirements of qualified enterprise zone facility bonds.

These bonds may only be issued while the D.C. Enterprise Zone
designation is in effect. Thus, the special tax-exempt bond provi-
sions apply to bonds issued after December 31, 1997, and prior to
January 1, 2003.

Zero-percent capital gains rate

The Act provides a zero-percent capital gains rate for capital
gains from the sale of certain qualified D.C. Zone assets held for
more than five years. In general, qualified “D.C. Zone assets” mean
stock or partnership interests held in, or tangible property held by,
a D.C. Zone business. For purposes of the zero-percent capital
gains rate, the D.C. Enterprise Zone is defined to include all census
tracts within the District of Columbia where the poverty rate is not
less than 10 percent.

For purposes of the zero-percent capital gains rate, the definition
of qualified D.C. Zone business generally is the same as the defini-
tion applicable for purposes of the increased expensing under sec-
tion 179, described above.137 However, solely for purposes of the
zero-percent capital gains rate, a qualified D.C. Zone business must
derive at least 80 percent (as opposed to 50 percent) of its total
gross income from the active conduct of a qualified business within
the D.C. Enterprise Zone.

“D.C. Zone business stock” is stock in a domestic corporation
originally issued after December 31, 1997, that, at the time of issu-
ancel3® and during substantially all of the taxpayer’s holding pe-
riod, was a qualified D.C. Zone business, provided that such stock
was acquired by the taxpayer on original issue from the corporation
solely in exchange for cash before January 1, 2003.139 A “D.C. Zone
partnership interest” is a domestic partnership interest originally
issued after December 31, 1997, that is acquired by the taxpayer
from the partnership solely in exchange for cash before January 1,
2003, provided that, at the time such interest was acquired!40 and
during substantially all of the taxpayer’s holding period, the part-
nership was a qualified D.C. Zone business.

Finally, “D.C. Zone business property” is tangible property4! ac-
quired by the taxpayer by purchase (within the meaning of present
law section 179(d)(2)) after December 31, 1997, and before January

137 A technical correction to section 1400B(c) is necessary to clarify that a proprietorship can
constitute a D.C. Zone business for purposes of the zero-percent capital gains rate.

138Tn the case of a new corporation, it is sufficient if the corporation is being organized for
purposes of being a qualified D.C. Zone business.

139D.C. Zone business stock does not include any stock acquired from a corporation which
made substantial stock redemption of distribution (without a bona fide business purpose there-
for) in an attempt to avoid the purposes of the provision. A similar rule applies with respect
to D.C. Zone partnership interests.

140Tn the case of a new partnership, it is sufficient if the partnership is being formed for pur-
poses of being a qualified D.C. Zone business.

141D.C. Zone business property is limited to tangible property. Thus, for example, D.C. Zone
businesses that are qualified proprietorships cannot claim the zero-percent rate on capital gain
from the sale of any intangible property. Similarly, corporations or partnerships cannot claim
the zero-percent rate on capital gain from the direct sale of intangible property. However, the
zero-percent rate does apply to qualified gain from the sale of D.C. Zone business stock or a
D.C. Zone partnership interest that is attributable to the value of intangible assets held by the
entity, provided such assets are an integral part of a D.C. Zone business.
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1, 2003, provided that the original use of such property in the D.C.
Enterprise Zone commences with the taxpayer and substantially all
of the use of such property during substantially all of the tax-
payer’s holding period was in a qualified D.C. Zone business of the
taxpayer. A special rule provides that, in the case of a building that
is “substantially renovated” (including any land on which such
building is located), such property need not be acquired by the tax-
payer after December 31, 1997, nor need the original use of such
property in the D.C. Enterprise Zone commence with the taxpayer.
Rather, substantially all of the use of such property during sub-
stantially all of the taxpayer’s holding period (after it has been sub-
stantially renovated) must be in a qualified D.C. Zone business of
the taxpayer. For these purposes, property is treated as “substan-
tially renovated” if, prior to January 1, 2003, additions to basis
with respect to such property in the hands of the taxpayer during
any 24-month period beginning after December 31, 1997, exceed
the greater of (1) an amount equal to the adjusted basis at the be-
ginning of such 24-month period in the hands of the taxpayer, or
(2) $5,000.

In addition, qualified D.C. Zone assets include property that was
a qualified D.C. Zone asset in the hands of a prior owner,42 pro-
vided that at the time of acquisition, and during substantially all
of the subsequent purchaser’s holding period, either (1) substan-
tially all of the use of the property is in a qualified D.C. Zone busi-
ness, or (2) the property is an ownership interest in a qualified
D.C. Zone business.143

In general, gain eligible for the zero-percent tax rate means gain
from the sale or exchange of a qualified D.C. Zone asset that is (1)
a capital asset or (2) property used in the trade or business as de-
fined in section 1231(b). Gain that is attributable to real property,
or to intangible assets, qualifies for the zero-percent rate, provided
that such real property or intangible asset is an integral part of a
qualified D.C. Zone business.144* However, no gain attributable to
periods before January 1, 1998, and after December 31, 2007, is
qualified capital gain. In addition, no gain that is attributable, di-
rectly or indirectly, to a transaction with a related person is eligible
for the zero-percent rate.

The Act provides that property that ceases to be a qualified D.C.
Zone asset because the property is no longer used in (or no longer
represents an ownership interest in) a qualified D.C. Zone business
after the five-year period beginning on the date the taxpayer ac-
quired such property continues to be treated as a qualified D.C.
Zone asset. Under this rule, the amount of gain eligible for the
zero-percent capital gains rate cannot exceed the amount which
would be qualified capital gain had the property been sold on the
date of such cessation.

142 A technical correction is necessary to clarify that there is no requirement that D.C. Zone
business property be acquired by a subsequent purchaser prior to January 1, 2003, to be eligible
for this special rule.

143The termination of the D.C. Zone designation will not, by itself, result in property failing
to be treated as a qualified D.C. Zone asset. However, capital gain eligible for the zero-percent
capital gains rate does not include any gain attributable to periods after December 31, 2007.

144 However, as described above, sole proprietorships and other taxpayers selling assets di-
rectly cannot claim the zero-percent rate on capital gain from the sale of any intangible property
(i.e., the integrally related test does not apply).
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Under a special rule, the zero-percent capital gains rate applies
to any amount that is included in a taxpayer’s gross income by rea-
son of holding an interest in a pass-thru entity (i.e., a partnership,
S corporation, regulated investment company, and common trust
fund) if the amount is attributable to qualified capital gain recog-
nized on the sale or exchange of a qualified D.C. Zone asset by the
pass-thru entity. This flow-through of the zero-percent capital gains
rate applies only to qualified D.C. Zone assets that were held by
the pass-thru entity for more than five years and were acquired
and disposed of by the pass-thru entity while the taxpayer held an
interest in the pass-thru entity. In addition, the amount of gain to
which this rule applies is limited based on the interest of the tax-
payer in the pass-thru entity on the date that the qualified D.C.
Zone asset was acquired.145

The Act also provides that in the case of a transfer of a qualified
D.C. Zone asset by gift, at death, or from a partnership to a part-
ner that held an interest in the partnership at the time that the
qualified D.C. Zone asset was acquired, (1) the transferee is to be
treated as having acquired the asset in the same manner as the
transferor, and (2) the transferee’s holding period includes that of
the transferor. In addition, rules similar to those contained in sec-
tion 1202(1)(2) regarding treatment of contributions to capital after
the original issuance date and section 1202(j) regarding treatment
of certain short positions apply.

First-time home buyer tax credit

The Act provides first-time homebuyers of a principal residence
in the District a tax credit of up to $5,000 of the amount of the pur-
chase price.146 The $5,000 maximum credit amount applies both to
individuals and married couples. Married individuals filing sepa-
rately can claim a maximum credit of $2,500 each. The credit
phases out for individual taxpayers with adjusted gross income be-
tween $70,000 and $90,000 ($110,000-$130,000 for joint filers). The
Secretary of Treasury may prescribe regulations allocating the
credit among unmarried purchasers of a residence.14?

A “first-time homebuyer” means any individual if such individual
(and, if married, such individual’s spouse) did not have a present
ownership interest in a principal residence in the District of Co-
lumbia during the one-year period ending on the date of the pur-
chase of the principal residence to which the credit applies.148

A taxpayer will be treated as a first-time homebuyer with respect
to only one residence—i.e., the credit may be claimed one time

145 Code secs. 1400B(f) and 1202(g). The legislative history of the Act incorrectly describes the
operation of this special rule.

146 A technical correction is necessary to clarify that the term “purchase price” means the ad-
justed basis of the principal residence on the date the residence is purchased. A newly con-
structed residence is treated as purchased by the taxpayer on the date the taxpayer first occu-
pies such residence. Provisions to this effect are included in Title VI (sec. 607) of H.R. 2676,
the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.

147The provision of the Act that excludes sales of certain personal residences from the real
estate transaction reporting requirement (see Act sec. 312, above) may not apply to sales of per-
sonal residences in the District of Columbia. In this regard, the Congress anticipated that the
Secretary of Treasury will require such information as may be necessary to verify eligibility for
the D.C. first-time homebuyer credit.

148 A technical correction is required to clarify the statute in this regard. A provision to this
effect is included in Title VI (sec. 607) of H.R. 2676, the Tax Technical Corrections Act of 1997,
as passed by the House on November 5, 1997.
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only. The credit is available with respect to purchases of existing
property as well as new construction. A taxpayer’s basis in a prop-
erty is reduced by the amount of any homebuyer tax credit claimed
with respect to such property.

The first-time homebuyer credit is a nonrefundable personal
credit that is claimed after the credits described in Code sections
25 (credit for interest on certain home mortgages) and 23 (adoption
credit).14? The credit cannot be used to offset an alternative mini-
mum tax liability. Any excess credit may be carried forward indefi-
nitely to succeeding taxable years.

The first-time homebuyer credit is available only for property
purchased after August 4, 1997, and before January 1, 2001. Thus,
the credit is available to first-time home purchasers who acquire
title to a qualifying principal residence on or after August 5, 1997,
and on or before December 31, 2000, irrespective of the date the
purchase contract was entered into.150

Effective Date

The D.C. wage credit is effective for wages paid (or incurred) to
a qualified individual for services performed after December 31,
1997, and before January 1, 2003. The increased expensing under
Code section 179 is effective for qualified D.C. Zone property placed
in service in periods beginning after December 31, 1997, and before
January 1, 2003. The special tax-exempt bond provisions apply to
bonds issued after December 31, 1997, and prior to January 1,
2003. The zero-percent capital gains rate generally is effective for
acquisitions of qualified D.C. Zone assets after December 31, 1997,
and before January 1, 2003. The first-time homebuyer credit ap-
plies to purchases after the date of enactment (August 5, 1997) and
before January 1, 2001.

Revenue Effect

The provision designating the D.C. Enterprise Zone (wage credit,
increased expensing under section 179, and expanded tax-exempt
financing) is estimated to reduce Federal fiscal year budget receipts
by $71 million in 1998, $110 million in 1999, $113 million in 2000,
$118 million in 2001, $127 million in 2002, and $45 million in
2003; to increase Federal fiscal year budget receipts by $3 million
in 2004 and by $2 million in 2005; and to reduce Federal fiscal year
budget receipts by less than $500,000 in 2006 and by $2 million in
2007.

The provision providing a zero-percent capital gains rate for cer-
tain property is estimated to reduce Federal fiscal year budget re-
ceipts by $1 million in 1998, $5 million in 1999, $12 million in
2000, $21 million in 2001, $33 million in 2002, $48 million in 2003,
$85 million in 2004, $90 million in 2005, $99 million in 2006, and
$107 million in 2007.

149 A technical correction is required to clarify the statute in this regard. A provision to this
effect is included in Title VI (sec. 607) of H.R. 2676, the Tax Technical Corrections Act of 1997,
as passed by the House on November 5, 1997.

150 A technical correction is required to clarify the statute in this regard. A provision to this
effect is included in Title VI (sec. 607) of H.R. 2676, the Tax Technical Corrections Act of 1997,
as passed by the House on November 5, 1997.
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The first-time homebuyer tax credit provision is estimated to re-
duce Federal fiscal year budget receipts by $10 million in 1998, $21
million in 1999, $27 million in 2000, $16 million in 2001, and by
less than $500,000 per year in each of 2002 through 2007.
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TITLE VIII. WELFARE-TO-WORK TAX CREDIT
(sec. 801 of the Act and new sec. 51A of the Code)

Present Law

The work opportunity tax credit is available on an elective basis
for employers hiring individuals from one or more of seven targeted
groups. The credit generally is equal to 35 percent of qualified
wages. Generally, qualified wages consist of wages attributable to
service rendered by a member of a targeted group during the one-
year period beginning with the day the individual begins work for
the employer.

For purposes of the work opportunity tax credit, the targeted
groups for which the credit is available include: (1) families receiv-
ing Aid to Families with Dependent Children (“AFDC”); (2) quali-
fied ex-felons; (3) high-risk youth; (4) vocational rehabilitation re-
ferrals; (5) qualified summer youth employees; (6) qualified veter-
ans; and (7) families receiving food stamps.

Generally, no more than $6,000 of wages during the first year of
employment is permitted to be taken into account with respect to
any individual. Thus, the maximum credit per individual is $2,100.
With respect to qualified summer youth employees, the maximum
credit is 35 percent of up to $3,000 of qualified first-year wages, for
a maximum credit of $1,050.

The deduction for wages is reduced by the amount of the credit.

The work opportunity tax credit is effective for wages paid or in-
curred to a qualified individual who begins work for an employer
after September 30, 1996, and before October 1, 1997.

Reasons for Change

One goal of the Personal Responsibility and Work Opportunity
Reform Act of 1996 (Public Law 104-193) was to move individuals
from welfare to work. The Congress believed that the welfare-to-
work credit will provide to employers an additional incentive to
hire these categories of individuals. This incentive is intended to
ease the transition from welfare to work for the targeted categories
of individuals by increasing access to employment. It is also in-
tended to provide certain employee benefits to these individuals to
encourage training, health coverage, dependent care and ultimately
better job attachment.

Explanation of Provision

The Act provides to employers a tax credit on the first $20,000
of eligible wages paid to qualified long-term family assistance
(AFDC or its successor program) recipients during the first two
years of employment. The credit is 35 percent of the first $10,000
of eligible wages in the first year of employment and 50 percent of
the first $10,000 of eligible wages in the second year of employ-
ment. The maximum credit is $8,500 per qualified employee.

Qualified long-term family assistance recipients are: (1) members
of a family that has received family assistance for at least 18 con-
secutive months ending on the hiring date; (2) members of a family
that has received family assistance for a total of at least 18 months
(whether or not consecutive) after the date of enactment of this
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credit if they are hired within 2 years after the date that the 18-
month total is reached; and (3) members of a family who are no
longer eligible for family assistance because of either Federal or
State time limits, if they are hired within 2 years after the Federal
or State time limits made the family ineligible for family assist-
ance.

Eligible wages include cash wages paid to an employee plus
amounts paid by the employer for the following: (1) educational as-
sistance excludable under a section 127 program (or that would be
excludable but for the expiration of sec. 127); (2) health plan cov-
erage for the employee, but not more than the applicable premium
defined under section 4980B(f)(4); and (3) dependent care assist-
ance excludable under section 129.

Effective Date

The provision is effective for wages paid or incurred to a quali-
fied individual who begins work for an employer on or after Janu-
ary 1, 1998, and before May 1, 1999.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $13 million in 1998, $31 million in 1999, $29 million in
2000, $15 million in 2001, $10 million in 2002, $4 million in 2003,
$2 million in 2004, and $1 million in 2005.151

151The estimate includes interaction with the work opportunity tax credit; see explanation of
section 603 of the Act.
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TITLE IX. MISCELLANEOUS PROVISIONS

A. Excise Tax Provisions

1. Transfer of General Fund highway fuels tax revenues to
the Highway Trust Fund (sec. 901 of the bill and sec.
9503 of the Code)

Present and Prior Law

Federal excise taxes are imposed on highway motor fuels to fi-
nance the Highway Trust Fund (currently, through September 30,
1999). Prior to October 1, 1997, the Highway Trust Fund motor
fuels tax rates were 14 cents per gallon on highway gasoline and
special motor fuels, 20 cents per gallon on highway diesel fuel, and
3 cents per gallon on diesel fuel used by intercity buses. Reduced
tax rates apply to ethanol and methanol fuels. Excise taxes of 14
cents per gallon also apply to gasoline and special motor fuels used
in motorboats, which goes first into the Highway Trust Fund. In
addition, prior to October 1, 1997, a permanent General Fund tax
of 4.3 cents per gallon was imposed on highway and other motor
fuels (other than intercity bus gasoline and recreational motorboat
diesel fuel, which were and are not subject to the tax, and rail die-
sel fuel, which paid a General Fund tax of 5.55 cents per gallon).

Under prior law, amounts equivalent to 2 cents per gallon of the
Highway Trust Fund motor fuels tax revenues were credited to the
Mass Transit Account of the Highway Trust Fund for capital-relat-
ed expenditures on mass transit programs; the balance of the high-
way motor fuels tax revenues were and are credited to the High-
Wa3171Account of the Trust Fund for highway-related programs gen-
erally.

Under prior law, transfers were made from the Highway Trust
Fund of $1 million per fiscal year to the Land and Water Conserva-
tion Fund, plus up to $70 million per fiscal year (through Septem-
ber 30, 1997) to the Boat Safety Account of the Aquatic Resources
Trust Fund of amounts equivalent to 11.5 cents per gallon from
recreational motorboat gasoline and special motor fuels tax reve-
nues. Any excess revenues attributable to the tax on motorboat
fuels were and are transferred from the Highway Trust Fund to
the Sport Fish Restoration Account in the Aquatic Resources Trust
Fund.

Excise taxes imposed on gasoline, diesel and special motor fuels
generally must be paid to the Treasury in semi-monthly deposits,
which are credited to tax liability reported on quarterly excise tax
returns. Subject to special rules for deposits attributable to taxes
for the period September 16-26, deposits generally must be made
9 days after the end of each semi-monthly period (14 days for gaso-
line and diesel fuel taxes deposited by an independent refiner or
small producer).

Reasons for Change

The Congress determined that, consistent with the historical
user tax principle of the highway motor fuels taxes, the existing
4.3-cents-per-gallon General Fund excise tax on highway fuels
should be transferred to the Highway Trust Fund. These monies
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will be available for needed Highway Trust Fund programs in the
future, to the extent consistent with overall budgetary spending
levels.

Explanation of Provision

Transfer of revenues to Highway Trust Fund

The Act transfers the prior-law General Fund excise tax of 4.3
cents per gallon on all highway motor fuels to the Highway Trust
Fund, beginning on October 1, 1997. Under the Act, 0.85 cents per
gallon of the 4.3 cents per gallon motor fuels tax revenues are to
be credited to the Mass Transit Account of the Highway Trust
Fund (for a total of 2.85 cents per gallon).152

Deposit rules for highway motor fuels

The Act provides that the excise taxes on gasoline, diesel fuel,
special motor fuels, and kerosene that otherwise would be required
to be deposited with the Treasury after July 31, 1998, and before
October 1, 1998, are not required to be deposited until October 5,
1998.

The changes to the deposits to the Highway Trust Fund may not
be used to cause an increase in the allocations under section 157
of Title 23 of the U.S. Code or any other spending increase in direct
spending other than by enactment of future legislation in compli-
ance with the Budget Enforcement Act.

Effective Date

The provision was effective on October 1, 1997.

Revenue Effect

This provision has no net effect on Federal fiscal year budget re-
ceipts.

2. Repeal excise tax on diesel fuel used in recreational mo-
torboats (sec. 902 of the Act and secs. 4041 and 6427 of
the Code)

Present and Prior Law

Before a temporary suspension through December 31, 1997 was
enacted in 1996, diesel fuel used in recreational motorboats was
subject to a generally applicable 24.4-cents-per-gallon diesel fuel
excise tax. Revenues from this tax were retained in the General
Fund. The tax was enacted by the Omnibus Budget Reconciliation
Act of 1993 as a revenue offset for repeal of the excise tax on cer-
tain luxury boats.

Reasons for Change

The Congress was informed that many marinas had found it un-
economical to carry both undyed (taxed) and dyed (untaxed) diesel

152 Historically, the Mass Transit Account has received 20 percent of the increase in motor
fuels tax. 20 percent of 4.3 cents is 0.86 cents. To effectuate this, a technical correction to credit
2.86 cents per gallon to the Mass Transit Account is included in Title VI (sec. 608(b)) the Tax
Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
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fuel because the majority of their market is for uses not subject to
tax. As a result, some recreational boaters had experienced dif-
ficulty finding fuel. In 1996, the Congress suspended imposition of
the tax on recreational boating while alternative collection methods
were evaluated. No satisfactory alternative was found; therefore,
the Congress determined that competing needs for boat fuel avail-
ability and preservation of the integrity of the diesel fuel tax com-
pliance structure are best served by repealing the diesel fuel tax
on recreational motorboat use.

Explanation of Provision

The Act repeals the application of the diesel fuel tax to fuel used
in recreational motorboats.

Effective Date
The provision is effective for fuel sold after December 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $4 million in 1998, $5 million per year in 1999 and
2000, and $1 million per year in 2001 through 2007.

3. Continued application of tax on imported recycled halon-
1211 (sec. 903 of the Act and sec. 4682 of the Code)

Present and Prior Law

An excise tax is imposed on the sale or use by the manufacturer
or importer of certain ozone-depleting chemicals (Code sec. 4681).
The amount of tax generally is determined by multiplying the base
tax amount applicable for the calendar year by an ozone-depleting
factor assigned to each taxable chemical. The base tax amount is
$6.25 per pound in 1997, and is scheduled to increase by 45 cents
per pound per year thereafter. The ozone-depleting factors for tax-
able halons are 3 for halon—-1211, 10 for halon-1301, and 6 for
halon—2402.

Taxable chemicals that are recovered and recycled within the
United States are exempt from tax. In addition, exemption is pro-
vided for imported recycled halon—-1301 and halon—2402 if such
chemicals are imported from countries that are signatories to the
Montreal Protocol on Substances that Deplete the Ozone Layer.
Present law further provides that exemption is to be provided for
imported recycled halon-1211, for such chemicals imported from
countries that are signatories to the Montreal Protocol on Sub-
stances that Deplete the Ozone Layer after December 31, 1997.

Reasons for Change

The Congress understood that in response to the profit incentive
created by the higher price for ozone-depleting chemicals that has
resulted from the tax on these chemicals, entrepreneurs have de-
veloped and are marketing a substitute for halon—1211 that is not
ozone depleting. The Congress believed permitting imported recy-
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cled halon—-1211 to compete in the market tax free may destroy this
entrepreneurial and environmental success story.

Explanation of Provision

The Act repeals the prior-law exemption for imported recycled
halon-1211.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by less than $500,000 in each fiscal year from 1997
through 2007. The aggregate increase in Federal fiscal year budget
receipts for the period 1997—2007 is estimated to be $1 million.

4. Uniform rate of excise tax on vaccines (sec. 904 of the Act
and secs. 4131 and 4132 of the Code)

Present and Prior Law

A manufacturer’s excise tax is imposed on certain vaccines rou-
tinely recommended for administration to children. Under prior law
the rates of tax were as follows: DPT (diphtheria, pertussis, teta-
nus,), $4.56 per dose; DT (diphtheria, tetanus), $0.06 per dose;
MMR (measles, mumps, or rubella), $4.44 per dose; and polio,
$0.29 per dose. In general, if any vaccine was administered by com-
bining more than one of the listed taxable vaccines, the amount of
tax imposed was the sum of the amounts of tax imposed for each
taxable vaccine. However, in the case of MMR and its components,
any component vaccine of MMR was taxed at the same rate as the
MMR-combined vaccine.

Amounts equal to net revenues from this excise tax are deposited
in the Vaccine Injury Compensation Trust Fund to finance com-
pensation awards under the Federal Vaccine Injury Compensation
Program for individuals who suffer certain injuries following ad-
ministration of the taxable vaccines.

Reasons for Change

The Congress understood that the prior-law tax rates applicable
to taxable vaccines were chosen to reflect estimated probabilities of
adverse reactions and the severity of the injury that might result
from such reactions. The Congress understood that medical re-
searchers believe that there is insufficient data to support fine gra-
dations of estimates of potential harm from the various different
childhood vaccines. In the light of this scientific assessment, the
Congress believed some simplicity can be achieved by taxing such
vaccines at the same rate per dose.

The Congress further believed it was appropriate to review the
list of taxable vaccines from time to time as medical science ad-
vances. The Center for Disease Control has recommended that the
vaccines for HIB (haemophilus influenza type B), Hepatitis B, and
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varicella (chicken pox) be widely administered among the nation’s
children. In light of the growing number of immunizations using
these vaccines, the Congress added these vaccines to the list of tax-
able vaccines.

Explanation of Provision

The Act replaces the prior-law excise tax rates, that differed by
vaccine, with a single rate tax of $0.75 per dose on any listed vac-
cine component. Under the Act, the tax applies to any vaccine that
is a combination of vaccine components is 75 cents times the num-
ber of components in the combined vaccine. For example, the MMR
vaccine is taxed at a rate of $2.25 per dose and the DT vaccine is
taxed at rate of $1.50 per dose.

In addition, the Act adds three new taxable vaccines to the
present-law taxable vaccines: (1) HIB (haemophilus influenza type
B); (2) Hepatitis B; and (3) varicella (chickenpox). The three newly
listed vaccines also are subject to the 75-cents per dose excise tax.

Effective Date

The provision was effective for sales after the date of enactment
(August 5, 1997). No floor stocks tax was imposed, or floor stocks
refunds permitted, for vaccines held on the effective date. For the
purpose of determining the amount of refund of tax on a vaccine
returned to the manufacturer or importer, for vaccines returned
after the date of enactment and before January 1, 1999, the
amount of tax assumed to have been paid on the initial purchase
of the returned vaccine is not to exceed $0.75 per dose.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $16 million in 1998, $15 million in 1999, $15 million in
2000, $15 million in 2001, $14 million in 2002, $14 million in 2003,
$14 million in 2004, $14 million in 2005, $14 million in 2006, and
$14 million in 2007.

5. Treat certain gasoline “chain retailers” as wholesale dis-
tributors under the gasoline excise tax refund rules (sec.
905 of the Act and sec. 6416 of the Code)

Present and Prior Law

Gasoline is taxed at 18.4 cents per gallon upon removal from a
registered pipeline or barge terminal facility. Before reinstatement
of a 0.1-cent-per-gallon tax rate (dedicated to the Leaking Under-
ground Storage Tank Trust Fund) by the Act, gasoline was taxed
at 18.3 cents per gallon. The position holder in the terminal at the
time of removal is liable for payment of the tax. Certain uses of
gasoline, including use by States and local governments, are ex-
empt from tax. In general, these exemptions are realized by re-
funds to the exempt users of tax paid by the party that removed
the gasoline from a terminal facility. Present law includes an ex-
ception to the general rule that refunds are made to consumers in
the case of gasoline sold to States and local governments and cer-
tain other exempt users. In those cases, wholesale distributors sell
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the gasoline net of tax previously paid and receive the refunds. The
term wholesale distributor includes only persons that sell gasoline
to producers, retailers, or to users in bulk quantities.

Reasons for Change

During recent years, States and local governments increasingly
have purchased gasoline for their fleets by credit card purchases
from retail outlets. Previously, these purchases were through bulk
deliveries to tanks supplying private pumps at government instal-
lations. Currently, wholesale distributors are eligible to claim gaso-
line tax refunds on behalf of these customers. The Congress deter-
mined that allowing refunds to retail businesses of comparable size
would adapt the gasoline tax rules to current market conditions
without creating new opportunities for tax evasion.

Explanation of Provision

The definition of wholesale distributor is expanded to include cer-
tain “chain retailers”—retailers that make retail sales from 10 or
more retail gasoline outlets. This modification conforms the defini-
tion of wholesale distributor to that which existed before 1987
when the point of collection of the gasoline tax was moved from the
wholesale distribution level to removal from a terminal facility.

Effective Date

The provision was effective after the date of enactment (August
5, 1997).

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

6. Exemption of electric and other clean-fuel motor vehicles
from luxury automobile classification (sec. 906 of the Act
and secs. 4001 and 4003 of the Code)

Present and Prior Law

Present law imposes an excise tax on the sale of automobiles
whose price exceeds a designated threshold, currently $36,000. The
excise tax is imposed at a rate of 8 percent for 1997 on the excess
of the sales price above the designated threshold. The 8-percent
rate declines by one percentage point per year until reaching 3 per-
cent in 2002, and no tax thereafter. The $36,000 threshold is in-
dexed for inflation. The present-law indexed threshold of $36,000
is the result of adjusting a $30,000 threshold specified in the Code
for inflation occurring after 1990 (sec. 4001(e)).

The tax generally applies only to the first retail sale after manu-
facture, production, or importation of an automobile. It does not
apply to subsequent sales of taxable automobiles. A tax, at the
same rate, is imposed on the separate purchase of parts and acces-
sories for a vehicle within six months of the first retail sale when
the sum of the separate purchases of the vehicle, parts, and acces-
sories exceeds the luxury tax threshold (sec. 4003).
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The tax applies to sales before January 1, 2003.

Reasons for Change

The Congress believed that the price of a clean-burning fuel vehi-
cle or an electric vehicle does not necessarily represent the consum-
er’s purchase of a luxury good in the sense intended with the enact-
ment of the luxury excise tax on automobiles in the Omnibus Budg-
et Reconciliation Act of 1990. Rather, the higher price of such vehi-
cles often represents the cost of the technology required to produce
an automobile designed to provide certain environmental benefits.
The Congress believed the cost of this technology should not be
considered a luxury for the purpose of the luxury excise tax on
automobiles. Therefore, the Congress determined it appropriate to
modify the threshold above which the luxury automobile excise tax
applies in the case of certain clean-burning fuel vehicles and elec-
tric vehicles.

Explanation of Provision

The Act modifies the threshold above which the luxury excise tax
on automobiles will apply for each of two identified classes of auto-
mobiles both in the case of a purchase of a vehicle and in the case
of the separate purchase of a vehicle and parts and accessories
therefor. First, for an automobile that is not a clean-burning fuel
vehicle to which retrofit parts and components are installed to
make the vehicle a clean-burning vehicle, the threshold would be
$30,000, as adjusted for inflation under present law, plus an
amount equal to the increment to the retail value of the automobile
attributable to the retrofit parts and components installed.

In the case of a passenger vehicle designed to be propelled pri-
marily by electricity and built by an original equipment manufac-
turer, the threshold applicable for any year is modified to equal 150
percent of $30,000, with the result increased for inflation occurring
after 1990 and rounded to next lowest multiple of $2,000.

Effective Date

The provision was effective for sales and installations occurring
after the date of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 for the 1997 fiscal year, by $1 mil-
lion for the 1998 fiscal year, by $1 million for the 1999 fiscal year,
by less than $500,000 for each fiscal year from 2000 through 2003,
and to have no effect on Federal receipts thereafter (provision ex-
pires December 31, 2002). The aggregate reduction in Federal fiscal
year budget receipts for fiscal year 1997 through fiscal year 2007
is estimated to be $2 million.
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7. Tax certain alternative fuels based on energy equivalency
to gasoline (sec. 907 of the Act and secs. 4041 and 9503
of the Code)

Present and Prior Law

Excise taxes are imposed on gasoline, diesel fuel, and special
motor fuels used in highway vehicles. Before enactment of the Act,
4.3 cents per gallon of each of these taxes was retained in the Gen-
eral Fund, with the balance of the revenues being dedicated to one
or more Trust Funds.153 The tax on gasoline is 18.4 cents per gal-
lon; the tax on diesel fuel is 24.4 cents per gallon; and the tax on
special motor fuels generally is 18.4 cents per gallon. Taxable spe-
cial motor fuels include liquefied petroleum gas (“propane”), lique-
fied natural gas (“LNG”), and methanol from natural gas. Com-
pressed natural gas (“CNG”) also is taxed when used as a fuel in
highway vehicles. Special rates apply to methanol from natural gas
(exempt from 7 cents of the prior-law 14-cents-per-gallon Highway
Trust Fund component of the special motor fuels tax), and com-
pressed natural gas (exempt from the entire prior-law Highway
Trust Fund component of the tax).

In general, these four special fuels contain less energy (i.e., fewer
Btu’s) per gallon than does gasoline.

Reasons for Change

Under prior law, the largest portion of the excise tax on propane,
LNG, and methanol from natural gas was imposed to finance Fed-
eral highway programs through the Highway Trust Fund. Under
the Act, these revenues are dedicated exclusively to the Highway
Trust Fund. A basic principle of the highway taxes is that users
of the highway system should be taxed in relation to their use of
the system. The Congress believed that adjusting the tax rates on
these three special fuels is consistent with that principle because
consumers must purchase more gallons of these lower-energy-con-
telfit fuels than gallons of gasoline to travel the same number of
miles.

Explanation of Provision

The Act adjusts the tax rates on propane, LNG, and methanol
from natural gas to reflect the respective energy equivalence of the
fuels to gasoline. The revised Highway Trust Fund tax rates on
these fuels are: propane, 13.6 cents per gallon; LNG 11.9 cents per
gallon, and methanol from natural gas, 9.15 cents per gallon.

The Act provides that revenues from the Highway Trust Fund
portion of these taxes and the tax on CNG will be divided between
the Highway and Mass Transit Accounts of that Trust Fund in the
i%ame proportion as applies to the Highway Trust Fund tax on gaso-
ine.154

153 Section 901 of the Act provides that revenues from all but 0.1-cent-per gallon of the taxes
on highway fuels is to be deposited in the Highway Trust Fund; the remaining 0.1-cent-per gal-
lon (which was reinstated by sec. 1033 of the Act) is dedicated to the Leaking Underground Stor-
age Tank Trust Fund.

154 A technical correction may be necessary to implement this provision. Such a correction is
included in Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the
House November 5, 1997.



117
Effective Date

The provision was effective for fuels sold or used after September
30, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $2 million in 1997, $15 million in 1998, $16 million per
year in 1999 and 2000, $17 million in 2001, $18 million in 2002,
$19 million in 2003, $20 million in 2004, $21 million in 2005, $22
million in 2006, and $23 million in 2007.

8. Reduced rate of alcohol excise tax on certain hard ciders
(sec. 908 of the Act and sec. 5041 of the Code)

Present and Prior Law

Distilled spirits are taxed at a rate of $13.50 per proof gallon;
beer is taxed at a rate of $18 per barrel (approximately 58 cents
per gallon); and still wines of 14 percent alcohol or less are taxed
at a rate of $1.07 per wine gallon. The Code defines still wines as
wines containing not more than 0.392 gram of carbon dioxide per
hundred milliliters of wine. Higher rates of tax are applied to
wines with greater alcohol content, to sparkling wines (e.g., cham-
pagne), and to artificially carbonated wines.

Certain small wineries may claim a credit against the excise tax
on wine of 90 cents per wine gallon on the first 100,000 gallons of
wine produced annually (i.e., net tax rate of 17 cents per wine gal-
lon). Certain small breweries pay a reduced tax of $7.00 per barrel
(approximately 22.6 cents per gallon) on the first 60,000 barrels of
beer produced annually.

Apple cider containing alcohol (“hard cider”) is classified as wine,
and was taxed as wine under prior law.

Reasons for Change

The Congress understood that as an alcoholic beverage, hard
cider competes more as a substitute for beer than as a substitute
for still, or table, wine. If most consumers of alcoholic beverages
choose between hard cider and beer, rather than between hard
cider and wine, taxing hard cider at tax rates imposed on other
wine products may distort consumer choice and unfairly disadvan-
tage producers of hard cider in the market place. The Congress also
understood that producers of hard cider generally are small busi-
nesses and concluded that it would improve market efficiency and
fairness to tax this beverage at a rate equivalent to the tax im-
posed on the production of beer by small brewers.

Explanation of Provision

The Act adjusts the tax rate on “hard cider” that was taxed as
a still wine under prior law (i.e., a cider containing not more than
0.392 gram of carbon dioxide per hundred milliliters),155 to 22.6
cents per gallon for those persons who produce more than 100,000

155 A technical correction may be required to clarify that the reduced rate of tax provided by
this provision applies only to apple cider taxable as a still wine under prior law.
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gallons of “hard cider” during a calendar year. The provision de-
fines “hard cider” as being fermented solely from apples or apple
concentrate and water, containing no other fruit product and con-
taining at least one-half of 1 percent and less than 7 percent alco-
hol by volume. Once fermented, eligible hard cider may not be al-
tered by the addition of other fruit juices, flavor, or other ingredi-
ent that alters the flavor that results from the fermentation proc-
ess. Thus, for example, cider fermented from apples, but which has
raspberry flavor added to it prior to bottling and marketing to the
public, will not be eligible for the 22.6 cents-per-gallon tax rate.

Qualifying small producers that produce 250,000 gallons or less
of hard cider and other wines in a calendar year may claim a credit
of 5.6 cents per wine gallon on the first 100,000 gallons of hard
cider produced. This credit produces an effective tax rate of 17
cents per gallon, the same effective rate as under prior law that ap-
plied to small producers who were permitted to claim the 90 cents-
per-gallon credit for small wineries. Hard cider production will con-
tinue to be counted in determining whether other production of a
producer qualifies for the tax credit for small producers of wine.
The Act does not change the classification of qualifying hard cider
as wine.

Effective Date

The provision was effective for hard cider removed after Septem-
ber 30, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by approximately $1 million in each fiscal year from 1998
through fiscal year 2007, and an estimated total reduction in Fed-
eral receipts of $7 million for the period 1998-2007.

9. Study feasibility of moving collection point for distilled
spirits excise tax (sec. 909 of the Act)

Present and Prior Law

Distilled spirits are subject to tax at $13.50 per proof gallon. (A
proof gallon is a liquid gallon consisting of 50 percent alcohol.) In
the case of domestically produced distilled spirits and distilled spir-
its imported in to the United States in bulk containers for domestic
bottling, the tax is collected on removal of the beverage from the
distillery (without regard to whether a sale occurs at that time).
Bottled distilled spirits that are imported into the United States
comprise approximately 15 percent of the current market for these
beverages; tax is collected on these imports when the distilled spir-
its are removed from the first customs bonded warehouse in which
they are deposited upon entry into the United States.

In the case of certain distilled spirits products, a tax credit for
alcohol derived from fruit is allowed. This credit reduces the effec-
tive tax paid on those beverages. The credit is determined when
the tax is paid (i.e., at the distillery or on importation).
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Explanation of Provision

The Act directs the Treasury Department to study options for
changing the point at which the distilled spirits excise tax is col-
lected. One of the options evaluated should be collecting the tax at
the point at which the distilled spirits are removed from registered
wholesale warehouses. As part of this study, the Treasury is to
focus on administrative issues associated with identified options,
including the effects on tax compliance. For example, the Treasury
is to evaluate the actual compliance record of wholesale dealers
that currently pay the excise tax on imported bottled distilled spir-
its and the compliance effects of allowing additional wholesale deal-
ers to be distilled spirts taxpayers. The study also is to address the
number of taxpayers involved, the types of financial responsibility
requirements that might be needed, and any special requirements
regarding segregation of non-tax-paid distilled spirits from other
products carried by the potential new taxpayers. The study further
is to review the effects of the options on Treasury staffing and
other budgetary resources as well as projections of the time be-
tween when tax currently is collected and the time when tax other-
wise would be collected.

The study is required to be completed and transmitted to the
Senate Committee on Finance and the House Committee on Ways
and Means no later than March 31, 1998.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

10. Codify Treasury Department regulations regulating wine
labels (sec. 910 of the Act and sec. 5388 of the Code)

Present and Prior Law

The Code includes provisions regulating the labeling of wine
when it is removed from a winery for marketing. In general, the
regulations under these provisions allow the use of semi-generic
names for wine that reflect geographic identifications understood in
the industry, provided that the labels include clear indication of
any deviation from that which is generally understood as to the
source of the grapes or the process by which the wine is produced.

Reasons for Change

The Congress determined that the Treasury Department regula-
tions governing the use of semi-generic designations such as “Cha-
blis” and “burgundy” in wine labeling should be codified to add
clarity to the existing Code provisions.
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Explanation of Provision

The Act codifies the Treasury Department regulations governing
the use of semi-generic wine designations which reflect geographic
origin into the Code’s wine labeling provisions.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

B. Disaster Relief Provisions

1. Authority to postpone certain tax-related deadlines by
reason of presidentially declared disaster (sec. 911 of
the Act and sec. 7508A of the Code)

Present and Prior Law

In the case of a Presidentially declared disaster, the Secretary of
the Treasury has the authority to postpone some (but not all) tax-
related deadlines.

Reasons for Change

The Congress believed that the Secretary should have the au-
thority to postpone additional tax-related deadlines.

Explanation of Provision

The Secretary of the Treasury may specify that certain deadlines
are postponed for a period of up to 90 days in the case of a tax-
payer determined to be affected by a Presidentially declared disas-
ter. The deadlines that may be postponed are the same as are post-
poned by reason of service in a combat zone. The provision does not
apply for purposes of determining interest on any overpayment or
underpayment. However, section 915 of the Act provides for the
abatement of interest in the case of individuals living in an area
that has been declared a disaster area by the President during
1997.

Effective Date

The provision was effective for any period for performing an act
that had not expired before the date of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by a negligible amount.
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2. Use of certain appraisals to establish amount of disaster
loss (sec. 912 of the Act and sec. 165 of the Code)

Present and Prior Law

In order to claim a disaster loss, a taxpayer must establish the
amount of the loss. This may, for example, be done through the use
of an appraisal.

Reasons for Change

The Congress believed that no impediment should exist to utiliz-
ing alternate types of acceptable appraisals as proof to establish
the amount of loss.

Explanation of Provision

Nothing in the Code will be construed to prohibit Treasury from
issuing guidance providing that an appraisal for the purpose of ob-
taining a Federal loan or Federal loan guarantee as the result of
a Presidentially declared disaster may be used to establish the
amount of a disaster loss.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by a negligible amount.

3. Treatment of livestock sold on account of weather-related
conditions (sec. 913 of the bill and secs. 451 and 1033 of
the Code)

Present and Prior Law

In general, cash-method taxpayers report income in the year it
is actually or constructively received. However, present law con-
tains two special rules applicable to livestock sold on account of
drought conditions. Code section 451(e) provides that a cash-meth-
od taxpayer whose principal trade or business is farming who is
forced to sell livestock due to drought conditions may elect to in-
clude income from the sale of the livestock in the taxable year fol-
lowing the taxable year of the sale. This elective deferral of income
is available only if the taxpayer establishes that, under the tax-
payer’s usual business practices, the sale would not have occurred
but for drought conditions that resulted in the area being des-
ignated as eligible for Federal assistance. This exception is gen-
erally intended to put taxpayers who receive an unusually high
amount of income in one year in the position they would have been
in absent the drought.

In addition, the sale of livestock (other than poultry) that is held
for draft, breeding, or dairy purposes in excess of the number of
livestock that would have been sold but for drought conditions is
treated as an involuntary conversion under section 1033(e). Con-
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sequently, gain from the sale of such livestock could be deferred by
reinvesting the proceeds of the sale in similar property within a
two-year period.

Reasons for Change

The Congress believed that the present-law exceptions to gain
recognition for livestock sold on account of drought should apply to
livestock sold on account of floods and other weather-related condi-
tions as well.

Explanation of Provision

The Act amends Code section 451(e) to provide that a cash-meth-
od taxpayer whose principal trade or business is farming and who
is forced to sell livestock due not only to drought (as under present
law), but also to floods or other weather-related conditions, may
elect to include income from the sale of the livestock in the taxable
year following the taxable year of the sale. This elective deferral of
income is available only if the taxpayer establishes that, under the
taxpayer’s usual business practices, the sale would not have oc-
curred but for the drought, flood or other weather-related condi-
tions that resulted in the area being designated as eligible for Fed-
eral assistance.

In addition, the Act amends Code section 1033(e) to provide that
the sale of livestock (other than poultry) that are held for draft,
breeding, or dairy purposes in excess of the number of livestock
that would have been sold but for drought (as under present law),
flood or other weather-related conditions is treated as an involun-
tary conversion.

Effective Date

The provision applies to sales and exchanges after December 31,
1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $12 million in 1998, $2 million in 1999, $2 million in
2000, $2 million in 2001, $1 million in 2002, $1 million in 2003,
$1 million in 2004, $1 million in 2005, $1 million in 2006, and $1
million in 2007.

4. Mortgage bond financing for residences located in Presi-
dentially declared disaster areas (sec. 914 of the Act and
sec. 143 of the Code)

Present and Prior Law

Qualified mortgage bonds are private activity tax-exempt bonds
issued by States and local governments acting as conduits to pro-
vide mortgage loans to first-time home buyers who satisfy specified
income limits and who purchase homes that cost less than statu-
tory maximums.

Present and prior law waives these three buyer targeting re-
quirements for a portion of the loans made with proceeds of a
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qualified mortgage bond issue if the loans are made to finance
homes in statutorily prescribed economically distressed areas.

Reasons for Change

The Congress believed that qualified mortgage bond financing is
an appropriate tool to assist persons experiencing losses in Presi-
dentially declared disasters to repair or replace their homes.

Explanation of Provision

The Act waives the first-time homebuyer requirement, and treats
the affected areas as economically distressed areas for purposes of
applying the income limits, and the purchase price limits in the
case of loans to finance homes damaged as a result of certain Presi-
dentially declared disasters.156 The waiver applies only during the
two-year period following the date of the disaster declaration.

Effective Date

The provision applies to loans financed with bonds issued after
December 31, 1996, and before January 1, 1999.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $3 million in 1998, $7 million in 1999, $8 million in
2000, $8 million in 2001, $7 million in 2002, $6 million in 2003,
$6 million in 2004, $5 million in 2005, $4 million in 2006, and $4
million in 2007.

5. Requirement to abate interest by reason of Presidentially
declared disaster (sec. 915 of the Act)

Present and Prior Law

In the case of a Presidentially declared disaster, the Secretary of
the Treasury has the authority to postpone some tax-related dead-
lines, but there is no authority to abate interest.

Reasons for Change

The Congress believed that the abatement of interest should ac-
company the Secretary’s authority to postpone the filing and pay-
ment deadlines, in the case of certain Presidentially declared disas-
ters.

Explanation of Provision

If the Secretary of the Treasury extends the filing date of an in-
dividual tax return for individuals living in an area that has been
declared a disaster area by the President during 1997, no interest
shall be charged as a result of the failure of an individual taxpayer
to file an individual tax return, or pay the taxes shown on such re-
turn, during the extension. For this purpose, an individual tax re-
turn does not include the return of a trust or estate.

156 A technical correction may be necessary to clarify the circumstances in which homebuyers
qualify for these exceptions from the qualified mortgage bond financing rules.
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Effective Date

The provision is effective with respect to declarations during
1997 that an area warrants assistance by the Federal Government
under the Robert T. Stafford Disaster Relief and Emergency Assist-
ance Act.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $5 million in 1997.

C. Provisions Relating to Employment Taxes

1. Clarification of standard to be used in determining tax
status of retail securities brokers (sec. 921 of the Act)

Present and Prior Law

Under present and prior law, whether a worker is an employee
or independent contractor is generally determined under a com-
mon-law facts and circumstances test. An employer-employee rela-
tionship is generally found to exist if the service recipient has not
only the right to control the result to be accomplished by the work,
but also the means by which the result is to be accomplished. The
Internal Revenue Service (“IRS”) generally takes the position that
the presence and extent of instructions is important in reaching a
conclusion as to whether a business retains the right to direct and
control the methods by which a worker performs a job, but that it
is also important to consider the weight to be given those instruc-
tions if they are imposed by the business only in compliance with
governmental or governing body regulations. The IRS training
manual provides that if a business requires its workers to comply
with rules established by a third party (e.g., municipal building
codes related to construction), the fact that such rules are imposed
should be given little weight in determining the worker’s status.

Reasons for Change

Broker-dealers are required to supervise the activities of their af-
filiated registered representatives in order to comply with certain
investor protection laws. The Congress believed that such super-
vision should not be taken into account in determining the status
of a broker for Federal tax purposes.

Explanation of Provision

Under the Act, in determining the status of a registered rep-
resentative of a broker-dealer for Federal tax purposes, no weight
may be given to instructions from the service recipient which are
imposed only in compliance with governmental investor protection
standards or investor protection standards imposed by a governing
body pursuant to a delegation by a Federal or State agency.
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Effective Date

The provision is effective with respect to services performed after
December 31, 1997. No inference is intended that the treatment
under the proposal is not present law.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

2. Clarification of exemption from self-employment tax for
certain termination payments received by former insur-
ance salesmen (sec. 922 of the Act and sec. 1402 of the
Code)

Present Law and Prior Law

Under present and prior law, as part of the Federal Insurance
Contributions Act (“FICA”) a tax is imposed on employees and em-
ployers. The tax consists of two parts: old-age, survivor, and dis-
ability insurance (“OASDI”) and Medicare Hospital Insurance
(“HI”). For wages paid in 1997, the OASDI tax rate is 6.2 percent
of wages up to $65,400 (indexed for inflation) on both the employer
and employee. The HI tax rate on both the employer and the em-
ployee is 1.45 percent of wages (with no wage cap).

Similarly, under the self-employment contributions act (“SECA?”),
taxes are imposed on an individual’s net earnings from self employ-
ment. In general, net earnings from self employment means the
gross income derived by an individual from any trade or business
carried on by such individual, less the deductions allowed which
are attributable to such trade or business. The SECA tax rate is
the same as the combined employer and employee FICA rates (i.e.,
12.4 percent for OASDI and 2.9 percent for HI) and the maximum
amount of earnings subject to the OASDI portion of SECA taxes is
coordinated with and is set at the same level as the maximum level
of wages and salaries subject to the OASDI portion of FICA taxes.
There is no limit on the amount of self-employment income subject
to the HI portion of the tax.

Certain insurance salesmen are independent contractors and
therefore subject to tax under SECA.

Under case law, certain payments received by former insurance
salesmen who had sold insurance as independent contractors are
not net earnings from self employment and therefore are not sub-
ject to SECA. See, e.g., Jackson v. Comm’r, 108 TC No. 10
(1997); Gump v. U.S., 86 F. 3d 1126 (CA FC 1996); Milligan v.
Comm’r, 38 F. 3d 1094 (9th Cir. 1994).

Reasons for Change

The Congress believed that clarifying the SECA tax treatment of
certain payments would provide greater certainty to taxpayers and
would reduce the need for further litigation.
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Explanation of Provision

The Act codifies case law by providing that net earnings from self
employment do not include any amount received during the taxable
year from an insurance company on account of services performed
by such individual as an insurance salesman for such company if
(1) such amount is received after termination of the individual’s
agreement to perform services for the company, (2) the individual
performs no services for the company after such termination and
before the close of the taxable year, (3) the amount of the payment
depends primarily on policies sold by or credited to the account of
the individual during the last year of the service agreement and/
or the extent to which such policies remain in force for some period
after such termination, and does not depend on the length of serv-
ice or overall earnings from services performed for the company,
and (4) the payments are conditioned upon the salesman agreeing
not to compete with the company for at least one year following
such termination. Eligibility for the payments can be based on
length of service or overall earnings.

The Act also amends the Social Security Act to provide that such
termination payments are not treated as earnings for purposes of
determining social security benefits.

No inference is intended with respect to the SECA tax treatment
of payments that are not described in the proposal.

Effective Date

The provision is effective with respect to payments after Decem-
ber 31, 1997. No inference is intended that the proposal is not
present law.

Revenue Effect

The provision is estimated to have a negligible effect on Federal
fiscal year budget receipts.

D. Provisions Relating to Small Businesses

1. Delay imposition of penalties for failure to make pay-
ments electronically through EFTPS (sec. 931 of the Act
and sec. 6302 of the Code)

Present and Prior Law

Employers are required to withhold income taxes and FICA taxes
from wages paid to their employees. Employers also are liable for
their portion of FICA taxes, excise taxes, and estimated payments
of their corporate income tax liability.

The Code requires the development and implementation of an
electronic fund transfer system to remit these taxes and convey de-
posit information directly to the Treasury (Code sec. 6302(h)157),
The Electronic Federal Tax Payment System (“EFTPS”) was devel-
oped by Treasury in response to this requirement.l58 Employers

157 This requirement was enacted in 1993 (sec. 523 of P.L. 103-182).

158 Treasury had earlier developed TAXLINK as the prototype for EFTPS. TAXLINK has been
operational for several years; EFTPS is currently operational. Employers currently using
TAXLINK will ultimately be required to participate in EFTPS.
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must enroll with one of two private contractors hired by the Treas-
ury. After enrollment, employers generally initiate deposits either
by telephone or by computer.

The new system is phased in over a period of years by increasing
each year the percentage of total taxes subject to the new EFTPS
system. For fiscal year 1994, 3 percent of the total taxes are re-
quired to be made by electronic fund transfer. These percentages
increased gradually for fiscal years 1995 and 1996. For fiscal year
1996, the percentage was 20.1 percent (30 percent for excise taxes
and corporate estimated tax payments). For fiscal year 1997, these
percentages increased significantly, to 58.3 percent (60 percent for
excise taxes and corporate estimated tax payments). The specific
implementation method required to achieve the target percentages
is set forth in Treasury regulations. Implementation began with
the largest depositors.

Treasury originally implemented the 1997 percentages by requir-
ing that all employers who deposit more than $50,000 in 1995 must
begin using EFTPS by January 1, 1997. The Small Business Job
Protection Act of 1996 provided that the increase in the required
percentages for fiscal year 1997 (which, pursuant to Treasury regu-
lations, was to take effect on January 1, 1997) will not take effect
until July 1, 1997.159 This was done to provide additional time
prior to implementation of the 1997 requirements so that employ-
ers could be better informed about their responsibilities.

On June 2, 1997, the IRS announced 160 that it will not impose
penalties through December 31, 1997, on businesses that make
timely deposits using paper federal tax deposit coupons while con-
verting to the EFTPS system.

Reasons for Change

The Congress believed that it is necessary to provide small busi-
nesses with additional time prior to implementation of the require-
ments so that these employers may be better informed about their
responsibilities.

Explanation of Provision

The Act provides that no penalty shall be imposed solely by rea-
son of a failure to use EFTPS prior to July 1, 1998, if the taxpayer
was first required to use the EFTPS system on or after July 1,
1997.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

159 Section 1809 of P.L. 104-188.
160 JR-97-32.
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2. Home office deduction: clarification of definition of prin-
cipal place of business (sec. 932 of the Act and sec. 280A
of the Code)

Present and Prior Law

A taxpayer’s business use of his or her home may give rise to a
deduction for the business portion of expenses related to operating
the home (e.g., a portion of rent or depreciation and repairs). Code
section 280A(c)(1) provides, however, that business deductions gen-
erally are allowed only with respect to a portion of a home that is
used exclusively and regularly in one of the following ways: (1) as
the principal place of business for a trade or business; (2) as a
place of business used to meet with patients, clients, or customers
in the normal course of the taxpayer’s trade or business; or (3) in
connection with the taxpayer’s trade or business, if the portion so
used constitutes a separate structure not attached to the dwelling
unit. In the case of an employee, the Code further requires that the
business use of the home must be for the convenience of the em-
ployer (sec. 280A(c)(1)).161 These rules apply to houses, apartments,
condominiums, mobile homes, boats, and other similar property
used as the taxpayer’s home (sec. 280A(f)(1)). Under Internal Reve-
nue Service (IRS) rulings, the deductibility of expenses incurred for
local transportation between a taxpayer’s home and a work location
sometimes depends on whether the taxpayer’s home office qualifies
under section 280A(c)(1) as a principal place of business (see Rev.
Rul. 94-47, 1994-29 LR.B. 6).

Prior to 1976, expenses attributable to the business use of a resi-
dence were deductible whenever they were “appropriate and help-
ful” to the taxpayer’s business. In 1976, Congress adopted section
280A, in order to provide a narrower scope for the home office de-
duction, but did not define the term “principal place of business.”
In Commissioner v. Soliman, 113 S.Ct. 701 (1993), the Supreme
Court reversed lower court rulings and upheld an IRS interpreta-
tion of section 280A that disallowed a home office deduction for a
self-employed anesthesiologist who practiced at several hospitals
but was not provided office space at the hospitals. Although the an-
esthesiologist used a room in his home exclusively to perform ad-
ministrative and management activities for his profession (i.e., he
spent two or three hours a day in his home office on bookkeeping,
correspondence, reading medical journals, and communicating with
surgeons, patients, and insurance companies), the Supreme Court
upheld the IRS position that the “principal place of business” for
the taxpayer was not the home office, because the taxpayer per-
formed the “essence of the professional service” at the hospitals.162
Because the taxpayer did not meet with patients at his home office
and the room was not a separate structure, a deduction was not

161Tf an employer provides access to suitable space on the employer’s premises for the conduct
by an employee of particular duties, then, if the employee opts to conduct such duties at home
as a matter of personal preference, the employee’s use of the home office is not “for the conven-
ience of the employer.” See, e.g., W. Michael Mathes, T.C. Memo 1990-483.

162Tn response to the Supreme Court’s decision in Soliman, the IRS revised its Publication
587, Business Use of Your Home, to more closely follow the comparative analysis used in
Soliman by focusing on the following two primary factors in determining whether a home office
is a taxpayer’s principal place of business: (1) the relative importance of the activities performed
at each business location; and (2) the amount of time spent at each location.
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available under the second or third exception under section
280A(c)(1) (described above).

Section 280A(c)(2) contains a special rule that allows a home of-
fice deduction for business expenses related to a space within a
home that is used on a regular (even if not exclusive) basis as a
storage unit for the inventory or product samples of the taxpayer’s
trade or business of selling products at retail or wholesale, but only
if the home is the sole fixed location of such trade or business.

Home office deductions may not be claimed if they create (or in-
crease) a net loss from a business activity, although such deduc-
tions may be carried over to subsequent taxable years (sec.
280A(c)(5)).

Reasons for Change

The Congress believed that the Supreme Court’s decision in
Soliman unfairly denied a home office deduction to a growing num-
ber of taxpayers who manage their business activities from their
homes. Thus, the statutory modification adopted by the Congress
will reduce the prior-law bias in favor of taxpayers who manage
their business activities from outside their homes, thereby enabling
more taxpayers to work efficiently at home, save commuting time
and expenses, and spend additional time with their families. More-
over, the statutory modification is an appropriate response to the
computer and information revolution, which has made it more
practical for taxpayers to manage trade or business activities from
a home office.

Explanation of Provision

Section 280A is amended to specifically provide that a home of-
fice qualifies as the “principal place of business” if (1) the office is
used by the taxpayer to conduct administrative or management ac-
tivities of a trade or business and (2) there is no other fixed loca-
tion of the trade or business where the taxpayer conducts substan-
tial administrative or management activities of the trade or busi-
ness. As under present law, deductions will be allowed for a home
office meeting the above two-part test only if the office is exclu-
sively used on a regular basis as a place of business by the tax-
payer and, in the case of an employee, only if such exclusive use
is for the convenience of the employer.

Thus, under the provision, a home office deduction is allowed
(subject to the present-law “convenience of the employer” rule gov-
erning employees) if a portion of a taxpayer’s home is exclusively
and regularly used to conduct administrative or management ac-
tivities for a trade or business of the taxpayer, who does not con-
duct substantial administrative or management activities at any
other fixed location of the trade or business, regardless of whether
administrative or management activities connected with his trade
or business (e.g., billing activities) are performed by others at other
locations. The fact that a taxpayer also carries out administrative
or management activities at sites that are not fixed locations of the
business, such as a car or hotel room, will not affect the taxpayer’s
ability to claim a home office deduction under the provision. More-
over, if a taxpayer conducts some administrative or management
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activities at a fixed location of the business outside the home, the
taxpayer still is eligible to claim a deduction so long as the admin-
istrative or management activities conducted at any fixed location
of the business outside the home are not substantial (e.g., the tax-
payer occasionally does minimal paperwork at another fixed loca-
tion of the business). In addition, a taxpayer’s eligibility to claim
a home office deduction under the provision will not be affected by
the fact that the taxpayer conducts substantial non-administrative
or non-management business activities at a fixed location of the
business outside the home (e.g., meeting with, or providing services
to, customers, clients, or patients at a fixed location of the business
away from home).

If a taxpayer in fact does not perform substantial administrative
or management activities at any fixed location of the business away
from home, then the second part of the test will be satisfied, re-
gardless of whether or not the taxpayer opted not to use an office
away from home that was available for the conduct of such activi-
ties. However, in the case of an employee, the question whether an
employee chose not to use suitable space made available by the em-
ployer for administrative activities is relevant to determining
whether the present-law “convenience of the employer” test is satis-
fied. In cases where a taxpayer’s use of a home office does not sat-
isfy the provision’s two-part test, the taxpayer nonetheless may be
able to claim a home office deduction under the present-law “prin-
cipal place of business” exception or any other provision of section
280A.

Effective Date

The provision applies to taxable years beginning after December
31, 1998.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $119 million in 1999, $244 million in 2000, $253 million
in 2001, $263 million in 2002, $274 million in 2003, $285 million
in 2004, $295 million in 2005, $306 million in 2006, and $318 mil-
lion in 2007.

3. Income averaging for farmers (sec. 933 of the Act and sec.
1301 of the Code)

Prior Law

The ability of an individual taxpayer to reduce his or her tax li-
ability by averaging his or her income over a number of years was
repealed by the Tax Reform Act of 1986.

Explanation of Provision

In general, an individual taxpayer is allowed to elect to compute
his or her current year tax liability by averaging, over the prior
three-year period, all or a portion of his or her taxable income from
the trade or business of farming.

The provision operates such that an electing eligible taxpayer (1)
designates all or a portion of his or her taxable income attributable
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to any farming business 163 of the taxpayer from the current year
as “elected farm income;” 164 (2) allocates one-third of such “elected
farm income” to each of the prior three taxable years; and (3) deter-
mines his or her current year section 1 tax liability by determining
the sum of (a) his or her current year section 1 liability without the
elected farm income allocated to the three prior taxable years plus
(b) the increases in the section 1 tax for each of the three prior tax-
able years by taking into account the allocable share of the elected
farm income for such years. If a taxpayer elects the operation of
the provision for a taxable year, the allocation of elected farm in-
come among taxable years pursuant to the election shall apply for
purposes of any election in a subsequent taxable year.

Taxable income attributable to any farming business may include
gain from the sale or other disposition of property (other than land)
regularly used by the taxpayer in his or her farming business for
a substantial period.

The provision does not apply for employment tax purposes, or to
an estate or a trust. Further, the provision does not apply for pur-
poses of the alternative minimum tax under section 55. Finally, the
provision does not require the recalculation of the tax liability of
any other taxpayer, including a minor child required to use the tax
rates of his or her parents under section 1(g).

The election shall be made in the manner prescribed by the Sec-
retary of the Treasury and, except as provided by the Secretary,
shall be irrevocable. In addition, the Secretary of the Treasury
shall prescribe such regulations as are necessary to carry out the
purposes of the provision, including regulations regarding the order
and manner in which items of income, gain, deduction, loss, and
credits (and any limitations thereon) are to be taken into account
for purposes of the provision and the application of the provision
to any short taxable year. It is expected that such regulations will
deny the multiple application of items that carry over from one tax-
able year to the next (e.g.,, net operating loss or tax credit
carryovers).

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997, and before January 1, 2001.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1997, $10 million in 1998, $53 million in
1999, $54 million in 2000, and $50 million in 2001.

163 The term “farming business” has the same meaning given such term by sec. 263A(e)(4).
164 The amount of elected farm income of a taxpayer for a taxable year may not exceed the
taxable income attributable to any farming business for the year.
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4. Increase deduction for health insurance costs of self-em-
ployed individuals (sec. 934 of the Act and sec. 162(1) of
the Code)

Present and Prior Law

Under present and prior law, self-employed individuals are enti-
tled to deduct a portion of the amount paid for health insurance for
the self-employed individual and the individual’s spouse and de-
pendents. Under prior law, the deduction was 40 percent in 1997,
45 percent in 1998 through 2002; 50 percent in 2003; 60 percent
in 2004; 70 percent in 2005; and 80 percent in 2006 and thereafter.
Under present and prior law, the deduction for health insurance
expenses of self-employed individuals is not available for any
month in which the taxpayer is eligible to participate in a sub-
sidized health plan maintained by the employer of the taxpayer or
the taxpayer’s spouse.

Under present and prior law employees can exclude from income
100 percent of employer-provided health insurance.

Reasons for Change

The Congress believed that it was appropriate to continue to in-
crease the amount self-employed individuals are entitled to deduct
for their health insurance expenses.

Explanation of Provision

The Act permits self-employed individuals to deduct a higher per-
centage of the amount paid for health insurance is as follows: the
deduction is 40 percent in 1997, 45 percent in 1998 and 1999, 50
percent in 2000 and 2001, 60 percent in 2002, 80 percent in 2003
through 2005, 90 percent in 2006, and 100 percent in 2007 and all
years thereafter.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $39 million in 2000, $120 million in 2001, $224 million
in 2002, $605 million in 2003, $882 million in 2004, $601 million
in 2005, $404 million in 2006, and $604 million in 2007.

5. Moratorium on regulations regarding employment taxes
of limited partners (sec. 935 of the Act and sec. 1402 of
the Code)

Present and Prior Law

Under the Self-Employment Contributions Act, taxes are im-
posed on an individual’s net earnings from self employment. A lim-
ited partner’s net earnings from self employment include guaran-
teed payments made to the individual for services actually ren-
dered and do not include a limited partner’s distributive share of
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the income or loss of the partnership. The Department of the
Treasury issued proposed regulations defining a limited partner for
this purpose. These regulations provided, among other things, that
an individual is not a limited partner if the individual participates
in the partnership business for more than 500 hours during the
taxable year. The regulations were proposed to be effective with the
individual’s first taxable year beginning on or after the date the
regulations are published in the Federal Register.

Explanation of Provision

Any regulations relating to the definition of a limited partner for
self-employment tax purposes cannot be issued or effective before
July 1, 1998.

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

E. Expensing of Environmental Remediation Costs
(“Brownfields”) (sec. 941 of the Act and new sec. 198
of the Code)

Present and Prior Law

Code section 162 allows a deduction for ordinary and necessary
expenses paid or incurred in carrying on any trade or business.
Treasury Regulations provide that the cost of incidental repairs
which neither materially add to the value of property nor appre-
ciably prolong its life, but keep it in an ordinarily efficient operat-
ing condition, may be deducted currently as a business expense.
Section 263(a)(1) limits the scope of section 162 by prohibiting a
current deduction for certain capital expenditures. Treasury Regu-
lations define “capital expenditures” as amounts paid or incurred
to materially add to the value, or substantially prolong the useful
life, of property owned by the taxpayer, or to adapt property to a
new or different use. Amounts paid for repairs and maintenance do
not constitute capital expenditures. The determination of whether
an expense is deductible or capitalizable is based on the facts and
circumstances of each case.

Treasury regulations provide that capital expenditures include
the costs of acquiring or substantially improving buildings, machin-
ery, equipment, furniture, fixtures and similar property having a
useful life substantially beyond the current year. In INDOPCO,
Inc. v. Commissioner, 503 U.S. 79 (1992), the Supreme Court re-
quired the capitalization of legal fees incurred by a taxpayer in con-
nection with a friendly takeover by one of its customers on the
grounds that the merger would produce significant economic bene-
fits to the taxpayer extending beyond the current year; capitaliza-
tion of the costs thus would match the expenditures with the in-
come produced. Similarly, the amount paid for the construction of
a filtration plant, with a life extending beyond the year of comple-
tion, and as a permanent addition to the taxpayer’s mill property,
was a capital expenditure rather than an ordinary and necessary
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current business expense. Woolrich Woolen Mills v. United States,
289 F.2d 444 (3d Cir. 1961) .

Although Treasury regulations provide that expenditures that
materially increase the value of property must be capitalized, they
do not set forth a method of determining how and when value has
been increased. In Plainfield-Union Water Co. v. Commissioner, 39
T.C. 333 (1962), nonacq., 1964-2 C.B. 8, the U.S. Tax Court held
that increased value was determined by comparing the value of an
asset after the expenditure with its value before the condition ne-
cessitating the expenditure. The Tax Court stated that “an expend-
iture which returns property to the state it was in before the situa-
tion prompting the expenditure arose, and which does not make
the relevant property more valuable, more useful, or longer-lived,
is usually deemed a deductible repair.”

In several Technical Advice Memoranda (TAM), the Internal Rev-
enue Service (IRS) declined to apply the Plainfield-Union valuation
analysis, indicating that the analysis represents just one of several
alternative methods of determining increases in the value of an
asset. In TAM 9240004 (June 29, 1992), the IRS required certain
asbestos removal costs to be capitalized rather than expensed. In
that instance, the taxpayer owned equipment that was manufac-
tured with insulation containing asbestos; the taxpayer replaced
the asbestos insulation with less thermally efficient, non-asbestos
insulation. The IRS concluded that the expenditures resulted in a
material increase in the value of the equipment because the asbes-
tos removal eliminated human health risks, reduced the risk of li-
ability to employees resulting from the contamination, and made
the property more marketable. Similarly, in TAM 9411002 (Novem-
ber 19, 1993), the IRS required the capitalization of expenditures
to remove and replace asbestos in connection with the conversion
of a boiler room to garage and office space. However, the IRS per-
mitted deduction of costs of encapsulating exposed asbestos in an
adjacent warehouse.

In 1994, the IRS issued Rev. Rul. 94-38, 19941 C.B. 35, holding
that soil remediation expenditures and ongoing water treatment
expenditures incurred to clean up land and water that a taxpayer
contaminated with hazardous waste are deductible. In this ruling,
the IRS explicitly accepted the Plainfield-Union valuation analy-
sis.165 However, the IRS also held that costs allocable to construct-
ing a groundwater treatment facility are capital expenditures.

In 1995, the IRS issued TAM 9541005 (October 13, 1995) requir-
ing a taxpayer to capitalize certain environmental study costs, as
well as associated consulting and legal fees. The taxpayer acquired
the land and conducted activities causing hazardous waste con-
tamination. After the contamination, but before it was discovered,
the company donated the land to the county to be developed into
a recreational park. After the county discovered the contamination,
it reconveyed the land to the company for $1. The company in-
curred the costs in developing a remediation strategy. The IRS held
that the costs were not deductible under section 162 because the
company acquired the land in a contaminated state when it pur-

165 Rev. Rul. 94-38 generally rendered moot the holding in TAM 9315004 (December 17, 1992)
requiring a taxpayer to capitalize certain costs associated with the remediation of soil contami-
nated with polychlorinated biphenyls (PCBs).



135

chased the land from the county. In January, 1996, the IRS re-
voked and superseded TAM 9541005 (TAM 9627002). Noting that
the company’s contamination of the land and liability for remedi-
ation were unchanged during the break in ownership by the coun-
ty, the IRS concluded that the break in ownership should not, in
and of itself, operate to disallow a deduction under section 162.

Reasons for Change

To encourage the cleanup of contaminated sites, as well as to
eliminate uncertainty regarding the appropriate treatment of envi-
ronmental remediation expenditures for Federal tax law purposes,
the Congress believed that it is appropriate to provide clear and
consistent rules regarding the Federal tax treatment of certain en-
vironmental remediation expenses.

Explanation of Provision

The Act provides that taxpayers can elect to treat certain envi-
ronmental remediation expenditures that would otherwise be
chargeable to capital account as deductible in the year paid or in-
curred. The deduction applies for both regular and alternative min-
imum tax purposes. The expenditure must be incurred in connec-
tion with the abatement or control of hazardous substances at a
qualified contaminated site. In general, any expenditure for the ac-
quisition of depreciable property used in connection with the abate-
ment or control of hazardous substances at a qualified contami-
nated site does not constitute a qualified environmental remedi-
ation expenditure. However, depreciation deductions allowable for
such property, which would otherwise be allocated to the site under
the principles set forth in Commissioner v. Idaho Power Co0.166 and
section 263A, are treated as qualified environmental remediation
expenditures.

A “qualified contaminated site” generally is any property that (1)
is held for use in a trade or business, for the production of income,
or as inventory; (2) is certified by the appropriate State environ-
mental agency to be located within a targeted area; and (3) con-
tains (or potentially contains) a hazardous substance (so-called
“brownfields”). Targeted areas are defined as: (1) empowerment
zones and enterprise communities as designated under present law
and under the Act67 (including any supplemental empowerment
zone designated on December 21, 1994); (2) sites announced before
February, 1997, as being subject to one of the 76 Environmental
Protection Agency (“EPA”) Brownfields Pilots; (3) any population
census tract with a poverty rate of 20 percent or more; and (4) cer-
tain industrial and commercial areas that are adjacent to tracts de-
scribed in (3) above.

Both urban and rural sites qualify. However, sites that are iden-
tified on the national priorities list under the Comprehensive Envi-
ronmental Response, Compensation, and Liability Act of 1980

166 Commissioner v. Idaho Power Co., 418 U.S. 1 (1974) (holding that equipment depreciation
allocable to the taxpayer’s construction of capital facilities must be capitalized under section
263(a)(1)).

167 Thus, the 22 additional empowerment zones authorized to be designated under the Act,
as well as the D.C. Enterprise Zone established under Title VII of the Act, are “targeted areas”
for purposes of this provision.



136

(“CERCLA”) cannot qualify as targeted areas. The chief executive
officer of a State, in consultation with the Administrator of the
EPA, could designate an appropriate State environmental agency.
If no State environmental agency was so designated within 60 days
of the date of enactment, the appropriate environmental agency for
such State shall be designated by the Administrator of the EPA.
Hazardous substances generally are defined by reference to sec-
tions 101(14) and 102 of CERCLA, subject to additional limitations
applicable to asbestos and similar substances within buildings, cer-
tain naturally occurring substances such as radon, and certain
other substances released into drinking water supplies due to dete-
rioration through ordinary use.

The Act further provides that, in the case of property to which
a qualified environmental remediation expenditure otherwise
would have been capitalized, any deduction allowed under the Act
is treated as a depreciation deduction and the property is treated
as section 1245 property. Thus, deductions for qualified environ-
mental remediation expenditures are subject to recapture as ordi-
nary income upon sale or other disposition of the property. The Act
also provides that sections 280B (demolition of structures) and 468
(special rules for mining and solid waste reclamation and closing
costs) shall not apply to amounts which are treated as expenses
under this provision.

Finally, the Congress clarified that providing current deductions
for certain environmental remediation expenditures under the Act
creates no inference as to the proper treatment of other remedi-
ation expenditures not described in the Act.

Effective Date

The provision applies only to eligible expenditures paid or in-
curred in taxable years ending after August 5, 1997 (the date of en-
actment), and before January 1, 2001.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $57 million in 1998, $132 million in 1999, $165 million
in 2000, and $63 million in 2001. The provision is estimated to in-
crease Federal fiscal year budget receipts by less than $500,000 in
2002, $2 million in 2003, $9 million in 2004, $17 million in 2005,
$19 million in 2006, and $18 million in 2007.

F. Empowerment Zones and Enterprise Communities
(secs. 951-956 of the Act and secs. 1391, 1392, 1394, 1396,
1397A, 1397B, and 1397C of the Code)

Present and Prior Law

In general

Pursuant to the Omnibus Budget Reconciliation Act of 1993
(OBRA 1993), the Secretaries of the Department of Housing and
Urban Development (HUD) and the Department of Agriculture des-
ignated a total of nine empowerment zones and 95 enterprise com-
munities on December 21, 1994. As required by law, six
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empowerment zones are located in urban areas (with aggregate
population for the six designated urban empowerment zones lim-
ited to 750,000) and three empowerment zones are located in rural
areas.168 Of the enterprise communities, 65 are located in urban
areas and 30 are located in rural areas (sec. 1391). Designated
empowerment zones and enterprise communities were required to
satisfy certain eligibility criteria, including specified poverty rates
and population and geographic size limitations (sec. 1392).

The following tax incentives are available for certain businesses
located in empowerment zones: (1) a 20-percent wage credit for the
first $15,000 of wages paid to a zone resident who works in the
zone;169 (2) an additional $20,000 of section 179 expensing for
“qualified zone property” placed in service by an “enterprise zone
business” (accordingly, certain businesses operating in
empowerment zones are allowed up to $38,000 of expensing for sec-
tion 179 property placed in service in 1997); and (3) special tax-ex-
empt financing for certain zone facilities (described in more detail
below).

The 95 enterprise communities are eligible for the special tax-ex-
empt financing benefits but not the other tax incentives available
in the nine empowerment zones. In addition to these tax incen-
tives, OBRA 1993 provided that Federal grants would be made to
designated empowerment zones and enterprise communities.

The tax incentives for empowerment zones and enterprise com-
munities generally are available during the period that the des-
ignation remains in effect—i.e., the 10-year period of 1995 through
2004.

Definition of “qualified zone property”

Section 1397C defines “qualified zone property” as depreciable
tangible property provided that: (1) the property is acquired by the
taxpayer (from an unrelated party) after the zone or community
designation took effect; (2) the original use of the property in the
zone or community commences with the taxpayer; and (3) substan-
tially all of the use of the property is in the zone or community in
the active conduct of a trade or business by the taxpayer in the
zone or community. In the case of property which is substantially
renovated by the taxpayer, however, the property need not be ac-
quired by the taxpayer after zone or community designation or
originally used by the taxpayer within the zone or community if,
during any 24-month period after zone or community designation,
the additions to the taxpayer’s basis in the property exceed 100
percent of the taxpayer’s basis in the property at the beginning of
the period, or $5,000 (whichever is greater).

168 The six designated urban empowerment zones are located in New York City, Chicago, At-
lanta, Detroit, Baltimore, and Philadelphia-Camden (New Jersey). The three designated rural
empowerment zones are located in Kentucky Highlands (Clinton, Jackson, and Wayne counties,
Kentucky), Mid-Delta Mississippi (Bolivar, Holmes, Humphreys, Leflore counties, Mississippi),
and Rio Grande Valley Texas (Cameron, Hidalgo, Starr, and Willacy counties, Texas).

169 For wages paid in calendar years during the period 1994 through 2001, the credit rate is
20 percent. The credit rate will be reduced to 15 percent for calendar year 2002, 10 percent for
calendar year 2003, and 5 percent for calendar year 2004. No wage credit will be available after
2004.
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Definition of “enterprise zone business”

Prior to enactment of the Taxpayer Relief Act of 1997 (the Act),
section 1397B defined the term “enterprise zone business” as a cor-
poration or partnership (or proprietorship) if for the taxable year:
(1) every trade or business of the corporation or partnership is the
active conduct of a qualified business within an empowerment zone
or enterprise community;170 (2) at least 80 percent of the total
gross income is derived from the active conduct of a “qualified busi-
ness” within a zone or community; (3) substantially all of the
business’s tangible property is used within a zone or community;
(4) substantially all of the business’s intangible property is used in,
and exclusively related to, the active conduct of such business; (5)
substantially all of the services performed by employees are per-
formed within a zone or community; (6) at least 35 percent of the
employees are residents of the zone or community; and (7) no more
than 5 percent of the average of the aggregate unadjusted bases of
the property owned by the business is attributable to (a) certain fi-
nancial property, or (b) collectibles not held primarily for sale to
customers in the ordinary course of an active trade or business.

A “qualified business” is defined as any trade or business other
than a trade or business that consists predominantly of the devel-
opment or holding of intangibles for sale or license.l71 In addition,
the leasing of real property that is located within the empowerment
zone or community to others is treated as a qualified business only
if (1) the leased property is not residential property, and (2) at
least 50 percent of the gross rental income from the real property
is from enterprise zone businesses. Prior to enactment of the Act,
the rental of tangible personal property to others was not a quali-
fied business unless substantially all of the rental of such property
was by enterprise zone businesses or by residents of an
empowerment zone or enterprise community.

Tax-exempt financing rules

Tax-exempt private activity bonds may be issued to finance cer-
tain facilities in empowerment zones and enterprise communities.
These bonds, along with most private activity bonds, are subject to
an annual private activity bond State volume cap equal to $50 per
resident of each State, or (if greater) $150 million per State.

Qualified enterprise zone facility bonds are bonds 95 percent or
more of the net proceeds of which are used to finance (1) “qualified
zone property” (as defined above),172 the principal user of which is
an “enterprise zone business” (also defined above), or (2) function-
ally related and subordinate land located in the empowerment zone
or enterprise community. These bonds may only be issued while an

170 A qualified proprietorship is not required to meet a requirement that every trade or busi-
ness of the proprietor is the active conduct of a qualified business within the empowerment zone
or enterprise community.

171 Also, a qualified business does not include certain facilities described in section
144(c)(6)(B)(i.e., a private or commercial golf course, country club, massage parlor, hot tub facil-
ity, suntan facility, racetrack or other facility used for gambling, or any store the principal busi-
?ess of which is the sale of alcoholic beverages for consumption off premises) or certain large

arms.

172 For purposes of the tax-exempt financing rules, an “enterprise zone business” also includes
a business located in a zone or community which would qualify as an enterprise zone business
if it were separately incorporated.
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empowerment zone or enterprise community designation is in ef-
fect.

The aggregate face amount of all qualified enterprise zone bonds
for each qualified enterprise zone business may not exceed $3 mil-
lion per zone or community. In addition, total qualified enterprise
zone bond financing for each principal user of these bonds may not
exceed $20 million for all zones and communities.

Reasons for Change

The Congress believed that it is appropriate to provide for the
designation of additional empowerment zones and to liberalize the
definition of “enterprise zone business” and tax-exempt financing
rules that apply for purposes of all empowerment zones and enter-
prise communities. In addition, in view of the unique characteris-
tics of the States of Alaska and Hawaii, and the economically de-
pressed areas within those States, the Congress believed that the
generally applicable criteria for designation of empowerment zones
and enterprise communities should be modified in the event of fu-
ture designations of such zones or communities in those States.

Explanation of Provision

Two additional empowerment zones with same tax incentives
as previously designated empowerment zones

The Act authorizes the Secretary of HUD to designate two addi-
tional empowerment zones located in urban areas (thereby increas-
ing to eight the total number of empowerment zones located in
urban areas) with respect to which apply the same tax incentives
(i.e., the wage credit, additional expensing, and special tax-exempt
financing) as are available within the empowerment zones author-
ized by OBRA 1993.173 The two additional empowerment zones are
subject to the same eligibility criteria under present-law section
1392 that applied to the original six urban empowerment zones. In
order to permit designation of these two additional empowerment
zones, the aggregate population cap applicable to empowerment
zones located in urban areas is increased from 750,000 to a cap of
one million aggregate population for the eight urban empowerment
zones.

The two additional empowerment zones must be designated with-
in 180 days after enactment (i.e., the designations must be made
by February 1, 1998). However, a special rule provides that the
designations of these two additional empowerment zones will not
take effect until January 1, 2000 (and generally will remain in ef-
fect for 10 years).

Designation of additional 20 empowerment zones

The Act also authorizes the Secretaries of HUD and Agriculture
to designate an additional 20 empowerment zones (no more than

173 The wage credit available in the two new urban empowerment zones is modified slightly
to provide that the credit rate will be 20 percent for calendar years 2000-2004, 15 percent for
calendar year 2005, 10 percent for calendar year 2006, and 5 percent for calendar year 2007.
No wage credit will be available in the two new urban empowerment zones after 2007.
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15 in urban areas and no more than five in rural areas).17¢ With
respect to these additional empowerment zones, the present-law
eligibility criteria are expanded slightly in comparison to the eligi-
bility criteria provided for by OBRA 1993. First, the general square
mileage limitations (i.e., 20 square miles for urban areas and 1,000
square miles for rural areas) are expanded to allow the
empowerment zones to include an additional 2,000 acres. This ad-
ditional acreage, which could be developed for commercial or indus-
trial purposes, is not subject to the poverty rate criteria and may
be divided among up to three noncontiguous parcels. In addition,
the general requirement that at least half of the nominated area
consist of census tracts with poverty rates of 35 percent or more
does not apply to the 20 additional empowerment zones. However,
under present-law section 1392(a)(4), at least 90 percent of the cen-
sus tracts within a nominated area must have a poverty rate of 25
percent or more, and the remaining census tracts must have a pov-
erty rate of 20 percent or more.175> For this purpose, census tracts
with populations under 2,000 are treated as satisfying the 25-per-
cent poverty rate criteria if (1) at least 75 percent of the tract was
zoned for commercial or industrial use, and (2) the tract is contig-
uous to one or more other tracts that actually have a poverty rate
of 25 percent or more.176

Within the 20 additional empowerment zones, qualified “enter-
prise zone businesses” are eligible to receive up to $20,000 of addi-
tional section 179 expensing 177 and to utilize special tax-exempt fi-
nancing benefits. In addition the so-called “brownfields” tax incen-
tive (provided for by the Act, see E., above) is available. This incen-
tive allows taxpayers to expense (rather than capitalize) certain en-
vironmental remediation expenditures incurred before January 1,
2001, at contaminated sites located within new or previously des-
ignated empowerment zones or enterprise communities, as well as
certain other targeted areas. However, businesses within the 20 ad-
ditional empowerment zones are not eligible to receive the present-
law wage credit available within the 11 other designated
empowerment zones (i.e., the wage credit is available only within
in the nine zones designated under OBRA 1993 and the two urban
zones designated under the Act that are eligible for the same tax
incentives as are available in the nine zones designated under
OBRA 1993).

The 20 additional empowerment zones are required to be des-
ignated before 1999, and the designations generally will remain in
effect for 10 years.

174In contrast to OBRA 1993, areas located within Indian reservations are eligible for des-
ignation as one or more of the additional 20 empowerment zones under the Act.

1751n lieu of the poverty criteria, out migration may be taken into account in designating one
rural empowerment zone.

176 A special rule enacted as part of the Act modifies the present-law empowerment zone and
enterprise community designation criteria so that any zones or communities designated in the
future in the States of Alaska or Hawaii will not be subject to the general size limitations, nor
will such zones or communities be subject to the general poverty-rate criteria. Instead, nomi-
nated areas in either State will be eligible for designation as an empowerment zone or enter-
prise community if, for each census tract or block group within such area, at least 20 percent
of the families have incomes which are 50 percent or less of the State-wide median family in-
come. Such zones and communities will be subject to the population limitations under present-
law section 1392(a)(1).

177However, the additional section 179 expensing is not available for any property substan-
tially all the use of which is within the additional 2,000 acres allowed to be included under the
Act within an empowerment zone.
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Modification of definition of enterprise zone business

The Act modifies the prior-law requirement of section 1397B that
an entity may qualify as an “enterprise zone business” only if (in
addition to the other criteria) at least 80 percent of the total gross
income of such entity is derived from the active conduct of a quali-
fied business within an empowerment zone or enterprise commu-
nity. The Act liberalizes this requirement by reducing the percent-
age threshold so that an entity may qualify as an enterprise zone
business if at least 50 percent of the total gross income of such en-
tity is derived from the active conduct of a qualified business with-
in an empowerment zone or enterprise community (assuming that
the other criteria of section 1397B are satisfied). In addition, sec-
tion 1397B is modified so that rather than requiring that “substan-
tially all” tangible and intangible property (and employee services)
of an enterprise zone business be used (and performed) within a
designated empowerment zone or enterprise community, a “sub-
stantial portion” of tangible and intangible property (and employee
services) of an enterprise zone business must be used (and per-
formed) within a designated zone or community. Moreover, the Act
further amends the section 1397B rule governing intangible assets
so that a substantial portion of an entity’s intangible property must
be used in the active conduct of a qualified business within an
empowerment zone or enterprise community, but there is no need
(as under prior law) to determine whether the use of such assets
is “exclusively related to” such business.

Thus, as a result of the modifications made by the Act, section
1397B defines the term “enterprise zone business” as a corporation
or partnership (or proprietorship) if for the taxable year: (1) every
trade or business 178 of the corporation or partnership is the active
conduct of a qualified business within an empowerment zone or en-
terprise community; (2) at least 50 percent of the total gross in-
come is derived from the active conduct of a “qualified business”
within a zone or community; (3) a substantial portion of the
business’s tangible property is used within a zone or community;
(4) a substantial portion of the business’s intangible property is
used in the active conduct of such business; (5) a substantial por-
tion of the services performed by employees are performed within
a zone or community; (6) at least 35 percent of the employees are
residents of the zone or community; and (7) less than five percent
of the average of the aggregate unadjusted bases of the property
owned by the business is attributable to (a) certain financial prop-
erty, or (b) collectibles not held primarily for sale to customers in
the ordinary course of an active trade or business.

As under prior law, section 1397B(d)(4) continues to provide that
a “qualified business” does not include any trade or business con-
sisting predominantly of the development or holding of intangibles
for sale or license. The Act also clarifies that an enterprise zone
business that leases to others commercial real property within a
zone or community may rely on a lessee’s certification that the les-

178 A technical correction may be necessary to clarify that, for purposes of this provision, as
well as for purposes of defining the term “qualified business,” the term “trade or business” en-
compasses activities carried on a not-for-profit, as well as a for-profit basis. For example, a trade
assocfia&ion could be an “enterprise zone business” if all the requirements of section 1397B were
satisfied.
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see is an enterprise zone business. Finally, the Act provides that
the rental to others of tangible personal property shall be treated
as a qualified business if and only if at least 50 percent of the rent-
al of such property is by enterprise zone businesses or by residents
of a zone or community (rather than the prior-law requirement
that “substantially all” tangible personal property rentals of an en-
terprise zone business satisfy this test).

This modified “enterprise zone business” definition is effective for
taxable years beginning on or after August 5, 1997, with respect to
all previously designated empowerment zones and enterprise com-
munities, the two urban empowerment zones to be designated
under the Act with the same tax incentives as the previously des-
ignated empowerment zones, and the 20 additional empowerment
zones to be designated under the Act.179

Tax-exempt financing rules

Exceptions to volume cap and issue size

So-called “new empowerment zone facility bonds” are allowed to
be issued for qualified enterprise zone businesses in the 20 addi-
tional empowerment zones authorized to be designated under the
Act. These “new empowerment zone facility bonds” are not subject
to the State private activity bond volume caps or the special limits
on issue size generally applicable to qualified enterprise zone facil-
ity bonds under section 1394(c).189 The maximum amount of these
bonds that may be issued is limited to $60 million per rural zone,
$130 million per urban zone with a population of less than 100,000,
and $230 million per urban zone with a population of 100,000 or
more.

Changes to certain rules applicable to both empowerment
zone facility bonds and qualified enterprise community
facility bonds

Qualified enterprise zone businesses located in newly designated
empowerment zones and enterprise communities—as well as quali-
fied enterprise zone businesses located in previously designated
empowerment zones and enterprise communities—are eligible for
special tax-exempt bond financing under prior-law rules, subject to
the modifications described below (and the exceptions to the vol-
ume cap and issue size described above for the 20 additional
empowerment zones authorized to be designated under the Act).

The Act waives until the end of a “startup period” the require-
ment that 95 percent or more of the proceeds of bond issue be used
by a qualified enterprise zone business. With respect to each prop-
erty, the startup period ends at the beginning of the first taxable
year beginning more than two years after the later of (1) the date
of the bond issue financing such property, or (2) the date the prop-
erty was placed in service (but in no event more than three years

1791n addition, the modifications to the enterprise zone business definition generally apply
(with certain exceptions) for purposes of defining a “D.C. Zone business” under certain provi-
%iﬁns gf th)e Act that provide tax incentives for the District of Columbia (as described in Title
, above).
180 “New empowerment zone facility bonds” may not be issued with respect to the two urban
empowerment zones to be designated under the Act with the same tax incentives as the pre-
viously designated empowerment zones.
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after the date of bond issuance). This waiver is available only if,
at the beginning of the startup period, there is a reasonable expec-
tation that the use by a qualified enterprise zone business would
be satisfied at the end of the startup period and the business
makes bona fide efforts to satisfy the enterprise zone business defi-
nition.

The Act also waives the requirements of an enterprise zone busi-
ness (other than the requirement that at least 35 percent of the
business’ employees be residents of the zone or community) for all
years after a prescribed testing period equal to first three taxable
years after the startup period.

Finally, the Act relaxes the rehabilitation requirement for financ-
ing existing property with qualified enterprise zone facility bonds.
In the case of property which is substantially renovated by the tax-
payer, the property need not be acquired by the taxpayer after
empowerment zone or enterprise community designation or origi-
nally used by the taxpayer within the zone if, during any 24-month
period after empowerment zone or enterprise community designa-
tion, the additions to the taxpayer’s basis in the property exceed 15

ercent of the taxpayer’s basis at the beginning of the period, or
55,000 (whichever is greater).

Effective Date

The two additional urban empowerment zones (within which
would be available the same tax incentives as are available in the
empowerment zones designated pursuant to OBRA 1993) must be
designated by February 1, 1998, but the designation will not take
effect until January 1, 2000. The 20 additional empowerment zones
(within which the wage credit will not be available) are to be des-
ignated after enactment of the Act but prior to January 1, 1999.
For purposes of the additional section 179 expensing available
within empowerment zones, the modifications to the definition of
“enterprise zone business” are effective for taxable years beginning
on or after the date of enactment of the Act (i.e., August 5, 1997).

The modifications to the tax-exempt financing rules are effective
for qualified enterprise zone facility bonds and the new
empowerment zone facility bonds issued after August 5, 1997.

Revenue Effect

The provisions are estimated to reduce Federal fiscal year budget
receipts by $82 million in 1998, $121 million in 1999, $159 million
in 2000, $185 million in 2001, $171 million in 2002, $154 million
in 2003, $122 million in 2004, $94 million in 2005, $64 million in
2006, and $38 million in 2007.

G. Other Provisions

1. Shrinkage estimates for inventory accounting (sec. 961 of
the Act and sec. 471 of the Code)

Present and Prior Law

Section 471(a) provides that “(w)henever in the opinion of the
Secretary the use of inventories is necessary in order clearly to de-
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termine the income of any taxpayer, inventories shall be taken by
such taxpayer on such basis as the Secretary may prescribe as con-
forming as nearly as may be to the best accounting practice in the
trade or business and as most clearly reflecting income.” Where a
taxpayer maintains book inventories in accordance with a sound
accounting system, the net value of the inventory will be deemed
to be the cost basis of the inventory, provided that such book inven-
tories are verified by physical inventories at reasonable intervals
and adjusted to conform therewith.181 The physical count is used
to determine and adjust for certain items, such as undetected theft,
breakage, and bookkeeping errors, collectively referred to as
“shrinkage.”

Some taxpayers verify and adjust their book inventories by a
physical count taken on the last day of the taxable year. Other tax-
payers may verify and adjust their inventories by physical counts
taken at other times during the year. Still other taxpayers take
physical counts at different locations at different times during the
taxable year (cycle counting).

If a physical inventory is taken at year-end, the amount of
shrinkage for the year is known. If a physical inventory is not
taken at year-end, shrinkage through year-end will have to be
based on an estimate, or not taken into account until the following
year. In the first decision in Dayton Hudson v. Commissioner,182
the U.S. Tax Court held that a taxpayer’s method of accounting
may include the use of an estimate of shrinkage occurring through
year-end, provided the method is sound and clearly reflects income.
In the second decision in Dayton Hudson v. Commissioner,183 the
U.S. Tax Court adhered to this holding. However, the U.S. Tax
Court in the second decision determined that this taxpayer had not
established that its method of accounting clearly reflected income.
Other cases decided by the U.S. Tax Court 184 have held that tax-
payers’ methods of accounting that included shrinkage estimates do
clearly reflect income.

The U.S. Tax Court in the second Dayton Hudson opinion noted
that “(i)n most cases, generally accepted accounting principles
(GAAP), consistently applied, will pass muster for tax purposes.
The Supreme Court has made clear, however, that GAAP does not
enjoy a presumption of accuracy that must be rebutted by the Com-
missioner.”

Reasons for Change

The Congress believed that inventories should be kept in a man-
ner that clearly reflects income. The Congress also believed that it
is inappropriate to require a physical count of a taxpayer’s entire
inventory to be taken exactly at year-end, provided that physical
counts are taken on a regular and consistent basis. Where physical
inventories are not taken at year-end, the Congress believed that
income will be more clearly reflected if the taxpayer makes a rea-
sonable estimate of the shrinkage occurring through year-end. In

181 Treas. Reg. sec. 1.471-2(d).

182101 T.C. 462 (1993).

183 T.C. Memo 1997-260.

184 Wal-Mart v. Commissioner, T.C. Memo 1997-1 and Kroger v. Commissioner, T.C. Memo
1997-2.
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the case of retail trade inventories, the Congress believed that the
availability of a safe harbor shrinkage calculation would facilitate
the clear reflection of income.

The Congress believed that a taxpayer should have the oppor-
tunity to change its method of accounting to a method that keeps
inventories using shrinkage estimates, so long as such method is
sound and clearly reflects income.

Explanation of Provision

The Act provides that a method of keeping inventories will not
be considered unsound, or to fail to clearly reflect income, solely be-
cause it includes an adjustment for the shrinkage estimated to
occur through year-end, based on inventories taken other than at
year-end. Such an estimate must be based on actual physical
counts. Where such an estimate is used in determining ending in-
ventory balances, the taxpayer is required to take a physical count
of inventories at each location on a regular and consistent basis. A
taxpayer is required to adjust its ending inventory to take into ac-
count all physical counts performed through the end of its taxable
year.

The Secretary of the Treasury is expected to issue guidance es-
tablishing one or more safe harbor methods for the estimation of
inventory shrinkage that will be deemed to result in a clear reflec-
tion of income, provided such safe harbor method is consistently
applied and the taxpayer’s inventory methods otherwise satisfy the
clear reflection of income standard.

For taxpayers primarily engaged in retail trade (the resale of
personal property to the general public), Congress anticipates that
a safe harbor method that will use a historical ratio of shrinkage
to sales, multiplied by total sales between the date of the last phys-
ical inventory and year-end will be available, provided physical in-
ventories are normally taken at each location at least annually.
The Congress anticipates that this historical ratio will be based on
the actual shrinkage established by all physical inventories taken
during the most recent three taxable years and the sales for related
periods. The historical ratio should be separately determined for
each store or department in a store of the taxpayer. The historical
ratio, or estimated shrinkage determined using the historical ratio,
cannot be adjusted by judgmental or other factors (e.g., floors or
caps). The Congress expects that estimated shrinkage determined
in accordance with the consistent application of the safe harbor
method will not be required to be recalculated, through a lookback
adjustment or otherwise, to reflect the results of physical inven-
tories taken after year-end.

In the case of a new store or department in a store that has not
verified shrinkage by a physical inventory in each of the most re-
cent three taxable years, it is anticipated that the historical ratio
for that store or department will be the average of the historical
ratios of the retailer’s other stores or departments. Retailers using
last in, first out (LIFO) methods of inventory are expected to be re-
quired to allocate shrinkage among their various inventory pools in
a reasonable and consistent manner.

The Congress expects that the Secretary of the Treasury should
provide procedures to allow an automatic election of such method
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of accounting for a taxpayer’s first taxable year ending after the
date of enactment. It is expected that any adjustment required by
section 481 as a result of the change in method of accounting gen-
erally will be taken into account over a period of four years.

Effective Date

The provision was effective for taxable years ending after the
date of enactment (August 5, 1997).

A taxpayer is permitted to change its method of accounting by
this section if the taxpayer is currently using a method that does
not utilize estimates of inventory shrinkage and wishes to change
to a method for inventories that includes shrinkage estimates
based on physical inventories taken other than at year-end. Con-
gress also anticipates that a taxpayer primarily engaged in retail
trade will be permitted to change its method of accounting to the
safe harbor method described herein, without regard to whether
the taxpayer is currently using a method that utilizes estimates of
inventory shrinkage. Changes made pursuant to this provision are
treated as voluntary changes in method of accounting, initiated by
the taxpayer with the consent of the Secretary of the Treasury, pro-
vided the taxpayer changes to a permissible method of accounting
(including the described safe harbor method, if the taxpayer is eli-
gible). The period for taking into account any adjustment required
under section 481 as a result of such a change in method is 4
years.

No inference is intended with regard to whether any particular
method of accounting for inventories is permissible under prior law.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $7 million in 1998, $21 million in 1999, $23 million in
2000, $25 million in 2001, $27 million in 2002, $29 million in 2003,
$31 million in 2004, $33 million in 2005, $35 million in 2006 and
$37 million in 2007.

2. Treatment of workmen’s compensation liability under
rules for certain personal injury liability assignments
(sec. 962 of the Act and sec. 130 of the Code)

Present and Prior Law

Under present law, an exclusion from gross income is provided
for amounts received for agreeing to a qualified assignment to the
extent that the amount received does not exceed the aggregate cost
of any qualified funding asset (sec. 130). A qualified assignment
means any assignment of a liability to make periodic payments as
damages (whether by suit or agreement) on account of a personal
injury or sickness (in a case involving physical injury or physical
sickness), provided the liability is assumed from a person who is
a party to the suit or agreement, and the terms of the assignment
satisfy certain requirements. Generally, these requirements are
that (1) the periodic payments are fixed as to amount and time; (2)
the payments cannot be accelerated, deferred, increased, or de-
creased by the recipient; (3) the assignee’s obligation is no greater
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than that of the assignor; and (4) the payments are excludable by
the recipient under section 104(a)(2) as damages on account of per-
sonal injuries or sickness. Present and prior law provide a separate
exclusion under section 104(a)(1) for the recipient of amounts re-
ceived under workmen’s compensation acts as compensation for
personal injuries or sickness, but under prior law, a qualified as-
signment under section 130 did not include the assignment of a li-
ability to make such payments.

Reasons for Change

Structured settlement arrangements are essentially conduit ar-
rangements in which the assignor of a liability, the assignee (the
structured settlement company) and the claimant (recipient of ben-
efits) share the economic benefit of the exclusion from income pro-
vided under present law. The Congress understood that some work-
men’s compensation payments involve periodic payments (rather
than lump sum payments). The Congress was persuaded that addi-
tional economic security would be provided to workmen’s com-
pensation claimants who receive periodic payments if the payments
are made through a structured settlement arrangement, where the
payor is generally subject to State insurance company regulation
that is aimed at maintaining solvency of the company, in lieu of
being made directly by self-insuring employers that may not be
subject to comparable solvency-related regulation.

Explanation of Provision

The Act extends the exclusion for qualified assignments under
Code section 130 to amounts assigned for assuming a liability to
pay compensation under any workmen’s compensation act. The pro-
vision requires that the assignee assume the liability from a person
who is a party to the workmen’s compensation claim, and requires
that the periodic payment be excludable from the recipient’s gross
income under section 104(a)(1), in addition to the requirements of
present law.

Effective Date

The provision is effective for workmen’s compensation claims
filed after the date of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in 1998, $2 million in 1999, $5 million in
2000, $8 million in 2001, $12 million in 2002, $17 million in 2003,
$23 million in 2004, $29 million in 2005, $32 million in 2006, and
$36 million in 2007.
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3. Tax-exempt status for certain State workmen’s compensa-
tion act companies (sec. 963 of the Act and sec.
501(c)(27) of the Code)

Present and Prior Law

In general, the Internal Revenue Service (“IRS”) takes the posi-
tion that organizations that provide insurance for their members or
other individuals are not considered to be engaged in a tax-exempt
activity. The IRS maintains that such insurance activity is either
(1) a regular business of a kind ordinarily carried on for profit, or
(2) an economy or convenience in the conduct of members’ busi-
nesses because it relieves the members from obtaining insurance
on an individual basis.

Certain insurance risk pools have qualified for tax exemption
under Code section 501(c)(6). In general, these organizations (1) as-
sign any insurance policies and administrative functions to their
member organizations (although they may reimburse their mem-
bers for amounts paid and expenses); (2) serve an important com-
mon business interest of their members; and (3) must be member-
ship organizations financed, at least in part, by membership dues.

State insurance risk pools may also qualify for tax exempt status
under section 501(c)(4) as a social welfare organization or under
section 115 as serving an essential governmental function of a
State. In seeking qualification under section 501(c)(4), insurance
organizations generally are constrained by the restrictions on the
provision of “commercial-type insurance” contained in section
501(m). Section 115 generally provides that gross income does not
include income derived from the exercise of any essential govern-
n}llentalf function and accruing to a State or any political subdivision
thereof.

Reasons for Change

The Congress believed that eliminating uncertainty concerning
the eligibility of certain State workmen’s compensation act compa-
nies for tax-exempt status would assist States in ensuring work-
men’s compensation coverage for uninsured employers with respect
to employees in the State. While tax exemption may have been
available under prior law for many of these entities, the Congress
believed that it was appropriate to clarify standards for tax-exempt
status.

Explanation of Provision

The Act clarifies the tax-exempt status of any organization that
is created by State law, and organized and operated exclusively to
provide workmen’s compensation insurance and related coverage
that is incidental to workmen’s compensation insurance,'85 and
that meets certain additional requirements. The workmen’s com-
pensation insurance must be required by State law, or be insurance
with respect to which State law provides significant disincentives
if it is not purchased by an employer (such as loss of exclusive rem-

185 Related coverage that is incidental to workmen’s compensation insurance includes liability
under Federal workmen’s compensation laws, the Jones Act, and the Longshore and Harbor
Workers Compensation Act, for example.
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edy or forfeiture of affirmative defenses such as contributory neg-
ligence). The organization must provide workmen’s compensation to
any employer in the State (for employees in the State or tempo-
rarily assigned out-of-State) seeking such insurance and meeting
other reasonable requirements. The State must either extend its
full faith and credit to the initial debt of the organization or pro-
vide the initial operating capital of such organization. For this pur-
pose, the initial operating capital can be provided by providing the
proceeds of bonds issued by a State authority; the bonds may be
repaid through exercise of the State’s taxing authority, for example.
For periods after the date of enactment, either the assets of the or-
ganization must revert to the State upon dissolution, or State law
must not permit the dissolution of the organization absent an act
of the State legislature. Should dissolution of the organization be-
come permissible under applicable State law, then the requirement
that the assets of the organization revert to the State upon dissolu-
tion applies. Finally, the majority of the board of directors (or com-
parable oversight body) of the organization must be appointed by
an official of the executive branch of the State or by the State legis-
lature, or by both.

No inference is intended that the benefit plans of organizations
described in the provision are not properly maintained by the orga-
nization. It is anticipated that Federal regulatory agencies will
take appropriate action to address transition issues faced by orga-
nizations to conform their benefit plans under the provision. For
example, it is intended that an organization that has been main-
taining a section 457 plan as an agency or instrumentality of a
State could (without creating any inference with respect to prior-
law treatment) freeze future contributions to the section 457 plan
and establish a retirement arrangement (e.g., a section 401(k) plan)
that is consistent with the treatment of the organization as a tax-
exempt employer under the provision.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997. Many organizations described in the provision
have been operating as tax-exempt organizations. No inference is
intended that organizations described in the provision are not tax-
exempt under prior law.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by less than $500,000 in each of 1998 and 1999, and by
$1 million per year in each of 2000 through 2007.

4. Election for 1987 partnerships to continue exception from
treatment of publicly traded partnerships as corpora-
tions (sec. 964 of the Act and sec. 7704 of the Code)

Present and Prior Law

A publicly traded partnership generally is treated as a corpora-
tion for Federal tax purposes (sec. 7704). An exception to the rule
treating the partnership as a corporation applies if 90 percent of
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the partnership’s gross income consists of “passive-type income,”
which includes (1) interest (other than interest derived in a finan-
cial or insurance business, or certain amounts determined on the
basis of income or profits), (2) dividends, (3) real property rents (as
defined for purposes of the provision), (4) gain from the sale or
other disposition of real property, (5) income and gains relating to
minerals and natural resources (as defined for purposes of the pro-
vision), and (6) gain from the sale or disposition of a capital asset
(or certain trade or business property) held for the production of in-
come of the foregoing types (subject to an exception for certain com-
modities income).

The exception for publicly traded partnerships with “passive-type
income” does not apply to any partnership that would be described
in section 851(a) of the Code (relating to regulated investment com-
panies, or “RICs”), if that partnership were a domestic corporation.
Thus, a publicly traded partnership that is registered under the In-
vestment Company Act of 1940 generally is treated as a corpora-
tion under the provision. Nevertheless, if a principal activity of the
partnership consists of buying and selling of commodities (other
than inventory or property held primarily for sale to customers) or
futures, forwards and options with respect to commodities, and 90
percent of the partnership’s income is such income, then the part-
nership is not treated as a corporation.

A publicly traded partnership is a partnership whose interests
are (1) traded on an established securities market, or (2) readily
tradable on a secondary market (or the substantial equivalent
thereof).

Treasury regulations provide detailed guidance as to when an in-
terest is treated as readily tradable on a secondary market or the
substantial equivalent. Generally, an interest is so treated “if, tak-
ing into account all of the facts and circumstances, the partners are
readily able to buy, sell, or exchange their partnership interests in
a manner that is comparable, economically, to trading on an estab-
lished securities market” (Treas. Reg. sec. 1.7704—1(c)(1)).

When the publicly traded partnership rules were enacted in
1987, a 10-year grandfather rule provided that the provisions apply
to certain existing partnerships only for taxable years beginning
after December 31, 1997.186 An existing publicly traded partner-
ship is any partnership, if (1) it was a publicly traded partnership
on December 17, 1987, (2) a registration statement indicating that
the partnership was to be a publicly traded partnership was filed
with the Securities and Exchange Commission with respect to the
partnership on or before December 17, 1987, or (3) with respect to
the partnership, an application was filed with a State regulatory
commission on or before December 17, 1987, seeking permission to
restructure a portion of a corporation as a publicly traded partner-
ship. A partnership that otherwise would be treated as an existing
publicly traded partnership ceases to be so treated as of the first
day after December 17, 1987, on which there has been an addition
of a substantial new line of business with respect to such partner-
ship. A rule is provided to coordinate this grandfather rule with the
exception to the rule treating the partnership as a corporation that

186 Omnibus Budget Reconciliation Act of 1987 (P.L. 100-203), sec. 10211(c).
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applies if 90 percent of the partnership’s gross income consists of
passive-type income. The coordination rule provides that passive-
type income exception applies only after the grandfather rule
ceases to apply (whether by passage of time or because the partner-
ship ceases to qualify for the grandfather rule).

Reasons for Change

The Congress believed that, in important respects, publicly trad-
ed partnerships generally resemble corporations and should be sub-
ject to tax as corporations, so long as the current corporate income
tax applies to corporate entities. Nevertheless, in the case of cer-
tain publicly traded partnerships that were existing on December
17, 1987, and that are treated as partnerships under the grand-
father rule until December 31, 1997, it is appropriate to permit the
continuation of their status as partnerships, so long as they elect
to be subject to a tax that is intended to approximate the corporate
tax they would pay if they were treated as corporations for Federal
tax purposes.

Explanation of Provision

In the case of an electing 1987 partnership that elects to be sub-
ject to a tax on gross income from the active conduct of a trade or
business, the rule of present law treating a publicly traded partner-
ship as a corporation does not apply. An electing 1987 partnership
means any publicly traded partnership, if (1) it is an existing part-
nership within the meaning of section 10211(c)(2) of the 1987 Act,
(2) it has not been treated as a corporation for taxable years begin-
ning after December 31, 1987, and before January 1, 1998 (and
would not have been treated as a corporation even without regard
to section 7704(c), the exception for partnerships with “passive-
type” income), and (3) the partnership elects under the provision to
be subject to a tax on gross income from the active conduct of a
trade or business. An electing 1987 partnership ceases to be treat-
ed as such as of the first day after December 31, 1997, on which
there has been the addition of a substantial new line of business
with respect to the partnership. The election to be subject to the
tax on gross trade or business income, once made, remains in effect
until revoked by the partnership, and cannot be reinstated.

The tax is 3.5 percent of the partnership’s gross income from the
active conduct of a trade or business. The partnership’s gross trade
or business income includes its share of gross trade or business in-
come of any lower-tier partnership. The tax imposed under the pro-
vision may not be offset by tax credits, by either the partnership
or the partners; nor is the tax deductible by the partnership or the
partners (sec. 275).

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.
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Revenue Effect

The provision is estimated neither to increase nor reduce Federal
fiscal year budget receipts for the years 1998 through 2007.

5. Exclusion from UBIT for certain corporate sponsorship
payments (sec. 965 of the Act and new sec. 513(i) of the
Code)

Present and Prior Law

Although generally exempt from Federal income tax, tax-exempt
organizations are subject to the unrelated business income tax
(“UBIT”) on income derived from a trade or business regularly car-
ried on that is not substantially related to the performance of the
organization’s tax-exempt functions (secs. 511-514). Contributions
or gifts received by tax-exempt organizations generally are not sub-
ject to the UBIT. However, present-law section 513(c) provides that
an activity (such as advertising) does not lose its identity as a sepa-
rate trade or business merely because it is carried on within a larg-
er complex of other endeavors.187 If a tax-exempt organization re-
ceives sponsorship payments in connection with an event or other
activity, the solicitation and receipt of such sponsorship payments
may be treated as a separate activity. The Internal Revenue Serv-
ice (IRS) has taken the position that, under some circumstances,
such sponsorship payments are subject to the UBIT.188

Reasons for Change

In order to reduce the uncertainty regarding the treatment for
UBIT purposes of corporate sponsorship payments received by tax-
exempt organizations, the Congress believed that it is appropriate
to distinguish sponsorship payments for which the donor receives
no substantial return benefit other than the use or acknowledg-
ment of the donor’s name or logo as part of a sponsored event
(which should not be subject to the UBIT) from payments made in
exchange for advertising provided by the recipient organization
(which should be subject to the UBIT).

Explanation of Provision

Under the Act, qualified sponsorship payments received by a tax-
exempt organization (or State college or university described in sec-
tion 511(a)(2)(B)) are exempt from the UBIT.

“Qualified sponsorship payments” are defined as any payment
made by a person engaged in a trade or business with respect to
which the person will receive no substantial return benefit other
than the use or acknowledgment of the name or logo (or product
lines) of the person’s trade or business in connection with the orga-
nization’s activities.189 Such a use or acknowledgment does not in-

187 See United States v. American College of Physicians, 475 U.S. 834 (1986) (holding that the
activity of selling advertising in a medical journal was not substantially related to the organiza-
tion’s exempt purposes and, as a separate business under section 513(c), was subject to tax).

188 See Prop. Treas. Reg. sec. 1.513—4 (issued January 19, 1993, EE-74-92, IRB 1993-7, 71).
These proposed regulations generally exclude from the UBIT financial arrangements under
which the tax-exempt organization provides so-called “institutional” or “good will” advertising.

189In determining whether a payment is a qualified sponsorship payment, it is irrelevant
whether the sponsored activity is related or unrelated to the organization’s exempt purpose.
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clude advertising of such person’s products or services—meaning
qualitative or comparative language, price information or other in-
dications of savings or value, or an endorsement or other induce-
ment to purchase, sell, or use such products or services. Thus, for
example, if, in return for receiving a sponsorship payment, an orga-
nization promises to use the sponsor’s name or logo in acknowledg-
ing the sponsor’s support for an educational or fundraising event
conducted by the organization, such payment will not be subject to
the UBIT. In contrast, if the organization provides advertising of
a sponsor’s products, the payment made to the organization by the
sponsor in order to receive such advertising will be subject to the
UBIT (provided that the other, present-law requirements for UBIT
liability are satisfied).190

The term “qualified sponsorship payment” does not include any
payment where the amount of such payment is contingent, by con-
tract or otherwise, upon the level of attendance at an event, broad-
cast ratings, or other factors indicating the degree of public expo-
sure to an activity. However, the fact that a sponsorship payment
is contingent upon an event actually taking place or being broad-
cast, in and of itself, will not cause the payment to fail to be a
qualified sponsorship payment. Moreover, mere distribution or dis-
play of a sponsor’s products by the sponsor or the tax-exempt orga-
nization to the general public at a sponsored event, whether for
free or for remuneration, will be considered to be “use or acknowl-
edgment” of the sponsor’s product lines (as opposed to advertising),
and thus will not affect the determination of whether a payment
made by the sponsor is a qualified sponsorship payment.

The provision does not apply to payments that entitle the payor
to the use or acknowledgment of the payor’s trade or business
name or logo (or product lines) in tax-exempt organization periodi-
cals. Such payments are outside the qualified sponsorship payment
provision’s safe-harbor exclusion, and, therefore, will be governed
by present-law rules that determine whether the payment is sub-
ject to the UBIT. Thus, for example, payments that entitle the
payor to a depiction of the payor’s name or logo in a tax-exempt
organization periodical may or may not be subject to the UBIT de-
pending on the application of present-law rules regarding periodical
advertising and nontaxable donor recognition.191 For this purpose,
the term “periodical” means regularly scheduled and printed mate-
rial published by (or on behalf of) the payee organization that is
not related to and primarily distributed in connection with a spe-

190 As provided under Prop. Treas. Reg. sec. 1.513—4, the use of promotional logos or slogans
that are an established part of the sponsor’s identity would not, by itself, constitute advertising
for purposes of determining whether a payment is a qualified sponsorship payment.

191 For guidance regarding the treatment of periodical advertising under the UBIT, see section
513(c), United States v. American College of Physicians, 475 U.S. 834 (1986); Treas. Reg. 1.513—
1(d)(4)(iv), Example 7; Rev. Rul. 82-139, 1982-2 C.B. 108; Rev. Rul. 74-38, 1974-1 C.B. 144,
PLR 9137049; and PLR 9234002. For guidance regarding the treatment of donor acknowledg-
ments under the UBIT, see Rev. Rul. 76-93, 1976-1 C.B. 170; PLR 8749085; and PLR 9044071.
In the interest of administrative convenience, the Treasury Department is encouraged to permit
tax-exempt entities to provide combined reporting of payments that are both qualified sponsor-
ship payments and nontaxable payments made in exchange for donor acknowledgments in a pe-
riodical or in connection with a qualified convention or trade show. In addition, to the extent
tax-exempt entities are required to allocate portions of payments, the Treasury Department is
encouraged to minimize the reporting burden associated with any such allocation.
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cific event conducted by the payee organization.192 In addition, the
safe-harbor exclusion provided for by the provision does not apply
to payments made in connection with “qualified convention or trade
show activities,” as defined in present-law section 513(d)(3).

The provision specifically provides that, to the extent that a por-
tion of a payment would (if made as a separate payment) be a
qualified sponsorship payment, such portion of the payment will be
treated as a separate payment. Thus, if a sponsorship payment
made to a tax-exempt organization entitles the sponsor to both
product advertising and use or acknowledgment of the sponsor’s
name or logo by the organization, then the UBIT will not apply to
the amount of such payment that exceeds the fair market value of
the product advertising provided to the sponsor. Moreover, the pro-
vision of facilities, services or other privileges by an exempt organi-
zation to a sponsor or the sponsor’s designees (e.g., complimentary
tickets, pro-am playing spots in golf tournaments, or receptions for
major donors) in connection with a sponsorship payment will not
affect the determination of whether the payment is a qualified
sponsorship payment. Rather, the provision of such goods or serv-
ices will be evaluated as a separate transaction in determining
whether the organization has unrelated business taxable income
from the event. In general, if such services or facilities do not con-
stitute a substantial return benefit or if the provision of such serv-
ices or facilities is a related business activity, then the payments
attributable to such services or facilities will not be subject to the
UBIT. Moreover, just as the provision of facilities, services or other
privileges by a tax-exempt organization to a sponsor or the spon-
sor’s designees (complimentary tickets, pro-am playing spots in golf
tournaments, or receptions for major donors) will be treated as a
separate transaction that does not affect the determination of
whether a sponsorship payment is a qualified sponsorship pay-
ment, a sponsor’s receipt of a license to use an intangible asset
(e.g., trademark, logo, or designation) of the tax-exempt organiza-
tion likewise will be treated as separate from the qualified sponsor-
ship transaction in determining whether the organization has unre-
lated business taxable income.

The exemption provided by the provision will be in addition to
other present-law exceptions from the UBIT (e.g., the exceptions for
activities substantially all the work for which is performed by vol-
unteers and for activities not regularly carried on). No inference is
intended as to whether any sponsorship payment received prior to
1998 was subject to the UBIT.

Effective Date

The provision applies to qualified sponsorship payments solicited
or received after December 31, 1997.

Revenue Effect

The provision is estimated to have a negligible revenue effect on
Federal fiscal year budget receipts.

192 For example, the provision will not apply to payments that lead to acknowledgments in
a monthly journal, but will apply if a sponsor receives an acknowledgment in a program or bro-
chure distributed at a sponsored event.
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6. Timeshare associations (sec. 966 of the Act and sec 528 of
the Code)

Present and Prior Law

Taxation of homeowners associations making the section 528
election

Under present law (sec. 528), condominium management associa-
tions and residential real estate management associations may
elect to be taxed at a 30-percent rate on their “homeowners associa-
tion income” if they meet certain income, expenditure, and organi-
zational requirements.

“Homeowners association income” is the excess of the associa-
tion’s gross income, excluding “exempt function income,” over al-
lowable deductions directly connected with non-exempt function
gross income. “Exempt function income” includes membership dues,
fees, and assessments for a common activity undertaken by associa-
tion members or owners of residential units in the condominium or
subdivision. Homeowners association income includes passive in-
come (e.g., interest and dividends) earned on reserves and fees for
use of association property (e.g., swimming pools, meeting rooms,
ete.).

For an association to qualify for this treatment: (1) at least 60
percent of the association’s gross income must consist of member-
ship dues, fees, or assessments on owners; (2) at least 90 percent
of its expenditures must be for the acquisition, management, main-
tenance, or care of “association property;” and (3) no part of its net
earnings can inure to the benefit of any private shareholder. “Asso-
ciation property” means: (1) property held by the association; (2)
property commonly held by association members; (3) property with-
in the association privately held by association members; and (4)
property held by a governmental unit for the benefit of association
members. In addition to these statutory requirements, Treasury
regulations require that the units of the association be used for res-
idential purposes. Use is not a residential use if the unit is occu-
pied by a person or series of persons less than 30 days for more
than half of the association’s taxable year. Treas. Reg. sec. 1.528—
4(d).

Taxation of homeowners associations not making the section
528 election

Homeowners associations that do not (or cannot) make the sec-
tion 528 election are taxed either as tax-exempt social welfare orga-
nizations under section 501(c)(4) or as regular C corporations. In
order for an organization to qualify as a tax-exempt social welfare
organization, the organization must meet the following three re-
quirements: (1) the association must serve a “community” which
bears a reasonable, recognizable relationship to an area ordinarily
identified as a governmental subdivision or unit; (2) the association
may not conduct activities directed to exterior maintenance of any
private residence, and (3) common areas of association facilities
must be for the use and enjoyment of the general public (Rev. Rul.
74-99, 1974-1 C.B. 131).
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Non-exempt homeowners associations are taxed as C corpora-
tions, except that: (1) the association may exclude excess assess-
ments that it refunds to its members or applies to the subsequent
year’s assessments (Rev. Rul. 70-604, 1970-2 C.B. 9); (2) gross in-
come does not include special assessments held in a special bank
account (Rev. Rul. 75-370, 75-2 C.B. 25); and (3) assessments for
capital improvements are treated as non-taxable contributions to
capital (Rev. Rul. 75-370, 1975-2 C.B. 25).

Taxation of timeshare associations

Under prior law, timeshare associations are taxed as regular C
corporations because (1) they cannot meet the requirement of the
Treasury regulations for the section 528 election that the units be
used for residential purposes (i.e., the 30-day rule) and they have
relatively large amount of services performed for its owners (e.g.,
maid and janitorial services) and (2) they cannot meet any of re-
quilzeﬁle)nts of Rev. Rul. 74-99 for tax-exempt status under section
501(c)(4).

Reasons for Change

The Congress understood that the IRS recently had challenged
the exclusions from gross income of timeshare associations of re-
funds of excess assessments, special assessments held in a seg-
regated account, and capital assessments as contributions to cap-
ital. See P.L.R. 9539001 (June 8, 1995). The Congress believed that
the activities of timeshare associations are sufficiently similar to
those of homeowners associations that they should be similarly
taxed. Accordingly, the Act extends the rules for the taxation of
homeowners associations to timeshare associations, except that the
rate of tax on timeshare associations is 32 percent, instead of the
30-percent rate that applies to homeowner’s associations.

Explanation of Provision

In general

The Act amends section 528 to permit timeshare associations to
qualify for taxation under that section. Timeshare associations will
have to meet the requirements of section 528 (e.g., the 60-percent
gross income, 90-percent expenditure, and the non-profit organiza-
tional and operational requirements). Timeshare associations elect-
ing to be taxed under section 528 are subject to a tax on their
“timeshare association income” at a rate of 32 percent.

60-percent test

A qualified timeshare association must receive at least 60 per-
cent of its income from membership dues, fees and assessments
from owners of either (a) timeshare rights to use of, or (b)
timeshare ownership in, property of the timeshare association.

90-percent test

At least 90 percent of the expenditures of the timeshare associa-
tion must be for the acquisition, management, maintenance, or care
of “association property,” and activities provided by the association
to, or on behalf of, members of the timeshare association. “Activi-
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ties provided to or on behalf of members of the [timeshare] associa-
tion” include events located on association property (e.g., members’
meetings at the association’s meeting room, parties at the associa-
tion’s swimming pool, golf lessons on association’s golf range, trans-
portation to and from association property, etc.). Association prop-
erty includes property in which a timeshare association or mem-
bers of the association have rights arising out of recorded ease-
ments, covenants, and other recorded instruments to use property
related to the timeshare project.

Organizational and operational tests

No part of the net earnings of the timeshare association can
inure to the benefit (other than by acquiring, constructing, or pro-
viding management, maintenance, and care of property of the
timeshare association or rebate of excess membership dues, fees, or
assessments) of any private shareholder or individual. A member
of a qualified timeshare association must hold a timeshare right to
use (or timeshare ownership in) real property of the association. A
qualified timeshare association cannot be a condominium manage-
ment association. Lastly, the timeshare association must elect to be
taxed under section 528.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1 million in each of the years 1998 through 2001 and
by $2 million for each of the years 2002 through 2007.

7. Modification of advance refunding rules for certain tax-
exempt bonds issued by the Virgin Islands (sec. 967 of
the Act and sec. 149 of the Code)

Present and Prior Law

In general

Interest on State and local government bonds generally is ex-
cluded from gross income for purposes of the regular individual and
corporate income taxes if the proceeds of the bonds are used to fi-
nance direct activities of these governmental units (Code sec. 103).

Unlike the interest on governmental bonds, described above, in-
terest on private activity bonds generally is taxable. A private ac-
tivity bond is a bond issued by a State or local governmental unit
acting as a conduit to provide financing for private parties in a
manner violating either (1) a private business use and payment
test or (2) a private loan restriction. However, interest on private
activity bonds is not taxable if (1) the financed activity is specified
in the Code and (2) at least 95 percent of the net proceeds of the
bond issue is used to finance the specified activity.

Issuers of State and local government bonds must satisfy numer-
ous other requirements, including arbitrage restrictions (for all
such bonds) and annual State volume limitations (for most private
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activity bonds) for the interest on these bonds to be excluded from
gross income.

Advance refundings

Generally, a governmental bond originally issued after December
31, 1985, may be advance refunded one time. An advance refunding
is any refunding where all of the refunded bonds are not redeemed
within 90 days after the refunding bonds are issued. Private activ-
ity bonds may not be advance refunded.

Virgin Island bonds

Under prior law, the Virgin Islands was required to secure its
bonds with a priority first lien claim on specified revenue streams
rather than being permitted to issue multiple bond issues secured
on a parity basis by a common pool of revenues. Under a recent
non-tax law change, the priority lien requirement was repealed.

Reasons for Change

The Congress believed that allowing an additional advance re-
funding is appropriate to accommodate made changes to other,
nontax Federal restrictions on these bonds.

Explanation of Provision

Under the Act, one additional advance refunding is allowed for
governmental bonds issued by the Virgin Islands that were ad-
vance refunded before June 9, 1997.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $2 million in 1998, $4 million in 1999, $5 million in
2000, $5 million in 2001, $5 million in 2002, $3 million in 2003,
$1 million in 2004, $3 million in 2005, $4 million in 2006, and $4
million in 2007.

8. Deferral of gain on certain sales of farm product refiners
and processors (sec. 968 of the Act (canceled pursuant to
Line Item Veto Act) and sec. 1042 of the Code)

Present and Prior Law

Under present law, if certain requirements are satisfied, a tax-
payer may defer recognition of gain on the sale of qualified securi-
ties to an employee stock ownership plan (“ESOP”) or an eligible
worker-owned cooperative to the extent that the taxpayer reinvests
the proceeds in qualified replacement property (sec. 1042). Gain is
recognized when the taxpayer disposes of the qualified replacement
property. One of the requirements that must be satisfied for defer-
ral to apply is that, immediately after the sale, the ESOP must
own at least 30 percent of the stock of the corporation issuing the
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qualified securities. In general, qualified securities are securities is-
sued by a domestic C corporation that has no stock outstanding
that is readily tradeable on an established securities market. De-
ferral treatment does not apply to gain on the sale of qualified se-
curities by a C corporation.

Reasons for Change

The Congress understood that much of the final value of farm
products often is generated not in their production on the farm, but
during the processing or refining of farm products after those prod-
ucts leave the farm. The Congress believed that, in order for farm-
ers to share more of that final value, farmers must directly or indi-
rectly own some of the processing or refining facilities. The Con-
gress believed it appropriate to facilitate the transfer of refiners
and processors to farmers’ cooperatives by providing for the tax-
free rollover of gain on the sale of stock of a corporation that owns
farm product processing or refining facilities if the stock was sold
to a cooperative which was selling farm produce for refining or
processing in those facilities.

Explanation of Canceled Provision

As passed by Congress, the Act extended the deferral provided
under section 1042 to the sale of stock of a qualified refiner or proc-
essor to an eligible farmers’ cooperative. A qualified refiner or proc-
essor is a domestic corporation substantially all of the activities of
which consist of the active conduct of the trade or business of refin-
ing or processing agricultural or horticultural products and which
purchases more than one-half of the products to be refined or proc-
essed from farmers who make up the cooperative (or the coopera-
tive itself) which is purchasing the stock for at least one year prior
to the sale. An eligible farmers’ cooperative is an organization
which is treated as a cooperative for Federal income tax purposes
and which is engaged in the marketing of agricultural or horti-
cultural products.

The deferral of gain is available only if, immediately after the
sale, the eligible farmers’ cooperative owns 100 percent of the
qualified refiner or processor. The provision applies even if the
stock of the qualified refiner or processor is publicly traded. In ad-
dition, the provision applies to gain on the sale of stock by a C cor-
poration.

Effective Date

The provision would have applied to sales after December 31,
1997.

Revenue Effect

The provision was estimated to reduce Federal fiscal year budget
receipts by $2 million in 1998, $68 million in 1999, $5 million per
year in 2000 and 2001, and $4 million per year in each of the years
2002 through 2007.
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Effect of Line Item Veto

This provision was identified by the Joint Committee on Taxation
as a limited tax benefit within the meaning of the Line Item Veto
Act. The President canceled this provision pursuant to the Line
Item Veto Act.193

9. Increased deduction for business meals while operating
under Department of Transportation hours of service
limitations (sec. 969 of the Act and sec. 274 of the Code)

Present and Prior Law

Ordinary and necessary business expenses, as well as expenses
incurred for the production of income, are generally deductible,
subject to a number of restrictions and limitations. Generally, the
amount allowable as a deduction for food and beverage is limited
to 50 percent of the otherwise deductible amount. Exceptions to
this 50 percent rule are provided for food and beverages provided
to crew members of certain vessels and offshore oil or gas platforms
or drilling rigs.

Reasons for Change

Individuals subject to the hours of service limitations of the De-
partment of Transportation are frequently forced to eat meals away
from home in circumstances where their choice is limited, prices
comparatively high and the opportunity for lavish meals remote.
The Congress believed that it 1s appropriate to allow a higher per-
centage of the cost of food and beverages consumed while away
from home on business by these individuals to be deducted than is
allowed under the general rule.

Explanation of Provision

The Act increased to 80 percent the deductible percentage of the
cost of food and beverages consumed while away from home by an
individual during, or incident to, a period of duty subject to the
hours of service limitations of the Department of Transportation.

Individuals subject to the hours of service limitations of the De-
partment of Transportation include:

(1) certain air transportation employees such as pilots, crew, dis-
patchers, mechanics, and control tower operators pursuant to Fed-
eral Aviation Administration regulations,

(2) interstate truck operators and interstate bus drivers pursuant
to Department of Transportation regulations,

(3) certain railroad employees such as engineers, conductors,
train crews, dispatchers and control operations personnel pursuant
to Federal Railroad Administration regulations, and

(4) certain merchant mariners pursuant to Coast Guard regula-
tions.

The increase in the deductible percentage is phased in according
to the following schedule:

193 A modified version of this provision is included in H.R. 2513 as passed by the House on
November 8, 1997. (See report of the House Committee on Ways and Means; H. Rept. 105-318,
Part I, October 9, 1997).
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L Deductible

Taxable years beginning in— percentage

1998, 1999 ..o 55

2000, 2000 ...ooiiiiiiieee e 60

2002, 2003 ....oiiiiiiiieee e aeeeaes 65

2004, 2005 ...oooiiiieiieiee e 70

2006, 2007 ...oeiiiiieiieee et 75

2008 and thereafter .............cccccoviiiiiiiiiiiiiiicicieeeeen, 80
Effective Date

The provision is effective for taxable years beginning after 1997.
Revenue Effect

This provision and Act sec. 970 (described following) are esti-
mated to reduce Federal fiscal year budget receipts by $8 million
in 1998, $17 million in 1999, $27 million in 2000, $37 million in
2001, $49 million in 2002, $62 million in 2003, $76 million in 2004,
$91 million in 2005, $108 million in 2006 and $125 million in 2007.

10. Deductibility of meals provided for the convenience of
the employer (sec. 970 of the Act and sec. 132 of the
Code)

Present and Prior Law

In general, subject to several exceptions, only 50 percent of busi-
ness meal and entertainment expenses are allowed as a deduction
(sec. 274(n)). Under one exception, the value of meals that are ex-
cludable from employees’ incomes as a de minimis fringe benefit
(sec. 132) are fully deductible by the employer.

In addition, the courts that have considered the issue have held
that if meals are provided for the convenience of the employer pur-
suant to section 119 they are fully deductible pursuant to sec.
274(n)(2)(B), provided they satisfy the relevant section 132 require-
ments (Boyd Gaming Corp. v. Commissioner 9% and Gold Coast
Hotel & Casino v. L.R.S. 195),

Reasons for Change

The Congress believed that it is consistent with the case law to
provide for full deductibility of business meals that are excludible
from employees’ incomes because they are provided for the conven-
ience of the employer.

Explanation of Provision

The Act provides that meals that are excludable from employees’
incomes because they are provided for the convenience of the em-
ployer pursuant to section 119 of the Code, provided they satisfy
the relevant section 132 requirements, are excludable as a de
minimis fringe benefit and therefore are fully deductible by the em-

194106 T.C. 343 (1996).
195U.S. D.C. Nev. CV-5-94-1146-HDM (LRL) (September 26, 1996).
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ployer. No inference is intended as to whether such meals are fully
deductible under present law.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The effect of this provision on Federal fiscal year budget receipts
is included in the estimate of the effect of the provision allowing
an increased deduction for business meals while operating under
Department of Transportation hours of service limitations (Act sec.
969, above).

11. Modify limits on depreciation of luxury automobiles for
certain clean-burning fuel and electric vehicles (sec. 971
of the Act and sec. 280F of the Code)

Present and Prior Law

The amount the taxpayer may claim as a depreciation deduction
for any passenger automobile is limited to: $2,560 for the first tax-
able year in the recovery period; $4,100 for the second taxable year
in the recovery period; $2,450 for the third taxable year in the re-
covery period; and $1,475 for each succeeding taxable year in the
recovery period. Each of the dollar limitations is indexed for infla-
tion after October 1987 by the automobile component of the
Consumer Price Index. Consequently, the depreciation deduction
gmitations applicable for 1997 are $3,160, 55,000, $3,050, and

1,775.

Reasons for Change

The Congress believed that the price of a clean-burning fuel vehi-
cle or an electric vehicle does not necessarily represent the consum-
er’s purchase of a luxury automobile. Rather, the higher price of
such vehicles often represents the cost of the technology required
to produce an automobile designed to provide certain environ-
mental benefits. The Congress believed the cost of this technology
should not be considered a luxury for the purpose of the limitation
on depreciation that may be claimed on passenger automobiles.
Therefore, the Congress believed it is appropriate to modify the
limitation on depreciation that may be claimed on passenger auto-
mobiles in the case of certain clean-burning fuel vehicles and elec-
tric vehicles.

Explanation of Provision

The Act modifies the limitation on depreciation in the case of
qualified clean-burning fuel vehicles and certain electric vehicles.
With respect to qualified clean-burning fuel vehicles, those that are
modified to permit such vehicles to be propelled by a clean burning
fuel, the Act generally applies the limitation to that portion of the
vehicles’ cost not represented by the installed qualified clean-burn-
ing fuel property. The taxpayer may claim an amount otherwise al-
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lowable as a depreciation deduction on the installed qualified clean-
burning fuel property, without regard to the limitation. Generally,
this has the same effect as only subjecting the cost of the vehicle
before modification to the limitations.

In the case of a passenger vehicle designed to be propelled pri-
marily by electricity and built by an original equipment manufac-
turer, the base-year limitation amounts of $2,560 for the first tax-
able year in the recovery period, $4,100 for the second taxable year
in the recovery period, $2,450 for the third taxable year in the re-
covery period, and $1,475 for each succeeding taxable year in the
recovery period are tripled to $7,680, $12,300, $7,350, and $4,425,
respectively, and then adjusted for inflation after October 1987 by
the automobile component of the Consumer Price Index.

Effective Date

The provision is effective for property placed in service after the
date of enactment (August 5, 1997) and before January 1, 2005.

Revenue Effect

The provision is estimated to result in a negligible reduction in
Federal fiscal year budget receipts for years 1997 through 2007.

12. Temporary suspension of income limitations on percent-
age depletion for production from marginal wells (sec.
972 of the Act and sec. 613A of the Code)

Present and Prior Law

The Code permits taxpayers to recover their investments in oil
and gas wells through depletion deductions. In the case of certain
properties, the deductions may be determined using the percentage
depletion method. Among the limitations that apply in calculating
percentage depletion deductions is a restriction that, for oil and gas
properties, the amount deducted may not exceed 100 percent of the
net income from that property in any year (sec. 613(a)).

Specific percentage depletion rules apply to oil and gas produc-
tion from “marginal” properties (sec. 613A(c)(6)). Marginal produc-
tion is defined as domestic crude oil and natural gas production
from stripper well property or from property substantially all of the
production from which during the calendar year is heavy oil. Strip-
per well property is property from which the average daily produc-
tion is 15 barrel equivalents or less, determined by dividing the av-
erage daily production of domestic crude oil and domestic natural
gas from producing wells on the property for the calendar year by
the number of wells. Heavy oil is domestic crude oil with a weight-
ed average gravity of 20 degrees API or less (corrected to 60 de-
grees Fahrenheit).

Reasons for Change

The Congress believed that a temporary suspension of the net in-
come property limitation for marginal oil and gas production was
an appropriate part of overall national energy security policy.



164

Explanation of Provision

The 100-percent-of-net-income property limitation is suspended
for domestic oil and gas production from marginal properties dur-
ing taxable years beginning after December 31, 1997, and before
January 1, 2000.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $21 million in 1998, $35 million in 1999, and $14 mil-
lion in 2000.

13. Increase in standard mileage rate for purposes of com-
puting charitable deduction (sec. 973 of the Act and sec.
170(I) of the Code)

Present and Prior Law

In computing taxable income, individuals who do not elect the
standard deduction may claim itemized deductions, including a de-
duction (subject to certain limitations) for charitable contributions
or gifts made during the taxable year to a qualified charitable orga-
nization or governmental entity (sec. 170). Individuals who elect
the standard deduction may not claim a deduction for charitable
contributions made during the taxable year.

No charitable contribution deduction is allowed for a contribution
of services. However, unreimbursed expenditures made incident to
the rendition of donated services to a qualified charitable organiza-
tion—such as out-of-pocket transportation expenses necessarily in-
curred in performing donated services—may constitute a deductible
contribution (Treas. Reg. sec. 1.170A-1(g)).196 However, no chari-
table contribution deduction is allowed for traveling expenses (in-
cluding expenses for meals and lodging) while away from home,
whether paid directly or by reimbursement, unless there is no sig-
nificant element of personal pleasure, recreation, or vacation in
such travel (sec. 170(j)). Moreover, a taxpayer may not deduct as
a charitable contribution out-of-pocket expenditures incurred on be-
half of a charity if such expenditures are made for the purposes of
influencing legislation (sec. 170(f)(6)).

Under prior law, for purposes of computing the charitable con-
tribution deduction for the use of a passenger automobile (including
vans, pickups, and panel trucks) in connection with rendering do-
nated services to a qualified charitable organization, the standard
mileage rate was 12 cents per mile (sec. 170()).

196 Treasury Regulation section 1.170A-1(g) allows taxpayers to deduct only their own unreim-
bursed expenses incurred in performing services for a qualified charitable organization, and not
expenses incident to a third party’s performance of services. See Davis v. United States, 495 U.S.
472 (1990).
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Reasons for Change

The Congress believed that it is appropriate to increase the
standard mileage rate for purposes of the charitable contribution
deduction.

Explanation of Provision

For purposes of computing the charitable contribution deduction
for the use of a passenger automobile in connection with rendering
donated services to a qualified charitable organization, the stand-
ard mileage rate is increased to 14 cents per mile.

As an alternative to claiming the standard mileage rate, tax-
payers will continue to have the option of claiming a deduction for
actual out-of-pocket transportation expenses necessarily incurred in
performing donated services (i.e., operating expenses for use of an
automobile, but not general maintenance, depreciation, or insur-
ance costs), provided that the taxpayer maintains adequate records
or other evidence for substantiation. See Rev. Proc. 96-63, 1996—
2 C.B. 420. Parking fees and tolls attributable to the use of an
automobile for charitable purposes may be deducted as separate
items. Id.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $8 million in 1998, $56 million in 1999, $58 million in
2000, $61 million in 2001, $64 million in 2002, $68 million in 2003,
$71 million in 2004, $75 million in 2005, $78 million in 2006, and
$82 million in 2007.

14. Purchases of receivables by tax-exempt hospital coopera-
tive service organizations (sec. 974 of the Act and sec.
501(e) of the Code)

Present and Prior Law

Section 501(e) provides that an organization organized on a coop-
erative basis by tax-exempt hospitals will itself be tax-exempt if
the organization is operated solely to perform, on a centralized
basis, one or more of certain enumerated services for its members.
These services are: data processing, purchasing (including the pur-
chase of insurance on a group basis), warehousing, billing and col-
lection, food, clinical, industrial engineering, laboratory, printing,
communications, record center, and personnel services. An organi-
zation does not qualify under section 501(e) if it performs services
other than the enumerated services. (Treas. Reg. sec. 1.501(e)-1(c)).

Reasons for Change

The Congress believed that it is important to clarify that permis-
sible billing and collection services that can be carried out by hos-
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pital cooperative service organizations under section 501(e) include
the purchase of patron accounts receivable on a recourse basis.

Explanation of Provision

The Act clarifies that, for purposes of section 501(e), billing and
collection services include the purchase of patron accounts receiv-
able on a recourse basis. Thus, hospital cooperative service organi-
zations are permitted to advance cash on the basis of member ac-
counts receivable, provided that each member hospital retains the
risk of non-payment with respect to its accounts receivable.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1996. No inference is intended with respect to taxable
years prior to the effective date.

Revenue Effect

The provision is estimated to have a negligible revenue effect on
Federal fiscal year budget receipts in each of 1997 through 2007.

15. Provide above-the-line deduction for certain business ex-
penses in connection with service performed by certain
officials (sec. 975 of the Act and sec. 62 of the Code)

Present and Prior Law

Under present and prior law, individuals may generally deduct
ordinary and necessary business expenses in determining adjusted
gross income (“AGI”). Under prior law, this deduction did not apply
in the case of any individual performing services as an employee.
Employee business expenses generally were deductible only as a
miscellaneous itemized deduction, i.e., only to the extent all the
taxpayer’s miscellaneous itemized deductions exceed 2 percent of
the taxpayer’s AGI. Employee business expenses were not allowed
as a deduction for alternative minimum tax purposes.

Reasons for Change

The Congress was aware that certain State and local government
officials are compensated (in whole or in part) on a fee basis to pro-
vide certain services to the government. These officials hire em-
ployees and incur expenses in connection with their official duties.
These expenses may be subject, under prior law, to the 2-percent
floor on itemized deductions. The Congress believed these expenses
should be deductible.

Explanation of Provision

Under the Act, employee business expenses relating to service as
an official of a State or local government (or political subdivision
thereof) are deductible in computing AGI (“above the line”), pro-
vided the official is compensated in whole or in part on a fee basis.
Consequently, such expenses are also deductible for minimum tax
purposes.
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Effective Date

The provision applies to expenses paid or incurred in taxable
years beginning after December 31, 1986.

Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by $10 million in 1998, $4 million in 1999, $4 million in 2000, $4
million in 2001, $5 million in 2002, $5 million in 2003, $6 million
in 2004, $6 million in 2005, $7 million in 2006, and $7 million in
2007.

16. Combined employment tax reporting demonstration
project (sec. 976 of the Act)

Present and Prior Law

Traditionally, Federal tax forms are filed with the Federal gov-
ernment and State tax forms are filed with individual states. This
necessitates duplication of items common to both returns. Some
States have recently been working with the IRS to implement com-
bined State and Federal reporting of certain types of items on one
form as a way of reducing the burdens on taxpayers. The State of
Montana and the IRS have cooperatively developed a system to
combine State and Federal employment tax reporting on one form.
The one form would contain exclusively Federal data, exclusively
State data, and information common to both: the taxpayer’s name,
address, TIN, and signature.

The Internal Revenue Code prohibits disclosure of tax returns
and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431). No tax information may be furnished by the Internal Reve-
nue Service (“IRS”) to another agency unless the other agency es-
tablishes procedures satisfactory to the IRS for safeguarding the
tax information it receives (sec. 6103(p)).

Implementation of the combined Montana-Federal employment
tax reporting project has been hindered because section 6103 can
be interpreted to apply that provision’s restrictions on disclosure to
information common to both the State and Federal portions of the
combined form, although these restrictions would not apply to the
State with respect to the State’s use of State-requested information
if that information were supplied separately to both the State and
the IRS.

Reasons for Change

The Congress believed that it is appropriate to permit a dem-
onstration project to assess the feasibility and desirability of ex-
panding combined reporting in the future.
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Explanation of Provision

The Act permits implementation of a demonstration project to as-
sess the feasibility and desirability of expanding combined report-
ing in the future. There are several limitations on the demonstra-
tion project. First, it is limited to the State of Montana and the
IRS. Second, it is limited to employment tax reporting. Third, it is
limited to disclosure of the name, address, TIN, and signature of
the taxpayer, which is information common to both the Montana
and Federal portions of the combined form. Fourth, it is limited to
a period of five years.

The Congress intended that the State of Montana be allowed to
use the data collected through the demonstration project as if it
had collected it separately.197

Effective Date

The provision was effective on the date of enactment (August 5,
1997), and will expire on the date five years after the date of enact-
ment (August 5, 2002).

Revenue Effect

The provision is estimated to have no effect on Federal fiscal
year budget receipts.

17. Elective carryback of existing net operating losses of the
National Railroad Passenger Corporation (Amtrak) (sec.
977 of the Act)

Present and Prior Law

Generally, under prior law, net operating losses could be carried
back to the three taxable years of the taxpayer that precede the
year of loss (10 taxable years in certain circumstances). Section
1082 of the Act limits this carryback period to two years for losses
arising in taxable years beginning after August 5, 1997.

Reasons for Change

The Congress believed that the provision of viable intercity pas-
senger rail service by Amtrak is an important national objective. At
present, that objective is threatened by capital needs of Amtrak,
the principal passenger rail service provider.

Explanation of Provision

The Act provides elective procedures that allow Amtrak to con-
sider the tax attributes of its predecessors, those railroads that
were relieved of their responsibility to provide intercity rail pas-
senger service as a result of the Rail Passenger Service Act of 1970,
in the use of Amtrak’s net operating losses. The benefit allowable
under these procedures is limited to the least of: (1) 35 percent of
Amtrak’s existing qualified carryovers, (2) the net tax liability for

197 A technical correction may be needed so that the statute reflects this intent. See Title VI
(sec. 608(c)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.
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the carryback period, or (3) $2,323,000,000. One half of the amount
so calculated will be treated as a payment of the tax imposed by
chapter 1 of the Internal Revenue Code of 1986 for the Amtrak’s
taxable year ending December 31, 1997, and a similar amount for
Amtrak’s taxable year ending December 31, 1998.

The existing qualified carryovers are the net operating loss
carryovers that are available under section 172(b) in Amtrak’s first
taxable year ending after September 30, 1997. The net tax liability
for the carryback period is the aggregate of the net tax liability of
Amtrak’s railroad predecessors for all taxable years beginning be-
fore January 1, 1971, for which there is a net Federal tax liability.
Amtrak’s railroad predecessors are those railroads that were re-
lieved of their responsibility to provide intercity rail passenger
service as a result of the Rail Passenger Service Act of 1970, and
their predecessors. In the case of a railroad predecessor who joined
in the filing of a consolidated tax return, the net tax liability of the
predecessor will be the net tax liability of the consolidated group.

The net operating losses of Amtrak are required to be reduced
by an amount equal to the amount obtained by Amtrak under this
provision, divided by 0.35. The Secretary of the Treasury is to ad-
just, as he deems appropriate, the tax account of each predecessor
railroad for the carryback period to reflect the utilization of the net
operating losses. The amount of the adjustment is equal to the
amount of the benefit and is to be taken into consideration on the
tax accounts of the predecessor railroads on a first-in, first-out
basis, starting with balances for the earliest year for which any
predecessor railroad has a net tax liability. No additional refund to
any taxpayer other than Amtrak is to be allowed as a result of
these adjustments.

The availability of the elective procedures is conditioned on Am-
trak (1) agreeing to make payments of one percent of the amount
it receives to each of the non-Amtrak States to offset certain trans-
portation related expenditures and (2) using the balance for certain
qualified expenses. Non-Amtrak States are those States that are
not receiving Amtrak service at any time during the period begin-
ning on the date of enactment and ending on the date of payment.

No deduction is allowed with respect to any qualified expense
whose payment is attributable to the proceeds made available as
a result of this provision. The basis of any property must be re-
duced by the portion of its cost that is attributable to such pro-
ceeds. An item of cost or expense is attributable to such proceeds
if it is (1) paid from the proceeds of the refund or (2) to the extent
the principal and interest of any borrowings are paid from the pro-
ceeds of the refund, from the proceeds of such borrowings.

Amtrak’s earnings and profits will be increased by the amount
of the refund. However, Congress expects that this amount will not
be included in adjusted current earnings for alternative minimum
tax purposes, consistent with Treas. Reg. sec. 1.56(g)—1(c)(4) (i1).

Effective Date

The provision was effective on the date of enactment (August 5,
1997). However, no refund shall be made as a result of this provi-
sion earlier than the date of enactment of Federal legislation which
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authorizes reforms of Amtrak.198 No interest shall accrue with re-
spect to the payment of any refund due as a result of this provision
until 45 days after the latest of (1) the enactment of such reform
legislation, (2) the filing by Amtrak of a Federal income tax return
which includes the election to use the procedures described in this
provision, or (3) the original due date of such return.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $1,162 million in 1998 and $1,162 million in 1999.

H. Extension of Duty-Free Treatment Under Generalized
System of Preferences (sec. 981 of the Act and sec. 505
of the Trade Act of 1974)

Prior Law

Title V of the Trade Act of 1974, as amended (Generalized Sys-
tem of Preferences) (“GSP”), grants authority to the President to
provide duty-free treatment on imports of eligible articles from des-
ignated beneficiary developing countries, subject to specific condi-
tions and limitations. To qualify for GSP privileges each beneficiary
country is subject to various mandatory and discretionary eligi-
bility criteria. Import sensitive products are ineligible for GSP. The
President’s authority to grant GSP benefits expired after May 31,
1997.

Reasons for Change

The GSP program promotes three broad policy goals: (1) to foster
economic development in developing economies and economies in
transition through increased trade, rather than foreign aid; (2) to
promote U.S. trade interests by encouraging beneficiaries to open
their markets and comply more fully with international trading
rules; and (3) to help maintain U.S. international competitiveness
by lowering costs for U.S. business, as well as lowering prices for
American consumers. Recent short-term extensions of the program
have been highly disruptive to U.S. companies who rely on GSP
products, and to the economic development of beneficiary countries.
Budgetary effects of the program, however, precluded a longer term
extension. So that there will be no gap in duty-free treatment, the
provision provides for an extension that is retroactive to May 31,
1997, through a refund procedure upon request of an importer.

Explanation of Provision

The Act reauthorizes the GSP program for 13 months, to expire
after June 30, 1998. The provision provides for refunds, upon re-
quest of the importer, of any duty paid between May 31, 1997 and
the date of enactment.

198 Section 301(b) of the Amtrak Reform and Accountability Act of 1997 (P.L. 105-134), passed
by the House and Senate on November 13, 1997 and signed by the President on December 2,
1997, states that such Act constitutes Amtrak reform legislation within the meaning of this pro-
vision.
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Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $378 million in 1998, and to have no revenue effect in
fiscal years 1999 through 2007.
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TITLE X. REVENUE-INCREASE PROVISIONS

A. Financial Products

1. Require recognition of gain on certain appreciated finan-
cial positions in personal property (sec. 1001(a) of the
Act and sec. 1259 of the Code)

Present and Prior Law

In general, gain or loss is taken into account for tax purposes
when realized. Gain or loss generally is realized with respect to a
capital asset at the time the asset is sold, exchanged, or otherwise
disposed of. Gain or loss is determined by comparing the amount
realized with the adjusted basis of the particular property sold. In
the case of corporate stock, the basis of shares purchased at dif-
ferent dates or different prices generally is determined by reference
to the actual lot sold if it can be identified. Special rules under the
Code can defer or accelerate recognition in certain situations.

The recognition of gain or loss is postponed for open transactions.
For example, in the case of a “short sale” (i.e., when a taxpayer
sells borrowed property such as stock and closes the sale by return-
ing identical property to the lender), no gain or loss on the trans-
action is recognized until the closing of the borrowing.

Under prior law, transactions designed to reduce or eliminate
risk of loss on financial assets generally did not cause realization.
For example, a taxpayer could lock in gain on securities by enter-
ing into a “short sale against the box,” i.e., when the taxpayer
owned securities that were the same as, or substantially identical
to, the securities borrowed and sold short. The form of the trans-
action was respected for income tax purposes and gain on the sub-
stantially identical property was not recognized at the time of the
short sale. Pursuant to rules that allow specific identification of se-
curities delivered on a sale, the taxpayer could obtain open trans-
action treatment by identifying the borrowed securities as the secu-
rities delivered. When it was time to close out the borrowing, the
taxpayer could choose to deliver either the securities held or newly-
purchased securities. The Code provided rules only to prevent tax-
payers from using short sales against the box to accelerate loss or
to convert short-term capital gain into long-term capital gain or
long-term capital loss into short-term capital loss (sec. 1233(b)).

Taxpayers also can lock in gain on certain property by entering
into offsetting positions in the same or similar property. Under the
straddle rules, when a taxpayer realizes a loss on one offsetting po-
sition in actively-traded personal property, the taxpayer generally
can deduct this loss only to the extent the loss exceeds the unrecog-
nized gain in the other positions in the straddle. In addition, rules
similar to the short sale rules prevent taxpayers from changing the
tax character of gains and losses recognized on the offsetting posi-
tions in a straddle (sec. 1092).

Taxpayers may engage in other arrangements, such as “futures
contracts,” “forward contracts,” “equity swaps” and other “notional
principal contracts” where the risk of loss and opportunity for gain
with respect to property are shifted to another party (the
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“counterparty”). Under prior law, these arrangements did not re-
sult in the recognition of gain by the taxpayer.

The Code accelerates the recognition of gains and losses in cer-
tain cases. For example, taxpayers are required each year to mark
to market certain regulated futures contracts, foreign currency con-
tracts, non-equity options, and dealer equity options, and to take
any capital gain or loss thereon into account as 40 percent short-
term gain and 60 percent long-term gain (sec. 1256).

Reasons for Change

In general, a taxpayer cannot completely eliminate risk of loss
(and opportunity for gain) with respect to property without dispos-
ing of the property in a taxable transaction. In recent years, how-
ever, several financial transactions have been developed or popu-
larized which allow taxpayers to substantially reduce or eliminate
their risk of loss (and opportunity for gain). Like most taxable dis-
positions, many of these transactions also provide the taxpayer
with cash or other property in return for the interest that the tax-
payer has given up.

One of these transactions is the “short sale against the box.” In
such a transaction, a taxpayer borrows and sells shares identical
to the shares the taxpayer holds. By holding two precisely offset-
ting positions, the taxpayer is insulated from economic fluctuations
in the value of the stock. While the short against the box is in
place, the taxpayer generally can borrow a substantial portion of
the value of the appreciated stock so that, economically, the trans-
action strongly resembles a sale of the long stock.

Other transactions that have been used by taxpayers to transfer
risk of loss (and opportunity for gain) involve entering into notional
principal contracts or futures or forward contracts to deliver the
same stock. For example, a taxpayer holding appreciated stock may
enter into an “equity swap” which requires the taxpayer to make
payments equal to the dividends and any increase in the stock’s
value for a specified period, and entitles the taxpayer to receive
payments equal to any depreciation in value. The terms of such
swaps also frequently entitle the shareholder to receive payments
during the swap period of a market rate of return (e.g., the Treas-
ury-bill rate) on a notional principal amount equal to the value of
the shareholder’s appreciated stock, making the transaction strong-
ly resemble a taxable exchange of the appreciated stock for an in-
terest-bearing asset.

Explanation of Provision

General rules

The Act requires a taxpayer to recognize gain (but not loss) upon
entering into a constructive sale of any appreciated position in
stock, a partnership interest or certain debt instruments as if such
position were sold, assigned or otherwise terminated at its fair
market value on the date of the constructive sale.

If the requirements for a constructive sale are met, the taxpayer
recognizes gain in a constructive sale as if the position were sold
at its fair market value on the date of the sale and immediately
repurchased. Except as provided in Treasury regulations, a con-
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structive sale generally is not treated as a sale for other Code pur-
poses; an appropriate adjustment in the basis of the appreciated fi-
nancial position is made in the amount of any gain recognized on
a constructive sale, and a new holding period of such position be-
gins as if the taxpayer had acquired the position on the date of the
constructive sale.

A taxpayer is treated as making a constructive sale of an appre-
ciated position when the taxpayer (or, in certain circumstances, a
person related to the taxpayer) does one of the following: (1) enters
into a short sale of the same property, (2) enters into an offsetting
notional principal contract with respect to the same property, or (3)
enters into a futures or forward contract to deliver the same prop-
erty. A constructive sale under any part of the definition occurs if
the two positions are in property that, although not the same, is
substantially identical. In addition, in the case of an appreciated fi-
nancial position that is a short sale, a notional principal contract
or a futures or forward contract, the holder is treated as making
a constructive sale when it acquires the same property as the un-
derlying property for the position. Finally, to the extent provided
in Treasury regulations, a taxpayer is treated as making a con-
structive sale when it enters into one or more other transactions,
or acquires one or more other positions, that have substantially the
same effect as any of the transactions described.

Whether any part of the constructive sale definition is met by
one or more appreciated financial positions and offsetting trans-
actions generally will be determined as of the date the last of such
positions or transactions is entered into. The positions of two relat-
ed persons are treated as together resulting in a constructive sale
if the relationship is one described in section 267 or section 707(b)
and the transaction is entered into with a view toward avoiding the
purposes of the provision.

The Act provides an exception from constructive sale treatment
for any transaction that is closed before the end of the 30th day
after the close of the taxable year in which it was entered into (the
“extended taxable year”). The exception is available only if (1) the
taxpayer holds the appreciated financial position to which the
transaction relates (e.g., the stock where the offsetting transaction
is a short sale) throughout the 60-day period beginning on the date
the transaction is closed and (2) at no time during such 60-day pe-
riod is the taxpayer’s risk of loss reduced (under the principles of
section 246(c)(4)) by holding positions with respect to substantially
similar or related property. These requirements do not apply to a
transaction that is closed during the extended taxable year where
a substantially similar transaction is reopened during the 60-day
period beginning on the closing date, so long as the reopened trans-
action is closed during the extended taxable year and the require-
ments of the previous sentence are met after such closing.

A transaction that has resulted in a constructive sale of an ap-
preciated financial position (e.g., a short sale) is not treated as re-
sulting in a constructive sale of another appreciated financial posi-
tion so long as the taxpayer holds the position which was treated
as constructively sold. However, when that position is assigned,
terminated or disposed of by the taxpayer, the taxpayer imme-
diately thereafter is treated as entering into the transaction that
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resulted in the constructive sale (e.g., the short sale) if it remains
open at that time. Thus, the transaction can cause a constructive
sale of another appreciated financial position at any time there-
after. For example, assume a taxpayer holds two appreciated stock
positions and one offsetting short sale, and the taxpayer identifies
the short sale as offsetting one of the stock positions. If the tax-
payer then sells the stock position that was identified, the identi-
fied short position would cause a constructive sale of the taxpayer’s
other stock position at that time.

Definitions

An appreciated financial position is defined as any position with
respect to any stock, debt instrument, or partnership interest, if
there would be gain upon a taxable disposition of the position for
its fair market value. A “position” is defined as an interest, includ-
ing a futures or forward contract, short sale, or option. The Con-
gress intended that a “position” include a notional principal con-
tract or other derivative instrument that provides that a taxpayer
make or receive payments (or contractual credits) that approximate
the economic effect of ownership of stock, a debt instrument or a
partnership interest. For example, a contract that provides a right
to receive payments (or contractual credits) based on a calculation
having the effect of interest on a notional principal amount will be
treated as a position with respect to a debt instrument.

An appreciated financial position does not include a position with
respect to a debt instrument that has an unconditionally payable
principal amount, that is not convertible into the stock of the issuer
or a related person, and the interest on which is either fixed, pay-
able at certain variable rates (Treas. reg. sec. 1.860G-1(a)(3)) or
based on certain interest payments on a pool of mortgages. A posi-
tion that is a hedge of a position that meets these requirements
also qualifies for this exception.199 A hedge for this purpose in-
cludes any position that reduces the taxpayer’s risk of interest rate
or price changes or currency fluctuation with respect to another po-
sition. Other debt positions, including those identified as part of a
hedging or straddle transaction, can be appreciated financial posi-
tions.

A trust instrument that is actively traded is generally treated as
stock for purposes of determining whether the instrument is an ap-
preciated financial position. However, an exception provides that a
trust instrument will not be treated as stock if substantially all (by
value) of the property held by the trust is debt that qualifies for
the exception for certain debt positions described above.

A notional principal contract is treated as an offsetting notional
principal contract, and thus results in a constructive sale of an ap-
preciated financial position, if it requires the holder of the appre-
ciated financial position to pay (or provide a contractual credit for)
all or substantially all of the investment yield and appreciation on
the position for a specified period and also gives the holder a right
to be reimbursed for (or receive credit for) all or substantially all
of any decline in value of the position.

199 A technical correction may be needed so that the statute reflects this intent. See Title VI
(sec. 609(a)(1)) of H.R. 2676, the Tax Technical Corrections Act of 1997, passed by the House
on November 5, 1997.
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A forward contract results in a constructive sale of an appre-
ciated financial position only if the forward contract provides for
delivery, or for cash settlement, of a substantially fixed amount of
property and a substantially fixed price.290 Thus, a forward con-
tract providing for delivery of property, such as shares of stock, the
amount of which is subject to significant variation under the con-
tract terms does not result in a constructive sale. The Congress did
not intend that an agreement that is not a contract for purposes
of applicable contract law, or which is subject to very substantial
contingencies, will be treated as a forward contract.

Special rules

A constructive sale does not include a transaction involving an
appreciated financial position that is marked to market, including
positions governed by section 475 (mark to market for securities
and commodities dealers and traders) or section 1256 (mark to
market for futures contracts, options and currency contracts). Nor
does a constructive sale include any contract for sale of an appre-
ciated financial position which is not a “marketable security” (as
defined in section 453(f)) if the contract settles within one year
after the date it is entered into.

More than one appreciated financial position or more than one
offsetting transaction can be aggregated to determine whether a
constructive sale has occurred. For example, it is possible that no
constructive sale would result if one appreciated financial position
and one offsetting transaction were considered in isolation, but that
a constructive sale would result if the appreciated financial posi-
tion were considered in combination with two transactions. Where
the standard for a constructive sale is met with respect to only a
pro rata portion of a taxpayer’s appreciated financial position (e.g.,
some, but not all, shares of stock), that portion will be treated as
constructively sold under the provision. If there is a constructive
sale of less than all of any type of property held by the taxpayer,
the specific property deemed sold will be determined under the
rules governing actual sales, after adjusting for previous construc-
tive sales under the Act. Under the regulations to be issued by the
Treasury, either a taxpayer’s appreciated financial position or an
offsetting transaction might in some circumstances be treated as
disaggregated on a non-pro rata basis for purposes of the construc-
tive sale determination. The Congress intended that this authority
be used only where such disaggregated treatment reflects the eco-
nomic reality of the transaction and is administratively feasible.
For example, one transaction for which disaggregated treatment
might be appropriate is an equity swap that references a small
group of stocks, where the transaction is entered into by a taxpayer
owning only one of the stocks.201

The Congress intended that the constructive sale provision gen-
erally will apply to transactions that are identified hedging or
straddle transactions under other Code provisions (secs. 1092

200 A technical correction may be needed so that the statute reflects this intent. See Title VI
(sec. 609(a)(2)) of H.R. 2676, the Tax Technical Corrections Act of 1997, passed by the House
on November 5, 1997.

201 A standard similar to that of Treas. reg. sec. 1.246-5 would be appropriate for determining
whether the relationship between the stock held and the group of stocks shorted is sufficient
for constructive sale purposes.
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(a)(2), (b)(2) and (e), 1221 and 1256(e)). Where either position in
such an identified transaction is an appreciated financial position
and a constructive sale of such position results from acquiring the
other position, the Congress intended that the constructive sale
will be treated as having occurred immediately before the identified
transaction. The constructive sale will not, however, prevent quali-
fication of the transaction as an identified hedging or straddle
transaction. Where, after the establishment of such an identified
transaction, there is a constructive sale of either position in the
transaction, gain will generally be recognized and accounted for
under the relevant hedging or straddle provision. However, the
Congress intended that future Treasury regulations may except
certain transactions from the constructive sale provision where the
gain recognized would be deferred under an identified hedging or
straddle provision (e.g. Treas. reg. sec. 1.446-4(b)).

Treasury guidance

The Act provides regulatory authority to the Treasury to treat as
constructive sales certain transactions that have substantially the
same effect as those specified (i.e., short sales, offsetting notional
principal contracts and futures or forward contracts to deliver the
same or substantially similar property).

The Congress anticipated that future Treasury regulations will
treat as constructive sales other financial transactions that, like
those specified in the provision, have the effect of eliminating sub-
stantially all of the taxpayer’s risk of loss and opportunity for in-
come and gain with respect to the appreciated financial position.
Because this standard requires reduction of both risk of loss and
opportunity for gain, the Congress intended that transactions that
reduce only risk of loss or only opportunity for gain will not be cov-
ered. Thus, for example, the Congress did not intend that a tax-
payer who holds an appreciated financial position in stock will be
treated as having made a constructive sale when the taxpayer en-
ters into a put option with an exercise price equal to the current
market price (an “at the money” option). Because such an option
reduces only the taxpayer’s risk of loss, and not its opportunity for
gain, the above standard would not be met.

The Congress did not intend that risk of loss and opportunity for
gain be considered separately for purposes of the provision. Thus,
if a transaction has the effect of eliminating a portion of the tax-
payer’s risk of loss and a portion of the taxpayer’s opportunity for
gain with respect to an appreciated financial position which, taken
together, are substantially all of the taxpayer’s risk of loss and op-
portunity for gain, the Congress intended that Treasury regula-
tions will treat this transaction as a constructive sale of the posi-
tion.

The Congress anticipated that the Treasury regulations, when is-
sued, will provide specific standards for determining whether sev-
eral common transactions will be treated as constructive sales. One
such transaction is a “collar.” In a collar, a taxpayer commits to an
option requiring him to sell a financial position at a fixed price (the
“call strike price”) and has the right to have his position purchased
at a lower fixed price (the “put strike price”). For example, a share-
holder may enter into a collar for a stock currently trading at $100
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with a put strike price of $95 and a call strike price of $110. The
effect of the transaction is that the seller has transferred the rights
to all gain above the $110 call strike price and all loss below the
$95 put strike price; the seller has retained all risk of loss and op-
portunity for gain in the price range between $95 and $110. A col-
lar can be a single contract or can be effected by using a combina-
tion of put and call options.

In order to determine whether collars have substantially the
same effect as the transactions specified in the provision, the Con-
gress anticipated that Treasury regulations will provide specific
standards that take into account various factors with respect to the
appreciated financial position, including its volatility. It is expected
that several aspects of the collar transaction will be relevant, in-
cluding the spread between the put and call prices, the period of
the transaction, and the extent to which the taxpayer retains the
right to periodic payments on the appreciated financial position
(e.g., the dividends on collared stock). The Congress intended that
the Treasury regulations with respect to collars will be applied pro-
spectively, except in cases to prevent abuse.

Another common transaction for which a specific regulatory
standard may be appropriate is a so-called “in-the-money” option,
i.e., a put option where the strike price is significantly above the
current market price or a call option where the strike price is sig-
nificantly below the current market price. For example, if a share-
holder purchases a put option with a strike price of $120 with re-
spect to stock currently trading at $100, the shareholder has elimi-
nated all risk of loss on the position for the option period. The
shareholder may also effectively have transferred substantially all
of the potential gain on the stock because only if its value rises
above $120 can there be any gain to the shareholder. In determin-
ing whether such a transaction will be treated as a constructive
sale, the Congress anticipated that Treasury regulations will pro-
vide a specific standard that takes into account many of the factors
described above with respect to collars, including the yield and vol-
atility of the stock and the period and other terms of the option.

For collars, options and some other transactions, one approach
that Treasury might take in issuing regulations is to rely on option
prices and option pricing models. The price of an option represents
the payment the market requires to eliminate risk of loss (for a put
option) and to purchase the right to receive yield and gain (for a
call option). Thus, option pricing offers one model for quantifying
both the total risk of loss and opportunity for gain with respect to
an appreciated financial position, as well as the proportions of
these total amounts that the taxpayer has retained.

In addition to setting specific standards for treatment of these
and other transactions, it may be appropriate for Treasury regula-
tions to establish “safe harbor” rules for common financial trans-
actions that do not result in constructive sale treatment. An exam-
ple might be a collar with a sufficient spread between the put and
call prices, a sufficiently limited period and other relevant terms
such that, regardless of the particular characteristics of the stock,
the collar probably would not transfer substantially all risk of loss
and opportunity for gain.
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Effective Date

The provision is effective for constructive sales entered into after
June 8, 1997. A special rule is provided for transactions before this
date which would have been constructive sales under the provision.
The positions in such a transaction will not be taken into account
in determining whether a constructive sale after June 8, 1997, has
occurred, provided that the taxpayer identified the offsetting posi-
tions of the earlier transaction before the close of the 30-day period
beginning on the date of enactment (or a later date provided in
Treasury regulations). The special rule will cease to apply on the
date the taxpayer ceases to hold any of the offsetting positions so
identified.

In the case of a decedent dying after June 8, 1997, if (1) a con-
structive sale of an appreciated financial position (as defined in the
provision) occurred before such date, (2) the transaction remains
open (a) for not less than two years and (b) at some time during
the three-year period ending on the decedent’s death and (3) the
transaction was not closed in a taxable transaction within 30 days
after the date of enactment,202 each of the appreciated financial po-
sition and the transaction resulting in the constructive sale will, if
held at the time of the taxpayer’s death, be treated as property con-
stituting rights to receive income in respect of a decedent (“IRD”)
under section 691. However, where a constructive sale transaction
that is subject to this rule is closed prior to death, gain that ac-
crues after the transaction is closed will not be treated as IRD. The
effect of these rules is generally to preserve the unrealized gain at
the time the constructive sale transaction is entered into and to tax
a net amount equal to such gain to the taxpayer and/or his heirs
or legatees under the IRD rules (sec. 691).

For example, consider a “short against the box” transaction in-
volving stock with a basis of $10 that was entered into when the
stock was worth $100. Assume first that the taxpayer does not
close the transaction and dies when the stock is worth $1,000, and
assume for simplicity no changes in the stock value after the tax-
payer’s death. Under the IRD rules, the taxpayer’s heirs will re-
ceive no step up in the stock’s basis. When the heirs close the
transaction by delivering the stock, they will recognize $990 of gain
on the stock and a loss on the short position of $900, for a net rec-
ognized gain of $90, which is the same as the unrealized gain when
the “short against the box” was entered into ($100 minus $10). As
a second example, assume the taxpayer in the first example closed
the “short against the box” (three years or less prior to his death)
when the stock was worth $500 by delivering additional stock pur-
chased in the market. The taxpayer would recognize a loss of $400
on the short position. If, at the time of taxpayer’s death, he owns
the stock that was the long position in the transaction, $490 of the
gain on the stock would be treated as IRD. The taxpayer’s heirs
would receive no step up in basis for this amount and thus would
recognize gain of $490 when they sell the stock. On a combined
basis, the decedent and his heirs are taxed on gain of $90 ($490

202“A technical correction may be needed so that the statute reflects this intent. See Title VI
(sec. 609(a)(4)) of H.R. 2676, of the Tax Technical Corrections Act of 1997, passed by the House
on November 5, 1997.
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minus $400), which is equal to the unrealized gain when the trans-
action was entered into.

Revenue Effect

Sections 1001 and 1002 of the Act are estimated on a combined
basis to increase Federal fiscal year budget receipts by $367 million
in 1998, $121 million in 1999, $68 million in 2000, $73 million in
2001, $79 million in 2002, $85 million in 2003, $94 million in 2004,
$111 million in 2005, $118 million in 2006 and $127 million in
2007.

2. Election of mark to market for securities traders and for
traders and dealers in commodities (sec. 1001(b) of the
Act and secs. 475(e) and (f) of the Code)

Present and Prior Law

A dealer in securities must compute its income pursuant to a
mark-to-market method of accounting (sec. 475). Any security that
is inventory must be included in inventory at its fair market value,
and any security that is not inventory and that is held at year end
is treated as sold for its fair market value. There is an exception
to mark-to-market treatment for any security identified as held for
investment or not held for sale to customers (or a hedge of such a
security). For this purpose, a “dealer in securities” is a person who
(1) regularly purchases securities from or sells securities to cus-
tomers in the ordinary course of a trade or business, or (2) regu-
larly offers to enter into, assume, offset, assign or otherwise termi-
nate positions in securities with customers in the ordinary course
of a trade or business. For this purpose, “security” means any stock
in a corporation; any partnership or beneficial ownership interest
in a widely-held or publicly-traded partnership or trust; any note,
bond, debenture, or other evidence of indebtedness; an interest
rate, currency or equity notional principal contract; any evidence of
an interest in, or a derivative financial instrument of any security
described above; and certain positions identified as hedges of any
of the above. Any gain or loss taken into account under these provi-
sions generally is treated as ordinary gain or loss.

Traders in securities generally are taxpayers who engage in a
trade or business involving active sales or exchanges of securities
on the market, rather than to customers. Under prior law, the
mark-to-market treatment applicable to securities dealers did not
apply to traders in securities or to dealers in other property.

Reasons for Change

Mark-to-market accounting generally provides a clear reflection
of income with respect to assets that are traded in established mar-
kets. For market-valued assets, mark-to-market accounting im-
poses few burdens and offers few opportunities for manipulation.
Securities and exchange-traded commodities have determinable
market values, and securities traders and commodities traders and
dealers regularly calculate year-end values of their assets in deter-
mining their income for financial statement purposes. Many com-
modities dealers also utilize year-end values in adjusting their in-
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ventory using the lower-of-cost-or-market method for Federal in-
come tax purposes.

Explanation of Provision

The Act allows securities traders and commodities traders and
dealers to elect application of the mark-to-market accounting rules,
which applied only to securities dealers under prior law. All securi-
ties held by an electing taxpayer in connection with a trade or busi-
ness as a securities trader, and all commodities held by an electing
taxpayer in connection with a trade or business as a commodities
trader, are subject to mark-to-market treatment. The taxpayer is
allowed to identify property not held in connection with its trade
or business as not subject to the election. Gain or loss recognized
by an electing taxpayer under the provision generally is ordinary
gain or loss. The Congress intended that gain or loss that is treated
as ordinary solely by reason of the election would not be treated
as other than gain or loss from a capital asset for purposes of de-
termining an individual’s net earnings from self-employment under
the Self-Employment Contributions Act (sec. 1402) or determining
whether the passive-type income exception to the publicly-traded
partnership rules is met (sec. 7704(c)).203

With respect to a commodities dealer, all of the rules of prior law
section 475 apply as if commodities were securities. A commodity
for purposes of the provision includes any commodity that is ac-
tively traded (within the meaning of section 1092(d)(1)), any option,
forward contract, futures contract, short position, notional principal
contract or derivative instrument that references such a commod-
ity, and any other evidence of an interest in such a commodity.
Also included are positions that hedge one of the items listed and
that are identified by the taxpayer under rules similar to the rules
for securities.

The Congress anticipated that Treasury regulations applying sec-
tion 475(b)(4), which prevents a dealer from treating certain no-
tional principal contracts and other derivative financial instru-
ments as held for investment, will in the case of a commodities
trader or dealer apply only to contracts and instruments referenced
to commodities.

For a securities trader that elects application of the provision, all
securities held in connection with its trade or business will be sub-
ject to mark-to-market accounting. An exception is provided for se-
curities that have no connection with activities as a trader and that
are identified on the day acquired (or at such other times as pro-
vided in Treasury regulations). The Congress did not intend that
an electing taxpayer would be entitled to mark-to-market loans
made to customers or receivables or debt instruments acquired
from customers that are not received or acquired in connection
with a trade or business as a securities trader. Any position that
is properly subject to the mark-to-market regime will not be taken
into account for purposes of the constructive sale rules of section
1259. Similar rules apply to commodities traders.

203 A technical correction may be needed so that the statute reflects this intent. See Title VI
(sec. 609(a)(3)) the Tax Technical Corrections Act of 1997, as passed by the House on November
5, 1997.
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Because the Congress was concerned about issues of taxpayer se-
lectivity, it was intended that an electing taxpayer must be able to
demonstrate by clear and convincing evidence that a security bears
no relation to activities as a trader in order to be identified as not
subject to the mark-to-market regime. Any security that hedges an-
other security that is held in connection with the taxpayer’s trade
or business as a trader will be treated as so held. The Congress
also intended that the Secretary of the Treasury use his regulatory
authority under section 475(g)(1) to prevent electing traders from
effectively selecting the securities that are subject to mark-to-mar-
ket treatment through use of related entities or other arrange-
ments. Similar rules should apply to commodities traders.

The election is to be made separately with respect to the tax-
payer’s entire business as (1) a securities trader, (2) a commodities
trader, or (3) a commodities dealer. Thus, a taxpayer that is both
a commodities dealer and a securities trader may make the election
with respect to one business, but not the other. The election will
be made in the time and manner prescribed by the Secretary of the
Treasury and will be effective for the taxable year for which it is
made and all subsequent taxable years, unless revoked with the
consent of the Secretary.

Effective Date

The provision applies to taxable years of traders or dealers end-
ing after the date of enactment (August 5, 1997). For a taxpayer
making the election for a taxable year that includes the date of en-
actment, the taxpayer must have identified the securities or com-
modities to which the election applies within 30 days of the date
of enactment. For elections for taxable years including the date of
enactment, the adjustments required under section 481 as a result
of the change in accounting method are required to be taken into
account ratably over the four-year period beginning in the first tax-
able year for which the election is in effect.

Any elections made for taxable years beginning after the date of
enactment will be governed by rules and procedures established by
the Secretary of the Treasury.

Revenue Effect

The combined revenue effect of sections 1001 and 1002 of the Act
is presented in the discussion of section 1001(a) of the Act above.

3. Limitation on exception for investment companies under
section 351 (sec. 1002 of the Act and sec. 351(e) of the
Code)

Present and Prior Law

A contribution of property to a corporation does not result in gain
or loss to the contributing shareholder if the contributor is part of
a group of contributors who have 80 percent control (as defined in
sec. 368(c)). A contribution of property to a partnership generally
does not result in recognition of gain or loss to the contributing
partner.
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Certain Code sections provide exceptions to the general rule for
deferral of pre-contribution gain and loss. Gain or loss is recognized
upon a contribution by a shareholder to a corporation that is an in-
vestment company (sec. 351(e)(1)). Gain, but not loss, is recognized
upon a contribution by a partner to a partnership that would be
treated as an investment company if the partnership were a cor-
poration (sec. 721(b)). Under Treasury regulations, a contribution
of property by a shareholder to a corporation, or by a partner to
a partnership, is treated as a transfer to an investment company
only if (1) the contribution results, directly or indirectly, in a diver-
sification of the transferor’s interests, and (2) the transferee is (a)
a regulated investment company (“RIC”), (b) a real estate invest-
ment trust (“REIT”), or (c) a corporation more than 80 percent of
the assets of which by value (excluding cash and non-convertible
debt instruments) are readily marketable stocks or securities or in-
terests in RICs or REITs that are held for investment (Treas. reg.
sec. 1.351-1(e)(1)).

Reasons for Change

Under prior law and regulations, a partnership or a corporation
was not treated as an investment company even though more than
80 percent of its assets were a combination of stock and securities
and other high-quality investment assets of determinable values,
such as non-convertible debt instruments, notional principal con-
tracts, foreign currency and interests in metals. Thus, under prior
law, a partner could contribute stock, securities or other assets to
an investment partnership, and a shareholder could contribute
such assets to a corporation (e.g., a RIC) and, without current tax-
ation, receive an interest in an entity that was essentially a pool
of high-quality investment assets. Where, as a result of such a
transaction, the partner or shareholder diversified or otherwise
changed the nature of the financial assets in which it had an inter-
est, the transaction had the effect of a taxable exchange. Of par-
ticular concern to the Congress was the reappearance of so-called
“swap funds,” which are partnerships or RICs that are structured
to fall outside the definition of an investment company, and there-
by allow contributors to make tax-free contributions of stock and
securities in exchange for an interest in an entity that holds simi-
lar assets.

Explanation of Provision

The Act modified the definition of an investment company for
purposes of determining whether a transfer of property to a part-
nership or corporation results in gain recognition (secs. 351(e) and
721(b)) by requiring that certain assets be taken into account for
purposes of the definition, in addition to readily marketable stock
and securities as under prior law.

Under the Act, an investment company includes a RIC or REIT
as under prior law. In addition, under the Act, an investment com-
pany includes any corporation or partnership if more than 80 per-
cent of its assets by value consist of money, stocks and other equity
interests in a corporation (whether or not readily marketable), evi-
dences of indebtedness, options, forward or futures contracts, no-
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tional principal contracts or derivatives, foreign currency, certain
interests in precious metals, interests in REITs, RICs, common
trust funds and publicly-traded partnerships or other interests in
non-corporate entities that are convertible into or exchangeable for
any of the assets listed. Other assets that count toward the 80-per-
cent test are an interest in an entity substantially all of the assets
of which are assets listed above, and to the extent provided in
Treasury regulations, interests in other entities, but only to the ex-
tent of the value of the interest that is attributable to listed as-
sets.204 Finally, the Act granted regulatory authority to the Treas-
ury Department to add other assets to the list set out in the provi-
s}ilonl, or, under appropriate circumstances, to remove items from
the list.

The Congress intended that the Act would change only the types
of assets considered in the definition of an investment company in
the present Treasury regulations (Treas. Reg. sec. 1.351-1(c)(1)(ii))
and not to override the other provisions of those regulations. For
example, the Act did not override the requirement that only assets
held for investment are considered for purposes of the definition
(Treas. Reg. sec. 1.351-1(c)(1)(ii)). Thus, stock, securities or other
listed assets held primarily for sale to customers in the ordinary
course of business or used in a trade or business of banking, insur-
ance, brokerage or a similar trade or business are not counted to-
ward the 80-percent test (Treas. Reg. sec. 1.351-1(c)(3)). Similarly,
the Act did not override the rule that, for purposes of determining
whether a corporation or partnership is an investment company,
the assets of a corporation are treated as owned proportionally by
any shareholder (whether a corporation or other entity) owning 50
percent or more of its stock (Treas. Reg. sec. 1.351-1(c)(4)). The Act
also did not override the requirement that the investment company
determination consider any plan with regard to an entity’s assets
in existence at the time of transfer (Treas. Reg. sec. 1.351-1(c)(2)).
For example, although under the Act, money is counted toward the
80-percent test, where money is contributed to a corporation or
partnership and, pursuant to a plan, either (1) assets not counted
toward the 80-percent test are purchased or contributed to the en-
tity or (2) the entity makes expenditures not resulting in the acqui-
sition of an asset (e.g. salaries), the investment company deter-
mination would be made on the basis of the entity’s assets after
such events. Finally, the Act did not override the requirement that
a contribution of property to an investment company result in di-
versification in order for gain to be recognized (Treas. Reg. sec.
1.351-1(c)(1)(@)).

Effective Date

The provision applies to all transfers after June 8, 1997, in tax-
able years ending after such date. An exception is provided for
transfers of a fixed amount of securities made pursuant to a bind-

204 Until such regulations are issued, it is intended that the Treasury regulations promulgated
under the similar provisions of section 731(c)(2) generally will apply. Specifically, it is intended
that an entity will meet the “substantially all” requirement if 90 percent or more of its assets
are listed assets (Treas. Reg. sec. 1.731-2(c)(3)(1)). Similarly, with respect to partnerships and
other non-corporate entities, it is intended that, where 20 percent or more (but less than 90 per-
cent) of the entity’s assets consist of listed assets, a pro rata portion of the interest in the entity
will be treated as a listed asset (Treas. Reg. sec. 1.731-2(c)(3)(ii)).
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ing written contract in effect on June 8, 1997, and at all times
thereafter until the transfer.

Revenue Effect

The combined revenue effect of sections 1001 and 1002 of the Act
is presented in the discussion of section 1001(a) of the Act above.

4. Gains and losses from certain terminations with respect
to property (sec. 1003 of the Act and secs. 1233(h), 1234A,
1271(b) of the Code)

Present and Prior Law

Extinguishment treated as exchange

Treatment of gains and losses.—Gain from the “sale or other dis-
position” of property is the excess of the amount realized therefrom
over its adjusted basis; loss is the excess of adjusted basis over the
amount realized.

Definition of capital gain or loss.—The definition of capital gains
and losses in section 1222 requires that there be a “sale or ex-
change” of a capital asset.205 The U.S. Supreme Court has held
that the term “sale or exchange” is a narrower term than “sale or
other disposition.” 206 Thus, it is possible for there to be taxable in-
come from a sale or other disposition of an asset without that in-
come being treated as a capital gain.

Court decisions interpreting the “sale or exchange” requirement.—
There has been a considerable amount of litigation dealing with
whether a modification of the legal relationship between taxpayers
is treated as a “sale or exchange.” For example, in Douglass Fair-
banks v. U.S., 306 U.S. 436 (1939), the U.S. Supreme Court held
that gain realized on the redemption of bonds before their maturity
is not entitled to capital gain treatment because the redemption
was not a “sale or exchange”.207 Several court decisions interpreted
the “sale or exchange” requirement to mean that a disposition that
occurs as a result of a lapse, cancellation, or abandonment is not
a sale or exchange of a capital asset, but produces ordinary income
or loss. For example, in Commissioner v. Pittston Co., 252 F. 2d 344
(2d Cir), cert. denied, 357 U.S. 919 (1958), a payment received by
the taxpayer for terminating a long-term right to purchase the coal
output from another company’s mine was treated as ordinary in-
come on the grounds that the payment was in lieu of subsequent
profits that would have been taxed as ordinary income. Similarly,
in Commissioner v. Starr Brothers, 205 F. 2d 673 (1953), the Sec-
ond Circuit held that a payment received by a retail distributor

205 Code section 1221 defines a capital asset to mean property held by the taxpayer other than
(1) property properly includible in inventory of the taxpayer or primarily held for sale to cus-
tomers in the ordinary course of the taxpayer’s trade or business, (2) depreciable and real prop-
erty used in the taxpayer’s trade or business, (3) a copyright, a literary musical, or artistic com-
position, letter or memorandum, or similar property that was created by the taxpayer (or whose
basis is determined, in whole or in part, by reference to the basis of the creator), (4) accounts
or notes receivable acquired in the ordinary course of the taxpayer’s trade or business, and (5)
ahpubliicati{)n of the United States Government which was received from the Government other
than by sale.

206 Helvering v. William Flaccus Oak Leather Co., 313 U.S. 247 (1941).

207The result in this case was overturned by enactment in 1934 of the predecessor of present
law section 1271(a); see below. See section 117 of the Revenue Act of 1934, 28 Stat. 680, 714—
715.
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from a manufacturer in exchange for waiving a contract provision
prohibiting the manufacturer from selling to the distributor’s com-
petition was not a sale or exchange. Likewise, in General Artists
Corp. v. Commissioner, 205 F. 2d 360, cert. denied 346 U.S. 866
(1953), the Second Circuit held that amounts received by a booking
agent for cancellation of a contract to be the exclusive agent of a
singer were not from a sale or exchange. In National-Standard
Company v. Commissioner, 749 F. 2d 369, the Sixth Circuit held
that a loss incurred on the transfer of foreign currency to discharge
the taxpayer’s liability was an ordinary loss, since the transfer was
not a “sale or exchange” of that currency. More recently, in Stoller
v. Commissioner, 994 F. 2d 855 (1993), the Court of Appeals for the
District of Columbia held, in a transaction that preceded the effec-
tive date of section 1234A, that losses incurred on the cancellation
of forward contracts to buy and sell short-term Government securi-
ties that formed a straddle were ordinary because the cancellation
of the contracts was not a “sale or exchange.”

The U.S. Tax Court has held that the abandonment of property
subject to non-recourse indebtedness is a “sale” and, therefore, any
resulting loss is a capital loss. Freeland v. Commissioner, 74 T.C.
970 (1980); Middleton v. Commissioner, 77 T.C. 310 (1981) affd
per curiam 693 F.2d 124 (11th Cir. 1982) and Yarbro v. Commis-
sioner, 45 T.C.M. 170, affd. 737 F.2d 479 (5th Cir. 1984), cert. de-
nied, 469 U.S. 1189 (1985).

Extinguishment treated as sale or exchange.—The Internal Reve-
nue Code contains provisions that deem certain transactions to be
a sale or exchange and, therefore, any resulting gain or loss is to
be treated as a capital gain or loss. These rules generally provide
for “sale or exchange” treatment as a way of extending capital gain
or loss treatment to those transactions.

Under one special provision, gains and losses attributable to the
cancellation, lapse, expiration, or other termination of a right or ob-
ligation with respect to certain personal property are treated as
gains or losses from the sale of a capital asset (sec. 1234A). Per-
sonal property subject to this rule is (1) personal property of a type
which is actively traded 208 and which 1s, or would be on acquisi-
tion, a capital asset in the hands of the taxpayer (other than stock
that is not part of straddle or of a corporation that is not formed
or availed of to take positions which offset positions in personal
property of its shareholders) and (2) a “section 1256 contract” 209
which is a capital asset in the hands of the taxpayer.210 Section
1234A does not apply to the retirement of a debt instrument.

208 Treasury Regulations generally define “actively traded” as any personal property for which
there is an established financial market. In addition, those regulations provide that a “notional
principal contract constitutes personal property of a type that is actively traded if contracts
based on the same or substantially similar specified indices are purchased, sold, or entered into
on an established financial market” and that “rights and obligations of a party to a notional
principal contract are rights and obligations with respect to personal property and constitute
an interest in personal property Treas. Reg. sec. 1.1092(d)-1(c).

209 A “section 1256 contract” means any (1) regulated futures contract, (2) foreign currency
contract, (3) nonequity option, or (4) dealer equity option.

210 The present-law provision (sec. 1234A) which treats cancellation, lapse, expiration, or other
termination of a right or obligation with respect to personal property as a sale of a capital asset
was added by Congress in 1981 when Congress adopted a number of provisions dealing with
tax straddles. These are two components or “legs” to a straddle, where the value of one leg
changes inversely with the value of the other leg. Without a special rule, taxpayers were able
to “leg-out” of the loss leg of the straddle, while retaining the gain leg, resulting in the creation
of an ordinary loss. In 1981, Congress believed that the effective ability of taxpayers to elect
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Treatment of capital gains and losses.—Under prior law, long-
term capital gains of individuals are subject to a maximum rate of
tax of 28 percent. Capital losses of individuals are allowed to the
extent of capital gains or the lower of those gains or $3,000.

Long-term capital gains of corporations are subject to the same
rate of tax as ordinary income. Capital losses of corporations are
allowed only to the extent of the corporation’s capital gains; excess
capital losses may be carried back to the 3 preceding years and car-
ried forward for 5 succeeding years.

In the case of gains and losses from the sale or exchange of prop-
erty used in a trade or business, net gains generally are treated as
capit;al gain while net losses are treated as ordinary losses (sec.
1231).

Short positions that become substantially worthless

In the case of a “short sale” (i.e., where the taxpayer sells bor-
rowed property (such as stock) and later closes the sale by repaying
the lender with identical property), any gain or loss on the closing
transaction is considered gain or loss from the sale or exchange of
a capital asset if the property used to close the short sale is a cap-
ital asset in the hands of the taxpayer (sec. 1233(a)), but the gain
ordinarily is treated as short-term gain (sec. 1233(b)(1)). Entering
into a contract to sell generally is treated as a short sale for pur-
poses of these rules.

Character of gain on retirement of debt obligations

Amounts received on the retirement of any debt instrument are
treated as amounts received in exchange therefor (sec. 1271(a)(1)).
In addition, gain on the sale or exchange of a debt instrument with
original issue discount (OID)211 generally is treated as ordinary in-
come to the extent of its OID if there was an intention at the time
of its issuance to call the debt instrument before maturity (sec.
1271(a)(2)). These rules do not apply to (1) debt issued by a natural
person or (2) debt issued before July 2, 1982, by a noncorporate or
nongovernment issuer. As a result of this exemption, the character
of gain or loss realized on retirement of an obligation issued by a
natural person under prior law was governed by case law.

Reasons for Change

Extinguishment treated as sale or exchange.—In general, the
Congress believed that prior law was deficient since (1) it taxed
similar economic transactions differently and (2) it effectively pro-
vided some, but not all, taxpayers with an election. Its lack of cer-
tainty made the tax laws unnecessarily difficult to administer.

the character of a gain or loss leg of a straddle was unwarranted and provided the present law
rule. However, since straddles were the focus of the 1981 legislation, that legislation was limited
to types of property which were the subject of straddles, i.e., personal property (other than stock)
of a type which is actively traded which is, or would be on acquisition, a capital asset in the
hands of the taxpayer. The provision subsequently was extended to section 1256 contracts.

211The issuer of a debt instrument with OID generally accrues and deducts the discount, as
interest, over the life of the obligations even though the amount of such interest is not paid
until the debt matures. The holder of such a debt instrument also generally includes the OID
in income as it accrues as interest. The mandatory inclusion of OID in income does not apply,
among other exceptions, to obligations issued by a natural person before March 2, 1984, and
loans of less than $10,000 between natural persons if such loan is not made in the ordinary
course of business of the lender (secs. 1272(a)(2)(D) and (E)).
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The Congress believed that some transactions, such as settle-
ments of contracts to deliver a capital asset, are economically
equivalent to a sale or exchange of such contracts since the value
of any asset is the present value of the future income that such
asset will produce. In addition, to the extent that prior law treated
modifications of property rights as not being a sale or exchange,
prior law effectively provided taxpayers with an election to treat a
transaction as giving rise to capital gain, subject to more favorable
rates than ordinary income, or an ordinary loss that could offset
higher-taxed ordinary income and not be subject to limitations on
use of capital losses. The effect of an election could be achieved by
selling the property right if the resulting transaction resulted in a
gain or by providing for the extinguishment of the property right
if the resulting transaction resulted in a loss.

Courts have given different answers as to whether transactions
which terminate contractual interests are treated as a “sale or ex-
change.” This lack of uniformity caused uncertainty to both tax-
payers and the Internal Revenue Service in the administration of
the tax laws.

Accordingly, the Act treats the cancellation, lapse, expiration, or
other termination of a right or obligation with respect to any type
of property which is (or on acquisition would be) a capital asset in
the hands of the taxpayer as a “sale or exchange.” A major effect
of the Act would be to remove the effective ability of a taxpayer to
elect the character of gains and losses from certain transactions.
Another significant effect of the Act would be to reduce the uncer-
taiﬁty concerning the tax treatment of modifications of property
rights.

Short positions that become substantially worthless.—Congress
also was concerned with the ability to postpone indefinitely gain on
short positions where the underlying property becomes substan-
tially worthless by simply not closing out the short position. The
Congress believed that gain on the short position has been realized
when the underlying property becomes substantially worthless and
should be recognized at that time.

Character of gain on retirement of debt obligations issued by nat-
ural persons.—Similar objections can be raised about the prior law
rule which exempts debt of natural persons from the deemed sale
or exchange rule applicable to debt of other taxpayers. The Con-
gress believed that the debt of natural persons and other taxpayers
is sufficiently economically similar to be similarly taxed upon their
retirement. Accordingly, the Congress believed that the exception
to the deemed sale or exchange rule on retirement of debt of a nat-
ural person should be repealed.

Explanation of Provision

Extension of relinquishment rule to all types of property.—The
Act extends to all types of property that is a capital asset in the
hands of the taxpayer the rule of present law that treats gain or
loss from the cancellation, lapse, expiration, or other termination
of a right or obligation with respect to personal property or section
1256 contracts which is (or on acquisition would be) a capital asset
in the hands of the taxpayer, as gain or loss from the sale of a cap-
ital asset.
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Thus, the extension of the “sale or exchange rule” of prior law
section 1234A to all property that is a capital asset in the hands
of the taxpayer affects capital assets that are (1) interests in real
property and (2) non-actively traded personal property. An example
of the first type of property interest that will be affected by the Act
is the tax treatment of amounts received to release a lessee from
a requirement that the premises be restored on termination of the
lease.212 An example of the second type of property interest that
is affected by the Act is the forfeiture of a down payment under a
contract to purchase stock.213 The Act does not affect whether a
right is property or whether property is a capital asset.

Short positions that become substantially worthless.—In addition,
the Act provides that if a taxpayer enters into a short sale of prop-
erty and such property becomes substantially worthless, the tax-
payer shall recognize gain as if the short sale were closed when the
property becomes substantially worthless. The Act also extends the
statute of limitations with respect to such gain recognition to the
earlier of: (1) three years after the Treasury Secretary is notified
that the position has become substantially worthless; or (2) six
years after the date of filing of the income tax return for the tax-
able year during which the position became substantially worth-
less. To the extent provided in Treasury regulations, similar gain
recognition rules apply to any option with respect to property, any
offsetting notional principal contract with respect to property, any
futures or forward contract to deliver property, or with respect to
any similar transaction or position that becomes substantially
worthless.

Character of gain on retirement of debt obligations issued by nat-
ural persons.—The Act repeals the provision that exempts debt ob-
ligations issued by natural persons effective for obligations issued
after June 8, 1997, from the rule which treats retirement as an ex-
change. In addition, the Act terminates the grandfather of debt is-
sued before July 2, 1982, by noncorporations or nongovernments
from the rule that treats gain or loss realized on retirement of such
debt as gain or loss realized on an exchange, effective for obliga-
tions acquired by purchase (within the meaning of section
1272(d)(1)) after June 8, 1997. Thus, under the Act, gain or loss on
the retirement of such debt will be capital gain or loss.

Effective Date

Extension of relinquishment rule to all types of property.—The ex-
tension of the extinguishment rule applies to terminations occur-
ring more than 30 days after the date of enactment of the Act (Au-
gust 5, 1997).

Short positions that become substantially worthless.—The provi-
sion applies to property that becomes substantially worthless after
the date of enactment of the Act (August 5, 1997). No inference is

212See Billy Rose Diamond Horseshoe, Inc. v. Commissioner, 448 F.2d 549 (1971), where the
Second Circuit held that payments were not entitled to capital gain treatment because there
was no sale or exchange. See also, Sirbo Holdings, Inc. v. Commissioner, 509 F.2d 1220 (2d Cir.
1975).

213See U.S. Freight Co. v. U.S., 422 F.2d 887 (Ct. Cl. 1970), holding that forfeiture was an
ordinary loss.
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intended as to the proper treatment of these or similar transactions
or positions under prior law.

Character of gain on retirement of debt obligations issued by nat-
ural persons.—The provision applies to sales, exchanges and retire-
ments after date of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $15 million in 1998, $27 million in 1999, and $25 mil-
lion per year in each of the years 2000 through 2007.

5. Determination of original issue discount where pooled
debt obligations subject to acceleration (sec. 1004 of the
Act and sec. 1272 of the Code)

Present and Prior Law

Inclusion of interest income, in general

A taxpayer generally must include in gross income the amount
of interest received or accrued within the taxable year on indebted-
ness held by the taxpayer. If the principal amount of an indebted-
ness may be paid without interest by a specified date (as is the
case with certain credit card balances), under present law, the
holder of the indebtedness is not required to accrue interest until
after the specified date has passed.

Original issue discount

The holder of a debt instrument with original issue discount
(“OID”) generally accrues and includes in gross income, as interest,
the OID over the life of the obligation, even though the amount of
the interest may not be received until the maturity of the instru-
ment.

The amount of OID with respect to a debt instrument is the ex-
cess of the stated redemption price at maturity over the issue price
of the debt instrument. The stated redemption price at maturity in-
cludes all amounts payable at maturity. The amount of OID in a
debt instrument is allocated over the life of the instrument through
a series of adjustments to the issue price for each accrual period.
The adjustment to the issue price is determined by multiplying the
adjusted issue price (i.e., the issue price increased by adjustments
prior to the accrual period) by the instrument’s yield to maturity,
and then subtracting the interest payable during the accrual pe-
riod. Thus, in order to compute the amount of OID and the portion
of OID allocable to a period, the stated redemption price at matu-
rity and the time of maturity must be known. Issuers of OID in-
struments accrue and deduct the amount of OID as interest ex-
pense in the same manner as the holder.

Special rules for determining the amount of OID allocated to a
period apply to certain instruments that may be subject to prepay-
ment. First, if a borrower can reduce the yield on a debt by exercis-
ing a prepayment option, the OID rules assume that the borrower
will prepay the debt. In addition, in the case of (1) any regular in-
terest in a REMIC, (2) qualified mortgages held by a REMIC, or
(3) any other debt instrument if payments under the instrument
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may be accelerated by reason of prepayments of other obligations
securing the instrument, the daily portions of the OID on such debt
instruments are determined by taking into account an assumption
regarding the prepayment of principal for such instruments.

Reasons for Change

Interest income generally accrues over the period an amount is
borrowed and repaid. Certain debt instruments, such as credit card
receivables, do not require the debtors to pay interest if they pay
their accounts by a specified date. The operation of the OID and
interest accrual rules of prior law provided that, in such instances,
the holder of the debt could assume that the debtors would remit
their balances in a timely manner and thus avoid the interest
charges. In the case of a large pool of such debt instruments, this
prepayment assumption, as applied to all debtors in the pool, was
unrealistic and may have resulted in the mismeasurement of in-
come with respect to the interest charged to those debtors that did
not prepay their account balances.

Explanation of Provision

The Act applies the special OID rule applicable to any regular in-
terest in a REMIC, qualified mortgages held by a REMIC, or cer-
tain other debt instruments to any pool of debt instruments the
payments on which may be affected by reason of prepayments.
Thus, under the Act, if a taxpayer holds a pool of credit card receiv-
ables that require interest to be paid if the borrowers do not pay
their accounts by a specified date, the taxpayer would be required
to accrue interest or OID on such pool based upon a reasonable as-
sumption regarding the timing of the payments of the accounts in
the pool. In cases where the payments in the pool occur soon after
year end and before the taxpayer files its tax return for the taxable
year that includes such year end, the taxpayer may accrue interest
based on its actual experience rather than based upon reasonable
assumptions.

The Act operates as follows: Assume that a calendar year tax-
payer issues credit cards, the terms of which provide that if the
cardholder pays his or her balance in full within 25 days after the
close of the monthly billing cycle, no interest will accrue with re-
spect to such charges. However, if the balances are not paid within
this 25-day grace period, interest will accrue from the date of the
charge until the balance is paid. Further assume that the taxpayer
issues a significant number of such credit cards and the card-
holders incur charges of $10 million during the billing cycle that
runs from December 16, 1998 to January 15, 1999. Under prior law
(depending upon the taxpayer’s accounting method), the taxpayer
was not required to include any interest income in 1998 with re-
spect to the billing cycle that includes December 31, 1998, because
it is possible each credit cardholder will pay his or her balance in
full before the end of the 25-day grace period (i.e., by February 10,
1998), and therefore no one will any incur any related finance
charges. Under the Act, the taxpayer, in computing its 1998 tax-
able income, is required to make a reasonable assumption as to
what portion of the $10 million cumulative balance attributable to
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1998 will not be paid off within the 25-day grace period and is re-
quired to accrue interest income through December 31, 1998, with
respect to such portion. The taxpayer would then adjust such ac-
crual in 1999 to reflect the extent to which such prepayment as-
sun}p(fision reflected the actual payments received during the grace
period.

In addition, the Secretary of the Treasury is authorized to pro-
vide appropriate exemptions from the provision, including exemp-
tions for taxpayers that hold a limited amount of debt instruments,
such as small retailers.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (i.e., after August 5, 1997). If a taxpayer is re-
quired to change its method of accounting under the Act, such
change is treated as initiated by the taxpayer with the consent of
the Secretary of the Treasury and any section 481 adjustment is
included in income ratably over a four-year period. It is understood
that some taxpayers presently use a method of accounting similar
to the method required to be used under the Act and have asked
the Secretary of the Treasury for permission to change to a dif-
ferent method for pre-effective date years. It is within the discre-
tion of the Secretary whether or not to grant these pending re-
quests.214

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $76 million in 1998, $275 million in 1999, $358 million
in 2000, $319 million in 2001, $283 million in 2002, $100 million
in 2003, $105 million in 2004, $109 million in 2005, $114 million
in 2006, and $118 million in 2007.

6. Deny interest deduction on certain debt instruments (sec.
1005 of the Act and sec. 163 of the Code)

Prior Law

Whether an instrument qualifies for tax purposes as debt or eq-
uity is determined under all the facts and circumstances based on
principles developed in case law. If an instrument qualifies as eq-
uity, the issuer generally does not receive a deduction for dividends
paid and the holder generally includes such dividends in income
(although corporate holders generally may obtain a dividends-re-
ceived deduction of at least 70 percent of the amount of the divi-
dend). If an instrument qualifies as debt, the issuer may receive a
deduction for accrued interest and the holder generally includes in-
terest in income, subject to certain limitations.

Original issue discount (“OID”) on a debt instrument is the ex-
cess of the stated redemption price at maturity over the issue price
of the instrument. An issuer of a debt instrument with OID gen-
erally accrues and deducts the discount as interest over the life of

214 See, IRS Notice 97-67, issued November 14, 1997, advising of upcoming guidance providing
procedures for automatically changing methods of accounting with respect to grace period inter-
est.
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the instrument even though interest may not be paid until the in-
strument matures. The holder of such a debt instrument also gen-
erally includes the OID in income on an accrual basis.

Reasons for Change

The Congress was concerned that corporate taxpayers may issue
instruments denominated as debt but that more closely resemble
equity transactions for which an interest deduction is not appro-
priate.

Explanation of Provision

Under the Act, no deduction is allowed for interest or OID on an
instrument issued by a corporation (or issued by a partnership to
the extent of its corporate partners) that is payable in stock of the
issuer or a related party (within the meaning of sections 267(b) and
707(b)), including an instrument a substantial portion of which is
mandatorily convertible or convertible at the issuer’s option into
stock of the issuer or a related party. In addition, an instrument
is to be treated as payable in stock if a substantial portion of the
principal or interest is required to be determined, or may be deter-
mined at the option of the issuer or related party, by reference to
the value of stock of the issuer or related party. An instrument also
is treated as payable in stock if it is part of an arrangement that
is reasonably expected to result in such payment of the instrument
with or by reference to such stock, such as in the case of certain
issuances of a forward contract in connection with the issuance of
debt, nonrecourse debt that is secured principally by such stock, or
certain debt instruments that are convertible at the holder’s option
when it is substantially certain that the right will be exercised. For
example, it is not expected that the provision will affect debt with
a conversion feature where the conversion price is significantly
higher than the market price of the stock on the issue date of the
debt. The Act does not affect the treatment of a holder of an instru-
ment.

For purposes of the provision, principal or interest shall be treat-
ed as required to be paid in, converted to, or determined with ref-
erence to the value of equity if it may be so required at the option
of the holder or a related party and there is a substantial certainty
that the option will be exercised.

The Act is not intended to affect the characterization of instru-
ments as debt or equity under present or prior law; and no infer-
ence is intended as to the treatment of any instrument under prior
law.

Effective Date

The provision is effective for instruments issued after June 8,
1997, but will not apply to such instruments (1) issued pursuant
to a written agreement which was binding on such date and at all
times thereafter, (2) described in a ruling request submitted to the
Internal Revenue Service on or before such date, or (3) described
in a public announcement or filing with the Securities and Ex-
change Commission on or before such date.
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Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $5 million in 1998, $16 million in 1999, $29 million in
2000, $43 million in 2001, $55 million in 2002, $62 million in 2003,
$63 million in 2004, $64 million in 2005, $65 million in 2006, and
$67 million in 2007.

B. Corporate Organizations and Reorganizations

1. Require gain recognition for certain extraordinary divi-
dends (sec. 1011 of the Act and sec. 1059 of the Code)

Prior Law

A corporate shareholder generally can deduct at least 70 percent
of a dividend received from another corporation. This dividends re-
ceived deduction is 80 percent if the corporate shareholder owns at
least 20 percent of the distributing corporation and generally 100
percent if the shareholder owns at least 80 percent of the distribut-
ing corporation.

Section 1059 of the Code requires a corporate shareholder that
receives an “extraordinary dividend” to reduce the basis of the
stock with respect to which the dividend was received by the
nontaxed portion of the dividend. Whether a dividend is “extraor-
dinary” is determined, among other things, by reference to the size
of the dividend in relation to the adjusted basis of the shareholder’s
stock. Also, a dividend resulting from a non pro rata redemption
or a partial liquidation is an extraordinary dividend. If the reduc-
tion in basis of stock exceeds the basis in the stock with respect
to which an extraordinary dividend is received, the excess is taxed
as gain on the sale or disposition of such stock, but not until that
time (sec. 1059(a)(2)). The reduction in basis for this purpose occurs
immediately before any sale or disposition of the stock (sec.
1059(d)(1)(A)). The Treasury Department has general regulatory
authority to carry out the purposes of the section.

Except as provided in regulations, the extraordinary dividend
provisions do not apply to result in a double reduction in basis in
the case of distributions between members of an affiliated group fil-
ing consolidated returns, where the dividend is eliminated or ex-
cluded under the consolidated return regulations. Double inclusion
of earnings and profits (i.e., from both the dividend and from gain
on the disposition of stock with a reduced basis) also should gen-
erally be prevented.215 Treasury regulations provide for application
of the provision when a corporation is a partner in a partnership
that receives a distribution.216

In general, a distribution in redemption of stock is treated as a
dividend, rather than as a sale of the stock, if it is essentially
equivalent to a dividend (sec. 302). A redemption of the stock of a
shareholder generally is essentially equivalent to a dividend if it
does not result in a meaningful reduction in the shareholder’s pro-
portionate interest in the distributing corporation. Section 302(b)
also contains several specific tests (e.g., a substantial reduction

215 See H. Rept. 99-841, I1-166, 99th Cong. 2d Sess. (September 18, 1986).
216 See Treas. Reg. sec. 1.701-2(f), Example (2).
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computation and a termination test) to identify redemptions that
are not essentially equivalent to dividends. The determination
whether a redemption is essentially equivalent to a dividend in-
cludes reference to the constructive ownership rules of section 318,
including the option attribution rules of section 318(a)(4). The rules
relating to treatment of cash or other property received in a reorga-
nization contain a similar reference (sec. 356(a)(2)).

Reasons for Change

Corporate taxpayers have attempted to dispose of stock of other
corporations in transactions structured as redemptions, where the
redeemed corporate shareholder apparently expects to take the po-
sition that the transactions are dividends that qualify for the divi-
dends received deduction. Thus, the redeemed corporate share-
holder attempts to exclude from income a substantial portion of the
amount received. In some cases, it appears that the taxpayers’ in-
terpretations of the option attribution rules of section 318(a)(4) are
important to the taxpayers’ contentions that their interests in the
distributing corporation are not meaningfully reduced, and are,
therefore, dividends.217 Some taxpayers may argue that certain op-
tions have sufficient economic reality that they should be recog-
nized as stock ownership for purposes of determining whether a
taxpayer has substantially reduced its ownership.

Even in the absence of options, the present law rules dealing
with extraordinary dividends may permit inappropriate deferral of
gain recognition when the portion of the distribution that is ex-
cluded due to the dividends received deduction exceeds the basis of
the stock with respect to which the extraordinary dividend is re-
ceived.

Explanation of Provision

Under the Act, except as provided in regulations, a corporate
shareholder recognizes gain immediately with respect to any re-
demption treated as a dividend (in whole or in part) when the
nontaxed portion of the dividend exceeds the basis of the shares
surrendered, if the redemption is treated as a dividend due to op-
tions being counted as stock ownership.218

In addition, the Act requires immediate gain recognition when-
ever the basis of stock with respect to which any extraordinary div-
idend was received is reduced below zero. The reduction in basis
of stock is treated as occurring at the beginning of the ex-dividend
date of the extraordinary dividend to which the reduction re-

217For example, it has been reported that Seagram Corporation intends to take the position
that the corporate dividends-received deduction will eliminate tax on significant distributions re-
ceived from DuPont Corporation in a redemption of almost all the DuPont stock held by Sea-
gram, coupled with the issuance of certain rights to reacquire DuPont stock. See e.g., Landro
and Shapiro, “Hollywood Shuffle,” Wall Street Journal, pp. A1 and All (April 7, 1995); Sloan,
“For Seagram and DuPont, a Tax Deal that No One Wants to Brandy About,” Washington Post,
p. D3 (April 11, 1995); Sheppard, “Can Seagram Bail Out of DuPont without Capital Gain Tax,”
Tax Notes Today, (April 10, 1995, 95 TNT 75-4).

218 Thus, for example, where a portion of such a distribution would not have been treated as
a dividend due to insufficient earnings and profits, the rule applies to the portion treated as
a dividend.
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lates.219 Except as provided in regulations, it is not expected that
the provision will cause current gain recognition in consolidated re-
turn situations to the extent that the consolidated return regula-
tions require the creation or increase of an excess loss account.
Reorganizations or other exchanges involving amounts that are
treated as dividends under section 356 of the Code are treated as
redemptions for purposes of applying the rules relating to redemp-
tions under section 1059(e). For example, if a recapitalization or
other transaction that involves a dividend under section 356 has
the effect of a non pro rata redemption or is treated as a dividend
due to options being counted as stock, the rules of section 1059
apply. Redemptions of shares, or other extraordinary dividends on
shares, held by a partnership will be subject to section 1059 to the
extent there are corporate partners (e.g., appropriate adjustments
to the basis of the shares held by the partnership and to the basis
of the corporate partner’s partnership interest will be required).
Under continuing section 1059(g) of present law, the Treasury
Department is authorized to issue regulations where necessary to
carry out the purposes and prevent the avoidance of the provision.

Effective Date

The provision generally is effective for distributions after May 3,
1995, unless made pursuant to the terms of a written binding con-
tract in effect on May 3, 1995, and at all times thereafter before
such distribution, or a tender offer outstanding on May 3, 1995.220
However, in applying the new gain recognition rules to any dis-
tribution that is not a partial liquidation, a non pro rata redemp-
tion, or a redemption that is treated as a dividend by reason of op-
tions, September 13, 1995 is substituted for May 3, 1995 in apply-
ing the transition rules.

No inference is intended regarding the tax treatment under prior
law of any transaction within the scope of the provision, including
transactions utilizing options.

In addition, no inference is intended regarding the rules under
prior law (or in any case where the treatment is not specified in
the provision) for determining the shares of stock with respect to
which a dividend is received or that experience a basis reduction.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $44 million in 1998, to decrease Federal fiscal year
budget receipts by $93 million in 1999, $54 million in 2000, and
$10 million in 2001, and to increase Federal fiscal year budget re-
ceipts by $45 million in 2002, $77 million in 2003, $81 million in
2004, $89 million in 2005, $95 million in 2006, and $101 million
in 2007.

219For redemptions, the reduction in basis of stock is treated as occurring at the beginning
of the date holders of the stock become entitled to receive the redemption proceeds.

220 Thus, for example, in the case of a distribution prior to the effective date, the provisions
of present law would continue to apply, including the provisions of present-law sections 1059(a)
and 1059(d)(1), requiring reduction in basis immediately before any sale or disposition of the
stock, and requiring recognition of gain at the time of such sale or disposition.
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2. Require gain recognition on certain distributions of con-
trolled corporation stock (sec. 1012 of the Act and secs.
355, 358, 351(c), and 368(a)(2)(H) of the Code)

Prior Law

A corporation generally is required to recognize gain on the dis-
tribution of property (including stock of a subsidiary) as if such
property had been sold for its fair market value. The shareholders
generally treat the receipt of property as a taxable event as well.
Section 355 of the Internal Revenue Code provides an exception to
this rule for certain “spin-off” type distributions of stock of a con-
trolled corporation, provided that various requirements are met, in-
cluding certain restrictions relating to acquisitions and dispositions
of stock of the distributing corporation (“distributing”) or the con-
trolled corporation (“controlled”) prior and subsequent to a distribu-
tion.

In cases where the form of the transaction involves a contribu-
tion of assets to the particular controlled corporation that is distrib-
uted in connection with the distribution, there are specific Code re-
quirements that distributing corporation’s shareholders own “con-
trol” of the distributed corporation immediately after the distribu-
tion. Control is defined for this purpose as 80 percent of the voting
power of all classes of stock entitled to vote and 80 percent of each
other class of stock (secs. 368(a)(1)(D), 368(c), and 351(a) and (c)).
In addition, it is a requirement for qualification of any section 355
distribution that the distributing corporation distribute control of
the controlled corporation (defined by reference to the same 80-per-
cent test).221 Present law has the effect of imposing more restric-
tive requirements on certain types of acquisitions or other transfers
following a distribution if the company acquired is the controlled
corporation rather than the distributing corporation.

After a spin-off transaction, the amount of a stockholder’s basis
in the stock of the distributing corporation is generally allocated
between the stock of distributing and controlled received by that
shareholder, in proportion to their relative fair market values (sec.
358(c); see Treas. reg. sec. 1.358-2). In the case of an affiliated
group of corporations filing a consolidated return, this basis alloca-
tion rule generally eliminates any excess loss account in the stock
of a controlled corporation that is distributed within the group, and
its basis is generally determined with reference to the basis of the
distributing corporation.222

2211f a controlled corporation is acquired after a distribution, an issue may arise whether the
acquisition can be viewed under step-transaction concepts as having occurred before the dis-
tribution, with the result that the distributing corporation would not be viewed as having dis-
tributed the necessary 80 percent control. The Internal Revenue Service had indicated that it
would not rule on requests for section 355 treatment in cases in which there have been negotia-
tions, agreements, or arrangements with respect to transactions or events which, if con-
summated before the distribution, would result in the distribution of stock or securities of a cor-
poration which is not “controlled” by the distributing corporation. Rev. Proc. 96-39, 1996-33
ILR.B. 11, as incorporated in Rev. Proc. 97-3, 1997-1 L.LR.B. 85 at sec. 5.17, modified by Rev.
Proc. 97-53, 1997-47 I.LR.B. 10 to delete sec. 5.17; see also Rev. Rul. 96-30, 1996-1 C.B. 36;
Rev. Rul. 70-225, 1970-1 C.B. 80.

222 Excess loss accounts in consolidation generally are created when a subsidiary corporation
makes a distribution (or has a loss that is used by other members of the group) that exceeds
the parent’s basis in the stock of the subsidiary. In general, such excess loss accounts in consoli-
dation are permitted to be deferred rather than causing immediate taxable gain. Nevertheless,

Continued
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The treatment of basis of the distributing and controlled corpora-
tions in a section 355 distribution differs from a distribution of
stock that is not a qualified section 355 spin-off. In a non-qualified
distribution within an affiliated group of corporations filing a con-
solidated return, not only is gain generally recognized (though de-
ferred) on the excess of value over basis at the distributing corpora-
tion level, the basis of the distributing corporation’s stock is in-
creased by any gain recognized in the distribution (when that gain
is taken into account under the relevant regulations), and reduced
by the fair market value of the distribution if the distribution is
within an affiliated group filing a consolidated return. The basis of
the stock of the distributed corporation within the group is a fair
market value basis. In the case of a nonqualified distribution be-
tween members of an affiliated group that is not filing a consoli-
dated return, the distribution causes a reduction of basis of the dis-
tributing corporation only to the extent it exceeds the earnings and
grof(iits of the distributing corporation or it is an extraordinary divi-

end.

Reasons for Change

The Congress believed that section 355 was intended to permit
the tax-free division of existing business arrangements among ex-
isting shareholders. In cases in which it is intended that new
shareholders will acquire ownership of a business in connection
with a spin-off, the transaction more closely resembles a corporate
level disposition of the portion of the business that is acquired.

The Congress also believed that the difference in treatment of
certain transactions following a spin-off, depending upon whether
the distributing or controlled corporation engages in the trans-
action, should be minimized.

The Congress also was concerned that spin-off transactions with-
in a single corporate group can have the effect of avoiding other
present law rules that create or recapture excess loss accounts in
affiliated groups filing consolidated returns. Some intra-group dis-
tributions may have the effect of permitting inappropriate basis in-
creases (or preventing basis decreases) following a distribution, due
to the differences between the basis allocation rules that govern
spin-offs and those that apply to other distributions. In the case of
an affiliated group not filing a consolidated return, it is also pos-
sible that section 355 distributions could in effect permit similar in-
appropriate basis results.

Explanation of Provision

The Act adopts additional restrictions under section 355 on ac-
quisitions and dispositions of the stock of the distributing or con-
trolled corporation.

Under the Act, if either the controlled or distributing corporation
is acquired pursuant to a plan or arrangement in existence on the

they are recaptured when a subsidiary leaves the group or in certain other situations. However,
such excess loss accounts are not recaptured in certain cases where there is an internal spin-
off prior to the subsidiary leaving the group. See, Treas. Reg. sec. 1.1502—-19(g). In addition, an
excess loss account may not be created at all in certain cases that are similar economically to
a distribution that would reduce the stock basis of the distributing subsidiary corporation, if the
distribution from the subsidiary is structured to meet the form of a section 355 distribution.
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date of distribution, gain is recognized as of the date of the dis-
tribution.

In the case of an acquisition of either the distributing corporation
or the controlled corporation, the amount of gain recognized is the
amount that the distributing corporation would have recognized
had the stock of the controlled corporation been sold for fair market
value on the date of the distribution. Such gain is recognized imme-
diately before the distribution and is treated as long-term capital
gain. No adjustment to the basis of the stock or assets of either cor-
poration is allowed by reason of the recognition of the gain.223

Whether a corporation is acquired is determined under rules
similar to those of present law section 355(d), except that acquisi-
tions would not be restricted to “purchase” transactions. Thus, an
acquisition occurs if one or more persons acquire 50 percent or
more of the vote or value of the stock of the controlled or distribut-
ing corporation pursuant to a plan or arrangement. For example,
assume a corporation (“P”) distributes the stock of its wholly owned
subsidiary (“S”) to its shareholders in a transaction that otherwise
qualifies as a section 355 spin-off. If, pursuant to a plan or ar-
rangement, 50 percent or more of the vote or value of either P or
S is acquired by one or more persons, the Act requires gain recogni-
tion by the distributing corporation. Except as provided in Treasury
regulations, if the assets of the distributing or controlled corpora-
tion are acquired by a successor in a merger or other transaction
under section 368(a)(1)(A), (C) or (D) of the Code, the shareholders
(immediately before the acquisition) of the corporation acquiring
such assets are treated as acquiring stock in the corporation from
which the assets were acquired. Under Treasury regulations, other
asset transfers also could be subject to this rule.

Under the Act, certain aggregation and attribution rules apply
for determining whether one or more persons has acquired a 50-
percent or greater interest in distributing or controlled. The aggre-
gation rules of section 355(d)(7)(A) apply. In addition, except as
provided in regulations, section 318(a)(2)(C) applies without regard
to the amount of stock ownership of the corporation.

A public offering of sufficient size can result in an acquisition
that causes gain recognition under the provision.

Acquisitions occurring within the four-year period beginning two
years before the date of distribution are presumed to have occurred
pursuant to a plan or arrangement. Taxpayers can avoid gain rec-
ognition by showing that an acquisition occurring during this four-
year period was unrelated to the distribution.

The Treasury Department is authorized to prescribe regulations
as necessary to carry out the purposes of the Act, including regula-
tions to provide for the application of the changes made by the Act
in the case of multiple transactions.

Certain transactions not considered acquisitions

Under the Act, certain specific types of transactions do not cause
gain recognition or are not counted as acquisitions for purposes of

223 There is no intention to limit the otherwise applicable Treasury regulatory authority under
section 336(e) of the Code. There is also no intention to limit the otherwise applicable provisions
of section 1367 with respect to the effect on shareholder stock basis of gain recognized by an
S corporation under this provision.
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determining whether there has been an acquisition of a 50-percent
or greater interest in the distributing or the controlled corporation.

Single affiliated group

Under the Act, a plan (or series of related transactions) is not
one that will cause gain recognition if, immediately after the com-
pletion of such plan or transactions, the distributing corporation
and all controlled corporations are members of a single affiliated
group of corporations (as defined in section 1504 without regard to
subsection (b) thereof).

Example 1: P corporation is a member of an affiliated group of
corporations that includes subsidiary corporation S and subsidiary
corporation S1. P owns all the stock of S. S owns all the stock of
S1. P corporation is merged into unrelated X corporation in a
transaction in which the former shareholders of X corporation will
own 50 percent or more of the vote or value of the stock of surviv-
ing X corporation after the merger. As part of the plan of merger,
S1 will be distributed by S to X, in a transaction that otherwise
qualifies under section 355. After this distribution, S, S1, and X
will remain members of a single affiliated group of corporations
under section 1504 (without regard to whether any of the corpora-
tions is a foreign corporation, an insurance company, a tax exempt
organization, or an electing section 936 company). Even though
there has been an acquisition of P, S, and S1 by X, and a distribu-
tion of S1 by S that is part of a plan or series of related trans-
actions, the plan is not treated as one that requires gain recogni-
tion on the distribution of S1 to X. This is because the distributing
corporation S and the controlled corporation S1 remain within a
single affiliated group after the distribution (even though the P
group has changed ownership).

Continuing direct or indirect ownership

Under the Act, except as provided in Treasury regulations, cer-
tain acquisitions are not taken into account in determining wheth-
er a 50-percent or greater interest in distributing or controlled has
been acquired. Generally, in any transaction, stock received di-
rectly or indirectly by former shareholders of distributing or con-
trolled, in a successor or new controlling corporation of either, is
not treated as acquired stock if it is attributable to such sharehold-
ers’ stock in distributing or controlled that was not acquired as
part of a plan or arrangement to acquire 50 percent or more of such
successor or other corporation.

Section 355(e)(3)(A)(iv) of the Act, as originally enacted, provided
that an acquisition does not require gain recognition if the same
persons own 50 percent or more of both corporations, directly or in-
directly (rather than merely indirectly, as in the House bill and
Senate amendment), before and after the acquisition and distribu-
tion, provided the stock owned before the acquisition was not ac-
quired as part of a plan (or series of related transactions) to ac-
quire a 50-percent or greater interest in either distributing or con-
trolled. The intention of Congress, however, was that the acquisi-
tion of stock in the distributing corporation or any controlled cor-
poration is disregarded to the extent that the percentage of stock
owned directly or indirectly in such corporation by each person
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owning stock in such corporation immediately before the acquisi-
tion does not decrease.224

Example 2: Individual A owns all the stock of P corporation. P
owns all the stock of a subsidiary corporation, S. Subsidiary S is
distributed to individual A in a transaction that otherwise qualifies
under section 355. As part of a plan, P then merges with corpora-
tion X, also owned entirely by individual A. There is not an acquisi-
tion that requires gain recognition under the provision, because in-
dividual A owns directly or indirectly 100 percent of all the stock
of both X, the successor to P, and S before and after the trans-
action.225 The same result would occur if P were contributed to a
holding company, all the stock of which is owned by A.

Example 3: Assume the facts are the same as in Example 2 ex-
cept that corporations P and X are each owned by the same 20 in-
dividual 5-percent shareholders (rather than wholly by individual
A). The transaction described in Example 2, in which S is spun off
by P to P’s shareholders and P is acquired by X, would not cause
gain recognition, because each shareholder that owned stock of dis-
tributing and controlled before the transaction continues to own the
same percentage of stock of each corporation after the transaction.

Example 4: Shareholder A owns 10 percent of the vote and value
of the stock of corporation D (which owns all of corporation C).
There are nine other equal shareholders of D. A also owns 100 per-
cent of the vote and value of the stock of unrelated corporation P.
D distributes C pro rata to all the shareholders of D. Thereafter,
pursuant to a plan or series of related transactions, D (worth 100x)
merges with corporation P (worth 900x). After the merger, each of
the former shareholders of corporation D owns stock of the merged
entity reflecting the vote and value attributable to that sharehold-
er’s respective 10 percent former stock ownership in D. Each of the
former shareholders of D owns 1 percent of the stock of the merged
corporation, except that shareholder A (who owned 100 percent of
corporation P and 10 percent of corporation D before the merger)
now owns 91 percent of the stock of the merged corporation. In de-
termining whether a 50-percent or greater interest in D has been
acquired, the interest of each of the continuing shareholders is dis-
regarded only to the extent there has been no decrease in such
shareholder’s direct or indirect ownership. Thus, the 10-percent in-
terest of A, and the 1-percent interest of each of the nine other
former shareholders of D, is not counted. The remaining 81-percent
ownership of the merged corporation, representing a decrease of
nine percent in the interests of each of the nine former sharehold-
ers other than A, is counted in determining the extent of an acqui-
sition. Therefore, a 50-percent or greater interest in D has been ac-
quired.226

Except as provided in Treasury regulations, certain other acqui-
sitions also are not taken into account. For example, under section

224 A technical correction may be needed so that the statute reflects this result. See Title VI
(sec. 609(b)(2)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.

225The example assumes that A did not acquire his or her stock in P as part of a plan or
series of related transactions that results in the direct or indirect ownership of 50 percent or
more of S or P separately by A. If A’s stock in P was acquired as part of such a plan, the trans-
action would be one requiring gain recognition on the spin-off of S.

226 This example reflects the technical correction contained in Title VI (sec. 609(b)(2)) of H.R.
2676, the Tax Technical Corrections Act of 1997, as passed by the House on November 5, 1997.
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355(e)(3)(A), the following other types of acquisitions of stock are
not subject to the provision, provided that the stock owned before
the acquisition was not acquired pursuant to a plan or series of re-
lated transactions to acquire a 50-percent or greater ownership in-
terest in either distributing or controlled:

First, the acquisition of stock in the controlled corporation by the
distributing corporation (as one example, in the case of a contribu-
tion of property by the distributing corporation to the controlled
corporation in exchange for the stock of the controlled corporation);

Second, the acquisition by a person of stock in any controlled cor-
poration by reason of holding stock or securities in the distributing
corporation (as one example, the receipt by a distributing corpora-
tion shareholder of controlled corporation stock in a distribution—
including a split-off distribution in which a shareholder that did
not own 50 percent of the stock of distributing owns 50 percent or
more of the stock of controlled); and

Third, the acquisition by a person of stock in any successor cor-
poration of the distributing corporation or any controlled corpora-
tion by reason of holding stock or securities in such distributing or
controlled corporation (for example, the receipt by former share-
holders of distributing of 50 percent or more of the stock of a suc-
cessor corporation in a merger of distributing).

The Act does not apply to distributions that would otherwise be
subject to section 355(d) of present law, which imposes corporate
level tax on certain disqualified distributions.

The Act does not apply to a distribution pursuant to a title 11
or similar case.

Section 355(f)

The Act provides that, except as provided in Treasury regula-
tions, section 355 (or so much of section 356 as relates to section
355) shall not apply to the distribution of stock from one member
of an affiliated group of corporations (as defined in section 1504(a))
to another member of such group (an “intragroup spin-off”) if such
distribution is part of a plan (or series of related transactions) de-
scribed in subsection (e)(2)(A)(ii), pursuant to which one or more
persons acquire directly or indirectly stock representing a 50-per-
cent or greater interest in the distributing corporation or any con-
trolled corporation.

Example 5: P corporation owns all the stock of subsidiary cor-
poration S. S owns all the stock of subsidiary corporation T. S dis-
tributes the stock of T corporation to P as part of a plan or series
of related transactions in which P then distributes S to its share-
holders and then P is merged into unrelated X corporation. After
the merger, former shareholders of X corporation own 50 percent
or more of the voting power or value of the stock of the merged cor-
poration. Because the distribution of T by S is part of a plan or se-
ries of related transactions in which S is distributed by P outside
the P affiliated group and P is then acquired under section 355(e),
section 355 in its entirety does not apply to the intragroup spin-
off of T to P, under section 355(f). Also, the distribution of S by P
is subject to section 355(e).

In determining whether an acquisition described in subsection
(e)(2)(A)(ii1) occurs, all the provisions of new subsection 355(e) are
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applied. For example, an intragroup spin-off in connection with an
overall transaction that does not cause gain recognition under sec-
tion 355(e) because it is described in section 355(e)(2)(C), or be-
cause of section 355(e)(3), or because of the effective date of section
355(e), is not subject to the rule of section 355(f).

The Treasury Department has regulatory authority to vary the
result that the intragroup distribution under section 355(f) does not
qualify for section 355 treatment. In this connection, the Treasury
Department could by regulation eliminate some or all of the gain
recognition required under section 355(f) in connection with the is-
suance of regulations that would cause appropriate basis results
with respect to the stock of S and T in the above example so that
concerns regarding present law section 355 basis rules (described
below in connection with section 358(c)) would be eliminated.227

Treasury regulatory authority under section 358(g)

The Act provides that in the case of any distribution of stock of
one member of an affiliated group of corporations to another mem-
ber under section 355 (“intragroup spin-off”’), the Secretary of the
Treasury is authorized under section 358(g) to provide adjustments
to the basis of any stock in a corporation which is a member of
such group, to reflect appropriately the proper treatment of such
distribution. It is understood that the approach of any such regula-
tions applied to intragroup spin-offs that do not involve an acquisi-
tion may also be applied under the Treasury regulatory authority
to modify the rule of section 355(f) as may be appropriate.

Congress believed that the concerns relating to basis adjustments
in the case of intragroup spin offs are essentially similar, whether
or not an acquisition is currently intended as part of a plan or se-
ries of related transactions. The concerns include the following.
First, under present law consolidated return regulations, it is pos-
sible that an excess loss account of a lower tier subsidiary may be
eliminated. This creates the potential for the subsidiary to leave
the group without recapture of the excess loss account, even though
the group has benefitted from the losses or distributions in excess
of basis that led to the existence of the excess loss account.

Second, under present law, a shareholder’s stock basis in its
stock of the distributing corporation is allocated after a spin-off be-
tween the stock of the distributing and controlled corporations, in
proportion to the relative fair market values of the stock of those
companies. If a disproportionate amount of asset basis (as com-
pared to value) is in one of the companies (including but not lim-
ited to a shift of value and basis through a borrowing by one com-
pany and contribution of the borrowed cash to the other), present
law rules under section 358(c) can produce an increase in stock
basis relative to asset basis in one corporation, and a corresponding
decrease in stock basis relative to asset basis in the other company.
Because the spin-off has occurred within the corporate group, the
group can continue to benefit from high inside asset basis either for
purposes of sale or depreciation, while also choosing to benefit from
the disproportionately high stock basis in the other corporation. If,

227 Examples of approaches that the Treasury Department may consider are discussed in con-
nection with section 358(g), infra.



204

for example, both corporations were sold at a later date, a prior dis-
tribution can result in a significant decrease in the amount of gain
recognized than would have occurred if the two corporations had
been sold together without a prior spin off (or separately, without
a prior spin-off).

Example 6: P owns all the stock of S1 and S1 owns all the stock
of S2. P’s basis in the stock of S1 is 50; the inside asset basis of
S1’s assets is 50; and the total value of S1’s stock and assets (in-
cluding the value of S2) is 150. S1’s basis in the stock of S2 is 0;
the inside basis of S2’s assets is 0; and the value of S2’s stock and
assets is 100. If S1 were sold, holding S2, the total gain would be
100. S1 distributes S2 to P in a section 355 transaction. After this
spin-off, under present law, P’s basis in the stock of S1 is approxi-
mately 17 (50/150 times the total 50 stock basis in S1 prior to the
spin-off) and the inside asset basis of S1 is 50. P’s basis in the
stock of S2 is 33 (100/150 times the total 50 stock basis in S1 prior
to the spin-off) and the inside asset basis of S2 is 0. After a period
of time, S2 can be sold for its value of 100, with a gain of 67 rather
than 100. Also, since S1 remains in the corporate group, the full
50 inside asset basis can continue to be used. S1’s assets could be
sold for 50 with no gain or loss. Thus, S1 and S2 can be sold later
at a total gain of 67, rather than the total gain of 100 that would
have occurred had they been sold without the spin-off.

As one variation on the foregoing concern, taxpayers have at-
tempted to utilize spin-offs to extract significant amounts of asset
value and basis, (including but not limited to transactions in which
one corporation decreases its value by incurring debt, and increases
the asset basis and value of the other corporation by contributing
the proceeds of the debt to the other corporation) without creation
of an excess loss account or triggering of gain, even when the ex-
traction is in excess of the basis in the distributing corporation’s
stock.

The Treasury Department may promulgate any regulations nec-
essary to address these concerns and other collateral issues. As one
example, the Treasury Department may consider providing rules
that require a carryover basis within the group (or stock basis con-
forming to asset basis as appropriate) for the distributed corpora-
tion (including a carryover of an excess loss account, if any, in a
consolidated return). Similarly, the Treasury Department may pro-
vide a reduction in the basis of the stock of the distributing cor-
poration to reflect the change in the value and basis of the distrib-
uting corporation’s assets. The Treasury Department may deter-
mine that the aggregate stock basis of distributing and controlled
after the distribution may be adjusted to an amount that is less
than the aggregate basis of the stock of the distributing corporation
before the distribution, to prevent inappropriate potential for artifi-
cial losses or diminishment of gain on disposition of any of the cor-
porations involved in the spin-off. The Treasury Department may
provide separate regulations for corporations in affiliated groups
filing a consolidated return and for affiliated groups not filing a
consolidated return, as appropriate to each situation.
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Control requirement for certain transactions

The Act also modifies certain rules for determining control imme-
diately after a distribution in the case of certain divisive trans-
actions in which a controlled corporation is distributed and the
transaction meets the requirements of section 355. In such cases,
under section 351 and modified section 368(a)(2)(H) with respect to
certain reorganizations under section 368(a)(1)(D), those sharehold-
ers receiving stock in the distributed corporation are treated as in
control of the distributed corporation immediately after the dis-
tribution if they hold stock representing a greater than 50 percent
interest in the vote and value of stock of the distributed corpora-
tion.

The Act does not change the present-law requirement under sec-
tion 355 that the distributing corporation must distribute 80 per-
cent of the voting power and 80 percent of each other class of stock
of the controlled corporation. It is expected that this requirement
will be applied by the Internal Revenue Service taking account of
the provisions of the Act regarding plans that permit certain types
of planned restructuring of the distributing corporation following
the distribution, and to treat similar restructurings of the con-
trolled corporation in a similar manner. Thus, the 80-percent con-
trol requirement is expected to be administered in a manner that
would prevent the tax-free spin-off of a less-than-80-percent con-
trolled subsidiary, but generally would not impose additional re-
strictions on post-distribution restructurings of the controlled cor-
poration if such restrictions would not apply to the distributing cor-
poration.

Effective Date

The provision is generally effective for distributions after April
16, 1997. However, the part of the provision providing a greater-
than-50-percent control requirement immediately after certain sec-
tion 351 and 368(a)(1)(D) distributions is effective for transfers
after August 5, 1997.

The provision does not apply to a distribution after April 16,
1997 that is part of an acquisition that would otherwise cause gain
recognition to the distributing or controlled corporation under new
section 355(e) or (f), if such acquisition is (1) made pursuant to a
written agreement which was binding on April 16, 1997 and at all
times thereafter; (2) described in a ruling request submitted to the
Internal Revenue Service on or before such date; or (3) described
on or before such date in a public announcement or in a filing with
the Securities and Exchange Commission (“SEC”) required solely
by reason of the distribution or acquisition. Any written agreement,
ruling request, or public announcement or SEC filing is not within
the scope of these transition provisions unless it identifies the
acquiror of the distributing corporation or of any controlled cor-
poration, whichever is applicable.

The part of the provision providing a greater-than-50-percent
control provision for certain transfers after the date of enactment
will not apply if such transfer meets the requirements of (1), (2),
or (3) of the preceding paragraph.
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An acquisition of stock that occurs on or before April 16, 1997,
will not cause gain recognition under the provision, even if there
is a distribution after that date that is part of a plan or series of
related transactions that would otherwise be subject to the provi-
sion.

Any contract that is, in fact, binding under State law as of April
16, 1997, even though not written, is eligible for transition relief.
It would be expected, in such a case, that some form of contempora-
neous written evidence of such contract would be in existence. As
one example, if under State law acceptance of the terms and condi-
tions of a contract by a corporate board of directors creates a bind-
ing contract with an acquiror, then such contract, and the terms
and conditions presented to the board, could satisfy the require-
ment for binding contract transitional relief under the conference
agreement. If there was such an offer and acceptance on or before
April 16, 1997, and a ruling request filed on or before April 16,
1997, with respect to a proposed spin-off and acquisition, which
identifies the acquiror as one of a list of prospective acquirors, then
the transaction may be eligible for relief under the transition rules.

Finally, with respect to the Treasury Department regulatory au-
thority under section 358(g) as applied to intragroup spin-off trans-
actions that are not part of a plan or series of related transactions
under new section 355(f), the provision applies to distributions
after April 16, 1997.228 However, Congress expects that any Treas-
ury regulations will be applied prospectively, except in cases to pre-
vent abuse.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $301 million in 1998, $243 million in 1999, $216 million in 2000,
$187 million in 2001, $158 million in 2002, $130 million in 2003,
$101 million in 2004, $73 million in 2005, $46 million in 2006, and
$10 million in 2007.

3. Reform tax treatment of certain corporate stock transfers
(sec. 1013 of the Act and secs. 304 and 1059 of the Code)

Prior Law

Under section 304, if one corporation purchases stock of a related
corporation, the transaction generally is recharacterized as a re-
demption. In determining whether a transaction so recharacterized
is treated as a sale or a dividend, reference is made to the changes
in the selling corporation’s ownership of stock in the issuing cor-
poration (applying the constructive ownership rules of section
318(a) with modifications under section 304(c)). Sales proceeds re-
ceived by a corporate transferor that are characterized as a divi-
dend may qualify for the dividends received deduction under sec-
tion 243, and such dividend may bring with it foreign tax credits
under section 902. Section 304 does not apply to transfers of stock
between members of a consolidated group.

228 A technical correction may be needed so that the statute reflects this result. See Title VI
(sec. 609(b)(1)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.
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Section 1059 applies to “extraordinary dividends,” including cer-
tain redemption transactions treated as dividends qualifying for
the dividends received deduction. If a redemption results in an ex-
traordinary dividend, section 1059 generally requires the share-
holder to reduce its basis in the stock of the redeeming corporation
by the nontaxed portion of such dividend.

Reasons for Change

Section 304 is directed primarily at preventing a controlling
shareholder from claiming basis recovery and capital gain treat-
ment on transactions that result in a withdrawal of earnings from
corporate solution. These concerns are most relevant where the
shareholder is an individual. Different concerns may be present if
the shareholder is a corporation, due in part to the availability of
the dividends received deduction. A corporation often may prefer a
transaction to be characterized as a dividend, as opposed to a sale
or exchange. Accordingly, a corporation may intentionally seek to
apply section 304 to a transaction which is in substance a sale or
exchange. Corporations that are related for purposes of section 304
need not be 80-percent controlled by a common parent. The sepa-
rate rules for corporations filing a consolidated return, that would
generally reduce basis for untaxed dividends received, do not apply.
Furthermore, in some situations where the selling corporation does
not in fact own any stock of the acquiring corporation before or
after the transaction (except by attribution), it is possible that cur-
rent law may lead to inappropriate results.

As one example, in certain related-party sales the selling cor-
poration may take the position that its basis in any shares of stock
it may have retained (or possibly in any shares of the acquiring
corporation that it may own) need not be reduced by the amount
of its dividends received deduction. This could result in an inappro-
priate shifting of basis. The result can be artificial reduction of
gain or creation of loss on disposition of any such retained shares.

For example, assume that domestic corporation X owns 70 per-
cent of the shares of domestic corporation S and all the shares of
domestic corporation B. S owns all the shares of domestic corpora-
tion T with a basis of $100. Assume that corporation B has suffi-
cient earnings and profits so that any distribution of property
would be treated as a dividend. Assume that S sells all but one of
its shares in T to B for $99, their fair market value. The transfer
is treated as a redemption of shares of B, which redemption is
treated as a dividend to S because, even though S in fact owns no
shares of B, it is deemed to own all the shares of B before and after
the transaction through attribution from X. In such a case, tax-

ayers may have contended that the one share of T retained (worth
§1> retains the entire original basis of $100. Although S has re-
ceived $99 from B for its other shares of T, and has not paid full
tax on that receipt due to the dividends received deduction, S may
now attempt to claim a $99 loss on disposing of the remaining
share of T.

In international cases, a U.S. corporation owned by a foreign cor-
poration may inappropriately claim foreign tax credits from a sec-
tion 304 transaction. For example, if a foreign-controlled domestic
corporation sells the stock of a subsidiary to a foreign sister cor-
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poration, the domestic corporation may have taken the position
that it is entitled to credit foreign taxes that were paid by the for-
eign sister corporation. See Rev. Rul. 92-86, 1992-2 C.B. 199; Rev.
Rul. 91-5, 1991-1 C.B. 114. However, if the foreign sister corpora-
tion had actually distributed its earnings and profits to the com-
mon foreign parent, no foreign tax credits would have been avail-
able to the domestic corporation.

Explanation of Provision

Under the Act, to the extent that a section 304 transaction is
treated as a distribution under section 301, the transferor and the
acquiring corporation are treated as if (1) the transferor had trans-
ferred the stock involved in the transaction to the acquiring cor-
poration in exchange for stock of the acquiring corporation in a
transaction to which section 351(a) applies,229 and (2) the acquiring
corporation had then redeemed the stock it is treated as having is-
sued. Thus, the acquiring corporation is treated for all purposes as
having redeemed the stock it is treated as having issued to the
transferor. In addition, the Act amends section 1059 so that, if the
section 304 transaction is treated as a dividend to which the divi-
dends received deduction applies, the dividend is treated as an ex-
traordinary dividend in which only the basis of the transferred
shares would be taken into account under section 1059.

Under the Act, a special rule applies to section 304 transactions
involving acquisitions by foreign corporations. The Act limits the
earnings and profits of the acquiring foreign corporation that are
taken into account in applying section 304. The earnings and prof-
its of the acquiring foreign corporation to be taken into account will
not exceed the portion of such earnings and profits that (1) is at-
tributable to stock of such acquiring corporation held by a corpora-
tion or individual who is the transferor (or a person related there-
to) and who is a U.S. shareholder (within the meaning of sec,
951(b)) of such corporation, and (2) was accumulated during peri-
ods in which such stock was owned by such person while such ac-
quiring corporation was a controlled foreign corporation. For pur-
poses of this rule, except as otherwise provided by the Secretary of
the Treasury, the rules of section 1248(d) (relating to certain exclu-
sions from earnings and profits) would apply. The Secretary of the
Treasury is to prescribe regulations as appropriate, including regu-
lations determining the earnings and profits that are attributable
to particular stock of the acquiring corporation.

No inference is intended as to the treatment of any transaction
under prior law.

Effective Date

The provision is effective for distributions or acquisitions after
June 8, 1997, except that the provision will not apply to any such
distribution or acquisition (1) made pursuant to a written agree-
ment which was binding on such date and at all times thereafter,
(2) described in a ruling request submitted to the Internal Revenue

229]n determining the holding period of stock deemed to have been contributed and redeemed
under the provision, the tacking of holding period rules applicable under section 351 apply for
purposes of the provision.
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Service on or before such date, or (3) described in a public an-
nouncement or filing with the Securities and Exchange Commis-
sion on or before such date.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $10 million in 1998, $10 million in 1999, and $5 million
in each of the years 2000 through 2007.

4. Treat certain preferred stock as “boot” (sec. 1014 of the
Act and secs. 351, 354, 355, 356, and 1036 of the Code)

Prior Law

In reorganization transactions within the meaning of section 368
and certain other restructurings, no gain or loss is recognized ex-
cept to the extent “other property” (often called “boot”) is received,
that is, property other than certain stock, including preferred stock.
Thus, preferred stock would be received tax-free in a reorganiza-
tion. Upon the receipt of “other property,” gain (or, in some situa-
tions, loss) is recognized. A special rule permits debt securities to
be received tax-free, but only to the extent debt securities of no
lesser principal amount are surrendered in the exchange. Other
than this securities-for-securities rule, similar rules generally apply
to transactions under section 351.

Reasons for Change

Certain preferred stocks have been widely used in corporate
transactions to afford taxpayers non-recognition treatment, even
though the taxpayer may receive relatively secure instruments in
exchange for relatively risky instruments.

As one example, a shareholder of a corporation that is to be ac-
quired for cash may not wish to recognize gain on a sale of his or
her stock at that time. Transactions are structured so that a new
holding company is formed, to which the shareholder contributes
common stock of the company to be acquired, and receives in ex-
change preferred stock. The acquiring corporation contributes cash
to a holding company, which uses the cash to acquire the stock of
the other shareholders. Similar results might also be obtained if
the corporation to be acquired recapitalized by issuing the pre-
ferred stock in exchange for the common stock of the shareholder.
Features such as puts and calls may effectively determine the pe-
riod within which total payment is to occur. In the case of an indi-
vidual shareholder, the preferred stock may be puttable or redeem-
able only at death, in which case the shareholder would obtain a
basis step-up and never recognize gain on the transaction.

Similarly, as another type of example, so called “auction rate”
preferred stock has a mechanism to reset the dividend rate on pre-
ferred stock so that it tracks changes in interest rates over the
term of the instrument, thus diminishing any risk that the “prin-
cipal” amount of stock would change if interest rates changed.

The Congress believed that when such preferred stock instru-
ments are received in certain exchange transactions, it is appro-
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priate to view such instruments as taxable consideration since the
investor has often obtained a more secure form of investment.

Explanation of Provision

The Act amends the relevant provisions (secs. 351, 354, 355, 356
and 1036) to treat certain preferred stock as “other property” (i.e.,
“boot”) subject to certain exceptions. Thus, when a taxpayer ex-
changes property for this preferred stock in a transaction that
qualifies under either section 351, 355, 368, or 1036, gain (or in
some instances loss) is recognized.

For purposes of section 351, nonqualified preferred stock is treat-
ed as “boot” under section 351(b). The transferor receiving such
stock thus is not treated as receiving nonrecognition treatment
under section 351(a). However, the nonqualified preferred stock
continues to be treated as stock received by a transferor for pur-
poses of qualification of a transaction under section 351(a), unless
and until regulations may provide otherwise.

Section 351(b) applies to a transferor who transfers property in
a section 351 exchange and receives nonqualified preferred stock in
addition to stock that is not treated as “other property” under that
section. Thus, if a transferor of loss property received only non-
qualified preferred stock but the transaction in the aggregate oth-
erwise qualified as a section 351 exchange, such a transferor would
recognize loss under section 1001 of the Code and the basis of the
nonqualified preferred stock and of the property in the hands of the
transferee corporation would reflect the transaction in the same
manner as if that particular taxpayer had received solely “other
property” of any other type.230 However, as with any other loss,
this loss could be disallowed by the application of section 267 or by
the application of any other provision that would disallow or defer
the recognition of a loss.

For example, if A contributes appreciated property to new cor-
poration X for all the common stock (representing 90 percent of the
value and all the voting power) of X stock and B contributes appre-
ciated property for nonqualified preferred stock representing 10
percent of the value of X stock, B has received “boot,” but the pre-
ferred stock is still treated as stock for purposes of sections 351(a)
and 368(c), unless and until Treasury Regulations are issued re-
quiring a different result. Thus, the transaction as a whole (apart
from B’s treatment with respect to nonqualified preferred stock)
qualifies for non-recognition under section 351 and A does not rec-
ognize gain. If B had received other stock in addition to non-
qualified preferred stock, B would be required to recognize gain
only to the extent of the fair market value of the nonqualified pre-
ferred stock B receives.

The Act applies to preferred stock (i.e., stock that is limited and
preferred as to dividends and does not participate in corporate
growth to any significant extent), where (1) the holder has the
right to require the issuer or a related person (within the meaning
of secs. 267(b) and 707(b)) to redeem or purchase the stock, (2) the

230 A technical correction may be needed so that the statute reflects this intent. See Title VI
(sec. 609(c)(1)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.
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issuer or a related person is required to redeem or purchase the
stock, (3) the issuer (or a related person) has the right to redeem
or purchase the stock and, as of the issue date, it is more likely
than not that such right will be exercised, or (4) the dividend rate
on the stock varies in whole or in part (directly or indirectly) with
reference to interest rates, commodity prices, or other similar indi-
ces, regardless of whether such varying rate is provided as an ex-
press term of the stock (for example, in the case of an adjustable
rate stock) or as a practical result of other aspects of the stock (for
example, in the case of auction rate stock). Factors (1), (2) or (3)
above will cause an instrument to be nonqualified preferred stock
only if the right or obligation may be exercised within 20 years of
the date the instrument is issued and such right or obligation is
not subject to a contingency which, as of the issue date, makes re-
mote the likelihood of the redemption or purchase. In addition, a
right or obligation is disregarded if it may be exercised only upon
the death, disability, or mental incompetency of the holder, but
only if neither the stock surrendered nor the stock received in the
exchange is stock of a corporation any class of stock of which (or
of a related corporation) is readily tradable on an established secu-
rities market or otherwise.231 For this purpose, stock of a corpora-
tion is treated as stock that is readily tradable on an established
securities market or otherwise if such exchange is part of a trans-
action or series of transactions in which such corporation is to be-
come a corporation that has, or a related corporation of which has,
readily tradable stock. Also, a right or obligation is disregarded in
the case of stock transferred in connection with the performance of
services if it may be exercised only upon the holder’s separation
from service.

In no event will a conversion privilege into stock of the issuer
automatically be considered to constitute participation in corporate
growth to any significant extent. Stock that is convertible or ex-
changeable into stock of a corporation other than the issuer (includ-
ing, for example, stock of a parent corporation or other related cor-
poration) is not considered to be stock that participates in corporate
growth to any significant extent for purposes of the provision.

The following exchanges are excluded from gain recognition
under the provisions of sections 354, 355 and 356: (1) certain ex-
changes of preferred stock for comparable preferred stock of the
same or lesser value; (2) an exchange of preferred stock for common
stock; (3) certain exchanges of debt securities for preferred stock of
the same or lesser value; and (4) exchanges of stock in certain re-
capitalizations of family-owned corporations.

Exclusions (1), (2) and (3) result from the fact that nonqualified
preferred stock is treated as “other property” under sections 354,

231 Conversely, in a case involving a corporation that has (or any related corporation of which
has) any class of readily tradable stock, or that is to become such a corporation, suppose a
shareholder (A) exchanges appreciated common stock of corporation X for preferred stock of cor-
poration Y in a transaction otherwise qualifying as a section 351 exchange. The preferred stock
is limited and preferred as to dividends, does not participate in corporate growth to any signifi-
cant extent, and is redeemable at the end of 21 years from the date of issuance or upon the
death of A. At the time of the exchange, A is 80 years old (or is in ill health). If, under actuarial
tables or under the facts and circumstances of A’s case the contingency of A’s death (which is
certain to occur) is likely to occur within 20 years of the date of the exchange, then the preferred
stock is nonqualified preferred stock if corporation X or Y (or any related corporation of corpora-
tion X or Y) has any class of stock that is readily tradable, or if X or Y (or any related corpora-
tion of X or Y) is to become such a corporation.
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355 and 356 only if received in exchange for stock (or, under sec-
tion 355, with respect to stock) that is not nonqualified preferred
stock. Thus, if nonqualified preferred stock is received for or with
respect to other nonqualified preferred stock, or for debt securities,
gain recognition is not required. The receipt of nonqualified pre-
ferred stock for comparable nonqualified preferred stock of the
same or lesser value, or the exchange of debt securities for non-
qualified preferred stock of the same or lesser value, are considered
to be exchanges “for” or “with respect to” such stock that are per-
mitted. Similarly, the exchange of nonqualified preferred stock for
common stock would not be within the scope of the provision be-
cause in such a transaction, nonqualified preferred stock is not re-
ceived in the exchange.

For purposes of the exception for exchanges in certain recapital-
izations of family owned corporations, a family-owned corporation
is defined as any corporation if at least 50 percent of the total vot-
ing power and value of the stock of such corporation is owned by
members of the same family for five years preceding the recapital-
ization. In addition, a recapitalization does not qualify for the ex-
ception if the same family does not own 50 percent of the total vot-
ing power and value of the stock throughout the three-year period
following the recapitalization. Members of the same family are de-
fined by reference to the definition in section 447(e). Thus, a family
includes children, parents, brothers, sisters, and spouses, with a
limited attribution for directly and indirectly owned stock of the
corporation. Shares held by a family member are treated as not
held by a family member to the extent a non-family member had
a right, option or agreement to acquire the shares (directly or indi-
rectly, for example, through redemptions by the issuer), or with re-
spect to shares as to which a family member has reduced its risk
of loss with respect to the share, for example, through an equity
swap. Even though the provision excepts certain family recapital-
izations, the special valuation rules of section 2701 for estate and
gift tax consequences continue to apply.

The statutory period for the assessment of any deficiency attrib-
utable to a corporation failing to be a family-owned corporation
shall not expire before the expiration of three years after the date
the Secretary of the Treasury is notified by the corporation (in such
manner as the Secretary may prescribe) of such failure, and such
deficiency may be assessed before the expiration of such three-year
period notwithstanding the provisions of any other law or rule of
law which would otherwise prevent such assessment.232

An exchange of nonqualified preferred stock for nonqualified pre-
ferred stock in an acquiring corporation may qualify for tax-free
treatment under section 354, but not section 351. In cases in which
both sections 354 and 351 may apply to a transaction, section 354
generally will apply for purposes of the provision. Thus, in that sit-
uation, the exchange would be tax free.

The Treasury Secretary has regulatory authority under the pro-
vision, including, for example, authority to (1) apply installment
sale-type rules to preferred stock that is subject to the provision in

232 A technical correction may be needed so that the statute reflects this intent. See Title VI
(sec. 609(c)(2)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House
on November 5, 1997.
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appropriate cases and (2) prescribe treatment of preferred stock
subject to this provision under other provisions of the Code (e.g.,
secs. 304, 306, 318, and 368(c)). Until regulations are issued, pre-
ferred stock that is subject to the proposal shall continue to be
treated as stock under other provisions of the Code.

Effective Date

The provision is effective for transactions after June 8, 1997, but
will not apply to such transactions (1) made pursuant to a written
agreement which was binding on such date and at all times there-
after, (2) described in a ruling request submitted to the Internal
Revenue Service on or before such date, or (3) described in a public
announcement or filing with the Securities and Exchange Commis-
sion on or before such date.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $35 million in 1998, $37 million in 1999, $39 million in
2000, $41 million in 2001, $43 million in 2002, $10 million in 2003,
$10 million in 2004, $11 million in 2005, $11 million in 2006, and
$12 million in 2007.

5. Modify holding period for dividends-received deduction
(sec. 1015 of the Act and sec. 246(c) of the Code)

Prior Law

If an instrument issued by a U.S. corporation is classified for tax
purposes as stock, a corporate holder of the instrument generally
is entitled to a dividends received deduction for dividends received
on that instrument. This deduction is 70 percent of dividends re-
ceived if the recipient owns less than 20 percent (by vote and
value) of stock of the payor. If the recipient owns more than 20 per-
cent of the stock the deduction is increased to 80 percent. If the re-
cipient owns more than 80 percent of the payor’s stock, the deduc-
tion is further increased to 100 percent for qualifying dividends.

The dividends-received deduction is allowed to a corporate share-
holder only if the shareholder satisfies a 46-day holding period for
the dividend-paying stock (or a 91-day period for certain dividends
on preferred stock). The 46- or 91-day holding period generally does
not include any time in which the shareholder is protected from the
risk of loss otherwise inherent in the ownership of an equity inter-
est. The holding period must be satisfied only once, rather than
with respect to each dividend received.

Reasons for Change

The Congress was concerned that dividend-paying stocks can be
marketed to corporate investors with accompanying attempts to
hedge or relieve the holder from risk for much of the holding period
of the stock, after the initial holding period has been satisfied. In
addition, because of the limited application of section 1059 of the
Code requiring basis reduction, many investors whose basis in-
cludes a price paid with the expectation of a dividend may be able
to sell the stock after the receipt of a dividend not subject to tax
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at an artificial loss, even though the holder may actually have been
relieved of the risk of loss for much of the period it has held the
stock.

The Congress believed that no deduction for a distribution on
stock should be allowed when the owner of stock does not bear the
risk of loss otherwise inherent in the ownership of an equity inter-
est at a time proximate to the time the distribution is made.

Explanation of Provision

The Act provides that a taxpayer is not entitled to a dividends-
received deduction if the taxpayer’s holding period for the dividend-
paying stock is not satisfied over a period immediately before or
immediately after the taxpayer becomes entitled to receive the divi-
dend.

Effective Date

The Act is generally effective for dividends paid or accrued after
the 30th day after the date of enactment. However, the provision
does not apply to dividends received within two years of the date
of enactment if: (1) the dividend is paid with respect to stock held
on June 8, 1997, and all times thereafter until the dividend is re-
ceived; (2) the stock is continuously subject to a position described
in section 246(c)(4) on June 8, 1997, and all times thereafter until
the dividend is received; and (3) such stock and related position is
identified by the taxpayer within 30 days after enactment of this
Act (i.e., before September 5, 1997). A stock will not be considered
to be continuously subject to a position if such position is sold,
closed or otherwise terminated and is reestablished.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $11 million in 1998, $13 million in 1999, $15 million in 2000,
$16 million in 2001, $16 million in 2002, $16 million in 2003, $17
million in 2004, $17 million in 2005, $17 million in 2006, and $18
million in 2007.

C. Administrative Provisions

1. Reporting of certain payments made to attorneys (sec.
1021 of the Act and sec. 6045 of the Code)

Present and Prior Law

Information reporting is required by persons engaged in a trade
or business and making payments in the course of that trade or
business of “rent, salaries, wages, . . . or other fixed or determina-
ble gains, profits, and income” (Code sec. 6041(a)). Treas. reg. sec.
1.6041-1(d)(2) provides that attorney’s fees are required to be re-
ported if they are paid by a person in a trade or business in the
course of a trade or business. Reporting is required to be done on
Form 1099-Misc. If, on the other hand, the payment is a gross
amount and it is not known what portion is the attorney’s fee, no
reporting is required on any portion of the payment.



215

Reasons for Change

The Congress believed that there would be a positive impact on
compliance with the tax laws by requiring additional information
reporting. Although some might consider it inappropriate to single
out payments to one profession for additional information report-
ing, requiring reporting was considered to be appropriate in this in-
stance because attorneys are generally the only professionals who
receive this type of payment, a portion of which may be income to
them and a portion of which may belong to their client.

Explanation of Provision

The Act requires gross proceeds reporting on all payments to at-
torneys made by a trade or business in the course of that trade or
business. It is anticipated that gross proceeds reporting would be
required on Form 1099-B (currently used by brokers to report
gross proceeds). The only exception to this new reporting require-
ment would be for any payments reported on either Form 1099-
Misc under section 6041 (reports of payment of income) or on Form
W-2 under section 6051 (payments of wages).

In addition, the present exception in the regulations exempting
from reporting any payments made to corporations will not apply
to payments made to attorneys. Treasury regulation section
1.6041-3(c) exempts payments to corporations generally (although
payments to most corporations providing medical services must be
reported). Reporting will be required under both Code sections
6041 and 6045 (as proposed) for payments to corporations that pro-
vide legal services. The exception of Treasury regulation section
1.6041-3(g) exempting from reporting payments of salaries or prof-
its paid or distributed by a partnership to the individual partners
would continue to apply to both sections (since these amounts are
required to be reported on Form K-1).

First, the provision applies to payments made to attorneys re-
gardless of whether the attorney is the exclusive payee. Second,
payments to law firms are payments to attorneys, and therefore
are subject to this reporting provision. Third, attorneys are re-
quired to promptly supply their TINs to persons required to file
these information reports, pursuant to section 6109. Failure to do
so could result in the attorney being subject to penalty under sec-
tion 6723 and the payments being subject to backup withholding
under section 3406. Fourth, the IRS should administer this provi-
sion so that there is no overlap between reporting under section
6041 and reporting under section 6045. For example, if two pay-
ments are simultaneously made to an attorney, one of which rep-
resents the attorney’s fee and the second of which represents the
settlement with the attorney’s client, the first payment would be
reported under section 6041 and the second payment would not be
reported under either section 6041 or section 6045, since it is
known that the entire payment represents the settlement with the
client (and therefore no portion of it represents income to the attor-
ney). Fifth, it is anticipated that the IRS will administer this provi-
sion so that it will not apply to foreign attorneys who can clearly
demonstrate that they are not subject to U.S. tax.
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Effective Date

The provision is effective for payments made after December 31,
1997. Consequently, the first information reports will be filed with
the IRS (and copies will be provided to recipients of the payments)
in 1999, with respect to payments made in 1998.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $3 million in 1999, $3 million in 2000, $3 million in
2001, $3 million in 2002, $3 million in 2003, $4 million in 2004,
$4 million in 2005, $4 million in 2006, and $4 million in 2007.

2. Information reporting on persons receiving contract pay-
ments from certain Federal agencies (sec. 1022 of the
Act and sec. 6041A of the Code)

Present and Prior Law

A service recipient (i.e., a person for whom services are per-
formed) engaged in a trade or business who makes payments of re-
muneration in the course of that trade or business to any person
for services performed must file with the IRS an information return
reporting such payments (and the name, address, and taxpayer
identification number of the recipient) if the remuneration paid to
the person during the calendar year is $600 or more (sec.
6041A(a)). A similar statement must also be furnished to the per-
son to whom such payments were made (sec. 6041A(e)). Treasury
regulations explicitly exempt from this reporting requirement pay-
ments made to a corporation (Treas. reg. sec. 1.6041A-1(d)(2)).

The head of each Federal executive agency must file an informa-
tion return indicating the name, address, and taxpayer identifica-
tion number (TIN) of each person (including corporations) with
which the agency enters into a contract (sec. 6050M). The Sec-
retary of the Treasury has the authority to require that the returns
be in such form and be made at such time as is necessary to make
the returns useful as a source of information for collection pur-
poses. The Secretary is given the authority both to establish mini-
mum amounts for which no reporting is necessary as well as to ex-
tend the reporting requirements to Federal license grantors and
subcontractors of Federal contracts. Treasury regulations provide
that no reporting is required if the contract is for $25,000 or less
(Treas. reg. sec. 1.6050M-1(c)(1)(1)).

Reasons for Change

The Congress determined that lowering the information report-
ing threshold from $25,000 to $600 will improve compliance be-
cause additional, small-dollar value contracts will be reported.

Explanation of Provision

The Act requires reporting of all payments of $600 or more made
by a Federal executive agency to any person (including a corpora-
tion) for services. In addition, the provision requires that a copy of
the information return be sent by the Federal agency to the recipi-
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ent of the payment. An exception is provided for certain classified
or confidential contracts.

Effective Date

The provision is effective for returns the due date for which
(without regard to extensions) is more than 90 days after the date
of enactment.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $7 million in 1999, $8 million in 2000, $9 million in
2001, $10 million in 2002, $11 million in 2003, $11 million in 2004,
$12 million in 2005, $12 million in 2006, and $13 million in 2007.

3. Disclosure of tax return information for administration of
certain veterans programs (sec. 1023 of the Act and sec.
6103 of the Code)

Present and Prior Law

The Internal Revenue Code prohibits disclosure of tax returns
and return information, except to the extent specifically authorized
by the Internal Revenue Code (sec. 6103). Unauthorized disclosure
is a felony punishable by a fine not exceeding $5,000 or imprison-
ment of not more than five years, or both (sec. 7213). An action for
civil damages also may be brought for unauthorized disclosure (sec.
7431). No tax information may be furnished by the Internal Reve-
nue Service (“IRS”) to another agency unless the other agency es-
tablishes procedures satisfactory to the IRS for safeguarding the
tax information it receives (sec. 6103(p)).

Among the disclosures permitted under the Code is disclosure to
the Department of Veterans Affairs (“DVA”) of self-employment tax
information and certain tax information supplied to the IRS and
Social Security Administration by third parties. Disclosure is per-
mitted to assist DVA in determining eligibility for, and establishing
correct benefit amounts under, certain of its needs-based pension,
health care, and other programs (sec. 6103(1)(7)(D)(viii)). The in-
come tax returns filed by the veterans themselves are not disclosed
to DVA.

The DVA is required to comply with the safeguards currently
contained in the Code and in section 1137(c) of the Social Security
Act (governing the use of disclosed tax information). These safe-
guards include independent verification of tax data, notification to
the individual concerned, and the opportunity to contest agency
findings based on such information.

The DVA disclosure provision is scheduled to expire after Sep-
tember 30, 1998.

Reasons for Change

The Congress determined that it is appropriate to permit disclo-
sure of otherwise confidential tax information to ensure the correct-
ness of government benefits payments.
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Explanation of Provision

The Act extends the DVA disclosure provision through Septem-
ber 30, 2003.

Effective Date

The provision was effective on the date of enactment (August 5,
1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $22 million in 1999, $27 million in 2000, $31 million in
2001, $36 million in 2002, $36 million in 2003. The provision is not
estimated to change Federal fiscal year budget receipts in 2004
through 2007.

4. Establish IRS continuous levy and improve debt collec-
tion (secs. 1024, 1025, and 1026 of the Act and secs. 6103,
6331, and 6334 of the Code)

a. Continuous levy

Present and Prior Law

If any person is liable for any internal revenue tax and does not
pay it within 10 days after notice and demand 233 by the IRS, the
IRS may then collect the tax by levy upon all property and rights
to property belonging to the person,234 unless there is an explicit
statutory restriction on doing so. A levy is the seizure of the per-
son’s property or rights to property. Property that is not cash is
sold pursuant to statutory requirements.235

In general, a levy does not apply to property acquired after the
date of the levy,236 regardless of whether the property is held by
the taxpayer or by a third party (such as a bank) on behalf of a
taxpayer. Successive seizures may be necessary if the initial sei-
zure is insufficient to satisfy the liability.237 The only exception to
this rule is for salary and wages.238 A levy on salary and wages
is continuous from the date it is first made until the date it is fully
paid or becomes unenforceable.

A minimum exemption is provided for salary and wages.239 It is
computed on a weekly basis by adding the value of the standard
deduction plus the aggregate value of personal exemptions to which
the taxpayer is entitled, divided by 52.240 For a family of four for
taxable year 1996, the weekly minimum exemption is $325.241

233 Notice and demand is the notice given to a person liable for tax stating that the tax has
been assessed and demanding that payment be made. The notice and demand must be mailed
to the person’s last known address or left at the person’s dwelling or usual place of business
(Code sec. 6303).

234 Code sec. 6331.

235 Code sec. 6335—6343.

236 Code sec. 6331(b).

237 Code sec. 6331(c).

238 Code sec. 6331(e).

239 Code sec. 6334(a)(9).

240 Code sec. 6334(d).

241 Standard deduction of $6,700 plus four personal exemptions at $2,550 each equals $16,900,
which when divided by 52 equals $325.



219

Reasons for Change

The Congress determined that the extension of the continuous
levy provisions will substantially ease the administrative burdens
of collecting taxes by levy. The Congress anticipated that taxpayers
who already comply with the tax laws will have a positive view of
increased collections of taxes owed by taxpayers who have not com-
plied with the tax laws.

Explanation of Provision

The Act amends the Code to provide that a continuous levy is
also applicable to non-means tested recurring Federal payments.
This is defined as a Federal payment for which eligibility is not
based on the income and/or assets of a payee. For example, Social
Security payments, which are subject to levy under present law,
would become subject to continuous levy.

In addition, the Act provides that this levy would attach up to
15 percent of any specified payment due the taxpayer. This rule ex-
plicitly replaces the other specifically enumerated exemptions from
levy in the Code. A continuous levy of up to 15 percent would also
apply to unemployment benefits and means-tested public assist-
ance.

The Act also permits the disclosure of otherwise confidential tax
return information to the Treasury Department’s Financial Man-
agement Service only for the purpose of, and to the extent nec-
essary in, implementing these levy provisions.

Use of a continuous levy is at the discretion of the Secretary of
the Treasury and its use must be approved by the Internal Reve-
nue Service before it takes effect.242

Effective Date

The provision was effective for levies issued after the date of en-
actment (August 5, 1997).

b. Modifications of levy exemptions

Present and Prior Law

The Code exempts from levy workmen’s compensation pay-
ments 243 and annuity or pension payments under the Railroad Re-
tirement Act and benefits under the Railroad Unemployment In-
surance Act244 described above, unemployment benefits245 and
means-tested public assistance.246

Reasons for Change

The Congress believed that if wages are subject to levy, wage re-
placement payments should also be subject to levy. In addition, the
Congress believed that it is inappropriate to exempt from levy one

242See Title VI (sec. 609(d)) of H.R. 2676, the Tax Technical Corrections Act of 1997, as
passed by the House on November 5, 1997.

243 Code sec. 6334(a)(7).

244 Code sec. 6334(a)(6).

245 Sec. 6334(a)(4).

246 Sec. 6334(a)(11).
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type of annuity or pension payment while most other types of these
payments are subject to levy.

Explanation of Provision

The Act provides that the following property is not exempt from
levy if the Secretary of the Treasury (or his delegate) approves the
levy of such property:

(1) workmen’s compensation payments;

(2) annuity or pension payments under the Railroad Retirement
Act and benefits under the Railroad Unemployment Insurance Act;

(3) unemployment benefits; and

(4) means-tested public assistance.

Effective Date

The provision applies to levies issued after the date of enactment
(August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $332 million in 1998, $327 million in 1999, $256 million
in 2000, $213 million in 2001, $157 million in 2002, $117 million
in 2003, $102 million in 2004, $86 million in 2005, $82 million in
2006, and $78 million in 2007.

5. Consistency rule for beneficiaries of trusts and estates
(sec. 1027 of the Act and sec. 6034A of the Code)

Present and Prior Law

An S corporation is required to file a return for the taxable year
and is required to furnish to its shareholders a copy of certain in-
formation shown on such return. The shareholder is required to file
its return in a manner that is consistent with the information re-
ceived from the S corporation, unless the shareholder files with the
Secretary of the Treasury a notification of inconsistent treatment
(sec. 6037(c)). Similar rules apply in the case of partnerships and
their partners (sec. 6222).

The fiduciary of an estate or trust that is required to file a return
for any taxable year is required to furnish to beneficiaries certain
information shown on such return (generally via a Schedule K-1)
(sec. 6034A). In addition, a U.S. person that is treated as the owner
of any portion of a foreign trust is required to ensure that the trust
files a return for the taxable year and furnishes certain required
information to each U.S. person who is treated as an owner of a
portion of the trust or who receives any distribution from the trust
(sec. 6048(b)). However, under prior law, rules comparable to the
consistency rules that apply to S corporation shareholders and
partners in partnerships were not specified in the case of bene-
ficiaries of estates and trusts.

Reasons for Change

Both partners in partnerships and shareholders of S corporations
are required either to file their returns on a basis that is consistent
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with the information received from the partnership or S corpora-
tion or to identify any inconsistent treatment. The Congress be-
lieved it appropriate to apply such requirement also to beneficiaries
of estates and trusts.

Explanation of Provision

Under the Act, a beneficiary of an estate or trust is required to
file its return in a manner that is consistent with the information
received from the estate or trust, unless the beneficiary files with
its return a notification of inconsistent treatment identifying the
inconsistency.

Effective Date

The provision is effective for returns filed after the date of enact-
ment (after August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $3 million per year in each of 1998 through 2003, and
$4 million per year in each of 2004 through 2007.

6. Registration of confidential corporate tax shelters and
substantial understatement penalty (sec. 1028 of the Act
and secs. 6111, 6662, and 6707 of the Code)

Present and Prior Law

Tax shelter registration

An organizer of a tax shelter is required to register the shelter
with the Internal Revenue Service (IRS) (sec. 6111). If the principal
organizer does not do so, the duty may fall upon any other partici-
pant in the organization of the shelter or any person participating
in its sale or management. The shelter’s identification number
must be furnished to each investor who purchases or acquires an
interest in the shelter. Failure to furnish this number to the tax
shelter investors will subject the organizer to a $100 penalty for
each such failure (sec. 6707(b)).

A penalty may be imposed against an organizer who fails without
reasonable cause to timely register the shelter or who provides
false or incomplete information with respect to it. The penalty is
the greater of one percent of the aggregate amount invested in the
shelter or $500. Any person claiming any tax benefit with respect
to a shelter must report its registration number on her return.
Failure to do so without reasonable cause will subject that person
to a $250 penalty (sec. 6707(b)(2)).

A person who organizes or sells an interest in a tax shelter sub-
ject to the registration rule or in any other potentially abusive plan
or arrangement must maintain a list of the investors (sec. 6112).
A $50 penalty may be assessed for each name omitted from the list.
The maximum penalty per year is $100,000 (sec. 6708).

For this purpose, a tax shelter is defined as any investment that
meets two requirements. First, the investment must be (1) required
to be registered under a Federal or state law regulating securities,
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(2) sold pursuant to an exemption from registration requiring the
filing of a notice with a Federal or state agency regulating the of-
fering or sale of securities, or (3) a substantial investment. Second,
it must be reasonable to infer that the ratio of deductions and 350
percent of credits to investment for any investor (i.e., the tax shel-
ter ratio) may be greater than two to one as of the close of any of
the first five years ending after the date on which the investment
is offered for sale. An investment that meets these requirements
will be considered a tax shelter regardless of whether it is mar-
keted or customarily designated as a tax shelter (sec. 6111(c)(1)).

Accuracy-related penalty

The accuracy-related penalty, which is imposed at a rate of 20
percent, applies to the portion of any underpayment that is attrib-
utable to (1) negligence, (2) any substantial understatement of in-
come tax, (3) any substantial valuation misstatement, (4) any sub-
stantial overstatement of pension liabilities, or (5) any substantial
estate or gift tax valuation understatement.

The substantial understatement penalty applies in the following
manner. If the correct income tax liability of a taxpayer for a tax-
able year exceeds that reported by the taxpayer by the greater of
10 percent of the correct tax or $5,000 ($10,000 in the case of most
corporations), then a substantial understatement exists and a pen-
alty may be imposed equal to 20 percent of the underpayment of
tax attributable to the understatement. In determining whether a
substantial understatement exists, the amount of the understate-
ment is reduced by any portion attributable to an item if (1) the
treatment of the item on the return is or was supported by sub-
stantial authority, or (2) facts relevant to the tax treatment of the
item were adequately disclosed on the return or on a statement at-
tached to the return and there was a reasonable basis for the tax
treatment of the item. Special rules apply to tax shelters.

With respect to tax shelter items of non-corporate taxpayers, the
penalty may be avoided only if the taxpayer establishes that, in ad-
dition to having substantial authority for his position, he reason-
ably believed that the treatment claimed was more likely than not
the proper treatment of the item. This reduction in the penalty is
unavailable to corporate tax shelters. The reduction in the under-
statement for items disclosed on the return is inapplicable to both
corporate and non-corporate tax shelters. For this purpose, a tax
shelter is a partnership or other entity, plan, or arrangement the
principal purpose of which is the avoidance or evasion of Federal
income tax.

The Secretary may waive the penalty with respect to any item
if the taxpayer establishes reasonable cause for his treatment of
the item and that he acted in good faith.

Reasons for Change

The Congress concluded that the provision will improve compli-
ance with the tax laws by giving the Treasury Department earlier
notification than it generally receives under present law of trans-
actions that may not comport with the tax laws. In addition, the
provision will improve compliance by discouraging taxpayers from
entering into questionable transactions. Also, the provision will im-
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prove economic efficiency, because investments that are not eco-
nomically motivated, but that are instead tax-motivated, may re-
duce the supply of capital available for economically motivated ac-
tivities, which could cause a loss of economic efficiency.

Explanation of Provision

Tax shelter registration

The Act requires a promoter of a corporate tax shelter to register
the shelter with the Secretary. Registration is required not later
than the next business day after the day when the tax shelter is
first offered to potential users. If the promoter is not a U.S. person,
or if a required registration is not otherwise made, then any U.S.
participant is required to register the shelter. An exception to this
special rule provides that registration would not be required if the
U.S. participant notifies the promoter in writing not later than 90
days after discussions began that the U.S. participant will not par-
ticipate in the shelter and the U.S. person does not in fact partici-
pate in the shelter.

A corporate tax shelter is any investment, plan, arrangement or
transaction (1) a significant purpose of the structure of which is tax
avoidance or evasion by a corporate participant, (2) that is offered
to any potential participant under conditions of confidentiality, and
(3) for which the tax shelter promoters may receive total fees in ex-
cess of $100,000.

A transaction is offered under conditions of confidentiality if: (1)
an offeree (or any person acting on its behalf) has an understand-
ing or agreement with or for the benefit of any promoter to restrict
or limit its disclosure of the transaction or any significant tax fea-
tures of the transaction; or (2) the promoter claims, knows or has
reason to know (or the promoter causes another person to claim or
otherwise knows or has reason to know that a party other than the
potential offeree claims) that the transaction (or one or more as-
pects of its structure) is proprietary to the promoter or any party
other than the offeree, or is otherwise protected from disclosure or
use. The promoter includes specified related parties.

Registration will require the submission of information identify-
ing and describing the tax shelter and the tax benefits of the tax
shelter, as well as such other information as the Treasury Depart-
ment may require.

Tax shelter promoters are required to maintain lists of those who
have signed confidentiality agreements, or otherwise have been
subjected to nondisclosure requirements, with respect to particular
tax shelters. In addition, promoters must retain lists of those pay-
ing fees with respect to plans or arrangements that have previously
been registered (even though the particular party may not have
been subject to confidentiality restrictions).

All registrations will be treated as taxpayer information under
the provisions of section 6103 and will therefore not be subject to
any public disclosure.

The penalty for failing to timely register a corporate tax shelter
is the greater of $10,000 or 50 percent of the fees payable to any
promoter with respect to offerings prior to the date of late registra-
tion (i.e., this part of the penalty does not apply to fee payments



224

with respect to offerings after late registration). A similar penalty
is applicable to actual participants in any corporate tax shelter who
were required to register the tax shelter but did not. With respect
to participants, however, the 50-percent penalty is based only on
fees paid by that participant. Intentional disregard of the require-
ment to register by either a promoter or a participant increases the
50-percent penalty to 75 percent of the applicable fees.

Substantial understatement penalty

The Act makes two modifications to the substantial understate-
ment penalty. The first modification affects the reduction in the
amount of the understatement which is attributable to an item if
there is a reasonable basis for the treatment of the item. The provi-
sion provides that in no event would a corporation have a reason-
able basis for its tax treatment of an item attributable to a multi-
party financing transaction if such treatment does not clearly re-
flect the income of the corporation. No inference is intended that
such a multi-party financing transaction could not also be a tax
shelter as defined under the modification described below or under
present law.

The second modification affects the special tax shelter rules,
which define a tax shelter as an entity the principal purpose of
which is the avoidance or evasion of Federal income tax. The provi-
sion instead provides that a significant purpose (rather than the
principal purpose) of the entity must be the avoidance or evasion
of Federal income tax for the entity to be considered a tax shelter.
This modification conforms the definition of tax shelter for pur-
poses of the substantial understatement penalty to the definition of
tax shelter for purposes of these new confidential corporate tax
shelter registration requirements.

Treasury report

The provision also directs the Treasury Department, in consulta-
tion with the Department of Justice, to issue a report to the tax-
writing committees on the following tax shelter issues: (1) a de-
scription of enforcement efforts under section 7408 of the Code (re-
lating to actions to enjoin promoters of abusive tax shelters) with
respect to corporate tax shelters and the lawyers, accountants, and
others who provide opinions (whether or not directly addressed to
the taxpayer) regarding aspects of corporate tax shelters; (2) an
evaluation of whether the penalties regarding corporate tax shel-
ters are generally sufficient; and (3) an evaluation of whether con-
fidential tax shelter registration should be extended to transactions
where the investor (or potential investor) is not a corporation. The
report is due one year after the date of enactment.

Effective Date

The tax shelter registration provision applies to any tax shelter
offered to potential participants after the date the Treasury De-
partment issues guidance with respect to the filing requirements.
The modifications to the substantial understatement penalty apply
to items with respect to transactions entered into after the date of
enactment (August 5, 1997).
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Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $15 million in 1998, $37 million in 1999, $38 million in
2000, $39 million in 2001, $41 million in 2002, $42 million in 2003,
$43 million in 2004, $44 million in 2005, $46 million in 2006, and
$47 million in 2007.

D. Excise and Employment Tax Provisions

1. Extension and modification of Airport and Airway Trust
Fund excise taxes (sec. 1031 of the Act and secs. 4081,
4091, and 4261 of the Code)

Present and Prior Law

A variety of excise taxes have been imposed on air transportation
under present and prior law to finance the Airport and Airway
Trust Fund programs administered by the Federal Aviation Admin-
istration (the “FAA”). In general, the full cost of FAA capital pro-
grams is financed from the Airport and Airway Trust Fund, while
only a portion of FAA operational expenses is Trust Fund-financed.
Overall, the portion of total FAA expenditures that has been fi-
nanced from the Trust Fund declined from 75 percent through the
early 1990s to 62 percent for the 1997 fiscal year. The balance is
financed by general taxpayers, rather than directly by program
users. Under prior law, each of the Airport and Airway Trust Fund
excise taxes was scheduled to expire after September 30, 1997.

Commercial air passenger transportation taxes

Under prior law, domestic air passenger transportation was sub-
ject to an ad valorem excise tax equal to 10 percent of the amount
paid for the transportation. Under both prior law and present law,
taxable domestic air transportation includes both travel within the
United States, certain travel between the United States and points
in Canada or Mexico that are within 225 miles of the U.S. border
(the “225-mile zone”), and certain transportation within the 225-
mile zone.

International air passenger transportation was subject to a $6
departure excise tax imposed on passengers departing the United
States for other countries under prior law. No tax was imposed on
passengers arriving in the United States from other countries. Both
present law and prior law define international transportation to in-
clude separate domestic flights from which passengers connect to
international flights, provided that stopover time at any point with-
in the United States does not exceed 12 hours. Thus, passengers
traveling on these “domestic legs” associated with international
transportation (e.g., a flight from Los Angeles to New York from
which the passenger boards a connecting flight to London) are ex-
empt from the excise tax otherwise imposed on such transportation
between two domestic points even though other passengers travel-
ing on the same flights without continuing to a foreign point are
subject to tax.

Because both the domestic and international air passenger excise
taxes have been imposed only on transportation for which an
amount is paid under both present law and prior law, no tax is im-
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posed on passengers engaged in “free” travel (e.g., frequent flyer
travel and airline industry employee travel for which the passenger
is not directly charged).

The air passenger transportation excise taxes are imposed on
passengers; transportation providers (generally airlines) are re-
sponsible for collecting and remitting the taxes to the Federal Gov-
ernment. Under prior law, air carriers were not liable for payment
of the tax itself. In general, both the domestic and international air
passenger transportation excise taxes are imposed without regard
to whether the transportation is purchased in the United States.
An exception provides that travel between the United States and
points within the 225-mile zone and certain transportation within
the 225-mile zone is taxed as domestic transportation only if it is
purchased within the United States.

The Code requires all advertising for taxable air passenger trans-
portation either (1) to state the fare on a tax-inclusive basis or (2)
if the Federal tax is stated separately, to state the amount of the
tax at least as prominently as the underlying air fare and to iden-
tify that amount as “user taxes to pay for airport construction and
airway safety and operations” (sec. 7275(b)).

The amount of air passenger transportation excise tax to be col-
lected from a passenger must be stated on the ticket.

Commercial air cargo transportation

Under both present law and prior law, domestic air cargo trans-
portation is subject to a 6.25-percent ad valorem excise tax. This
tax, like the air passenger transportation excise taxes, is imposed
on the consumer, with the transportation provider being required
to collect and remit the tax to the Federal Government. However,
there is no requirement that the tax be stated separately on ship-
ping invoices.

Noncommercial aviation

Noncommercial aviation, or transportation on private aircraft
which is not “for hire,” is subject to excise taxes imposed on fuel
in lieu of the commercial air passenger ticket and air cargo excise
taxes. Under prior law, the Airport and Airway Trust Fund tax
rates on these fuels were 15 cents per gallon on aviation gasoline
and 17.5 cents per gallon on jet fuel.

The aviation gasoline excise tax is imposed on removal of the fuel
from a registered terminal facility (the same point of collection as
the highway gasoline excise tax). The jet fuel excise tax is imposed
on sale of the fuel by a wholesale distributor. Many larger airports
have dedicated pipeline facilities that directly service aircraft; in
such a case, the tax effectively is imposed at the retail level. The
person removing the gasoline from a terminal facility or the whole-
sale distributor of the jet fuel is liable for these taxes.

General Fund aviation fuels excise tax

Under both present law and prior law, fuels used in air transpor-
tation are subject to a 4.3-cents-per-gallon excise tax (in addition
to any fuels tax described above). Under prior law, receipts from
this tax were retained in the General Fund. This fuels tax is iden-
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tical to taxes also imposed on motor fuels used in other transpor-
tation sectors, including highway, inland waterway, and rail.

Deposit of air transportation excise taxes

Under present law and prior law, the air passenger ticket and
freight excise taxes are collected from passengers and freight ship-
pers by the commercial air carriers. After collecting tax, air car-
riers remit the funds to the Treasury Department; however, the
carriers are not required to remit monies immediately. Excise tax
returns are filed quarterly (similar to annual income tax returns)
with taxes being deposited on a semi-monthly basis (similar to esti-
mated income taxes). For air transportation sold during a semi-
monthly period, air carriers may elect to treat the taxes as col-
lected on the last day of the first week of the second following semi-
monthly period. Under these “deemed collected” rules, for example,
the taxes on air transportation sold between August 1 and August
15, are treated as collected by the air carriers on or before Septem-
ber 7, with the amounts generally being deposited with the Treas-
ury Department by September 10. A special rule requires certain
taxes on air transportation sold during the first half of September
to be deposited by September 29.

Semi-monthly deposits and quarterly excise tax returns also are
required with respect to the fuels excise taxes imposed on air
transportation.

Overflight user fees

Non-tax user fees are imposed on air transportation (both com-
mercial and noncommercial aviation) that travels through airspace
for which the United States provides air traffic control services, but
that neither lands in nor takes off from a point in the United
States. These fees are imposed and collected by the FAA with re-
spect to mileage actually flown, and apply both to travel within
U.S. territorial airspace and to travel within international oceanic
airspace for which the United States is responsible for providing
air traffic control services.

Reasons for Change

The Congress determined that provisions to ensure a long-term,
stable funding source for the Airport and Airway Trust Fund
should be enacted at this time. Events shortly before enactment of
the Act when a shortfall in fiscal year 1997 FAA funding was nar-
rowly averted by an emergency extension of the prior-law excise
taxes through September 30, 1997 (H.R. 668),247 illustrated the
need for a longer-term resolution of these funding needs. Therefore,
the Act extends (with certain modifications) the prior-law Airport
and Airway Trust Fund excise taxes for a 10-year period, in order
to address for this period, concerns about the structure of these
taxes and the availability of adequate user tax revenues to fund
the portion of FAA programs to be appropriated from the Airport
and Airway Trust Fund.

247See Part One of this pamphlet for a description of H.R. 668 (P.L. 105-2; February 28,
1997).
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The Congress determined that limited modifications to the com-
mercial air passenger excise tax structure are warranted as part of
this longer-term resolution of Airport and Airway Trust Fund fi-
nancing requirements. First, the structure of the tax is modified by
the Act to include a reduced ad valorem rate plus a fixed dollar
amount tax rate applicable to all revenue passengers. The Act fur-
ther clarifies that tax is imposed on payments to air carriers (and
related parties) from credit card and other companies in exchange
for the right to frequent flyer or other reduced-cost air travel
rights. In addition, the Congress determined that the perceived
fairness of the passenger air transportation excise taxes will be im-
proved if certain currently untaxed payments for air transportation
are taxed to help support the FAA programs. In furtherance of this
goal, the Act extends the international air passenger transportation
tax to internationally arriving passengers.

Explanation of Provisions

Extension of Airport and Airway Trust Fund taxes

The Act extends the Airport and Airway Trust Fund excise taxes,
as modified below, for 10 years, for the period October 1, 1997,
through September 30, 2007. The taxes that are extended include
the domestic and international air passenger excise taxes, the air
cargo excise tax, and the noncommercial aviation fuels taxes. Gross
receipts from these taxes will continue to be deposited in the Air-
port and Airway Trust Fund throughout this period.

Modification of commercial air passenger transportation
taxes

Domestic passenger tax rates.—The prior-law 10-percent domestic
air passenger excise tax is changed to a tax equal to the total of
7.5 percent of the gross amount paid by the passenger for the
transportation plus a $3 fixed dollar amount per flight segment.
Both the ad valorem rate and fixed-dollar flight segment tax are
phased in, as follows:

October 1, 1997—September 30, 1998: 9 percent of the fare,
plus $1 per domestic flight segment;

October 1, 1998-September 30, 1999: 8 percent of the fare,
plus $2 per domestic flight segment;

October 1, 1999-December 31, 1999: 7.5 percent of the fare,
plus $2.25 per domestic flight segment.

After December 31, 1999, the ad valorem rate will remain at 7.5
percent. The domestic flight segment component of the tax will in-
crease to $2.50 (January 1, 2000-December 31, 2000), to $2.75
(January 1, 2001-December 31, 2001), and to $3 (January 1, 2002-
December 31, 2002). On January 1, 2003, and on each January 1
thereafter, the fixed dollar amount per flight segment will be in-
dexed annually for inflation occurring after 2001, measured by
changes in the Consumer Price Index (the “CPI”) rounded to the
nearest 10 cents. Inflation adjustments will be effective for trans-
portation provided beginning after December 31, 2002, and in each
subsequent calendar year.
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The term “flight segment” is defined as transportation involving
a single take-off and a single landing.248 The Act provides a rule
of administrative convenience that there is no change in the num-
ber of flight segment taxes imposed (increase or decrease) if a pas-
senger’s route between two locations is changed (with a resulting
change in the number of actual flight segments) and there is no
change in the fare charged (including no imposition of an addi-
tional administrative or other fee associated with the route
change). Generally, this rule applies to flight changes for travel be-
tween the same origin and destination as a result of, e.g., aircraft
mechanical problems. The rule similarly covers itinerary changes
such as a diversion to another intermediate or destination airport
as a result of inclement weather conditions.

All transportation between points within the 48 contiguous
States (and within Hawaii or Alaska), other than domestic seg-
ments associated with uninterrupted international transportation,
is subject to tax at the revised ad valorem and flight segment rates.

International passenger tax rates.—The prior-law $6 inter-
national departure tax is increased to $12 per departure, and an
identical $12 per passenger tax is imposed on arrivals in the Unit-
ed States from international locations. The international departure
and arrival taxes are indexed for inflation occurring after 1997,
measured by changes in the CPI rounded to the nearest 10 cents.
Inflation adjustments will be effective for transportation provided
beginning after December 31, 1998, and each subsequent calendar
year. The Congress believed that this increased tax level is consist-
ent with the user tax principles of the Airport and Airway Trust
Fund taxes which include the recovery from international pas-
sengers of a greater percentage of the costs those passengers im-
pose on FAA programs than were collected by the prior-law inter-
national departure tax, so that purely domestic passengers and the
General Fund will not be required to subsidize the costs imposed
lloy international travelers to the extent that occurred under prior
aw.

Special rules applicable to certain transportation.—As under
prior law, certain air transportation between the United States and
points within the 225-mile zone of Canada or Mexico or within the
225-mile zone is taxed as domestic transportation when the trans-
portation is purchased in the United States. Identical transpor-
tation purchased in either Canada or Mexico is subject to the re-
vised tax on international departures and arrivals.

Transportation between the 48 contiguous States and Alaska or
Hawaii (or between those States) remains subject to the special
rules provided in prior law. Thus, this transportation is taxed on
apportioned mileage in U.S. territorial airspace (and a fixed dollar
per domestic flight segment tax), plus a single international pas-
senger tax per one-way flight segment (despite the fact that the
flight both departs into and arrives from international airspace). In
addition, under a special rule, the applicable international tax rate
for this transportation is $6 (rather than $12) per passenger. As

248 For example, travel from New York to San Francisco, with an intermediate stop in Chi-
cago, would consist of two flights segments (without regard to whether the passenger changed
aircraft in Chicago).
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with the domestic flight segment tax and the $12 international tax
rates, the $6 rate is indexed for inflation using the CPI.

A further special rule is provided for certain flight segments to
or from qualified rural airports. A qualified rural airport is an air-
port that (1) in the second preceding calendar year had fewer than
100,000 commercial passenger enplanements (i.e., departures), and
(2) either (a) is not located within 75 miles of another airport that
had more than 100,000 such passenger enplanements in that year,
or (b) is eligible for payments under the Federal “essential air serv-
ices” program (as that program was in effect on the date of the
Act’s enactment). Flight segments to or from a qualified rural air-
port are subject to the fully phased-in 7.5 percent ad valorem rate
effective after September 30, 1997, and the fixed dollar flight seg-
ment component of the domestic passenger transportation tax does
not apply to such segments.249 The otherwise applicable ad valo-
rem rate and the flight segment component of the tax apply in full
to flight segments other than those departing from or arriving at
qualified rural airports.

The term flight segment means transportation involving a single
take-off and a single landing. In the case of transportation involv-
ing multiple flight segments, the portion of the fare allocable to the
rural segment for purposes of applying the reduced ad valorem tax
rate is determined based on the number of Great Circle miles in
the rural flight segment as compared to the aggregate number of
such miles in all of the flight segments.

Extension of tax to certain previously exempt passengers.—As de-
scribed above, revenue passengers arriving in the United States
from other countries, who were the only group of travelers under
prior law whose transportation was subject neither to an excise tax
nor a user fee for U.S.-provided aviation services, are subject to a
$12 international passenger tax on their arriving international
flights.

The Act also clarifies that any amounts paid to air carriers (in
cash or in kind) for the right to award or otherwise distribute free
or reduced-rate air transportation are treated as amounts paid for
taxable air transportation, subject to the 7.5 percent ad valorem
tax rate. This tax applies to payments, whether made within the
United States or elsewhere, if the rights to transportation for
which payments are made can be used in whole or in part for
transportation that, if purchased directly, would be subject to ei-
ther the domestic or international passenger taxes. Also, except as
described below, the tax applies without regard to whether trans-
portation ultimately is provided pursuant to the transferred rights.
Examples of amounts taxable under this provision include (1) pay-
ments for frequent flyer miles (including other rights to air trans-
portation) purchased by credit card companies, telephone compa-
nies, rental car companies, television networks, restaurants and
hotels, air carriers (or related parties), mutual funds, and other
businesses, and (2) amounts received by airlines (whether paid in
cash or in kind) pursuant to joint venture credit card or other air
transportation marketing arrangements as compensation for the

249The Act directs the Treasury Department to publish an annual list of qualified rural air-
ports, based on passenger enplanements for the requisite calendar year.
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right to air transportation. The Act further specifically authorizes
the Treasury Department to disregard accounting allocations or
other arrangements which have the effect of reducing artificially
the base to which the 7.5-percent tax is applied. The Act includes
an exception to this general rule in the case of payments for air
transportation rights between corporations that are members of a
100-percent commonly owned controlled group (e.g., transportation
purchased from an air carrier by a 100-percent commonly owned
corporation operating a frequent flyer award program for the air
carrier).

The Congress was aware that consumers accrue mileage awards
from numerous sources, including actual air travel as well as pro-
grams giving rise to taxable payments under this provision. Once
awarded to consumers, these miles are commingled in the consum-
er’s account such that any miles that ultimately may be used for
a specific purpose may not be traceable to the source which gave
rise to them. The Act authorizes the Treasury Department to de-
velop regulations excluding from the tax base a portion of other-
wise taxable payments, if any, with respect to awarded frequent
flyer miles if the Treasury determines that a portion properly can
be allocated (traced) to miles that are used by consumers for pur-
poses other than air transportation. Miles that are unused should
not be treated as used for purposes other than air transportation.
As part of any rulemaking process it undertakes, the Treasury is
authorized to review airline frequent flyer programs and other in-
formation from all available sources, including industry and third-
party data, in determining whether mileage awards can be ade-
quately traced to support allocations based on the ultimate use of
the awards. The Congress intended that any adjustment to the tax
base will be prescribed only if the Treasury finds a consistent pat-
tern of non-air transportation usage by consumers at levels indicat-
ing that significant mileage awarded pursuant to payments taxable
under this provision is being used for purposes other than air
transportation. In making any such adjustment, the Treasury De-
partment should treat mileage used for otherwise non-taxable air
transportation or for non-air transportation purposes as coming
first from mileage awarded to consumers from actual air travel
(and other sources not subject to tax under this provision).

No inference is intended from this provision as to the proper
treatment of these payments under prior law.

Advertising requirements.—The Act retains the prior-law Code
advertising requirements governing statement of taxes in adver-
tisements and passenger tickets. These requirements apply equally
to the reduced ad valorem rate and the fixed dollar per flight seg-
ment component of the tax.

Liability for tax.—The prior-law provision imposing liability for
the tax on passengers (with transportation providers being liable
for collecting and remitting revenues to the Federal Government)
is modified to impose liability for uncollected tax (including tax on
sales of frequent flyer miles and similar rights to reduced-cost air
transportation) on air carriers. In the case of transportation for
which payment is made outside the United States, this liability is
imposed on the air carrier carrying the passenger on the first flight
segment in the United States.
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Transfer of 4.3-cents-per-gallon fuels excise tax to Airport
and Airway Trust Fund

The 4.3-cents-per-gallon excise tax on aviation gasoline and jet
fuel will be deposited in the Airport and Airway Trust Fund, rather
than in the General Fund, beginning with fuels sold or removed
after September 30, 1997.

Modify air passenger excise tax deposit rules

The deposit rules with respect to the commercial air passenger
excise taxes are modified to permit taxes that otherwise would
have been required to be deposited during the period August 15,
1997, through September 30, 1997, to be deposited on October 10,
1997. Additionally, the Act provides that deposits of commercial air
passenger taxes that otherwise would be required after August 14,
1998, and before October 1, 1998, will be due on October 5, 1998.
Deposits of the commercial air cargo and aviation fuels taxes that
otherwise would be required to be made after July 31, 1998, and
before October 1, 1998, will be due on October 5, 1998.

Effective Date

These provisions generally are effective on the date of enactment
(August 5, 1997), for air transportation beginning after September
30, 1997. The modifications to the domestic air passenger transpor-
tation tax did not apply to transportation purchased before October
1, 1997, and the modifications to the international passenger tax
did not apply to transportation purchased before eight days after
the date of the Act’s enactment (i.e., before August 13, 1997), if the
transportation began after September 30, 1997.

The extension of the general aviation fuels excise taxes is effec-
tive for fuels removed or sold after September 30, 1997.

The provision relating to certain amounts paid for the right to
award air transportation is effective for amounts paid (or benefits
transferred) after September 30, 1997, except payments (or trans-
fers) between related parties occurring after June 11, 1997 and be-
fore October 1, 1997, are subject to tax if the payments relate to
rights to transportation to be awarded or otherwise distributed
after September 30, 1997.

The provision transferring the 4.3-cents-per-gallon General Fund
fuels tax revenues to the Airport and Airway Trust Fund was effec-
tive for taxes received after September 30, 1997. The provision
modifying the commercial air passenger excise tax deposit rules
was effective on the date of enactment.

Revenue Effect

The provision is estimated to decrease Federal fiscal year budget
receipts by $1,017 million in 1997 and to increase Federal fiscal
year budget receipts by $5,649 million in 1998, $7,434 million in
1999, $6,498 million in 2000, $7,014 million in 2001, $7,580 million
in 2002, $8,124 million in 2003, $8,676 million in 2004, $9,267 mil-
lion in 2005, $9,901 million in 2006, and $10,566 million in 2007.
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2. Extend diesel fuel excise tax rules to kerosene (sec. 1032
of the Act and secs. 4081-4083 of the Code)

Present and Prior Law

Diesel fuel used as a transportation motor fuel generally is taxed
at 24.4 cents per gallon.250 This tax is collected on all diesel fuel
upon removal from a pipeline or barge terminal unless the fuel is
indelibly dyed and is destined for a nontaxable use. Diesel fuel also
commonly is used as heating oil; diesel fuel used as heating oil is
not subject to tax. Certain other uses also are exempt from tax, and
some transportation uses (e.g., rail and intercity buses) are taxed
at reduced rates. Both exemptions and reduced-rates are realized
through credits or refund claims if undyed diesel fuel is used in a
qualifying use.

Before October 1, 1997, aviation gasoline and jet fuel (both com-
mercial and noncommercial use) were subject to a 4.3-cents-per-gal-
lon General Fund tax rate. In addition, through September 30,
1997, gasoline and jet fuel used in noncommercial aviation were
subject to an additional 15-cents-per-gallon rate (gasoline) and
17.5-cents-per-gallon rate (jet fuel), respectively, for the Airport
and Airway Trust Fund. These combined rates produced an aggre-
gate tax of 21.8 cents per gallon on noncommercial aviation jet fuel
and 19.3 cents per gallon on noncommercial aviation gasoline. Sep-
arate provisions of the Act provided for transfer of revenues from
the 4.3-cents-per-gallon fuels tax to the Airport and Airway Trust
Fund, and increased the aggregate tax rate by 0.1-percent per gal-
lon (reflecting reinstatement of the Leaking Underground Storage
Tank Trust Fund rate). The tax on non-gasoline aviation fuel is im-
posed on the sale of the fuel by a “producer,” typically a wholesale
distributor. Thus, this tax is imposed at a point in the fuel distribu-
tion chain subsequent to removal from a terminal facility. The tax
on aviation gasoline is imposed on removal of the gasoline from a
pipeline or barge terminal facility.

Kerosene is used both as a transportation fuel and as an aviation
fuel. Kerosene also is blended with diesel fuel destined both for tax-
able (highway) and nontaxable (heating oil) uses to, among other
things, prevent gelling of the diesel fuel in colder temperatures.
Under present law, kerosene is not subject to excise tax unless it
is blended with taxable diesel fuel or is sold for use as aviation
fuel. When kerosene is blended with dyed diesel fuel to be used in
a nontaxable use, the dye concentration of the fuel mixture must
be adjusted to ensure that it meets Treasury Department require-
ments for untaxed, dyed diesel fuel. Clear, low-sulphur kerosene
(K-1) also is used in space heaters, and often is sold for this pur-
pose at retail service stations. As with other heating oil uses, ker-
osene used in space heaters is not subject to Federal excise tax.

Although heating oil often has minor amounts of kerosene blend-
ed with 1t in colder weather, this blending typically occurs before
removal of the fuel from the terminal facilities where Federal ex-
cise taxes are imposed. However, it may be necessary during peri-

250 The tax rate was 24.3 cents per gallon before reinstatement of the Leaking Underground
Storage Tank Trust Fund rate as of October 1, 1997, by section 1033 of the Act. (See item D.3.,
following.)
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ods of extreme or unseasonably cold weather to add kerosene to
heating oil after its removal from the terminal. Other nontaxable
uses of kerosene include feedstock use in the petrochemical indus-
try.

Reasons for Change

The Congress was informed that the Internal Revenue Service
has discovered significant evidence that kerosene was being blend-
ed with taxable highway diesel fuel during periods when the blend-
ing is not necessary due to colder weather conditions. Some whole-
sale distributors of diesel fuel also suggested that their competitors
were not paying the tax on the kerosene that they blended with
diesel fuel for highway use. These reports of increased use of ker-
osene as a taxable highway fuel without payment of tax coincided
with implementation of enhanced diesel fuel tax compliance meas-
ures that significantly reduced opportunities to evade that tax. The
Congress determined, therefore, that these same compliance meas-
ures should be extended to kerosene.

Explanation of Provision

The Act extends the diesel fuel excise tax collection rules to ker-
osene. Thus, kerosene is taxed when it is removed from a reg-
istered terminal unless it is indelibly dyed and destined for a non-
taxable use. However, aviation-grade kerosene that is removed
from the terminal by a registered producer of aviation fuel (e.g.,
fuel by such a producer for delivery to a retail fixed-base operator
for use in noncommercial aviation) is not subject to the dyeing re-
quirement and will continue to be taxed under the prior- and
present-law rules applicable to aviation fuel. Feedstock kerosene
that a registered industrial user receives by pipeline or vessel also
is exempt from the dyeing requirement. Other feedstock kerosene
would be exempt from the dyeing requirement to the extent and
under conditions (including satisfaction of registration and certifi-
cation requirements) prescribed by Treasury Department regula-
tion.

To accommodate State safety regulations that require the use of
clear (K-1) kerosene in certain space heaters, a refund procedure
is provided under which registered ultimate vendors may claim re-
funds of the tax paid on kerosene sold for that use. In addition, the
Internal Revenue Service is given discretion to refund to a reg-
istered ultimate vendor the tax paid on kerosene that is blended
with heating oil for use during periods of extreme or unseasonable
cold.

Further, to ensure that registered terminals offer untaxed dyed
kerosene and diesel fuel to customers, the Code provisions govern-
ing eligibility of terminals to receive non-tax-paid fuel are modified
to require that a terminal offer both dyed and undyed kerosene (if
it receives non-tax-paid kerosene (including kerosene aviation jet
fuel and diesel fuel #1) as a condition of receiving non-tax-paid ker-
osene and that terminals offer both dyed and undyed diesel fuel as
a condition of receiving non-tax-paid diesel fuel.
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Effective Date

The provision is effective for kerosene removed from terminal fa-
cilities after June 30, 1998. Appropriate floor stocks taxes will be
imposed on kerosene held beyond the point of taxation on July 1,
1998.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $44 million in 1998, $43 million in 1999, $49 million in
2000, $46 million in 2001, $44 million in 2002, $43 million in 2003,
$44 million in 2004, $47 million in 2005, $49 million in 2006, and
$52 million in 2007.

3. Reinstate Leaking Underground Storage Tank Trust Fund
excise tax (sec. 1033 of the Act and secs. 4041(d),
4081(a)(2), and 4081(d)(2) of the Code)

Present and Prior Law

Before January 1, 1996, an excise tax of 0.1 cent per gallon was
imposed on gasoline, diesel fuel (including train diesel fuel), special
motor fuels (other than liquefied petroleum gas), aviation fuels, and
inland waterways fuels. Revenues from the tax were dedicated to
the Leaking Underground Storage Tank Trust Fund to finance
cleanups of leaking underground storage tanks.

Reasons for Change

The Congress determined that the Leaking Underground Storage
Tank Trust Fund excise tax should be reinstated to ensure the
availability of funds to pay cleanup costs of leaking underground
storage tanks.

Explanation of Provision

The Act reinstates the prior-law Leaking Underground Storage
Tank Trust Fund excise tax through March 31, 2005.

Effective Date

The provision was effective on October 1, 1997.

Revenue Effect

This provision is estimated to increase Federal fiscal year budget
receipts by $129 million in 1998 and 1999, $128 million in 2000,
$129 million in 2001, $131 million in 2002, $134 million in 2003,
$136 million in 2004, and $67 million in 2005.

4. Application of communications excise tax to prepaid tele-
phone cards (sec. 1034 of the Act and sec. 4251 of the
Code)

Present and Prior Law

A 3-percent excise tax is imposed on amounts paid for local and
toll (long-distance) telephone service and teletypewriter exchange
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service. The tax is collected by the provider of the service from the
consumer (business and personal service).

Reasons for Change

The Congress understood that communications service providers
sometimes sell units of telephone service to third parties who, in
turn, resell or distribute these units of telephone service to the ulti-
mate customer in the form of prepaid telephone cards or similar ar-
rangements. The Congress believed that such payments clearly rep-
resent payments for telephone service and clarified that such pay-
ments are subject to the communications excise tax.

Explanation of Provision

Under the Act, any amounts paid to communications service pro-
viders (in cash or in kind) for the right to award or otherwise dis-
tribute telephone service (i.e., local or toll telephone service) are
treated as amounts paid for taxable communications services, sub-
ject to the 3-percent ad valorem tax rate. Examples of such taxable
amounts include (1) prepaid telephone cards offered through serv-
ice stations, convenience stores and other businesses to their cus-
tomers and others and (2) amounts received by communications
service providers pursuant to joint venture credit card or other
marketing arrangements.251 The Treasury Department is author-
ized specifically to disregard accounting allocations or other ar-
rangements which have the effect of reducing artificially the base
to which the 3-percent tax is applied.

The Act also clarifies that the base to which the communications
tax applies in the case of prepaid telephone cards and similar ar-
rangements is the retail value of the service provided by the use
of the card or arrangement. The Congress understood that at the
time the Act was enacted, prepaid telephone cards were offered to
the public in two forms. The first type of prepaid telephone card
can be called a “dollar value card.” In this case, the final customer
purchases a card or account which allows him to utilize $X worth
of telephone service provided by an underlying telecommunications
carrier. In this case, the Act provides that the 3-percent commu-
nications excise tax will apply to the value X at the time the pre-
paid telephone card is sold by a telecommunications carrier to a
person who is not a telecommunications carrier.

The second type of prepaid telephone card may be called a “unit
card” or a “minute card.” In this case the final customer purchases
a card or account which allows him to use Y number of units or
minutes of telephone service provided by an underlying tele-
communications carrier. The Congress intended that the tax appli-
cable to such cards be based on the retail value of the telephone
service offered to a consumer and the Act grants the Treasury De-
partment regulatory authority to determine the appropriate retail
value. The legislative history notes that at the time the Act was
enacted, the Federal Communications Commission generally re-
quired telecommunications carriers to file a tariff listing the prices

251 A technical correction may be required to clarify that payments to a communications serv-
ice provider from a third party such as a joint venture credit card company are treated as pay-
ments made by the holder of the credit card to obtain communications services.
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of their various service offerings including the price of units or
minutes offered via prepaid telephone cards. For this case, the leg-
islative history provides that the 3-percent communications excise
tax will apply to Y (the number of units or minutes) multiplied by
the tariffed price of those units or minutes at the time the prepaid
telephone card is sold by a telecommunications carrier to a person
who is not a telecommunications carrier.

The legislative history recognizes that such a tariffed value may
not in all cases correspond to the over-the-counter price that a final
customer may pay for the card. However, the legislative history
states that looking to the tariffed price, at present, is the best way
to achieve neutral treatment of “dollar cards” and “unit” or “minute
cards.” The legislative history provides that, where a prepaid tele-
phone card does not have an underlying tariff that applies to that
particular card, tariffs for comparable telephone service shall be
applied. The legislative history expresses Congress’s preference
that tariffs should continue to be filed for service offered by prepaid
telephone cards, but if, in the future, tariff filings are not generally
filed the Act authorizes the Treasury Department to develop alter-
native standards for determining the appropriate retail value of the
units or minutes of service offered on such cards.

The Act recognizes that sometimes a communications service pro-
vider may require certain customers to prepay for their service as
assurance that payment is made by the customer for services to be
provided. The legislative history accompanying the Act states that
such arrangements do not constitute payment for communications
services for the purposes of this provision if the customer is enti-
tled to a full refund, in cash, for the value of any unused service.
The legislative history considers such arrangements to be deposits
to assure payment for service to be provided in the future. How-
ever, if such payments are nonrefundable, or only partially refund-
able, then such payments are subject to the communications excise
tax at the time they are made.

No inference is intended from this provision as to the proper
treatment of payments received by communications service provid-
ers for prepaid telephone cards and amounts received by commu-
nications service providers pursuant to joint venture credit card or
other marketing arrangements under prior law.

Effective Date

The provision was effective for cards sold on or after the first day
of the month which commences more than 60 days after the date
of enactment (i.e., effective on November 1, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $19 million in 1998, $28 million in 1999, $38 million in
2000, $49 million in 2001, $60 million in 2002, $71 million in 2003,
$83 million in 2004, $101 million in 2005, $113 million in 20086,
$124 million in 2007.
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5. Extension of temporary Federal unemployment surtax
(sec. 1035 of the Act and sec. 3301 of the Code)

Present Law

The Federal Unemployment Tax Act (FUTA) imposes a 6.2-per-
cent gross tax rate on the first $7,000 paid annually by covered em-
ployers to each employee. Employers in States with programs ap-
proved by the Federal Government and with no delinquent Federal
loans may credit 5.4-percentage points against the 6.2-percent tax
rate, making the minimum, net Federal unemployment tax rate 0.8
percent. Since all States have approved programs, 0.8 percent is
the Federal tax rate that generally applies. This Federal revenue
finances administration of the system, half of the Federal-State ex-
tended benefits program, and a Federal account for State loans.
The States use the revenue turned back to them by the 5.4-percent
credit to finance their regular State programs and half of the Fed-
eral-State extended benefits program.

In 1976, Congress passed a temporary surtax of 0.2 percent of
taxable wages to be added to the permanent FUTA tax rate. Thus,
the current 0.8-percent FUTA tax rate has two components: a per-
manent tax rate of 0.6 percent, and a temporary surtax rate of 0.2
percent. The temporary surtax subsequently has been extended
through 1998.

Reasons for Change

The Congress determined that the surtax extension is needed in
order to increase funds for the Federal Unemployment Trust Fund
to provide a cushion against future Trust Fund expenditures. The
monies retained in the Federal Unemployment Account of the Fed-
eral Unemployment Trust Fund can then be used to make loans to
the 53 State Unemployment Compensation benefit accounts as
needed.

Explanation of Provision

The Act extends the temporary surtax rate through December 31,
2007. It also increases the limit from 0.25 percent to 0.50 percent
of covered wages on the Federal Unemployment Account (FUA) in
the Federal Unemployment Trust Fund.

Effective Date

The provision is effective for labor performed on or after January
1, 1999.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $1,063 million in 1999, $1,763 million in 2000, $1,797
million in 2001, $1,733 million in 2002, $661 million in 2003, and
to decrease Federal fiscal year budget recipts by $73 million in
2004, $71 million in 2005, $74 million in 2006, and $73 million in
2007.
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E. Provisions Relating to Tax-Exempt Organizations

1. Extend UBIT rules to second-tier subsidiaries and amend
control test (sec. 1041 of the Act and sec. 512(b)(13) of
the Code)

Present and Prior Law

In general, interest, rents, royalties and annuities are excluded
from the unrelated business income (“UBI”) of tax-exempt organi-
zations. However, section 512(b)(13) treats otherwise excluded rent,
royalty, annuity, and interest income as UBI if such income is re-
ceived from a taxable or tax-exempt subsidiary that is 80 percent
controlled by the parent tax-exempt organization.252 In the case of
a stock subsidiary, the 80 percent control test is met if the parent
organization owns 80 percent or more of the voting stock and all
other classes of stock of the subsidiary.253 In the case of a non-
stock subsidiary, the applicable Treasury regulations look to factors
such as the representation of the parent corporation on the board
of directors of the nonstock subsidiary, or the power of the parent
corporation to appoint or remove the board of directors of the sub-
sidiary.254

The control test under section 512(b)(13) does not, however, in-
corporate any indirect ownership rules.255 Consequently, rents, roy-
alties, annuities and interest derived from second-tier subsidiaries
generally do not constitute UBI to the tax-exempt parent organiza-
tion.256

Reasons for Change

Section 512(b)(13) was enacted, in part, to prevent subsidiaries
of tax-exempt organizations from reducing their otherwise taxable
income by borrowing, leasing, or licensing assets from a tax-exempt
parent organization at inflated levels. In addition, however, even if
such payments arguably could satisfy an arm’s-length standard,
section 512(b)(13) is intended to prevent a tax-exempt parent from
obtaining what is, in effect, a tax-free return on capital invested in
its subsidiary. Because section 512(b)(13) was narrowly drafted, or-
ganizations were able to circumvent its application through, for ex-
ample, the issuance of 21 percent of nonvoting stock with nominal
value to a separate friendly party or through the use of tiered or

252 For this purpose, a “controlled organization” is defined under section 368(c). Under present
law, rent, royalty, annuity, and interest payments are treated as UBI when received by the par-
ent organization based on the percentage of the subsidiary’s income that is UBI (either in the
hands of the subsidiary if the subsidiary is tax-exempt, or in the hands of the parent organiza-
tion if the subsidiary is taxable).

253 Treas. Reg. sec. 1.512(b)-1(1)(4)(I)(A).

254 Treas. Reg. sec. 1.512(b)-1(1)(4)(D)(B).

255See PLR 9338003 (June 16, 1993) (holding that because no indirect ownership rules are
applicable under section 512(b)(13), rents paid by a second-tier taxable subsidiary are not UBI
to a tax-exempt parent organization). In contrast, an example of an indirect ownership rule can
be found in Code section 318. Section 318(a)(2)(C) provides that if 50 percent or more in value
of the stock in a corporation is owned, directly or indirectly, by or for any person, such person
shall be considered as owning the stock owned, directly or indirectly by or for such corporation,
in the proportion the value of the person’s stock ownership bears to the total value of all stock
in the corporation.

256 See PLR 9542045 (July 28, 1995) (holding that first-tier holding company and second-tier
operating subsidiary were organized with bona fide business functions and were not agents of
the tax-exempt parent organization; therefore, rents, royalties, and interest received by tax-ex-
empt parent organization from second-tier subsidiary were not UBI).
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brother/sister subsidiaries. The Congress believed that modifica-
tions to the control requirement and inclusion of attribution rules
will ensure that section 512(b)(13) operates consistent with its in-
tended purposes.

Explanation of Provision

The Act modifies the test for determining control for purposes of
section 512(b)(13). Under the Act, “control” means (in the case of
a stock corporation) ownership by vote or value of more than 50
percent of the stock. In the case of a partnership or other entity,
control means ownership of more than 50 percent of the profits,
capital or beneficial interests.

In addition, the Act applies the constructive ownership rules of
section 318 for purposes of section 512(b)(13). Thus, a parent ex-
empt organization is deemed to control any subsidiary in which it
holds more than 50 percent of the voting power or value, directly
(as in the case of a first-tier subsidiary) or indirectly (as in the case
of a second-tier subsidiary).

The Act also makes technical modifications to the method pro-
vided in section 512(b)(13) for determining how much of an inter-
est, rent, annuity, or royalty payment made by a controlled entity
to a tax-exempt organization is includable in the latter organiza-
tion’s UBI.257 Such payments are subject to the unrelated business
income tax to the extent the payment reduces the net unrelated in-
come (or increases any net unrelated loss) of the controlled entity.

Effective Date

The provision generally applies to taxable years beginning after
the date of enactment. The provision does not apply to any amount
paid or accrued during the first two taxable years beginning on or
after the date of enactment if such amount is paid or accrued pur-
suant to a binding written contract in effect on June 8, 1997, and
at all times thereafter before such amount is paid or accrued.258

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by less than $500,000 in each of 1998 through 2000, $3
million in 2001, $5 million in 2002, $5 million in 2003, and $4 mil-
lion per year in each of 2004 through 2007.

2. Repeal grandfather rule with respect to pension business
of certain insurers (sec. 1042 of the 1997 Act and sec.
1012(c) of the Tax Reform Act of 1986)

Present and Prior Law

Present law provides that an organization described in sections
501(c)(3) or (4) of the Code is exempt from tax only if no substan-
tial part of its activities consists of providing commercial-type in-
surance. When this rule was enacted in 1986, certain treatment
(described below) applied to Blue Cross and Blue Shield organiza-

257]n this regard, a technical correction is required to correctly cross reference section 513(a)
in the parenthetical contained in section 512(b)(13)(B)(i)(I).
258 A technical correction is required to clarify the statute in this regard.
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tions providing health insurance that (1) were in existence on Au-
gust 16, 1986; (2) were determined at any time to be tax-exempt
under a determination that had not been revoked; and (3) were tax-
exempt for the last taxable year beginning before January 1, 1987
(when the present-law rule became effective), provided that no ma-
terial change occurred in the structure or operations of the organi-
zations after August 16, 1986, and before the close of 1986 or any
subsequent taxable year.

The treatment applicable to such Blue Cross and Blue Shield or-
ganizations, which became taxable organizations under the provi-
sion, is as follows. A special deduction applies with respect to
health business equal to 25 percent of the claims and expenses259
incurred during the taxable year less the adjusted surplus at the
beginning of the year. An exception is provided for such organiza-
tions from the application of the 20-percent reduction in the deduc-
tion for increases in unearned premiums that applies generally to
property and casualty insurance companies. A fresh start was pro-
vided with respect to changes in accounting methods resulting from
the change from tax-exempt to taxable status. Thus, no adjustment
was made under section 481 on account of an accounting method
change. Such an organization was required to compute its ending
1986 loss reserves without artificial changes that would reduce
1987 income. Thus, any reserve weakening after August 16, 1986
was treated as occurring in the organization’s first taxable year be-
ginning after December 31, 1986. The basis of such an organiza-
tion’s assets was deemed to be equal to the amount of the assets’
fair market value on the first day of the organization’s taxable year
beginning after December 31, 1986, for purposes of determining
gain ())r loss (but not for determining depreciation or for other pur-
poses).

Grandfather rules were provided in the 1986 Act relating to the
provision. It was provided that the provision does not apply to that
portion of the business of the Teachers Insurance Annuity Associa-
tion-College Retirement Equities Fund which is attributable to pen-
sion business, nor did the provision apply with respect to that por-
tion of the business of Mutual of America which is attributable to
pension business. Pension business means the administration of
any plan described in section 401(a) of the Code which includes a
trust exempt from tax under section 501(a), and plan under which
amounts are contributed by an individual’s employer for an annuity
contract described in section 403(b) of the Code, any individual re-
tirement plan described in section 408 of the Code, and any eligible
dieferred compensation plan to which section 457(a) of the Code ap-
plies.

Reasons for Change

The Congress was concerned that the continued tax-exempt sta-
tus of certain organizations that engage in insurance activities
gives such organizations an unfair competitive advantage. The
Congress believed that the provision of insurance at a price suffi-

259 Section 1604(d) of the 1997 Act clarifies this rule to provide that, for purposes of the sec-
tion 833 deduction, liabilities incurred during the taxable year under cost-plus contracts are
added to claims incurred, and expenses incurred under cost-plus contracts are added to expenses
incurred.
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cient to cover the costs of insurance generally constitutes an activ-
ity that is commercial. Thus, the Congress believed it no longer ap-
propriate to continue the grandfather rule that permits certain or-
ganizations to retain tax-exempt status with respect to pension
business that constitutes commercial-type insurance.

Explanation of Provision

The Act repeals the grandfather rules applicable to that portion
of the business of the Teachers Insurance Annuity Association and
College Retirement Equities Fund which is attributable to pension
business and to that portion of the business of Mutual of America
which is attributable to pension business. The Teachers Insurance
Annuity Association and College Retirement Equities Fund and
Mutual of America are to be treated for Federal tax purposes as
life insurance companies.

A fresh start is provided with respect to changes in accounting
methods resulting from the change from tax-exempt to taxable sta-
tus. Thus, no adjustment is made under section 481 on account of
an accounting method change. The Teachers Insurance Annuity As-
sociation and College Retirement Equities Fund and Mutual of
America are required to compute ending 1997 loss reserves without
artificial changes that would reduce 1998 income. Thus, any re-
serve weakening after June 8, 1997, is treated as occurring in the
organization’s first taxable year beginning after December 31,
1997. The basis of assets of Teachers Insurance Annuity Associa-
tion and College Retirement Equities Fund and Mutual of America
is deemed to be equal to the amount of the assets’ fair market
value on the first day of the organization’s taxable year beginning
after December 31, 1997, for purposes of determining gain or loss
(but not for determining depreciation, amortization, or for other
purposes).

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1997.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by less than $500,000 in 1998, $82 million in 1999, $116
million in 2000, $124 million in 2001, $128 million in 2002, $133
million in 2003, $140 million in 2004, $149 million in 2005, $160
million in 2006, and $174 million in 2007.

F. Foreign Provisions

1. Inclusion of income from notional principal contracts and
stock lending transactions under subpart F (sec. 1051 of
the Act and sec. 954 of the Code)

Present and Prior Law

Under the subpart F rules, the U.S. 10-percent shareholders of
a controlled foreign corporation (“CFC”) are subject to U.S. tax cur-
rently on certain income earned by the CFC, whether or not such
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income is distributed to the shareholders. The income subject to
current inclusion under the subpart F rules includes, among other
things, “foreign personal holding company income.”

Foreign personal holding company income generally consisted of
the following: dividends, interest, royalties, rents and annuities;
net gains from sales or exchanges of (1) property that gives rise to
the foregoing types of income, (2) property that does not give rise
to income, and (3) interests in trusts, partnerships, and REMICs;
net gains from commodities transactions; net gains from foreign
currency transactions; and income that is equivalent to interest. In-
come from notional principal contracts referenced to commodities,
foreign currency, interest rates, or indices thereon was treated as
foreign personal holding company income; under prior law, income
from equity swaps or other types of notional principal contracts
was not treated as foreign personal holding company income.
Under prior law, income derived from transfers of debt securities
(but not equity securities) pursuant to the rules governing securi-
ties lending transactions (sec. 1058) was treated as foreign personal
holding company income.

Income earned by a CFC that is a regular dealer in the property
sold or exchanged generally was excluded from the definition of for-
eign personal holding company income. However, under prior law,
no exception was available for a CFC that is a regular dealer in
financial instruments referenced to commodities.

A U.S. shareholder of a passive foreign investment company
(“PFIC”) is subject to U.S. tax and an interest charge with respect
to certain distributions from the PFIC and gains on dispositions of
the stock of the PFIC, unless the shareholder elects to include in
income currently for U.S. tax purposes its share of the earnings of
the PFIC. A foreign corporation is a PFIC if it satisfies either a
passive income test or a passive assets test. For this purpose, pas-
sive income is defined by reference to foreign personal holding com-
pany income.

Reasons for Change

The Congress understood that income from notional principal
contracts and stock-lending transactions is economically equivalent
to types of income that were treated as foreign personal holding
company income under prior law. Accordingly, the Congress be-
lieved that the categories of foreign personal holding company in-
come should be expanded to cover such income. In addition, the
Congress believed that an exception from the foreign personal hold-
ing company income rules should be available for dealers in finan-
cial instruments referenced to commodities.

Explanation of Provision

The Act treats net income from all types of notional principal
contracts as a new category of foreign personal holding company in-
come. However, income, gain, deduction or loss from a notional
principal contract entered into to hedge an item of income in an-
other category of foreign personal holding company income is in-
cluded in that other category. Although net income from notional
principal contracts is added as a new category of foreign personal
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holding company income, amounts with respect to a notional prin-
cipal contract entered into to hedge an item described in another
category of foreign personal holding company income are taken into
account under the rules of such other category. In this regard,
gains and losses from transactions in inventory property are cov-
ered by an exclusion from the category of personal holding com-
pany income for net gains from property transactions; income from
a notional principal contract entered into to hedge inventory prop-
erty is taken into account under such category and thus similarly
is excluded from foreign personal holding company income.

The Act treats payments in lieu of dividends derived from equity
securities lending transactions pursuant to section 1058 as another
new category of foreign personal holding company income.

The Act provides an exception from foreign personal holding com-
pany income for certain income, gain, deduction, or loss from trans-
actions (including hedging transactions) entered into in the ordi-
nary course of a CFC’s business as a regular dealer in property,
forward contracts, options, notional principal contracts, or similar
financial instruments (including instruments referenced to com-
modities).

These modifications to the definition of foreign personal holding
company income apply for purposes of determining a foreign cor-
poration’s status as a PFIC.

Effective Date

The provision applies to taxable years beginning after the date
of enactment (after August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $9 million in 1998, $20 million in 1999, $21 million in
2000, $21 million in 2001, $21 million in 2002, $21 million in 2003,
$22 million in 2004, $22 million in 2005, $22 million in 2006, and
$23 million in 2007.

2. Restrict like-kind exchange rules for certain personal
property (sec. 1052 of the Act and sec. 1031 of the Code)

Present and Prior Law

Like-kind exchanges

An exchange of property, like a sale, generally is a taxable event.
However, no gain or loss is recognized if property held for produc-
tive use in a trade or business or for investment is exchanged for
property of a “like-kind” which is to be held for productive use in
a trade or business or for investment (sec. 1031). In general, any
kind of real estate is treated as of a like-kind with other real prop-
erty as long as the properties are both located either within or out-
side the United States. In addition, certain types of property, such
as inventory, stocks and bonds, and partnership interests, are not
eligible for nonrecognition treatment under section 1031.

If section 1031 applies to an exchange of properties, the basis of
the property received in the exchange is equal to the basis of the
property transferred, decreased by any money received by the tax-
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payer, and further adjusted for any gain or loss recognized on the
exchange.

Application of depreciation rules

Tangible personal property that is used predominantly outside
the United States generally is accorded a less favorable deprecia-
tion regime than is property that is used predominantly within the
United States. Thus, under present law, if a taxpayer exchanges
depreciable U.S. property with a low adjusted basis (relative to its
fair market value) for similar property situated outside the United
States, the adjusted basis of the acquired property will be the same
as the adjusted basis of the relinquished property, but the depre-
ciation rules applied to such acquired property generally will be dif-
ferent than the rules that were applied to the relinquished prop-
erty.

Reasons for Change

The Congress believed that the depreciation and other rules ap-
plicable to foreign- and domestic-use property are sufficiently dis-
similar so as to treat such property as not “like-kind” property for
purposes of section 1031.

Explanation of Provision

The Act provides that personal property predominantly used
within the United States and personal property predominantly
used outside the United States are not “like-kind” properties. For
this purpose, the use of the property surrendered in the exchange
will be determined based upon the predominant use during the 24
months immediately prior to the exchange. Similarly, for section
1031 to apply, property received in the exchange must continue in
the same predominant use (i.e., foreign or domestic) for the 24
months immediately after the exchange.

The 24-month period is reduced to such lesser time as the tax-
payer held the property, unless such shorter holding period is a re-
sult of a transaction (or series of transactions) structured to avoid
the purposes of the provision. Property described in section
168(g)(4) (generally, property used both within and without the
United States that is eligible for accelerated depreciation as if used
in the United States) will be treated as property predominantly
used in the United States.

Effective Date

The provision is effective for exchanges after June 8, 1997, unless
the exchange is pursuant to a binding contract in effect on such
date and all times thereafter. A contract will not fail to be consid-
ered to be binding solely because (1) it provides for a sale in lieu
of an exchange or (2) either the property to be disposed of as relin-
quished property or the property to be acquired as replacement
property (whichever is applicable) was not identified under the con-
tract before June 9, 1997.
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Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $4 million in 1998, $8 million in 1999, $11 million in
2000, $13 million in 2001, $15 million in 2002, $17 million in 2003,
$19 million in 2004, $21 million in 2005, $23 million in 2006, and
$25 million in 2007.

3. Impose holding period requirement for claiming foreign
tax credits with respect to dividends (sec. 1053 of the
Act and new sec. 901(k) of the Code)

Present and Prior Law

A U.S. person that receives a dividend from a foreign corporation
generally is entitled to a credit for income taxes paid to a foreign
government on the dividend. This credit was allowed under prior
law without regard to the U.S. person’s holding period for the for-
eign corporation’s stock. A U.S. corporation that receives a dividend
from a foreign corporation in which it has a 10-percent or greater
voting interest may be entitled to a credit for the foreign taxes paid
by the foreign corporation. This credit also was allowed under prior
law without regard to the U.S. shareholder’s holding period for the
foreign corporation’s stock (secs. 902 and 960).

As a consequence of the foreign tax credit limitations of the Code,
certain taxpayers are unable to utilize their creditable foreign taxes
to reduce their U.S. tax liability. U.S. shareholders that are tax-ex-
empt receive no U.S. tax benefit for foreign taxes paid on dividends
they receive.

Reasons for Change

Although prior law imposed a holding period requirement for the
dividends-received deduction for a corporate shareholder (sec. 246),
there was no similar holding period requirement for foreign tax
credits with respect to dividends. As a result, some U.S. persons
engaged in tax-motivated transactions designed to transfer foreign
tax credits from persons that were unable to benefit from such
credits (such as a tax-exempt entity or a taxpayer whose use of for-
eign tax credits was prevented by the limitation) to persons that
could use such credits. These transactions sometimes involved a
short-term transfer of ownership of dividend-paying shares. Other
transactions involved the use of derivatives to allow a person that
could not benefit from foreign tax credits with respect to a dividend
to retain the economic benefit of the dividend while another person
received the foreign tax credit benefits.

Explanation of Provision

The Act denies a shareholder the foreign tax credits normally
available with respect to a dividend from a corporation or a regu-
lated investment company (“RIC”) if the shareholder has not held
the stock for a minimum period during which it is not protected
from risk of loss. Under the Act, the minimum holding period for
dividends on common stock is 16 days. The minimum holding pe-
riod for dividends on certain preferred stock is 46 days.
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Where the holding period requirement is not met with respect to
a dividend from a foreign corporation, the Act disallows the foreign
tax credits for the foreign withholding taxes that are paid with re-
spect to the dividend. A withholding tax for purposes of the provi-
sion includes any tax determined on a gross basis, but does not in-
clude any tax which is in the nature of a prepayment of a tax im-
posed on a net basis.

Where the holding period requirement is not met, the Act denies
foreign tax credits for withholding taxes both to the recipient of the
dividend and any other taxpayer (i.e., an indirect shareholder) who
would otherwise be entitled to claim such foreign tax credits. It
was intended that, in addition to actual dividend payments, the
provision apply to additional dividend amounts that are deemed to
be paid with respect to the dividend under an applicable U.S. tax
treaty. Furthermore, the Act applies to indirect foreign tax credits
otherwise allowable for taxes paid by a lower-tier foreign corpora-
tion and for foreign tax credits of a RIC that elects to treat its for-
eign taxes as paid by the shareholders. The Act denies such credits
where any of the stock in the chain of ownership that is a require-
ment for claiming the credits is held for less than the required
holding period.

The Act denies these same foreign tax credit benefits, regardless
of the shareholder’s holding period for the stock, to the extent that
the shareholder has an obligation to make payments related to the
dividend (whether pursuant to a short sale or otherwise) with re-
spect to substantially similar or related property.

The 16-day holding period for common stock dividends must be
satisfied during the 30-day period beginning on the date which is
15 days before the date on which the share becomes ex-dividend.
The 46-day holding period for preferred stock dividends must be
satisfied during the 90-day period beginning on the date which is
45 days before the date on which the share becomes ex-dividend.
For purposes of determining whether the required holding period
is met, section 246(c)(3) applies such that the day the taxpayer dis-
poses of the stock is taken into account, but the day the taxpayer
acquires the stock is not. In addition, any period during which the
shareholder has protected itself from risk of loss (under the rules
of section 246(c)(4)) is disregarded. For example, assume a taxpayer
buys foreign common stock. Assume also that, the day after the
stock is purchased, the taxpayer enters into an equity swap under
which the taxpayer is entitled to receive payments equal to the
losses on the stock, and the taxpayer retains the swap position for
the entire period it holds the stock. Under the Act, the taxpayer
would not be able to claim any foreign tax credits with respect to
dividends on the stock because the taxpayer’s holding period is lim-
ited to two days as a result of the equity swap (see Treas. Reg. sec.
1.246-3(d)(2)(ex.1)). For purposes of entitlement to indirect foreign
tax credits (secs. 902 and 960), if a taxpayer’s holding period is re-
duced as a result of a contract for a bona fide sale of stock, the de-
termination of whether the holding period requirement is met is
made as of the date such contract is entered into; thus, the holding
period requirement for common stock would be met if the taxpayer
held the stock for 16 days or more as of the date the contract was
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entered into. It was intended that the bona fide contract exception
apply only to periods during which the contract is in effect.

The Act also provides an exception for foreign tax credits with re-
spect to certain dividends received by active dealers in securities.
In order to qualify for the exception, the following requirements
must be met: (1) the dividend must be received by the entity on
stock which it holds in its capacity as a dealer in securities, (2) the
entity must be subject to net income taxation on the dividend (on
either a residence or worldwide income basis) in the foreign coun-
try in which it actively conducts a securities business, and (3) the
full amount of the foreign taxes to which the exception applies
must be creditable under the foreign country’s tax system. A secu-
rities dealer for purposes of the exception is an entity which (1) is
engaged in the active conduct of a securities business in a foreign
country and (2) is registered as a securities broker or dealer under
the Securities Exchange Act of 1934 or is licensed or authorized to
conduct securities activities in such foreign country and subject to
bona fide regulation by the securities regulatory authority of the
foreign country. The Congress intended that the requirements of
active conduct of a securities business by a securities dealer and of
registration or licensing under U.S. or foreign law would be inter-
preted in the manner provided in the regulations proposed under
section 1296(b)(3) (as in effect prior to the enactment of the Act).
See Prop. Treas. Reg. sec. 1.1296—6. Under the Act, the Secretary
of the Treasury is granted authority to issue regulations appro-
priate to carry out the exception for securities dealers, including
regulations to prevent abuse of the exception and to treat other
taxes as qualifying for the exception. The Congress anticipated that
this regulatory authority could be used to treat as qualifying for
the exception internal withholding taxes imposed by a foreign coun-
try on persons that are taxed on a residence basis as a result of
doing business in the foreign country.

If a taxpayer is denied foreign tax credits under the Act because
the 16- or 46-day holding period requirement is not satisfied, the
taxpayer would be entitled to a deduction for the foreign taxes for
which the credit is disallowed. This deduction would be available
even if the taxpayer claimed the foreign tax credit for other taxes
in the same taxable year.

No inference is intended as to the treatment under prior law of
Eax-?otivated transactions intended to transfer foreign tax credit

enefits.

Effective Date

The provision is effective for dividends paid or accrued more than
30 days after the date of enactment. Where a dividend is paid or
accrued prior to the effective date, the provision does not apply to
additional dividend amounts that are deemed to be paid with re-
spect to the dividend under an applicable U.S. tax treaty.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $23 million in 1998, $48 million in 1999, $50 million in
2000, $53 million in 2001, $56 million in 2002, $58 million in 2003,
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$61 million in 2004, $64 million in 2005, $68 million in 2006 and
$71 million in 2007.

4, Limitation on treaty benefits for payments to hybrid enti-
ties (sec. 1054 of the Act and new sec. 894(c) of the Code)

Present and Prior Law

Nonresident alien individuals and foreign corporations (collec-
tively, foreign persons) that are engaged in business in the United
States are subject to U.S. tax on the income from such business in
the same manner as a U.S. person. In addition, the United States
imposes tax on certain types of U.S. source income, including inter-
est, dividends and royalties, of foreign persons not engaged in busi-
ness in the United States. Such tax is imposed on a gross basis and
is collected through withholding. The statutory rate of this with-
holding tax is 30 percent. However, most U.S. income tax treaties
provide for a reduction in the rate, or elimination, of this withhold-
ing tax. Treaties generally provide for different applicable with-
holding tax rates for different types of income. Moreover, the appli-
cable withholding tax rates differ among treaties. The specific with-
holding tax rates pursuant to a treaty are the result of negotiations
between the United States and the treaty partner.

The application of the withholding tax is more complicated in the
case of income derived through an entity, such as a limited liability
company, that is treated as a partnership for U.S. tax purposes but
may be treated as a corporation for purposes of the tax laws of a
treaty partner. The Treasury regulations include specific rules that
apply in the case of income derived through an entity that is treat-
ed as a partnership for U.S. tax purposes. In the case of a payment
of an item of U.S. source income to a U.S. partnership, the partner-
ship is required to impose the withholding tax to the extent the
item of income is includible in the distributive share of a partner
who is a foreign person. Tax-avoidance opportunities could arise in
applying the reduced rates of withholding tax provided under a
treaty to cases involving income derived through a limited liability
company or other hybrid entity (e.g., an entity that is treated as
a partnership for U.S. tax purposes but as a corporation for pur-
poses of the treaty partner’s tax laws).

Following the passage of the House bill and the Senate amend-
ment, proposed and temporary regulations were issued addressing
the application of the reduced rates of withholding tax provided
under a treaty in cases involving a hybrid entity. Temp. Treas.
Reg. sec. 1.894-1T.

Reasons for Change

The Congress was concerned about the potential tax-avoidance
opportunities available for foreign persons that invest in the Unit-
ed States through hybrid entities. In particular, the Congress un-
derstood that the interaction of the tax laws and the applicable tax
treaty could provide a business structuring opportunity that would
allow Canadian corporations with U.S. subsidiaries to avoid both
U.S. and Canadian income taxes with respect to those U.S. oper-
ations. The Congress believed that such tax-avoidance opportuni-
ties should be eliminated.



250

Explanation of Provision

The Act limits the availability of a reduced rate of withholding
tax pursuant to an income tax treaty in order to prevent tax avoid-
ance. Under the Act, a foreign person is not entitled to a reduced
rate of withholding tax under a treaty with a foreign country on
an item of income derived through an entity that is treated as a
partnership (or is otherwise treated as fiscally transparent) for U.S.
tax purposes if (1) such item is not treated for purposes of the tax-
ation laws of such foreign country as an item of income of such per-
son, (2) the foreign country does not impose tax on an actual dis-
tribution of such item of income from such entity to such person,
and (3) the treaty itself does not contain a provision addressing the
applicability of the treaty in the case of income derived through a
partnership or other fiscally transparent entity. In this regard, the
foreign country will be considered to impose tax on a distribution
even though such tax may be reduced or eliminated by reason of
deductions or credits otherwise available to the taxpayer. In addi-
tion, the Secretary of the Treasury is authorized to prescribe regu-
lations to determine, in situations other than the situation specifi-
cally described in the statutory provision, the extent to which a
taxpayer shall not be entitled to benefits under an income tax trea-
ty of the United States with respect to any payment received by,
or income attributable to activities of, an entity that is treated as
a partnership for U.S. federal income tax purposes (or is otherwise
treated as fiscally transparent for such purposes) but is treated as
fiscally non-transparent for purposes of the tax laws of the jurisdic-
tion of residence of the taxpayer.

The Act addresses a potential tax-avoidance opportunity for Ca-
nadian corporations with U.S. subsidiaries that arose because of
the interaction between the U.S. tax law, the Canadian tax law,
and the income tax treaty between the United States and Canada.
Through the use of a U.S. limited liability company, which is treat-
ed as a partnership for U.S. tax purposes but as a corporation for
Canadian tax purposes, a payment of interest (which is deductible
for U.S. tax purposes) may be converted into a dividend (which is
excludable for Canadian tax purposes). Accordingly, interest paid
by a U.S. subsidiary through a U.S. limited liability company to a
Canadian parent corporation would be deducted by the U.S. sub-
sidiary for U.S. tax purposes and would be excluded by the Cana-
dian parent corporation for Canadian tax purposes; the only tax on
such interest would be a U.S. withholding tax, which could have
been imposed at a reduced rate of 10 percent (rather than the full
statutory rate of 30 percent) pursuant to the income tax treaty be-
tween the United States and Canada. Under the Act, withholding
tax is imposed at the full statutory rate of 30 percent in such case.
The Act would not apply if the U.S.-Canadian income tax treaty is
amended to include a provision reaching a similar result. Moreover,
the Act would not apply if Canada were to impose tax on the Cana-
dian parent on dividends received from the U.S. limited liability
company.

The Congress noted that on June 30, 1997 the Secretary issued
proposed and temporary regulations addressing the availability of
treaty benefits in cases involving hybrid entities. The Congress be-
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lieved that these regulations are consistent with the provision in
the Act. The Congress also believed that the provision in the Act
and the temporary and proposed regulations are consistent with
U.S. treaty obligations. Such provision and such regulations rep-
resent interpretations of U.S. treaties clarifying those situations in-
volving hybrid entities in which taxpayers are entitled to treaty
benefits and those situations in which they are not. The United
States has recognized authority to implement its tax treaties so as
to avoid abuses.

Effective Date

The provision was effective on the date of enactment (August 5,
1997). Accordingly, the provision applies to items of income re-
ceived by the partnership (or other fiscally transparent entity) on
or after August 5, 1997.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $1 million per year in each of the years 1998 through
2007.

5. Interest on underpayments that are reduced by foreign
tax credit carrybacks (sec. 1055 of the Act and secs. 6601
and 6611 of the Code)

Present and Prior Law

U.S. persons may credit foreign taxes against U.S. tax on foreign
source income. The amount of foreign tax credits that can be
claimed in a year is subject to a limitation that prevents taxpayers
from using foreign tax credits to offset U.S. tax on U.S. source in-
come. Separate limitations are applied to specific categories of in-
come. The amount of creditable taxes paid or accrued in any tax-
able year which exceeds the foreign tax credit limitation is per-
mitted to be carried back two years and carried forward five years.

For purposes of the computation of interest on overpayments of
tax, if an overpayment for a taxable year results from a foreign tax
credit carryback from a subsequent taxable year, the overpayment
is deemed not to arise prior to the filing date for the subsequent
taxable year in which the foreign taxes were paid or accrued (sec.
6611(g)). Accordingly, interest does not accrue on the overpayment
prior to the filing date for the year of the carryback that effectively
created such overpayment. In a decision that was subsequently
overturned following enactment of the Taxpayer Relief Act of 1997
(the “Act”), the Court of Federal Claims held that in the case of an
underpayment of tax (rather than an overpayment) for a taxable
year that was eliminated by a foreign tax credit carryback from a
subsequent taxable year, interest did not accrue on the underpay-
ment that was eliminated by the foreign tax credit carryback. Fluor
Corp. v. United States, 35 Fed. Cl. 520 (1996), rev’d, No. 96-5130
(Fed. Cir. 1997). The Court of Appeals for the Federal Circuit held
that interest continued to accrue on the underpayment of tax that
was eliminated by the foreign tax credit carryback, and remanded
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the case for determination of the date on which such interest
ceased to accrue.

Reasons for Change

The Congress believed that the application of the interest rules
in the case of a deficiency that is reduced or eliminated by a for-
eign tax credit carryback must be consistent with the application
of the interest rules in the case of an overpayment that is created
by a foreign tax credit carryback. The Congress believed that in
such cases the deficiency cannot be considered to have been elimi-
nated, and the overpayment cannot be considered to have been cre-
ated, until the filing date for the taxable year in which the foreign
tax credit carryback arises. Accordingly, interest should continue to
accrue on the deficiency through such date. In addition, the Con-
gress believed that it is appropriate to clarify the interest rules
that apply in the case of a foreign tax credit carryback that is itself
triggered by another carryback from a subsequent year.

Explanation of Provision

Under the Act, if an underpayment for a taxable year is reduced
or eliminated by a foreign tax credit carryback from a subsequent
taxable year, such carryback does not affect the computation of in-
terest on the underpayment for the period ending with the filing
date for such subsequent taxable year in which the foreign taxes
were paid or accrued. The Act also clarifies the application of the
interest rules of both section 6601 and section 6611 in the case of
a foreign tax credit carryback that is triggered by a net operating
loss or net capital loss carryback; in such a case, a deficiency is not
considered to have been reduced, and an overpayment is not con-
sidered to have been created, until the filing date for the subse-
quent year in which the loss carryback arose. No inference is in-
tended regarding the computation of interest under prior law in the
case of a foreign tax credit carryback (including a foreign tax credit
carryback that is triggered by a net operating loss or net capital
loss carryback).

Effective Date

The provision is effective for foreign taxes actually paid or ac-
crued in taxable years beginning after the date of enactment (after
August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $8 million in 1998, $10 million in 1999, $2 million in
2000, and $1 million per year in each of 2001 through 2007.
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6. Determination of period of limitations relating to foreign
tax credits (sec. 1056 of the Act and sec. 6511(d) of the
Code)

Present and Prior Law

U.S. persons may credit foreign taxes against U.S. tax on foreign
source income. The amount of foreign tax credits that can be
claimed in a year is subject to a limitation that prevents taxpayers
from using foreign tax credits to offset U.S. tax on U.S. source in-
come. Separate limitations are applied to specific categories of in-
come. The amount of creditable taxes paid or accrued in any tax-
able year which exceeds the foreign tax credit limitation is per-
mitted to be carried back two years and carried forward five years.

For purposes of the period of limitations on filing claims for cred-
it or refund, in the case of a claim relating to an overpayment at-
tributable to foreign tax credits, the limitations period is ten years
from the filing date for the taxable year with respect to which the
claim is made. The Internal Revenue Service has taken the position
that, in the case of a foreign tax credit carryforward, the period of
limitations is determined by reference to the year in which the for-
eign taxes were paid or accrued (and not the year to which the for-
eign tax credits are carried) (Rev. Rul. 84-125, 1984-2 C.B. 125).
However, the court in Ampex Corp. v. United States, 620 F.2d 853
(Ct. CL.1980), held that, in the case of a foreign tax credit
carryforward, the period of limitations is determined by reference
to the year to which the foreign tax credits are carried (and not the
year in which the foreign taxes were paid or accrued).

Reasons for Change

The Congress believed that it is appropriate to identify clearly
the date on which the ten-year period of limitations for claims with
respect to foreign tax credits begins.

Explanation of Provision

Under the Act, in the case of a claim relating to an overpayment
attributable to foreign tax credits, the limitations period is deter-
mined by reference to the year in which the foreign taxes were paid
or accrued (and not the year to which the foreign tax credits are
carried). No inference is intended regarding the determination of
such limitations period under prior law.

Effective Date

The provision is effective for foreign taxes paid or accrued in tax-
able years beginning after the date of enactment (after August 5,
1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $1 million in 1998, $2 million in 1999, and $1 million
per year in each of 2000 through 2007.
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7. Repeal special exception to foreign tax credit limitation
for alternative minimum tax purposes (sec. 1057 of the
Act and sec. 59 of the Code)

Present and Prior Law

Present law imposes a minimum tax on a corporation to the ex-
tent the taxpayer’s minimum tax liability exceeds its regular tax li-
ability. The corporate minimum tax is imposed at a rate of 20 per-
cent on alternative minimum taxable income in excess of a phased-
out $40,000 exemption amount.

The combination of the taxpayer’s net operating loss carryover
and foreign tax credits cannot reduce the taxpayer’s alternative
minimum tax liability by more than 90 percent of the amount de-
termined without these items.

The Omnibus Budget Reconciliation Act of 1989 (“1989 Act”) pro-
vided a special exception to the limitation on the use of the foreign
tax credit against the tentative minimum tax. In order to qualify
for this exception, a corporation must have met four requirements.
First, more than 50 percent of both the voting power and value of
the stock of the corporation must have been owned by U.S. persons
who were not members of an affiliated group which included such
corporation. Second, all of the activities of the corporation must
have been conducted in one foreign country with which the United
States had an income tax treaty in effect and such treaty must
have provided for the exchange of information between such coun-
try and the United States. Third, the corporation generally must
have distributed to its shareholders all current earnings and profits
(except for certain amounts utilized for normal maintenance or cap-
ital expenditures related to its existing business). Fourth, all of
such distributions which were received by U.S. persons must have
been utilized by such persons in a U.S. trade or business. This ex-
ception applied to taxable years beginning after March 31, 1990
(with a proration rule effective for certain taxable years which in-
cluded March 31, 1990).

Reasons for Change

The Congress believed that all taxpayers should be treated the
same with respect to the foreign tax credit limitation of the alter-
native minimum tax.

Explanation of Provision

The Act repeals the special exception provided in the 1989 Act
regarding the use of foreign tax credits for purposes of the alter-
native minimum tax.

Effective Date

The provision is effective for taxable years beginning after the
date of enactment (i.e., after August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $2 million in 1998, $5 million in 1999, $5 million in
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2000, $5 million in 2001, $5 million in 2002, $5 million in 2003,
$5 million in 2004, $5 million in 2005, $5 million in 2006, and $5
million in 2007.

G. Partnership Provisions

1. Allocation of basis of properties distributed to a partner
by a partnership (sec. 1061 of the 1997 Act and sec.
732(c) of the Code)

Present and Prior Law

In general

The partnership provisions generally permit partners to receive
distributions of partnership property without recognition of gain or
loss (sec. 731).260 Rules are provided for determining the basis of
the distributed property in the hands of the distributee, and for al-
locating basis among multiple properties distributed, as well as for
determining adjustments to the distributee partner’s basis in its
partnership interest. Property distributions are tax-free to a part-
nership. Adjustments to the basis of the partnership’s remaining
undistributed assets are not required unless the partnership has
made an election that requires basis adjustments both upon part-
?ership ;iistributions and upon transfers of partnership interests
sec. 754).

Partner’s basis in distributed properties and partnership in-
terest

Present law provides two different rules for determining a part-
ner’s basis in distributed property, depending on whether the dis-
tribution is in liquidation of the partner’s interest in the partner-
ship. Generally, a substituted basis rule applies to property distrib-
uted to a partner in liquidation. Thus, the basis of property distrib-
uted in liquidation of a partner’s interest is equal to the partner’s
adjusted basis in its partnership interest (reduced by any money
distributed in the same transaction) (sec. 732(b)).

By contrast, generally, a carryover basis rule applies to property
distributed to a partner other than in liquidation of its partnership
interest, subject to a cap (sec. 732(a)). Thus, in a non-liquidating
distribution, the distributee partner’s basis in the property is equal
to the partnership’s adjusted basis in the property immediately be-
fore the distribution, but not to exceed the partner’s adjusted basis
in its partnership interest (reduced by any money distributed in
the same transaction). In a non-liquidating distribution, the part-
ner’s basis in its partnership interest is reduced by the amount of
the basis to the distributee partner of the property distributed and
is reduced by the amount of any money distributed (sec. 733).

260 Exceptions to this nonrecognition rule apply: (1) when money (and the fair market value
of marketable securities) received exceeds a partner’s adjusted basis in the partnership (sec.
731(a)(1)); (2) when only money, inventory and unrealized receivables are received in liquidation
of a partner’s interest and loss is realized (sec. 731(a)(2)); (3) to certain disproportionate dis-
tributions involving inventory and unrealized receivables (sec. 751(b)); and (4) to certain dis-
tributions relating to contributed property (secs. 704(c) and 737). In addition, if a partner en-
gages in a transaction with a partnership other than in its capacity as a member of the partner-
ship, the transaction generally is considered as occurring between the partnership and one who
is not a partner (sec. 707).
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Allocating basis among distributed properties

In the event that multiple properties are distributed by a part-
nership, allocation rules are provided for determining their bases
in the distributee partner’s hands. An allocation rule is needed
when the substituted basis rule for liquidating distributions ap-
plies, in order to assign a portion of the partner’s basis in its part-
nership interest to each distributed asset. An allocation rule is also
needed in a non-liquidating distribution of multiple assets when
the total carryover basis would exceed the partner’s basis in its
partnership interest, so a portion of the partner’s basis in its part-
nership interest is assigned to each distributed asset.

Prior law provided for allocation in proportion to the partner-
ship’s adjusted basis. The rule allocated basis first to unrealized re-
ceivables and inventory items in an amount equal to the partner-
ship’s adjusted basis (or if the allocated basis is less than partner-
ship basis, then in proportion to the partnership’s basis), and then
among other properties in proportion to their adjusted bases to the
partnership (sec. 732(c)).261 Under this allocation rule, in the case
of a liquidating distribution, the distributee partner was able to
have a basis in the distributed property that exceeded the partner-
ship’s basis in the property.

Reasons for Change

The prior-law rule providing that distributee partners allocate
basis in proportion to the partnership’s adjusted basis in the dis-
tributed property has given rise to problems in application.262 The
Congress was concerned that the prior-law rule permitted basis
shifting transactions in which basis is allocated so as to increase
basis artificially, giving rise to inflated depreciation deductions or
artificially large losses, for example. The Congress believed that
these problems would be significantly reduced by taking into ac-
count the fair market value of property distributed by a partner-
ship for purposes of allocating basis in the hands of the distributee
partner.

Explanation of Provision

The provision modifies the basis allocation rules for distributee
partners. It allocates a distributee partner’s basis adjustment
among distributed assets first to unrealized receivables and inven-
tory items in an amount equal to the partnership’s basis in each
such property (as under present law). If the basis to be allocated
is less than the sum of the adjusted bases of the properties in the

261 A special rule allows a partner that acquired a partnership interest by transfer within two
years of a distribution to elect to allocate the basis of property received in the distribution as
if the partnership had a section 754 election in effect (sec. 732(d)). The special rule also allows
the Service to require such an allocation where the value at the time of transfer of the property
received exceeds 110 percent of its adjusted basis to the partnership (sec. 732(d)). Treas. Reg.
sec. 1.732-1(d)(4) generally requires the application of section 732(d) where the allocation of
basis under section 732(c) upon a liquidation of the partner’s interest would have resulted in
a shift of basis from non-depreciable property to depreciable property.

262“The failure of these rules to take fair market value into account puts a high premium
on tax planning in connection with in-kind liquidating distributions. Allocation of the portion
of the basis in excess of the partnerships basis in the distributed assets according to their rel-
ative market values would be a conceptually sound approach, and would eliminate the strange
results and manipulation possibilities . . .” W. McKee, W. Nelson and R. Whitmire, Federal
Taxation of Partnerships and Partners (3rd ed. 1997), sec. 19.06.



257

hands of the partnership, then, to the extent a decrease is required
to make the total adjusted bases of the properties equal the basis
to be allocated, the decrease is allocated as described below for ad-
justments that are decreases.

Under the provision, to the extent of any basis not allocated
under the above rules, basis is allocated first to the extent of each
distributed property’s adjusted basis to the partnership. Any re-
maining basis adjustment, if an increase, is allocated among prop-
erties with unrealized appreciation in proportion to their respective
amounts of unrealized appreciation (to the extent of each property’s
appreciation), and then in proportion to their respective fair mar-
ket values. For example, assume that a partnership with two as-
sets, A and B, distributes them both in liquidation to a partner
whose basis in its interest is 55. Neither asset consists of inventory
or unrealized receivables. Asset A has a basis to the partnership
of 5 and a fair market value of 40, and asset B has a basis to the
partnership of 10 and a fair market value of 10. Under the provi-
sion, basis is first allocated to asset A in the amount of 5 and to
asset B in the amount of 10 (their adjusted bases to the partner-
ship). The remaining basis adjustment is an increase totaling 40
(the partner’s 55 basis minus the partnership’s total basis in dis-
tributed assets of 15). Basis is then allocated to asset A in the
amount of 35, its unrealized appreciation, with no allocation to
asset B attributable to unrealized appreciation because its fair
market value equals the partnership’s adjusted basis. The remain-
ing basis adjustment of 5 is allocated in the ratio of the assets’ fair
market values, i.e., 4 to asset A (for a total basis of 44) and 1 to
asset B (for a total basis of 11).

If the remaining basis adjustment is a decrease, it is allocated
among properties with unrealized depreciation in proportion to
their respective amounts of unrealized depreciation (to the extent
of each property’s depreciation), and then in proportion to their re-
spective adjusted bases (taking into account the adjustments al-
ready made). A remaining basis adjustment that is a decrease
arises under the provision when the partnership’s total adjusted
basis in the distributed properties exceeds the amount of the part-
ner’s basis in its partnership interest, and the latter amount is the
basis to be allocated among the distributed properties. For exam-
ple, assume that a partnership with two assets, C and D, distrib-
utes them both in liquidation to a partner whose basis in its part-
nership interest is 20. Neither asset consists of inventory or unreal-
ized receivables. Asset C has a basis to the partnership of 15 and
a fair market value of 15, and asset D has a basis to the partner-
ship of 15 and a fair market value of 5. Under the provision, basis
is first allocated to the extent of the partnership’s basis in each dis-
tributed property, or 15 to each distributed property, for a total of
30. Because the partner’s basis in its interest is only 20, a down-
ward adjustment of 10 (30 minus 20) is required. The entire
amount of the 10 downward adjustment is allocated to the property
D, reducing its basis to 5. Thus, the basis of property C is 15 in
the hands of the distributee partner, and the basis of property D
is 5 in the hands of the distributee partner.
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Effective Date

The provision applies to partnership distributions after the date
of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $26 million in 1998, $52 million in 1999, $55 million in
2000, $57 million in 2001, $59 million in 2002, $61 million in 2003,
$64 million in 2004, $66 million in 2005, $69 million in 2006, and
$72 million in 2007.

2. Treatment of inventory items of a partnership (sec. 1062
of the 1997 Act and sec. 751 of the Code)

Present and Prior Law

Under prior law, upon the sale or exchange of a partnership in-
terest, any amount received that is attributable to unrealized re-
ceivables, or to inventory that has substantially appreciated, is
treated as an amount realized from the sale or exchange of prop-
erty that is not a capital asset (sec. 751(a)).

Present and prior law provide a similar rule to the extent that
a distribution is treated as a sale or exchange of a partnership in-
terest. A distribution by a partnership in which a partner receives
substantially appreciated inventory or unrealized receivables in ex-
change for its interest in certain other partnership property (or re-
ceives certain other property in exchange for its interest in sub-
stantially appreciated inventory or unrealized receivables) is treat-
ed as a taxable sale or exchange of property, rather than as a non-
taxable distribution (sec. 751(b)).

For purposes of these rules, inventory of a partnership generally
is treated as substantially appreciated if the fair market value of
the inventory exceeds 120 percent of adjusted basis of the inven-
tory to the partnership (sec. 751(d)(1)(A)). In applying this rule, in-
ventory property is excluded from the calculation if a principal pur-
pose for acquiring the inventory property was to avoid the rules re-
lating to inventory (sec. 751(d)(1)(B)).

Reasons for Change

The substantial appreciation requirement with respect to inven-
tory of a partnership has been criticized as ineffective at properly
treating income attributable to inventory as ordinary income under
the section 751 rules for partnerships with profit margins below 20
percent.263 Because the Congress believed that income attributable
to inventory should be treated as ordinary income, the Act repeals

263 The 1984 ALI study on partnership rules referred to the substantial appreciation require-
ment as subject to manipulation and tax planning (American Law Institute, Federal Income Tax
Project: Subchapter K: Proposals on the Taxation of Partners, (R. Cohen, reporter, 1984), 26. In
1993 the definition of substantially appreciated inventory was modified, and the present-law test
relating to a principal purpose of avoidance was added (Omnibus Budget Reconciliation Act of
1993, P.L. 103-66, sec. 13206(e)(1)). Nevertheless, the substantial appreciation requirement is
still criticized as ineffective (W. McKee, W. Nelson and R. Whitmire, Federal Taxation of Part-
ners and Partnerships, (3rd ed. 1997) sec. 16.04[2]).
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the substantial appreciation requirement with respect to inventory,
in the case of partnership sales or exchanges.

Explanation of Provision

The Act eliminates the requirement that inventory be substan-
tially appreciated in order to give rise to ordinary income in the
case of sales or exchanges of partnership interests under section
751(a) of the Code, but not in the case of distributions under sec-
tion 751(b) of the Code. Thus, present law is retained with respect
to distributions governed by section 751(b). This conforms the
treatment of inventory to the treatment of unrealized receivables
under the rules relating to sales or exchanges of partnership inter-
ests.

Effective Date

The provision is effective for sales, exchanges, and distributions
after the date of enactment (August 5, 1997), except that the provi-
sion does not apply to any sale or exchange pursuant to a written
binding contract in effect on June 8, 1997, and at all times there-
after before such sale or exchange.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $30 million in 1998, $66 million in 1999, $69 million in
2000, $73 million in 2001, $77 million in 2002, $80 million in 2003,
$84 million in 2004, $89 million in 2005, $93 million in 2006, and
$98 million in 2007.

3. Treatment of appreciated property contributed to a part-
nership (sec. 1063 of the 1997 Act and secs. 704(c)(1)(B)
and 737 of the Code)

Present and Prior Law

Under present law, if a partner contributes appreciated property
to a partnership, no gain is recognized to the contributing partner
at the time of the contribution. The contributing partner’s basis in
its partnership interest is increased by the basis of the contributed
property at the time of the contribution. The pre-contribution gain
is reflected in the difference between the partner’s capital account
and its basis in its partnership interest (“book/tax differential”). In-
come, gain, loss, and deduction with respect to the contributed
property must be shared among the partners so as to take account
of the variation between the basis of the property to the partner-
ship and its fair market value at the time of contribution (sec.
704(c)(1)(A)).

If the property is subsequently distributed to another partner
within 5 years of the contribution, the contributing partner gen-
erally recognizes gain as if the property had been sold for its fair
market value at the time of the distribution (sec. 704(c)(1)(B)).
Similarly, the contributing partner generally includes pre-contribu-
tion gain in income to the extent that the value of other property
distributed by the partnership to that partner exceeds its adjusted
basis in its partnership interest, if the distribution by the partner-
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ship is made within 5 years after the contribution of the appre-
ciated property (sec. 737).

Reasons for Change

The Congress was concerned that the inconsistency in treatment
of partnership sales and partnership distributions of property con-
tributed by partners makes it possible for partners to circumvent
the rule requiring pre-contribution gain on contributed property to
be allocated to the contributing partner. In order to limit the incon-
sistency and to reduce opportunities for circumventing this rule,
the Congress believed that the contributing partner should recog-
nize pre-contribution gain when the contributed property is distrib-
uted to another partner, or the partnership distributes to the con-
tributing partner other property whose value exceeds that partner’s
basis in its partnership interest, within 7 years after the contribu-
tion of the appreciated property.

Explanation of Provision

The Act extends to 7 years the period in which a partner recog-
nizes pre-contribution gain with respect to property contributed to
a partnership. Thus, under the provision, a partner that contrib-
utes appreciated property to a partnership generally recognizes
pre-contribution gain in the event that the partnership distributes
the contributed property to another partner, or distributes to the
contributing partner other property whose value exceeds that part-
ner’s basis in its partnership interest, if the distribution occurs
within 7 years after the contribution to the partnership.

Effective Date

The provision is effective for property contributed to a partner-
ship after June 8, 1997, except that the provision does not apply
to any property contributed to a partnership pursuant to a written
binding contract in effect on June 8, 1997, and at all times there-
after before such contribution, if the contract provides for the con-
tribution of a fixed amount of property.

Revenue Effect

The provision is estimated neither to increase nor reduce Federal
fiscal year budget receipts in 1998, 1999, 2000, and 2001, and to
increase Federal fiscal year budget receipts by $2 million in 2002,
$10 million in 2003, $11 million in 2004, $11 million in 2005, $12
million in 2006, and $12 million in 2007.

H. Pension and Employee Benefit Provisions

1. Cashout of certain accrued benefits (sec. 1071 of the Act
and sec. 411(a)(11) of the Code)

Present and Prior Law

Under present and prior law, in the case of an employee whose
plan participation terminates, a qualified plan may involuntarily
“cash out” the benefit (i.e., pay out the balance to the credit of a
plan participant without the participant’s consent, and, if applica-
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ble, the consent of the participant’s spouse) if the present value of
the benefit does not exceed a specified dollar amount. Under prior
law, this dollar amount was $3,500. Under present and prior law,
if a benefit is cashed out under this rule and the participant subse-
quently returns to employment covered by the plan, then service
taken into account in computing benefits payable under the plan
after the return need not include service with respect to which ben-
efits were cashed out unless the employee “buys back” the benefit.
If the present value determined at the time of a distribution to the
participant exceeds the dollar limit, then the present value at any
subsequent time is deemed to exceed the dollar limit.

Generally, a cash-out distribution from a qualified plan to a plan
participant can be rolled over, tax free, to an IRA or to another
qualified plan.

Reasons for Change

The Congress believed that the limit on involuntary cash-outs
should be raised to $5,000 in recognition of the effects of inflation
and the value of small benefits payable under a qualified pension
plan.

Explanation of Provision

The Act increases the limit on involuntary cash-outs to $5,000
from $3,500 and permits plan amendments to increase the cashout
limit to up to $5,000 without violating the anti-cutback rules (sec.
411(d)(6)).264 All other rules applicable to cash-outs remain un-
changed. For example, if, at the time of a distribution the present
value of a participant’s benefit exceeds $5,000, the benefit may not
be involuntarily cashed out even if the actual value of the benefit
falls below $5,000. Similarly, benefits of terminated vested partici-
pants can be cashed out, as long as a cashout would have been per-
mitted under prior law if $5,000 were substituted for $3,500.

Effective Date

The provision is effective for plan years beginning after the date
of enactment.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by less than $500,000 in 1997, $2 million in 1998, $6 mil-
lion in 1999, $7 million in 2000, 2001 and 2002, $8 million in 2003
and 2004, $9 million in 2005 and 2006, and $10 million in 2007.

2. Election to receive taxable cash compensation in lieu of
nontaxable parking benefits (sec. 1072 of the Act and
sec. 132(f) of the Code)

Present and Prior Law

Under present and prior law, up to $170 per month of employer-
provided parking is excludable from gross income. Under prior law,

264 See section 1541 of the Act relating to adoption of plan amendments.
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in order for the exclusion to apply, the parking had to be provided
in addition to and not in lieu of any compensation otherwise pay-
able to the employee. Under present and prior law, employer-pro-
vided parking cannot be provided as part of a cafeteria plan.

Reasons for Change

The Congress believed that it was appropriate to permit employ-
ees to choose between employer-provided parking and cash.

Explanation of Provision

The Act provides that no amount is includible in the income of
an employee merely because the employer offers the employee a
choice between cash and employer-provided parking. The amount of
cash offered is includible in income only if the employee chooses
the cash instead of parking.

Under this provision, parking may be provided through salary re-
duction. As under prior law, employer-provided parking cannot be
provided as part of a cafeteria plan.

Effective Date

The provision is effective with respect to taxable years beginning
after December 31, 1997.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $3 million in 1998, $8 million in 1999, $11 million in
2000, $12 million in 2001, $12 million in 2002, $13 million in 2003,
$14 million in 2004, $14 million in 2005, $15 million in 2006, and
$16 million in 2007.

3. Repeal of excess distribution and excess retirement accu-
mulation taxes (sec. 1073 of the Act and sec. 4980A of the
Code)

Prior Law

Under prior law, a 15-percent excise tax was imposed on excess
distributions from qualified retirement plans, tax-sheltered annu-
ities, and IRAs. Excess distributions were generally defined as the
aggregate amount of retirement distributions from such plans dur-
ing any calendar year in excess of $160,000 (for 1997) or 5 times
that amount in the case of a lump-sum distribution. The 15-percent
excise tax did not apply to distributions received in 1997, 1998, and
1999.

An additional 15-percent estate tax was imposed on an individ-
ual’s excess retirement accumulations. Excess retirement accumu-
lations were generally defined as the balance in retirement plans
in excess of the present value of a benefit that would not be subject
to the 15-percent tax in excess distributions.

Reasons for Change

The excess distribution and retirement accumulation taxes were
designed to limit the overall tax-deferred savings by individuals, as
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well as to help ensure that tax-favored retirement vehicles were
used primarily for retirement purposes. The Congress believed that
the limits on contributions and benefits applicable to each type of
vehicle are sufficient limits on tax-deferred savings. Additional pen-
alties are unnecessary, and may also deter individuals from saving.
The excess accumulation and distribution taxes also inappropri-
ately penalize favorable investment returns.

Explanation of Provision

The Act repeals both the 15-percent excise tax on excess distribu-
tions and the 15-percent estate tax on excess retirement accumula-
tions.

Effective Date

The provision repealing the excess distribution tax is effective
with respect to excess distributions received after December 31,
1996. The repeal of the excess accumulation tax is effective with re-
spect to decedents dying after December 31, 1996.

Revenue Effect

The provision is estimated to reduce Federal fiscal year budget
receipts by $18 million in 1998, $19 million in 1999, $7 million in
2000, and increase such receipts by $18 million in 2001, $18 mil-
lion in 2002, $16 million in 2003, $16 million in 2004, $14 million
in 2005, $13 million in 2006, and $11 million in 2007.

4. Tax on prohibited transactions (sec. 1074 of the Act and
sec. 4975 of the Code)

Present and Prior Law

Present and prior law prohibit certain transactions (prohibited
transactions) between a qualified plan and a disqualified person in
order to prevent persons with a close relationship to the qualified
plan from using that relationship to the detriment of plan partici-
pants and beneficiaries. A two-tier excise tax is imposed on prohib-
ited transactions. Under prior law, the initial level tax was equal
to 10-percent of the amount involved with respect to the trans-
action. Under present and prior law, if the transaction is not cor-
rected within a certain period, a tax equal to 100 percent of the
amount involved may be imposed.

Reasons for Change

The Congress believed it is appropriate to increase the initial
level prohibited transaction tax to discourage disqualified persons
from engaging in such transactions.

Explanation of Provision

The Act increases the initial-level prohibited transaction tax from
10-percent to 15-percent.
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Effective Date

The provision is effective with respect to prohibited transactions
occurring after the date of enactment (August 5, 1997).

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $2 million in 1998, and $4 million per year during the
period 1999 through 2007.

5. Basis recovery rules (sec. 1075 of the Act and sec. 72 of
the Code)

Present and Prior Law

Under present and prior law, amounts received as an annuity
under a tax-qualified pension plan generally are includible in in-
come in the year received, except to the extent the amount received
represents return of the recipient’s investment in the contract Gi.e.,
basis). The portion of each annuity payment that represents a re-
turn of basis generally is determined by a simplified method.
Under this method, the portion of each annuity payment that is a
return to basis is equal to the employee’s total basis as of the annu-
ity starting date, divided by the number of anticipated payments
under a specified table, shown below. The number of anticipated
payments listed in the table is based on the age of the primary an-
nuitant on the annuity starting date.

. . Number of
Age of primary annuitant payments
B5 0T 1€SS coiiiiiiieeiiieeeee e 360
D660 . 310
6165 ..o 260
B6—T0 ..eeiieiiiiiiei e 210
TL OF TNOTE .eeeeeieiiieiieeeeeeeee ettt e e e e e e e e 160

If the number of payments is fixed under the terms of the annu-
ity, that number is used instead of the number of anticipated pay-
ments listed in the table. The simplified method is not available if
the primary annuitant has attained age 75 on the annuity starting
date unless there are fewer than 5 years of guaranteed payments
under the annuity. If, in connection with commencement of annuity
payments, the recipient receives a lump-sum payment that is not
part of the annuity stream, such payment is taxable under the
rules relating to annuities (sec. 72) as if received before the annuity
starting date, and the investment in the contract used to calculate
the simplified exclusion ratio for the annuity payments is reduced
by the amount of the payment. In no event is the total amount ex-
cluded from income as nontaxable return of basis greater than the
recipient’s total investment in the contract.

Reasons for Change

The table for determining anticipated payments does not differ
depending on whether the annuity is payable in the form of a sin-
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gle life annuity or a joint and survivor annuity. Applying the table
for single life annuities to joint and survivor annuities understates
the expected payments under a joint and survivor annuity.

Explanation of Provision

Under the Act, the prior-law table would apply to benefits based
on the life of one annuitant. A separate table applies to benefits
based on the life of more than one annuitant, as follows:

Combined age of annuitants Number of

payments
110 OF 1€SS ceeiiiiiieeiiee e e 410
111120 oo e e 360
121080 oo 310
131040 oo e e e e 260
141 and OVET ...ccoeeeieiiiiiiieeeeee et e e e e e e e 210

The new table applies to benefits based on the life of more than
one annutitant, even if the amount of the annuity varies by annu-
itant. Thus, for example, the new table applies to a 50-percent joint
and survivor annuity. The new table does not apply to an annuity
paid on a single life merely because it has additional features, e.g.,
a term certain.

Effective Date

The provision is effective with respect to annuity starting dates
beginning after December 31, 1997.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $1 million in 1998, $3 million in 1999, $6 million in
2000, $9 million in 2001, $11 million in 2002, $15 million in 2003,
$18 million in 2004, $21 million in 2005, $24 million in 2006, and
$27 million in 2007.

I. Other Revenue-Increase Provisions

1. Phase out suspense accounts for certain large farm cor-
porations (sec. 1081 of the Act and sec. 447 of the Code)

Present and Prior Law

A corporation (or a partnership with a corporate partner) en-
gaged in the trade or business of farming must use an accrual
method of accounting for such activities unless such corporation (or
partnership), for each prior taxable year beginning after December
31, 1975, did not have gross receipts exceeding $1 million. If a farm
corporation is required to change its method of accounting, the sec-
tion 481 adjustment resulting from such change is included in
gross income ratably over a 10-year period, beginning with the year
of change. This rule does not apply to a family farm corporation.

A provision of the Revenue Act of 1987 (“1987 Act”) requires a
family corporation (or a partnership with a family corporation as
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a partner) to use an accrual method of accounting for its farming
business unless, for each prior taxable year beginning after Decem-
ber 31, 1985, such corporation (and any predecessor corporation)
did not have gross receipts exceeding $25 million. A family corpora-
tion is one where at 50 percent or more of the stock of the corpora-
tion is held by one (or in some limited cases, two or three) families.

A family farm corporation that must change to an accrual meth-
od of accounting as a result of the 1987 Act provision is to establish
a suspense account in lieu of including the entire amount of the
section 481 adjustment in gross income. The initial balance of the
suspense account equals the lesser of (1) the section 481 adjust-
ment otherwise required for the year of change, or (2) the section
481 adjustment computed as if the change in method of accounting
had occurred as of the beginning of the taxable year preceding the
year of change.

The amount of the suspense account is required to be included
in gross income if the corporation ceases to be a family corporation.
In addition, if the gross receipts of the corporation attributable to
farming for any taxable year declined to an amount below the less-
er of (1) the gross receipts attributable to farming for the last tax-
able year for which an accrual method of accounting was not re-
quired, or (2) the gross receipts attributable to farming for the most
recent taxable year for which a portion of the suspense account was
required to be included in income, a portion of the suspense ac-
count was required to be included in gross income.

Reasons for Change

The Congress believed that an accrual method of accounting
more accurately measures the economic income of a corporation
than does the cash receipts and disbursements method and that
changes from one method of accounting to another should be taken
into account under section 481. However, the Congress believed
that it may be appropriate for a family farm corporation to retain
the use of the cash method of accounting until such corporation
reaches a certain size. At that time, the corporation should be sub-
ject to tax accounting rules to which other corporations are subject.
In addition, the Congress believed that the present-law suspense
account provision applicable to large family farm corporations may
effectively provide an exclusion for, rather than a deferral of,
amounts otherwise properly taken into account under section 481
upon the required change in the method of accounting for such cor-
porations. However, the Congress recognized that requiring the rec-
ognition of previously established suspense accounts may impose li-
quidity concerns upon some farm corporations. Thus, the Congress
provided an extended period over which existing suspense accounts
must be restored to income and provided further deferral where the
corporation has insufficient income for the year.

Explanation of Provision

The Act repeals the ability of a family farm corporation to estab-
lish a suspense account when it is required to change to an accrual
method of accounting. Thus, under the Act, any family farm cor-
poration required to change to an accrual method of accounting
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would restore the section 481 adjustment applicable to the change
in gross income ratably over a 10-year period beginning with the
year of change.

In addition, any taxpayer with an existing suspense account is
required to restore the account into income ratably over a 20-year
period beginning in the first taxable year beginning after June 8,
1997, subject to the requirement to restore such accounts more rap-
idly when the corporation ceases to be a qualified family farm cor-
poration. The amount required to be restored to income for a tax-
able year pursuant to the 20-year spread period shall not exceed
the net operating loss of the corporation for the year (in the case
of a corporation with a net operating loss) or 50 percent of the net
income of the taxpayer for the year (for corporations with taxable
income). For this purpose, a net operating loss or taxable income
is determined without regard to the amount restored to income
under the Act. Any reduction in the amount required to be restored
to income is taken into account ratably over the remaining years
in the 20-year period or, if applicable, after the end of the 20-year
period. Amounts that extend beyond the 20-year period remain
subject to the net operating loss and 50-percent-of-taxable income
rules. The net operating loss and 50-percent-of-taxable income
rules do not apply to restorations of suspense accounts that are re-
quired when the corporation ceases to be a qualified family farm
corporation. In the case of a family farm corporation that elects to
be an S corporation for a taxable year, the net operating loss and
50 percent of taxable income limitations shall be determined by
taking into account all the items of income, gain, deduction and
loss of the corporation, whether or not such items are separately
stated under section 1366.

Finally, the Act repealed the present-law requirement to acceler-
ate the recovery of suspense accounts when the gross receipts of
the taxpayer diminishes.

Effective Date

The provision is effective for taxable years ending after June 8,
1997.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $29 million in 1998, $33 million in 1999, $35 million in
2000, $36 million in 2001, $37 million in 2002, $39 million in 2003,
$40 million in 2004, $41 million in 2005, $43 million in 2006, and
$44 million in 2007.

2. Modify net operating loss carryback and carryforward
rules (sec. 1082 of the Act and sec. 172 of the Code)

Present and Prior Law

Under prior law, the net operating loss (“NOL”) of a taxpayer
(generally, the amount by which the business deductions of a tax-
payer exceeds its gross income) could be carried back three years
and carried forward 15 years to offset taxable income in such years.
A taxpayer may elect to forgo the carryback of an NOL. Special
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rules apply to real estate investment trusts (“REITs”) (no
carrybacks), specified liability losses (10-year carryback), and ex-
cess interest losses (no carrybacks).

Reasons for Change

The Congress recognized that while Federal income tax reporting
requires a taxpayer to report income and file returns based on a
12-month period, the natural business cycle of a taxpayer may ex-
ceed 12 months. However, the Congress believed that allowing a
two-year carryback of NOLs is sufficient to account for these busi-
ness cycles, particularly since (1) many deductions allowed for tax
purposes relate to future, rather than past, income streams and (2)
certain deductions that do relate to past income streams are grant-
ed special, longer carryback periods under present law (which are
retained by the Act). In order to compensate for the shortening of
the carryback period, the Act extends the NOL carryforward period
to 20 years.

Explanation of Provision

The Act limits the NOL carryback period to two years and ex-
tends the NOL carryforward period to 20 years. The Act does not
apply to the carryback rules relating to REITSs, specified liability
losses, excess interest losses, and corporate capital losses.

The Act does not apply to NOLs arising from casualty losses of
individual taxpayers. In addition, the Act does not apply to NOLs
attributable to losses incurred in Presidentially declared disaster
areas by taxpayers engaged in a farming business or a small busi-
ness. For this purpose, a “small business” means any trade or busi-
ness (including one conducted in or through a corporation, partner-
ship, or sole proprietorship) the average annual gross receipts (as
determined under sec. 448(c)) of which are $5 million or less, and
a “farming business” is defined as in section 263A(e)(4).

Effective Date

The provision is effective for NOLs for taxable years beginning
after the date of enactment (i.e., after August 5, 1997). The provi-
sion does not apply to NOLs carried forward from prior taxable
years.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $42 million in 1998, $303 million in 1999, $361 million
in 2000, $256 million in 2001, $179 million in 2002, $136 million
in 2003, $112 million in 2004, $100 million in 2005, $93 million in
2006, and $90 million in 2007.
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3. Modify general business credit carryback and
carryforward rules (sec. 1083 of the Act and sec. 38 of the
Code)

Present and Prior Law

A qualified taxpayer is allowed to claim the rehabilitation credit,
the energy credit, the reforestation credit, the work opportunity
credit, the alcohol fuels credit, the research credit, the low-income
housing credit, the enhanced oil recovery credit, the disabled access
credit, the renewable electricity production credit, the
empowerment zone employment credit, the Indian employment
credit, the employer social security credit, and the orphan drug
credit (collectively, known as the general business credit), subject
to certain limitations based on tax liability for the year. Under
prior law, unused general business credits generally could be car-
ried back three years and carried forward 15 years to offset tax li-
ability of such years, subject to the same limitations.

Explanation of Provision

The Act limits the carryback period for the general business
credit to one year and extends the carryforward period to 20 years.

Effective Date

The provision is effective for credits arising in taxable years be-
ginning after December 31, 1997. The provision does not apply to
credits carried forward from prior taxable years.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $182 million in 1998, $300 million in 1999, and $81 mil-
lion in 2000; to decrease Federal fiscal year budget receipts by $60
million in 2001, $32 million in 2002, and $9 million in 2003; and
to increase Federal fiscal year budget receipts by $5 million in
2004, $15 million in 2005, $21 million in 2006, and $25 million in
2007.

4. Expand the limitations on deductibility of interest and
premiums with respect to life insurance, endowment and
annuity contracts (sec. 1084 of the Act and sec. 264 of the
Code)

Present and Prior Law

Exclusion of inside buildup and amounts received by reason
of death

No Federal income tax generally is imposed on a policyholder
with respect to the earnings under a life insurance contract (“inside
buildup”).265 Further, an exclusion from Federal income tax is pro-

265 This favorable tax treatment is available only if the policyholder has an insurable interest
in the insured when the contract is issued and if the life insurance contract meets certain re-
quirements designed to limit the investment character of the contract (sec. 7702). Distributions
from a life insurance contract (other than a modified endowment contract) that are made prior

Continued
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vided for amounts received under a life insurance contract paid by
reason of the death of the insured (sec. 101(a)).

Premium deduction limitation

Under prior law, no deduction was permitted for premiums paid
on any life insurance policy covering the life of any officer or em-
ployee, or of any person financially interested in any trade or busi-
ness carried on by the taxpayer, when the taxpayer is directly or
indirectly a beneficiary under such policy (sec. 264(a)(1)).

Interest deduction disallowance with respect to life insur-
ance

Generally, no deduction is allowed for interest paid or accrued on
any indebtedness with respect to one or more life insurance con-
tracts or annuity or endowment contracts owned by the taxpayer
covering any individual (the “COLI” rules). Under prior law, this
limitation applied with respect to an individual who is or was (1)
an officer or employee of, or (2) financially interested in, any trade
or business currently or formerly carried on by the taxpayer.

This interest deduction disallowance rule generally does not
apply to interest on debt with respect to contracts purchased on or
before June 20, 1986; rather, an interest deduction limit based on
Moody’s Corporate Bond Yield Average—Monthly Average
Corporates applies in the case of such contracts.266

An exception to this interest disallowance rule is provided for in-
terest on indebtedness with respect to life insurance policies cover-
ing up to 20 key persons. A key person is an individual who is ei-
ther an officer or a 20-percent owner of the taxpayer. The number
of individuals that can be treated as key persons may not exceed
the greater of (1) 5 individuals, or (2) the lesser of 5 percent of the
total number of officers and employees of the taxpayer, or 20 indi-
viduals. For determining who is a 20-percent owner, all members
of a controlled group are treated as one taxpayer. Interest paid or
accrued on debt with respect to a contract covering a key person
is deductible only to the extent the rate of interest does not exceed
Moody’s Corporate Bond Yield Average—Monthly Average
Corporates for each month beginning after December 31, 1995, that
interest is paid or accrued.

to the death of the insured generally are includible in income, to the extent that the amounts
distributed exceed the taxpayer’s investment in the contract; such distributions generally are
treated first as a tax-free recovery of the investment in the contract, and then as income (sec.
72(e)). In the case of a modified endowment contract, however, in general, distributions are
treated as income first, loans are treated as distributions (i.e., income rather than basis recovery
first), and an additional 10 percent tax is imposed on the income portion of distributions made
before age 59%% and in certain other circumstances (secs. 72(e) and (v)). A modified endowment
contract is a life insurance contract that does not meet a statutory “7-pay” test, i.e., generally
is funded more rapidly than 7 annual level premiums (sec. 7702A). Certain amounts received
under a life insurance contract on the life of a terminally or chronically ill individual, and cer-
tain amounts paid for the sale or assignment to a viatical settlement provider of a life insurance
contract on the life of a terminally ill or chronically ill individual, are treated as excludable as
if paid by reason of the death of the insured (sec. 101(g)).

266 In the case of contracts purchased after June 20, 1986, phase-in generally apply with re-
spect to otherwise deductible interest paid or accrued after December 31, 1995, and before Janu-
ary 1, 1999, in the case of debt incurred before January 1, 1996. In addition, transition rules
apply.
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The foregoing interest deduction limitation was added in 1996 to
existing interest deduction limitations with respect to life insurance
and similar contracts.267

Interest deduction limitation with respect to tax-exempt in-
terest income

No deduction is allowed for interest on debt incurred or contin-
ued to purchase or carry obligations the interest on which is wholly
exempt from Federal income tax (sec. 265(a)(2)). In addition, in the
case a financial institution, a proration rule provides that no de-
duction is allowed for that portion of the taxpayer’s interest that
is allocable to tax-exempt interest (sec. 265(b)). The portion of the
interest deduction that is disallowed under this rule generally is
the portion determined by the ratio of the taxpayer’s (1) average
adjusted bases of tax-exempt obligations acquired after August 7,
1986, to (2) the average adjusted bases for all of the taxpayer’s as-
sets (sec. 265(b)(2)).268

Reasons for Change

The Congress understood that, under applicable State laws, the
holder of a life insurance policy generally is required to have an in-
surable interest in the life of the insured individual only when the
policyholder purchases the life insurance policy. The Congress un-
derstood that under State laws relating to insurable interests, a
taxpayer generally has an insurable interest in the lives of its debt-
ors. Further, rules governing permitted investments of financial in-
stitutions may allow the institutions to acquire cash value life in-
surance covering the lives of debtors, as well as the lives of individ-
uals with other relationships to the taxpayer such as shareholders,
employees or officers. In addition, insurable interest laws in many
States have been expanded in recent years, and States could decide
in the future to expand further the range of persons in whom a tax-
payer has an insurable interest.

For example, a business could purchase cash value life insurance
on the lives of its debtors, and increase the investment in these
contracts as the debt diminishes and even after the debt is repaid.
If a mortgage lender can (under applicable State law and banking
regulations) buy a cash value life insurance policy on the lives of
mortgage borrowers, the lender may be able to deduct premiums or
interest on debt with respect to such a contract, if no other deduc-
tion disallowance rule or principle of tax law applies to limit the
deductions. The premiums or interest could be deductible even
after the individual’s mortgage loan is sold to another lender or to

267 Since 1942, a limitation has applied to the deductibility of interest with respect to single
premium contracts (sec. 264(a)(2)). For this purpose, a contract is treated as a single premium
contract if (1) substantially all the premiums on the contract are paid within a period of 4 years
from the date on which the contract is purchased, or (2) an amount is deposited with the insurer
for payment of a substantial number of future premiums on the contract. Further, under a limi-
tation added in 1964, no deduction is allowed for any amount paid or accrued on debt incurred
or continued to purchase or carry a life insurance, endowment, or annuity contract pursuant
to a plan of purchase that contemplates the systematic direct or indirect borrowing of part or
all of the increases in the cash value of the contract (sec. 264(a)(3)). An exception to the latter
rule is provided, permitting deductibility of interest on bona fide debt that is part of such a plan,
if no part of 4 of the annual premiums due during the first 7 years is paid by means of debts
(the “4-out-of-7 rule”) (sec. 264(c)(1)). In addition to the specific disallowance rules of section 264,
generally applicable principles of tax law apply.

268 Special rules apply for certain tax-exempt obligations of small issuers (sec. 265(b)(3)).
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a mortgage pool. If the loan were sold to a second lender, the sec-
ond lender might also be able to buy a cash value life insurance
contract on the life of the same borrower, and to deduct premiums
or interest with respect to that contract. The Act addresses this
issue by providing that no deduction is allowed for premiums on
any life insurance policy, or endowment or annuity contract, if the
taxpayer is directly or indirectly a beneficiary under the policy or
contract, and by providing that no deduction is allowed for interest
paid or accrued on any indebtedness with respect to a life insur-
ance policy, or an endowment or annuity contract, covering the life
of any individual.

In addition, the Congress understood that taxpayers may be
seeking new means of deducting interest on debt that in substance
funds the tax-free inside build-up of life insurance or the tax-de-
ferred inside buildup of annuity and endowment contracts.269 The
Congress believed that present law was not intended to promote
tax arbitrage by allowing financial or other businesses that have
the ongoing ability to borrow funds from depositors, bondholders,
investors or other lenders to concurrently invest a portion of their
assets in cash value life insurance contracts, or endowment or an-
nuity contracts. Therefore, the Act provides that, for taxpayers
other than natural persons, no deduction is allowed for the portion
of the taxpayer’s interest expense that is allocable to unborrowed
policy cash values of any life insurance policy or annuity or endow-
ment contract issued after June 8, 1997.

Explanation of Provision

Expansion of premium deduction limitation to individuals in
whom taxpayer has an insurable interest

Under the provision, the prior-law premium deduction limitation
is modified to provide that no deduction is permitted for premiums
paid on any life insurance, annuity or endowment contract, if the
taxpayer is directly or indirectly a beneficiary under the contract.

The premium deduction limitation does not apply to premiums
with respect to any annuity contract described in section 72(s)(5)
(relating to certain qualified pension plans, certain retirement an-
nuities, individual retirement annuities, and qualified funding as-
sets), nor to premiums with respect to any annuity to which section
72(u) applies (relating to current taxation of income on the contract
in the case of an annuity contract held by a person who is not a
natural person).

Expansion of interest disallowance to individuals in whom
taxpayer has insurable interest

Under the provision, no deduction is allowed for interest paid or
accrued on any indebtedness with respect to a life insurance policy,
or endowment or annuity contract, covering the life of any individ-
ual. Thus, the provision limits interest deductibility in the case of
such a contract covering any individual in whom the taxpayer has
an insurable interest under applicable State law when the contract

269 See “Fannie Mae Designing a Program to Link Life Insurance, Loans,” Washington Post,
p. E3, February 8, 1997; “Fannie Mae Considers Whether to Bestow Mortgage Insurance,” Wall
St. Journal, p. C1, April 22, 1997.
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is first issued, except as otherwise provided under present law with
respect to key persons and pre-1986 contracts.

The Act specifies the treatment of certain interest to which the
provision providing for expansion of interest disallowance to indi-
viduals in whom taxpayer has insurable interest otherwise would
apply. The Act provides that in the case of a transfer for valuable
consideration of a life insurance contract or any interest therein de-
scribed in section 101(a)(2), the amount of the death benefit ex-
cluded from gross income under section 101(a) may not exceed an
amount equal to the sum of the actual value of the consideration,
premiums, interest disallowed as a deduction under new section
264(a)(4), and other amounts subsequently paid by the transferee.
Thus, under the provision, in the case of the transfer for value of
a life insurance contract, the interest with respect to the contract
that otherwise would be disallowed under new section 264(a)(4) is
capitalized, reducing the amount included in income by the trans-
feree upon receipt by the transferee of the amounts paid by reason
of the death of the insured.

Pro rata disallowance of interest on debt to fund life insur-
ance

In the case of a taxpayer other than a natural person, no deduc-
tion is allowed for the portion of the taxpayer’s interest expense
that is allocable to unborrowed policy cash surrender values with
respect to any life insurance policy or annuity or endowment con-
tract issued after June 8, 1997. Interest expense is allocable to
unborrowed policy cash values based on the ratio of (1) the tax-
payer’s average unborrowed policy cash values of life insurance
policies, and annuity and endowment contracts, issued after June
8, 1997, to (2) the sum of (a) in the case of assets that are life in-
surance policies or annuity or endowment contracts, the average
unborrowed policy cash values, and (b) in the case of other assets,
the average adjusted bases for all such other assets of the tax-
payer.

An exception is provided for any policy or contract279 owned by
an entity engaged in a trade or business, which covers one individ-
ual who (at the time first insured under the policy or contract) is
(1) a 20-percent owner of the entity, or (2) an individual (who is
not a 20-percent owner) who is an officer, director or employee of
the trade or business. The exception also applies in the case of a
joint-life policy or contract under which the sole insureds are a 20-
percent owner and the spouse of the 20-percent owner. A joint-life
contract under which the sole insureds are a 20-percent owner and
his or her spouse is the only type of policy or contract with more

270t was intended that if coverage for each insured individual under a master contract is
treated as a separate contract for purposes of sections 817(h), 7702, and 7702A of the Code, then
coverage for each such insured individual is treated as a separate contract, for purposes of the
exception to the pro rata interest disallowance rule for a policy or contract covering an individ-
ual who is a 20-percent owner, employee, officer or director of the trade or business at the time
first covered. A master contract does not include any contract if the contract (or any insurance
coverage provided under the contract) is a group life insurance contract within the meaning of
Code section 848(e)(2). No inference was intended that coverage provided under a master con-
tract, for each such insured individual, is not treated as a separate contract for each such indi-
vidual for other purposes under present law. A technical correction may be needed so that the
statute reflects this intent. See Title VI of H.R. 2676, the Tax Technical Corrections Act of 1997,
as passed by the House on November 5, 1997.
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than one insured that comes within the exception. Thus, for exam-
ple, if the insureds under a contract include an individual described
in the exception (e.g., an employee, officer, director, or 20-percent
owner) and any individual who is not described in the exception
(e.g., a debtor of the entity), then the exception does not apply to
the policy or contract. For purposes of this exception, a 20-percent
owner has the same meaning as under present-law section
264(d)(4). In addition, the Act provides that the pro rata interest
disallowance rule does not apply to any annuity contract to which
section 72(u) applies (relating to current taxation of income on the
contract in the case of an annuity contract held by a person who
is not a natural person). The Act provides that any policy or con-
tract that is not subject to the pro rata interest disallowance rule
by reason of this exception (for 20-percent owners, their spouses,
employees, officers and directors, and in the case of an annuity con-
tract to which section 72(u) applies) is not taken into account in ap-
plying the ratio to determine the portion of the taxpayer’s interest
expense that is allocable to unborrowed policy cash values.

The unborrowed policy cash values means the cash surrender
value of the policy or contract determined without regard to any
surrender charge, reduced by the amount of any loan with respect
to the policy or contract. The cash surrender value is to be deter-
mined without regard to any other contractual or noncontractual
arrangement that artificially depresses the cash value of a contract.

If a trade or business (other than a sole proprietorship or a trade
or business of performing services as an employee) is directly or in-
directly the beneficiary under any policy or contract, then the pol-
icy or contract is treated as held by the trade or business. For this
purpose, the amount of the unborrowed cash value is treated as not
exceeding the amount of the benefit payable to the trade or busi-
ness. In the case of a partnership or S corporation, the provision
applies at the partnership or corporate level. The amount of the
benefit is intended to take into account the amount payable to the
business under the contract (e.g., as a death benefit) or pursuant
to another agreement (e.g., under a split dollar agreement). The
amount of the benefit is intended also to include any amount by
which liabilities of the business would be reduced by payments
under the policy or contract (e.g., when payments under the policy
reduce the principal or interest on a liability owed to or by the
business).

It is intended that the above exception under new section
264(f)(4)(A) (in the case of an employee, officer, director, or 20-per-
cent owner) not be precluded from applying merely because the
trade or business holds an economic interest in the policy but does
not own an interest in the policy, for example, in the case of collat-
eral assignment split dollar insurance. 271 This situation may arise
if an individual employee owns a policy but the trade or business
holds an interest in the policy by reason of being directly or indi-
rectly a beneficiary under the policy pursuant to a collateral as-
signment split dollar arrangement. No inference is intended as to
the treatment under present law of any other aspect of the ar-
rangement (including, without limitation, the tax treatment of the

271 A technical correction may be needed so that the statute reflects this intent.
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individual or the trade or business with respect to the actual or
constructive transfer of funds to the individual to pay premiums).

The issuer or policyholder of the life insurance policy or endow-
ment or annuity contract is required to report such information as
is necessary to carry out this rule. The required reporting to the
Treasury Secretary is an information return (within the meaning
of sec. 6724(d)(1)), and any reporting required to be made by any
other person is a payee statement (within the meaning of sec.
6724(d)(2)272). The Treasury Secretary may require reporting by
the issuer or policyholder of any relevant information either by reg-
ulations or by any other appropriate guidance (including but not
limited to publication of a form). This statutory reporting require-
ment does not supersede the authority of the Treasury Secretary
under section 6001 of the Code to require reporting necessary to
apply the premium or interest deduction limitations of the Act, for
example, reporting by businesses that own life insurance, endow-
ment or annuity contracts.

If interest expense is disallowed under other provisions of section
264 (limiting interest deductions with respect to life insurance poli-
cies or endowment or annuity contracts) or under section 265 (re-
lating to tax-exempt interest), then the disallowed interest expense
is not taken into account under this provision, and the average ad-
justed bases of assets is reduced by the amount of debt, interest on
which is so disallowed. The provision is applied before present-law
rules relating to capitalization of certain expenses where the tax-
payer produces property (sec. 263A).

An aggregation rule is provided, treating related persons as one
for purposes of the provision. This aggregation rule is intended to
prevent taxpayers from avoiding the pro rata interest limitation by
owning life insurance, endowment or annuity contracts, while in-
curring interest expense through a related person.

The provision does not apply to any insurance company subject
to tax under subchapter L of the Code. Rather, the rules reducing
certain deductions for losses incurred, in the case of property and
casualty companies, and reducing reserve deductions or dividends
received deductions of life insurance companies, are modified to
take into account the increase in cash values of life insurance poli-
cies or annuity or endowment contracts held by insurance compa-
nies. For purposes of those rules, an increase in the policy cash
value for any policy or contract is (1) the amount of the increase
in the adjusted cash value, reduced by (2) the gross premiums re-
ceived with respect to the policy or contract during the taxable
year, and increased by (3) distributions under the policy or contract
to which section 72(e) apply (other than amounts includable in the
policyholder’s gross income). For this purpose, the adjusted cash
value means the cash surrender value of the policy or contract, in-
creased by (1) commissions payable with respect to the policy or
contract for the taxable year, and (2) asset management fees, sur-
render and mortality charges, and any other fees or charges, speci-
fied in regulations, which are imposed (or would be imposed if the

272 A technical correction may be needed so that the statute reflects this intent. See Title VI
of H.R. 2676, the Tax Technical Corrections Act of 1997, as passed by the House on November
5, 1997.
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policy or contract were surrendered or canceled) with respect to the
policy or contract for the taxable year.

Effective Date

The provisions apply with respect to contracts issued after June
8, 1997.

To the extent of additional covered lives after June 8, 1997 under
certain master contracts, the coverage of each additional insured
individual is treated as a new contract. This treatment of addi-
tional covered lives applies only with respect to coverage provided
under a master contract, provided that coverage for each insured
individual is treated as a separate contract (because such coverage
is treated as a separate contract for purposes of sections 817(h),
7702 and 7702A, and the master contract or any coverage provided
thereunder is not a group life insurance contract within the mean-
ing of section 848(e)(2)).273

For purposes of the effective date, a material increase in the
death benefit or other material change in the contract causes the
contract to be treated as a new contract. In the case of an increase
in the death benefit of a contract that is converted to extended
term insurance pursuant to nonforfeiture provisions, in a trans-
action to which section 501(d)(2) of the Health Insurance Port-
ability and Accountability Act of 1996 (“HIPAA”) applies, the con-
tract is not treated as a new contract. It was not intended that a
new contract is required to be issued in connection with such a
transaction, but rather, it was intended that the increase in the
death benefit of the contract so converted in such a transaction not
cause the contract to be treated as a new contract for purposes of
this effective date.

Revenue Effect

The provision is estimated to increase Federal fiscal year budget
receipts by $20 million in 1998, $53 million in 1999, $93 million in
2000, $140 million in 2001, $193 million in 2002, $247 million in
2003, $299 million in 2004, $349 million in 2005, $399 million in
2006, and $447 million in 2007.

5. Earned income credit compliance provisions (secs.
1085(a), (b) and (d) of the Act and sec. 32 of the Code)

Overview

Certain eligible low-income workers are entitled to claim a re-
fundable earned income credit on their income tax return. A re-
fundable credit is a credit that not only reduces an individual’s tax
liability but allows refunds to the individual in excess of income tax
liability. The amount of the credit an eligible individual may claim
depends upon whether the individual has one, more than one, or
no qualifying children, and is determined by multiplying the credit

273 This rule is consistent with the intended treatment of coverage of insured individuals
under master contracts under the provision (as described above). A technical correction may be
needed so that the statute reflects this intent. See Title VI of H.R. 2676, the Tax Technical Cor-
rections Act of 1997, as passed by the House on November 5, 1997.
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rate by the individual’s274 earned income up to an earned income
amount. The maximum amount of the credit is the product of the
credit rate and the earned income amount. The credit is reduced
by the amount of the alternative minimum tax (“AMT”) the tax-
payer owes for the year. The credit is phased out above certain in-
come levels.

For individuals with earned income (or AGI, if greater) in excess
of the beginning of the phaseout range, the maximum credit
amount is reduced by the phaseout rate multiplied by the amount
of earned income (or AGI, if greater) in excess of the beginning of
the phaseout range. For individuals with earned income (or AGI,
if greater) in excess of the end of the phaseout range, no credit is
allowed. The definition of AGI used for phasing out the earned in-
come credit disregards certain losses. The losses disregarded are:
(1) net capital losses (if greater than zero); (2) net losses from
trusts and estates; (3) net losses from nonbusiness rents and royal-
ties; and (4) 50 percent of the net losses from business, computed
separately with respect to sole proprietorships (other than in farm-
ing), sole proprietorships in farming, and other businesses. Also, an
individual is not eligible for the earned income credit if the aggre-
gate amount of “disqualified income” of the taxpayer for the taxable
year exceeds $2,250. Disqualified income is the sum of: (1) interest
(taxable and tax-exempt); (2) dividends; (3) net rent and royalty in-
come (if greater than zero); (4) capital gain net income; and (5) net
passive income (if greater than zero) that is not self-employment
income. The earned income amount, the phaseout amount and the
disqualified income amount are indexed for inflation.

The parameters for the credit depend upon the number of quali-
fying children the individual claims. For 1997, the parameters are
given in the following table:

Present-Law Earned Income Credit Parameters

Two or . No qualify-
mor li- n li- . "
f;r’h;%zﬁl- grilfgqéllfﬂd ing chil

Credit rate (percent) ............. 40.00 34.00 7.65
Earned income amount ........ $9,140 $6,500 $4,340
Maximum credit ........eeee....... $3,656 $2,210 $332
Phaseout begins ........c.......... $11,930 $11,930 $5,430
Phaseout rate (percent) ........ 21.06 15.98 7.65
Phaseout ends ....cccovvvvveeennn.... $29,290 $25,760 $9,770

In order to claim the credit, an individual must either have a
qualifying child or meet other requirements. A qualifying child
must meet a relationship test, an age test, an identification test,
and a residence test. In order to claim the credit without a qualify-
ing child, an individual must not be a dependent and must be over
age 24 and under age 65.

2741n the case of a married individual who files a joint return with his or her spouse, the
income for purposes of these tests is the combined income of the couple.
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a. Deny EIC eligibility for prior acts of recklessness or
fraud (sec. 1085(a)(1) of Act and new sec. 32(k)(1)
of the Code)

Present and Prior Law

The accuracy-related penalty, which is imposed at a rate of 20
percent, applies to the portion of any underpayment that is attrib-
utable to (1) negligence, (2) any substantial understatement of in-
come tax, (3) any substantial valuation overstatement, (4) any sub-
stantial overstatement of pension liabilities, or (5) any substantial
estate or gift tax valuation understatement (sec. 6662). Negligence
includes any careless, reckless, or intentional disregard of rules or
regulations, as well as any failure to make a reasonable attempt
to comply with the provisions of the Code.

The fraud penalty, which is imposed at a rate of 75 percent, ap-
plies to the portion of any underpayment that is attributable to
fraud (sec. 6663).

Neither the accuracy-related penalty nor the fraud penalty is im-
posed with respect to any portion of an underpayment if it is shown
that there was a reasonable cause for that portion and that the
taxpayer acted in good faith with respect to that portion.

Reasons for Change

The Congress believed that taxpayers who fraudulently claim the
EIC or recklessly or intentionally disregard EIC rules or regula-
tions should be penalized for doing so.

Explanation of Provision

Under the Act, a taxpayer who fraudulently claims the earned
income credit (EIC) is ineligible to claim the EIC for a subsequent
period of 10 years. In addition, a taxpayer who erroneously claims
the EIC due to reckless or intentional disregard of rules or regula-
tions is ineligible to claim the EIC for a subsequent period of two
years. These sanctions are in addition to any other penalty imposed
under present law. The determination of fraud or of reckless or in-
tentional disregard of rules or regulations are made in a deficiency
proceeding (which provides for judicial review).

Effective Date

The provision was effective for taxable years beginning after De-
cember 31, 1996.

Revenue Effect

The provisions relating to (a) the denial of EIC eligibility for
prior acts of recklessness or fraud, (b) the recertification require-
ment when a taxpayer has been found eligible for the EIC in the
past, and (c) the due diligence requirements for paid preparers are
estimated to increase Federal fiscal year budget receipts by less
than $500,000 in 1998, $18 million in 1999, $25 million in 2000,
$24 million in 2001, $21 million in 2002, $21 million in 2003, $21
million in 2004, $21 million in 2005, $21 million in 2006, and $21
million in 2007.
















































































































































































































































































































































































































































































































































































































































































































































































































































