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INTRODUCTION

This document,* prepared by the staff of the Joint Committee on Taxation, provides a
technical explanation of H.R. 2896, the “ American Jobs Creation Act of 2003” as introduced by
Chairman Thomas of the Ways and Means Committee on July 25, 2003.

! This document may be cited as follows: Joint Committee on Taxation, Technical
Explanation of H.R. 2896, the “ American Jobs Creation Act of 2003” (JCX-72-03), August 13,
2003.



TITLE | - CORPORATE REFORM AND GROWTH INCENTIVES

A. Reduction in Corporate Income Tax Rates
(sec. 1001 of the bill and sec. 11 of the Code)

Present L aw

A corporation's regular income tax liability is determined by applying the following tax
rate schedule to its taxable income.

Table1.-Marginal Federal Corporate Income Tax Rates

If taxable incomeis: Then the income tax rateiis:

$0 - $50,000 ....ooovirrrerrrereieee e 15 percent of taxable income
$50,001 - $75,000 .....ooveeeeeeeereerenn 25 percent of taxable income
$75,001 - $10,000,000........cccceevevrerenes 34 percent of taxable income
Over $10,000,000.......cccecerrereereereeneneens 35 percent of taxable income

The first two graduated rates described above are phased out by afive-percent surcharge
for corporations with taxable income between $100,000 and $335,000. As aresult, a corporation
with taxable income between $335,000 and $10 million effectively is subject to aflat tax rate of
34 percent. Also, the application of the 34-percent rate is phased out by a three-percent
surcharge for corporations with taxable income between $15 million and $18,333,333; a
corporatzion with taxable income of $18,333,333 or more effectively is subject to aflat rate of 35
percent.

Explanation of Provision

The bill reduces marginal tax rates applicable to corporations. For taxable years
beginning after 2004 and before 2009, the bill creates a new 33-percent marginal corporate tax
rate for taxable incomesin excess of $75,000 and less than or equal to $1 million. For taxable
years beginning in 2009, the 33-percent marginal tax rate applies to taxable income in excess of
$75,000 and less than or equal to $2 million. Corporate taxable income in excess of $1 million
($2 million for 2009) is taxed at a 34-percent marginal tax rate, plus the benefit of the marginal
tax rates less than 34 percent is phased out by afive-percent surcharge. The phase-out creates a
39-percent margina tax rate for incomes over $1 million ($2 million in 2009) but less than
$1,420,000 ($2,620,000 in 2009). Beyond the phase-out range, a 34-percent marginal tax rate
applies up to $10 million.

For taxable years beginning in 2010 and 2011, the bill replaces the 33-percent marginal
corporate tax rate with a 32-percent marginal tax rate applicable to taxable income in excess of
$75,000 and less than or equal to $5 million. Corporate taxable incomein excess of $5 million

2 The maximum rate of tax on the net capital gains of a corporation is 35 percent.



istaxed at a 34-percent marginal tax rate, plus the benefit of the marginal tax rates less than 34
percent is phased out by a five-percent surcharge. The phase-out creates a 39-percent marginal
tax rate for incomes over $5 million, but less than $7,205,000. Beyond the phase-out range, a
34-percent marginal tax rate applies up to $10 million.

For taxable years beginning in 2012 and thereafter, the bill extends the 32-percent rate
bracket to corporations with taxable incomes not exceeding $10 million. Asunder present law,
the 35-percent margina tax rate begins at incomes over $10 million. In addition, beginning at
incomes over $10 million, the benefit of the 32-percent, 25-percent, and 15-percent marginal tax
rates relative to the 34-percent marginal tax rate of present law is phased out by afive-percent
surcharge. The phase-out creates a 40-percent marginal tax rate for incomes over $10 million,
but |ess than $14,205,000. Beyond the phase-out range, a 35-percent marginal tax rate applies.’

Table 2, below, summarizes the marginal tax rates applicable under the Federal corporate
income tax under present law and under the bill.

Table 2-Marginal Federal Corporate Income Tax Rates
Under Present Law and Under the Bill

Taxable Income Present 2005 - 2009 2010 - 2012 and
Over But not over Law 2008 2011 Thereafter
$0 $50,000 15% 15% 15% 15% 15%
$50,000 $75,000 25% 25% 25% 25% 25%
$75,000 $100,000 34% 33% 33% 32% 32%
$100,000 $335,000 39% 33% 33% 32% 32%
$335,000 $1,000,000 34% 33% 33% 32% 32%
$1,000,000 $1,420,000 34% 39% 33% 32% 32%
$1,420,000 $2,000,000 34% 34% 33% 32% 32%
$2,000,000 $2,620,000 34% 34% 39% 32% 32%
$2,620,000 $5,000,000 34% 34% 34% 32% 32%
$5,000,000 $7,205,000 34% 34% 34% 39% 32%
$7,205,000 $10,000,000 34% 34% 34% 34% 32%
$10,000,000 | $14,205,000 35% 35% 35% 35% 40%
$14,205,000 | $15,000,000 35% 35% 35% 35% 35%
$15,000,000 | $18,333,333 38% 38% 38% 38% 38%
$18,333,333 and over 35% 35% 35% 35% 35%

% Thebill asintroduced also reduced the point at which the present-law phase-out of the

benefit of the 34-percent rate begins from $15 million to $10 million. This lower beginning
point of the phase out was aclerical error and no change was intended. The provisionis
described as it was intended.




Effective Date

The provision is effective for taxable years beginning after December 31, 2004.



B. Extension and Modification of the Research Credit
(sec. 1011 of the bill and sec. 41 of the Code)

Present L aw
General rule

Section 41 provides for aresearch tax credit equal to 20 percent of the amount by which a
taxpayer’ s qualified research expenses for ataxable year exceed its base amount for that year.
The research tax credit is scheduled to expire and generally will not apply to amounts paid or
incurred after June 30, 2004.

A 20-percent research tax credit also applies to the excess of (1) 100 percent of corporate
cash expenses (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 decreasein
nonresearch giving to universities 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 research 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 expenses for the current
taxable 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 receipts for the four preceding years. If ataxpayer both incurred qualified research
expenses and had gross receipts during each of at least three years from 1984 through 1988, then
its fixed-base percentage is theratio that its total qualified research expenses for the 1984-1988
period bearsto itstotal gross receipts for that period (subject to a maximum fixed-base
percentage of 16 percent). All other taxpayers (so-called start-up firms) are assigned a fixed-
base percentage of three percent. In computing the credit, ataxpayer’s base amount may not be
less than 50 percent of its current-year qualified research expenses.

Alter native incremental resear ch credit regime

Taxpayers are allowed to elect an aternative incremental research credit regime.* If a
taxpayer elects to be subject to this alternative regime, the taxpayer is assigned a three-tiered
fixed-base percentage (that is lower than the fixed-base percentage otherwise applicable under
present law) and the credit rate likewise is reduced. Under the alternative credit regime, a credit
rate of 2.65 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 one percent (i.e., the base amount
eguals one 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 percentage of 1.5 percent. A credit
rate of 3.2 percent appliesto the extent that ataxpayer’s current-year research expenses exceed a

4 Sec. 41(c)(4).



base amount computed by using a fixed-base percentage of 1.5 percent but do not exceed a base
amount computed by using a fixed-base percentage of two percent. A credit rate of 3.75 percent
appliesto the extent that ataxpayer’s current-year research expenses exceed a base amount
computed by using afixed-base percentage of two percent. An election to be subject to this
aternative incremental credit regime may be made for any taxable year beginning after June 30,
1996, and such an election applies to that taxable year and all subsequent years unless revoked
with the consent of the Secretary of the Treasury.

Eligible expenses

Qualified research expenses eligible for the research tax credit 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 amounts paid or
incurred by the taxpayer to certain other persons for qualified research conducted on the
taxpayer’s behalf (so-called contract research expenses).”

To be digible 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 isintended to be useful in
the development of a new or improved business component of the taxpayer, and substantially all
of the activities of which must constitute el ements of a process of experimentation for functional
aspects, performance, 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: (1) if conducted
after the beginning of commercial production of the business component; (2) if related to the
adaptation of an existing business component to a particular customer’ s requirements; (3) if
related to the duplication of an existing business component from a physical examination of the
component itself or certain other information; or (4) if related to certain efficiency surveys,
management function or technique, market research, market testing, or market devel opment,
routine data collection or routine quality control (sec. 41(d)(4)). Research does not qualify for
the credit if it is conducted outside the United States, Puerto Rico, or any U.S. possession.

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the amount of certain research
or experimental expenditures paid or incurred in connection with a trade or business,
notwithstanding the general rule that business expensesto develop or create an asset that has a

> Under aspecial 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 istreated 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 isa
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. Sec. 41(b)(3)(C).



useful life extending beyond the current year must be capitalized.® However, deductions allowed
to ataxpayer 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 (Sec. 280C(c)).
Taxpayers may alternatively elect to claim areduced research tax credit amount under section 41
in lieu of reducing deductions otherwise allowed (sec. 280C(c)(3)).

Explanation of Provision

The bill extends the present-law research credit to qualified amounts paid or incurred
before January 1, 2008.

In addition, the bill creates an “alternative simplified credit” for qualified research
expenses. The bill, thereby, provides three alternatives by which taxpayers may claim a credit
for qualified research expenses (i.e., the general rule, the alternative incremental credit, or the
alternative simplified credit). Under the alternative simplified credit ataxpayer may elect to
claim a credit equal to 12 percent of qualified research expenses for the taxable year in excess of
60 percent of average qualified research expenses determined for a base period. For any taxable
year the average qualified research expenses for the base period is determined as the average of
qualified research expenses from three of the five taxable years immediately preceding such
current taxable year. For this calculation, from the five preceding taxable years, the taxable year
with the highest qualified research expenses and the taxable year with the lowest qualified
research expenses are not taken into account.

If ataxpayer has no qualified research expenses in any two of the five taxable years
immediately preceding the current taxable year, the bill provides that the aternative simplified
credit is six-percent of qualified research expenses for the current taxable year.

If the taxpayer elects to claim the alternative simplified credit for ataxable year, the
election remainsin effect for all succeeding taxable years unless revoked with the consent of the
Secretary.’ If ataxpayer had elected to claim the aternative incremental credit and elects to
claim the alternative simplified credit, the bill provides that if, on the date of enactment of this
bill, the taxpayer had an election in effect to claim the alternative incremental credit, that election
istreated as revoked with the consent of the Secretary upon the election to claim the alternative
simplified credit. If the taxpayer did not have an election to claim the alternative incremental
credit in effect on the date of enactment of this bill, but subsequently elected to claim the
alternative incremental credit, the taxpayer would have to seek the permission of the Secretary to
revoke the election prior to el ecting the new alternative ssimplified credit.

® Taxpayers may elect 10-year amortization of certain research expenditures allowable as
adeduction under section 174(a). Secs. 174(f)(2) and 59(e).

’ Thebill provides that an election to claim the alternative simplified credit may bein
effect only for taxable years beginning after June 30, 2004, and before January 1, 2007.



Effective Date

The provision to extend the present-law research credit is effective for amounts paid or
incurred after the date of enactment. The provision creating the alternative ssmplified credit is
effective for taxable years beginning after June 30, 2004.



C. Temporary Deduction for Certain Dividends Received
from Controlled Foreign Corporations
(sec. 1021 of the bill and new sec. 965 of the Code)

Present L aw

The United States employs a“worldwide” tax system, under which domestic corporations
generally are taxed on all income, whether derived in the United States or abroad. Income
earned by a domestic parent corporation from foreign operations conducted by foreign corporate
subsidiaries generally is subject to U.S. tax when the income is distributed as a dividend to the
domestic corporation. Until such repatriation, the U.S. tax on such income generally is deferred.
However, under anti-deferral rules, the domestic parent corporation may be taxed on a current
basis in the United States with respect to certain categories of passive or highly mobile income
earned by its foreign subsidiaries, regardless of whether the income has been distributed as a
dividend to the domestic parent corporation. The main anti-deferral provisionsin this context
are the controlled foreign corporation rules of subpart F° and the passive foreign investment
company rules.’ A foreign tax credit generally is available to offset, in whole or in part, the U.S.
tax owed on foreign-source income, whether earned directly by the domestic corporation,
repatriated as a dividend, or included in income under the anti-deferral rules.’

Explanation of Provision

Under the bill, certain dividends received by a U.S. corporation from a controlled foreign
corporation are eligible for an 80-percent dividends-received deduction. At the taxpayer’s
election, this deduction is available for dividends received either: (1) during the first six months
of the taxpayer’ sfirst taxable year beginning on or after the date of enactment of the bill; or (2)
during any six-month or shorter period after the date of enactment of the bill, during the
taxpayer’s last taxable year beginning before such date. Dividends received after the election
period will be taxed in the normal manner under present law.

The deduction applies only to dividends includible in gross income for the taxable year
that includes the election period. The deduction does not apply to deemed repatriations under
section 956. The deduction also does not apply to distributions of earnings previously taxed
under subpart F, except to the extent that the subpart F inclusions result from the payment of a
dividend by one controlled foreign corporation to another controlled foreign corporation within a
certain chain of ownership during the election period. This exception enables multinational
corporate groups to qualify for the deduction in connection with the repatriation of earnings from
lower-tier controlled foreign corporations.

8 Secs. 951-964.
% Secs. 1291-1298.
10" Secs. 901, 902, 960, 1291(g).



The deduction is subject to a number of limitations. First, it applies only to repatriations
in excess of the taxpayer’s average repatriation level over three of the five most recent taxable
years ending on or before March 31, 2003, determined by disregarding the highest-repatriation
year and the lowest-repatriation year among such five years (the “base-period average”).** The
amount of dividends eligible for the deduction aso is limited to the amount of earnings shown as
permanently reinvested outside the United States on the taxpayer’ s most recent audited financial
statement which is certified on or before March 31, 2003. If such statement fails to show a
specific amount of earnings permanently reinvested outside the United States, then the taxpayer
will not be entitled to a deduction under the bill. In addition, dividends qualifying for the
deduction must be invested in the United States pursuant to a plan approved by the senior
management and board of directors of the corporation claiming the deduction.

The bill provides that no foreign tax credit (or deduction) is allowed for foreign taxes
attributable to the deductible portion of qualifying dividends. In addition, the bill provides that
income attributabl e to the nondeductible portion of a qualifying dividend may not be offset by
net operating losses, and the tax attributable to such income generally may not be offset by
credits (other than foreign tax credits) and may not reduce the alternative minimum tax otherwise
owed by the taxpayer.

The benefits of the deduction are subject to recapture in the event that, subsequent to the
election period, the taxpayer’ s repatriation level falls below its base-period average. This
recapture provision applies for the 10 taxable years following the taxable year in which a
deduction is claimed under the provision. For purposes of determining whether a repatriation
shortfall has occurred in ataxable year, any excess of repatriations over the required averagein
previous post-€el ection-period years may be carried forward to the year at issue.

Effective Date

The provision is effective for taxable years ending on or after the date of enactment of the
provision.

1 Although deemed repatriations under section 956 do not qualify for the deduction,
they are included in the base-period average.
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D. Increase Section 179 Expensing
(sec. 1031 of the bill and section 179 of the Code)

Present L aw

Present law provides that, in lieu of depreciation, ataxpayer with a sufficiently small
amount of annual investment may elect to deduct up to $100,000 (for taxable years beginning in
2003, 2004, and 2005) of the cost of qualifying property placed in service for the taxable year
(sec. 179).% The $100,000 annual investment amount is reduced (but not below zero) by the
amount by which the cost of qualifying property placed in service during the taxable year
exceeds $400,000 (for taxable years beginning in 2003, 2004, and 2005). The $100,000 and
$400,000 dollar limitations are indexed annually for inflation for taxable years beginning after
2003 and before 2006.

For taxable years beginning in 2006 and thereafter, the amount of the annual investment
eligible to be deducted under the provision is $25,000. The $25,000 annual investment amount
isreduced (but not below zero) by the amount by which the cost of qualifying property placed in
service during the taxable year exceeds $200,000.

In general, qualifying property is defined as depreciable tangible personal property that is
purchased for use in the active conduct of atrade or business. Qualifying property also includes
off-the-shelf computer software placed in service in ataxable year beginning in 2003, 2004, or
2005.

An election to expense qualifying property generally is made on the taxpayer's original
return for the taxable year to which the election relates, and generally may be revoked only with
the consent of the Commissioner.*® With respect to a taxable year beginning after 2002 and
before 2006, taxpayers may make or revoke expensing elections on amended returns without the
consent of the Commissioner.**

The amount eligible to be expensed for ataxable year may not exceed the taxable income
for the taxable year that is derived from the active conduct of atrade or business (determined
without regard to this provision). Any amount that is not allowed as a deduction because of the
taxable income limitation may be carried forward to succeeding taxable years (subject to similar

12 Additional section 179 incentives are provided with respect to a qualified property
used by a businessin the New Y ork Liberty Zone (sec. 1400L (f)) or an empowerment zone (Sec.
1397A).

13 Section 179(c)(2). A taxpayer may make the election on the original return (whether
or not the return istimely), or on an amended return filed by the due date (including extensions)
for filing the return for the tax year the property was placed in service. If the taxpayer timely
filed an original return without making the election, the taxpayer may still make the election by
filing an amended return within six months of the due date of the return (excluding extensions).
Treas. Reg. sec. 1.179-5.

" Such revocation, once made, isirrevocable. Sec. 179(c)(2).
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limitations). No general business credit under section 38 is allowed with respect to any amount
for which a deduction is allowed under section 179.

Explanation of Provision

The bill provides that the present-law temporary increases in the dollar limitations, as
well as the treatment of off-the-shelf computer software as qualifying property, are extended to
apply to property placed in service in taxable years beginning in 2006 and 2007. The bill
provides that the dollar limitations are indexed annually for inflation for two additiona years,
i.e., for taxable years beginning after 2005 and before 2008. With respect to ataxable year
beginning after 2005 and before 2008, the bill permits taxpayers to make or revoke expensing
elections on amended returns without the consent of the Commissioner.

Effective Date

The provision is effective upon the date of enactment.
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E. One-Year Extention of Additional First-Year Depreciation
(sec. 1041 of the bill and sec. 168 of the Code)

Present L aw

In general

A taxpayer is alowed to recover, through annual depreciation deductions, the cost of
certain property used in atrade or business or for the production of income. The amount of the
depreciation deduction allowed with respect to tangible property for ataxable year is determined
under the modified accelerated cost recovery system (“MACRS’). Under MACRS, different
types of property generally are assigned applicable recovery periods and depreciation methods.
The recovery periods applicable to most tangible personal property range from 3 to 25 years. The
depreciation methods generally applicable to tangible personal property are the 200-percent and
150-percent declining balance methods, switching to the straight-line method for the taxable year
in which the depreciation deduction would be maximized.

Section 280F limits the annual depreciation deductions with respect to passenger
automobiles to specified dollar amounts, indexed for inflation.

Section 167(f)(1) provides that capitalized computer software costs, other than computer
software to which section 197 applies, are recovered ratably over 36 months.

In lieu of depreciation, ataxpayer with a sufficiently small amount of annual investment
generally may elect to deduct up to $100,000 of the cost of qualifying property placed-in-service
for the taxable year (sec. 179). In general, qualifying property is defined as depreciable tangible
personal property (and computer software) that is purchased for use in the active conduct of a
trade or business.

Thirty-per cent additional fir st-year depreciation deduction

The Job Creation and Worker Assistance Act of 2002 (“ JCWAA”) allows an additional
first-year depreciation deduction equal to 30 percent of the adjusted basis of qualified property.*®
The amount of the additional first-year depreciation deduction is not affected by a short taxable
year. The additional first-year depreciation deduction is alowed for both regular tax and
alternative minimum tax purposes for the taxable year in which the property is placed in
service.!” The basis of the property and the depreciation allowancesin the year of purchase and

> pub. Law No. 107-147, sec. 101 (2002), as amended by Pub. Law No. 108-27, sec.
201 (2003).

18 The additional first-year depreciation deduction is subject to the general rules
regarding whether an item is deductible under section 162 or subject to capitalization under
section 263 or section 263A.

" However, the additional first-year depreciation deduction is not allowed for purposes
of computing earnings and profits.
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later years are appropriately adjusted to reflect the additional first-year depreciation deduction.
In addition, there are no adjustments to the allowable amount of depreciation for purposes of
computing ataxpayer’ s alternative minimum taxable income with respect to property to which
the provision applies. A taxpayer is allowed to elect out of the additional first-year depreciation
for any class of property for any taxable year.®

In order for property to qualify for the additional first-year depreciation deduction, it
must meet al of the following requirements. First, the property must be property (1) to which
MACRS applies with an applicable recovery period of 20 years or less, (2) water utility property
(as defined in section 168(e)(5)), (3) computer software other than computer software covered bgy
section 197, or (4) qualified leasehold improvement property (as defined in section 168(k)(3)). *
Second, the original use® of the property must commence with the taxpayer on or after
September 11, 2001.% Third, the taxpayer must acquire the property within the applicable time
period. Finally, the property must be placed in service before January 1, 2005. An extension of
the placed-in-service date of one year (i.e., January 1, 2006) is provided for certain property with
arecovery period of ten years or longer and certain transportation property.?> Transportation

18 A taxpayer may elect out of the 50-percent additional first-year depreciation
(discussed below) for any class of property and still be eligible for the 30-percent additional first-
year depreciation.

19 A special rule precludes the additional first-year depreciation deduction for any
property that is required to be depreciated under the alternative depreciation system of MACRS.

0 The term “original use” means the first use to which the property is put, whether or not
such use corresponds to the use of such property by the taxpayer.

If, in the normal course of its business, ataxpayer sells fractional interestsin property to
unrelated third parties, then the original use of such property begins with the first user of each
fractional interest (i.e., each fractional owner is considered the original user of its proportionate
share of the property).

2L A special rule appliesin the case of certain leased property. In the case of any property
that is originally placed in service by a person and that is sold to the taxpayer and leased back to
such person by the taxpayer within three months after the date that the property was placed in
service, the property would be treated as originally placed in service by the taxpayer not earlier
than the date that the property is used under the leaseback.

If property isoriginally placed in service by alessor (including by operation of section
168(k)(2)(D)(i)), such property is sold within three months after the date that the property was
placed-in-service, and the user of such property does not change, then the property is treated as
originally placed-in-service by the taxpayer not earlier than the date of such sale. A technical
correction is needed so the statute reflects this intent.

22 |n order for property to qualify for the extended placed-in-service date, the property is
required to have a production period exceeding two years or an estimated production period
exceeding one year and a cost exceeding $1 million.
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property is defined as tangible personal property used in the trade or business of transporting
persons or property.

The applicable time period for acquired property is (1) after September 10, 2001, and
before January 1, 2005, but only if no binding written contract for the acquisition isin effect
before September 11, 2001, or (2) pursuant to a binding written contract which was entered into
after September 10, 2001, and before January 1, 2005 With respect to property that is
manufactured, constructed, or produced by the taxpayer for use by the taxpayer, the taxpayer
must begin the manufacture, construction, or production of the property after September 10,
2001, and before January 1, 2005. Property that is manufactured, constructed, or produced for
the taxpayer by another person under a contract that is entered into prior to the manufacture,
construction, or production of the property is considered to be manufactured, constructed, or
produced by the taxpayer. For property eligible for the extended placed-in-service date, a special
rule limits the amount of costs eligible for the additional first-year depreciation. With respect to
such property, only the portion of the basis that is properly attributable to the costs incurred
before January 1, 2005 (“progress expenditures’), is eligible for the additional first-year
depreciation.”

Property does not qualify for the additional first-year depreciation deduction when the
user of such property (or arelated party) would not have been eligible for the additional first-
year depreciation deduction if the user (or arelated party) were treated as the owner.”® For
example, if ataxpayer sellsto arelated party property that was under construction prior to
September 11, 2001, the property does not qualify for the additional first-year depreciation
deduction. Similarly, if ataxpayer sellsto arelated party property that was subject to a binding
written contract prior to September 11, 2001, the property does not qualify for the additional
first-year depreciation deduction. Asafurther example, if ataxpayer (the lessee) sells property
in a sale-leaseback arrangement, and the property otherwise would not have qualified for the
additional first-year depreciation deduction if it were owned by the taxpayer-lessee, then the
lessor is not entitled to the additional first-year depreciation deduction.

The limitation on the amount of depreciation deductions allowed with respect to certain
passenger automobiles (sec. 280F) isincreased in the first year by $4,600 for automobiles that
qualify (and do not elect out of the increased first-year deduction). The $4,600 increaseis not
indexed for inflation.

%% Property does not fail to qualify for the additional first-year depreciation merely
because a binding written contract to acquire a component of the property isin effect prior to
September 11, 2001.

24 For purposes of determining the amount of eligible progress expenditures, it is
intended that rules similar to sec. 46(d)(3) asin effect prior to the Tax Reform Act of 1986 shall

apply.
25 A technical correction is needed so that the statute reflects this intent.
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Fifty-percent additional first-year depreciation

The Jobs and Growth Tax Relief Reconciliation Act of 2003 (“JGTRRA”)? provides an
additional first-year depreciation deduction equal to 50 percent of the adjusted basis of qualified
property.?” Qualified property is defined in the same manner as for purposes of the 30-percent
additional first-year depreciation deduction provided by the JCWAA except that the applicable
time period for acquisition (or self construction) of the property is modified. Property eligible
for the 50-percent additional first-year depreciation deduction is not eligible for the 30-percent
additional first-year depreciation deduction.

In order to qualify, the property must be acquired after May 5, 2003, and before January
1, 2005, and no binding written contract for the acquisition can be in effect before May 6,
2003.% With respect to property that is manufactured, constructed, or produced by the taxpayer
for use by the taxpayer, the taxpayer must begin the manufacture, construction, or production of
the property after May 5, 2003. For property eligible for the extended placed-in-service date
(i.e., certain property with arecovery period of ten years or longer and certain transportation
property), aspecial rule limits the amount of costs eligible for the additional first-year
depreciation. With respect to such property, only progress expenditures properly attributable to
the costs incurred before January 1, 2005, are eligible for the additional first-year depreciation.”®

In addition, JGTRRA increases the limitation on the amount of depreciation deductions
allowed with respect to certain passenger automobiles (sec. 280F of the Code) in the first year to
$7,650 (in lieu of the $4,600 provided under the JCWAA) for automobiles that qualify (if the
taxpayer does not elect out of the increased first-year deduction). The $7,650 increaseis not
indexed for inflation.

Explanation of Provision

The bill extends both the 30-percent and the 50-percent additional first-year depreciation
deduction by one year. Thus, the bill extends the additional first-year depreciation deduction to
property acquired (or self-constructed) and placed in service prior to January 1, 2006 (from

% pyb. Law No. 108-27, sec. 201 (2003).

" JGTRRA clarifies that the adjusted basis of qualified property acquired by a taxpayer
in alike kind exchange or an involuntary conversion is eligible for the additional first year
depreciation deduction.

%8 Property does not fail to qualify for the additional first-year depreciation merely
because a binding written contract to acquire a component of the property isin effect prior to
May 6, 2003. However, no additional first-year depreciation is permitted on any such
component. No inferenceisintended as to the proper treatment of components placed in service
under the 30 percent additional first-year depreciation provided by the JCWAA.

? For purposes of determining the amount of eligible progress expenditures, it is
intended that rules similar to sec. 46(d)(3) as in effect prior to the Tax Reform Act of 1986 shall

apply.
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January 1, 2005). The bill extends the placed-in-service date requirement for certain property
with arecovery period of ten years or longer and certain transportation property to include
property placed in service prior to January 1, 2007 (instead of January 1, 2006). In addition,
progress expenditures eligible for the additional first-year depreciation is extended to include
costsincurred prior to January 1, 2006 (instead of January 1, 2005).

Effective Date

The provision is effective on the date of enactment.
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F. Recovery Period for Depreciation of Certain
L easehold | mprovements and Restaurant Property
(sec. 1042 of the bill and sec. 168 of the Code)

Present L aw

A taxpayer generally must capitalize the cost of property used in atrade or business and
recover such cost over time through annual deductions for depreciation or amortization. Tangible
property generally is depreciated under the modified accelerated cost recovery system
("*MACRS’), which determines depreciation by applying specific recovery periods, placed-in-
service conventions, and depreciation methods to the cost of various types of depreciable
property (sec. 168). The cost of nonresidential real property is recovered using the straight-line
method of depreciation and a recovery period of 39 years. Nonresidential real property is subject
to the mid-month placed-in-service convention. Under the mid-month convention, the
depreciation alowance for the first year property is placed in service is based on the number of
months the property was in service, and property placed in service at any time during amonth is
treated as having been placed in service in the middle of the month.

Depr eciation of leasehold improvements

Depreciation alowances for improvements made on leased property are determined
under MACRS, even if the MACRS recovery period assigned to the property is longer than the
term of the lease (sec. 168(i)(8)).% This rule applies regardless of whether the lessor or the
lessee places the leasehold improvements in service.® I aleasehold improvement constitutes
an addition or improvement to nonresidential real property aready placed in service, the
improvement is depreciated using the straight-line method over a 39-year recovery period,
beginning in the month the addition or improvement was placed in service (secs. 168(b)(3), (¢),

(d)(2), and (i)(6)).*

% The Tax Reform Act of 1986 modified the Accelerated Cost Recovery System
("ACRS") to institute MACRS. Prior to the adoption of ACRS by the Economic Recovery Tax
Act of 1981, taxpayers were allowed to depreciate the various components of a building as
Separate assets with separate useful lives. The use of component depreciation was repealed upon
the adoption of ACRS. The Tax Reform Act of 1986 also denied the use of component
depreciation under MACRS.

3 Former sections 168(f)(6) and 178 provided that, in certain circumstances, alessee
could recover the cost of leasehold improvements made over the remaining term of the lease.
The Tax Reform Act of 1986 repealed these provisions.

% |f the improvement is characterized as tangible personal property, ACRS or MACRS
depreciation is calculated using the shorter recovery periods and accel erated methods applicable
to such property. The determination of whether improvements are characterized as tangible
personal property or as nonresidential real property often depends on whether or not the
improvements constitute a “ structural component” of a building (as defined by Treas. Reg. sec.
1.48-1(e)(1)). See, e.g., Metro National Corp v. Commissioner., 52 TCM (CCH) 1440 (1987);
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Qualified leasehold improvement property

The Job Creation and Worker Assistance Act of 2002* as amended by the Jobs and
Growth Tax Relief Reconciliation Act of 2003* generally provides an additional first-year
depreciation deduction equal to either 30 percent or 50 percent of the adjusted basis of qualified
property placed in service before January 1, 2005. Qualified property includes qualified
leasehold improvement property. For this purpose, qualified leasehold improvement property is
any improvement to an interior portion of abuilding that is nonresidential real property, provided
certain requirements are met. The improvement must be made under or pursuant to alease either
by the lessee (or sublessee), or by the lessor, of that portion of the building to be occupied
exclusively by the lessee (or sublessee). The improvement must be placed in service more than
three years after the date the building was first placed in service. Qualified leasehold
improvement property does not include any improvement for which the expenditureis
attributable to the enlargement of the building, any elevator or escalator, any structural
component benefiting a common area, or the internal structural framework of the building.

Treatment of dispositions of leasehold impr ovements

A lessor of leased property that disposes of aleasehold improvement which was made by
the lessor for the lessee of the property may take the adjusted basis of the improvement into
account for purposes of determining gain or lossif the improvement isirrevocably disposed of or
abandoned by the lessor at the termination of the lease. This rule conforms the treatment of
lessors and lessees with respect to leasehold improvements disposed of at the end of aterm of
lease.

Explanation of Provision

The bill provides a statutory 20-year recovery period for qualified leasehold improvement
property.®*® The bill requires that qualified leasehold improvement property be recovered using
the straight-line method.

Qualified leasehold improvement property is defined as under present law for purposes of
the additional first-year depreciation deduction (sec. 168(k)), with the following modification. If
alessor makes an improvement that qualifies as qualified leasehold improvement property such
improvement shall not qualify as qualified leasehold improvement property to any subsequent
owner of such improvement. An exception to the rule appliesin the case of death and certain
transfers of property that qualify for non-recognition treatment.

King Radio Corp Inc. v. U.S, 486 F.2d 1091 (10th Cir. 1973); Mallinckrodt, Inc. v.
Commissioner, 778 F.2d 402 (8th Cir. 1985) (with respect to various leasehold improvements).

% Pub. Law No. 107-147, sec 101 (2002).
% pub. Law No. 198-27, sec. 201 (2003).

% Qualified leasehold improvement property continues to be eligible for the additional
first-year depreciation deduction under sec. 168(K).
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The bill also provides a statutory 20-year recovery period for qualified restaurant
property.®* For purposes of the bill, qualified restaurant property means any building (or any
addition or improvement to such building) if more than 50 percent of the building’ s square
footage is devoted to the preparation of, and seating for, on-premises consumption of prepared
meals. The bill requires that qualified restaurant property be recovered using the straight-line
method.

Effective Date

The provision is effective for property placed in service after the date of enactment of the
bill.

% Qualified restaurant property would become eligible for the additional first-year
depreciation deduction under sec. 168(k) by virtue of the assigned 20-year recovery period.
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G. Shorter Recovery Periodsfor Manufacturing Property
(sec. 1043 of the bill and sec. 168 of the Code)

Present L aw
In general

A taxpayer is alowed to recover, through annual depreciation deductions, the cost of
certain property used in atrade or business or for the production of income. The amount of the
depreciation deduction allowed with respect to tangible property for ataxable year is determined
under the modified accelerated cost recovery system (“MACRS’). Under MACRS, different
types of property generally are assigned applicable recovery periods and depreciation methods.
The recovery periods generally applicable to manufacturing property range from three to ten
years. The depreciation method generally applicable to such property is the 200-percent
declining balance method, switching to the straight-line method for the taxable year in which the
depreciation deduction would be maximized.

Generaly, MACRS classifies an asset by the economic activity in which the asset is used.
For example, all depreciable assets used in the manufacture of leather and leather products are
recovered over seven years. An exception to the classification by economic activity appliesto
assets in which the use generally has no bearing on its useful life. For example, office furniture
and fixtures, computers, data handling equipment, and automobiles have the same recovery
period irrespective of the economic activity in which they are used.

An aternative depreciation system is provided for property that is predominantly foreign-
use property, tax-exempt use property, tax-exempt-bond-financed property, or property with
respect to which ataxpayer elects to apply the alternative depreciation system. In these cases,
the alternative depreciation system requires the use of alonger recovery period and the straight-
line depreciation method. For example, depreciable assets used in the manufacturing of |eather
and leather products predominantly outside of the United States are recovered using the straight-
line method and an 11-year recovery period (rather than 200% declining balance method and a
seven year recovery period).

Explanation of Provision

The bill reduces the recovery period for manufacturing property. Specifically,
manufacturing property that would otherwise qualify for afive-, seven-, or ten-year recovery
period will be eligible for cost recovery using athree, five, or seven year recovery period,
respectively. For example, al depreciable assets used in the manufacture of leather products,
that under present law are recovered using a seven-year recovery period, will be recoverable
using afive-year recovery period. In addition, such property will continue to be eligible for the
additional first-year depreciation deduction provided by section 168(k). The bill does not apply
to any manufacturing property depreciated under the alternative depreciation system of MACRS
(e.g., predominantly foreign-use property).*’

3" The bill does not change the recovery periods used for manufacturing property
recovered under the alternative depreciation system (e.g., predominantly foreign-use property).
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For purposes of the bill, manufacturing property is defined as property used in an activity
which is manufacturing within the meaning of codes 31-33 of the North American Industry
Classification System of 2002, and property treated as manufacturing property in regulations
prescribed by the Secretary.

Effective Date

The provision appliesto property placed in service after the date of enactment.

% |nformation regarding the North American Industry Classification System codes can
be found at www.census.gov. Visitors to the site should select “ Subjects A to Z,” followed by
“N,” and then should select “North American Industry Classification System.” Taxpayers also
may find a partial list of NAICS codes, described as “Principal Business Activity Codes,” in the
instructions to their tax return forms,
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H. Five-Year Carryback of Net Operating L osses
(sec. 1051 of the bill and secs. 172 and 56 of the Code)

Present L aw

A net operating loss (“NOL") is, generally, the amount by which ataxpayer’s allowable
deductions exceed the taxpayer’ s gross income. A carryback of an NOL generally resultsin the
refund of Federal income tax for the carryback year. A carryforward of an NOL reduces Federal
income tax for the carryforward year.

In general, an NOL may be carried back two years and carried forward 20 years to offset
taxable incomein such years.® Different rules apply with respect to NOLs arising in certain
circumstances. For example, athree-year carryback applies with respect to NOLs (1) arising
from casualty or theft losses of individuals, or (2) attributable to Presidentially declared disasters
for taxpayers engaged in afarming business or asmall business. A five-year carryback period
appliesto NOLs from afarming loss (regardless of whether the loss wasincurred in a
Presidentially declared disaster area). Special rules also apply to real estate investment trusts (no
carryback), specified liability losses (10-year carryback), and excess interest |osses (no carryback
to any year preceding a corporate equity reduction transaction).

The alternative minimum tax rules provide that ataxpayer’s NOL deduction cannot
reduce the taxpayer’ s alternative minimum taxable income (*AMTI") by more than 90 percent of
the AMTI (determined without regard to the NOL deduction).

Section 202 of the Job Creation and Worker Assistance Act of 2002%° (“*JCWAA”)
provided atemporary extension of the general NOL carryback period to five years (from two
years) for NOLs arising in taxable years ending in 2001 and 2002. In addition, the five-year
carryback period applies to NOLs from these years that qualify under present law for athree-
year carryback period (i.e., NOLs arising from casualty or theft losses of individuals or
attributable to certain Presidentially declared disaster areas).

A taxpayer can elect to forgo the five-year carryback period. The election to forgo the
five-year carryback period is made in the manner prescribed by the Secretary of the Treasury and
must be made by the due date of the return (including extensions) for the year of theloss. The
election isirrevocable. If ataxpayer electsto forgo the five-year carryback period, then the
losses are subject to the rules that otherwise would apply under section 172 absent the
provision.**

% gec. 172,
4 Pub. Law No. 107-147.

1 Because JCWAA was enacted after some taxpayers had filed tax returns for years
affected by the provision, atechnical correction is needed to provide for a period of timein
which prior decisions regarding the NOL carryback may be reviewed. Similarly, atechnical
correction is needed to modify the carryback adjustment procedures of sec. 6411 for NOLs
arising in 2001 and 2002. These issues were addressed in aletter dated April 15, 2002, sent by
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JCWAA also provided that an NOL deduction attributable to NOL carrybacks arising in
taxable years ending in 2001 and 2002, as well as NOL carryforwards to these taxable years,
may offset 100 percent of ataxpayer's AMTI.*

Explanation of Provision

The bill extends the provisions of the five-year carryback of NOL s enacted in JCWAA to
NOLs arising in taxable years ending in 2003.%

The bill also allows an NOL deduction attributable to NOL carrybacks arising in taxable
years ending in 2003, as well as NOL carryforwards to these taxable years, to offset 100 percent
of ataxpayer'sAMTI.

Effective Date

The five-year carryback provision is effective for NOL s generated in taxable years
ending in 2003. The provision relating to AMT] is effective for NOL carrybacks arising in, and
NOL carryforwards to, taxable years ending in 2003.

the Chairmen and Ranking Members of the House Ways and Means Committee and Senate
Finance Committee, as well asin guidance issued by the IRS pursuant to the Congressional letter
(Rev. Proc. 2002-40, 2002-1 C.B. 1096).

2 Section 172(b)(2) should be appropriately applied in computing AMTI to take proper
account of the order that the NOL carryovers and carrybacks are used as aresult of this
provision. See section 56(d)(1)(B)(ii).

3 Because certain taxpayers may have already filed tax returns (or be in the process of
filing tax returns) for taxable years ending in 2003, the proposal contains specia rulesto provide
until November 1, 2003 in which prior decisions regarding the NOL carryback may be reviewed
by taxpayers.
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[. Alternative Minimum Tax Relief
(secs. 1061-1063 of the bill and secs. 55-59 of the Code)

Present L aw
In generd

Under present law, taxpayers are subject to an aternative minimum tax ("AMT"), which
is payable, in addition to all other tax liabilities, to the extent that it exceeds the taxpayer's
regular income tax liability. The tax isimposed at aflat rate of 20 percent, in the case of
corporate taxpayers, on aternative minimum taxable income ("AMTI") in excess of a phased-out
exemption amount. AMTI isthe taxpayer's taxable income increased for certain tax preferences
and adjusted by determining the tax treatment of certain items in a manner that limits the tax
benefits resulting from the regular tax treatment of such items.

Net operating 10ss

Taxpayers generally may use the net operating loss deduction to offset 90 percent of
AMTI (determined without regard to the net operating loss deduction). A special rule allows a
net operating loss carryback from, or carryover to, ataxable year ending during 2001 or 2002 to
offset 100 percent of AMTI.

Foreign tax credit

Taxpayers are permitted to reduce their AMT liability by an AMT foreign tax credit. The
AMT foreign tax credit for ataxable year is determined under principles similar to those used in
computing the regular tax foreign tax credit, except that (1) the numerator of the AMT foreign
tax credit limitation fraction is foreign source AMTI and (2) the denominator of that fractionis
total AMTI. Taxpayers may elect to use astheir AMT foreign tax credit limitation fraction the
ratio of foreign source regular taxable income to total AMTI.

The AMT foreign tax credit for any taxable year generally may not offset ataxpayer's
entire pre-credit AMT. Rather, the AMT foreign tax credit islimited to 90 percent of AMT
computed without any AMT net operating loss deduction and the AMT foreign tax credit. For
example, assume that a corporation has $10 million of AMTI, hasno AMT net operating 10ss
deduction, and has no regular tax liability. In the absence of the AMT foreign tax credit, the
corporation’s tax liability would be $2 million. Accordingly, the AMT foreign tax credit cannot
be applied to reduce the taxpayer's tax liability below $200,000. Any unused AMT foreign tax
credit may be carried back two years and carried forward five years for use against AMT in those
years under the 4Lpri nciples of the foreign tax credit carryback and carryover rules set forth in
section 904(c).

“ Other provisions of the bill extend additional depreciation under section 168(k) for an
additional year, extend the 100-percent AMT net operating loss provision for an additional year,
and increase the period to which the foreign tax credit may be carried.
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Small corporation exemption

Corporations with average gross receipts of less than $7.5 million for the prior three
taxable years are exempt from the corporate aternative minimum tax. The $7.5 million
threshold is reduced to $5 million for the corporation’ s first 3-taxable year period.

Depreciation

One of the adjustmentsin computing AMTI is the depreciation adjustment. In general,
ACRS property that is depreciated under the 200-percent declining balance method in computing
taxable income under the regular tax is depreciated under the 150-percent declining balance
method in computing AMTI. Depreciation on property for which additional depreciation is
allowable under section 168(k) is not adjusted for purposes of the AMT.

Explanation of Provision

The bill repeals the 90-percent limitation on the use of the net operating loss deduction in
computing AMTI.

The bill repeals the 90-percent limitation on the utilization of the AMT foreign tax credit.

The bill increases the amount of average gross receipts that an exempt corporation may
receive from $7.5 million to $15 million.

The bill generally reducesthe AMT adjustment for depreciation by 50 percent. The bill
replaces the 150-percent declining balance method with the 175-percent declining balance
method in computing AMTI.

Effective Date

The provisions generally are effective for taxable years beginning after December 31,
2003.

The depreciation provision applies to property placed in service in taxable years
beginning after December 31, 2005.
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J. ProvisionsRelatingto S Cor poration Reform and Simplification
(secs. 1071-1080 of the Code and secs. 1361-1379 and 4975 of the Code)

Overview

In general, an S corporation is not subject to corporate-level income tax on its items of
income and loss. Instead, an S corporation passes through its items of income and loss to its
shareholders. The shareholders take into account separately their shares of these items on their
individual income tax returns. To prevent double taxation of these items when the stock is later
disposed of, each shareholder’ s basis in the stock of the S corporation is increased by the amount
included in income (including tax-exempt income) and is decreased by the amount of any losses
(including nondeductible losses) taken into account. A shareholder’s loss may be deducted only
to the extent of hisor her basisin the stock or debt of the corporation. To the extent alossis not
allowed dueto this limitation, the loss generally is carried forward with respect to the
shareholder.

1. Shareholdersof an S corporation
Present L aw
In general

A small business corporation may elect to be an S corporation with the consent of al its
shareholders, and may terminate its el ection with the consent of shareholders holding more than
50 percent of the stock. A "small business corporation” is defined as a domestic corporation
which isnot an ineligible corporation and which has (1) no more than 75 shareholders, all of
whom are individuals (and certain trusts, estates, charities, and qualified retirement plans)* who
are citizens or residents of the United States, and (2) only one class of stock. For purposes of the
75-shareholder limitation, a husband and wife are treated as one shareholder. An"ineligible
corporation” means a corporation that is afinancial institution using the reserve method of
accounting for bad debts, an insurance company, a corporation electing the benefits of the Puerto
Rico and possessions tax credit, a Domestic International Sales Corporation (“DISC”) or former
DISC.

I ndividual r etirement accounts

Anindividual retirement account (“IRA”) isatrust or account established for the
exclusive benefit of an individua and his or her beneficiaries. There are two genera types of
IRAs: traditional IRAS, to which both deductible and nondeductible contributions may be made,
and Roth IRAS, contributions to which are not deductible. Amounts held in atraditional IRA are
includible in income when withdrawn (except to the extent the withdrawal is areturn of
nondeductible contributions). Amounts held in a Roth IRA that are withdrawn as a qualified

> |f acharity or aqualified retirement plan holds stock in an S corporation, the interest
held istreated as an interest in an unrelated trade or business, and the charity’s or plan’s share of
the S corporation’ s items of income, loss, or deduction, and gain or loss on the disposition of the
S corporation stock, are taken into account in computing unrelated business taxable income.
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distribution are not includible in income; distributions from a Roth IRA that are not qualified
distributions are includible in income to the extent attributable to earnings. A qualified
distribution is adistribution that (1) is made after the five-taxable year period beginning with the
first taxable year for which the individual made a contribution to a Roth IRA, and (2) is made
after attainment of age 59-1/2, on account of death or disability, or is made for first-time
homebuyer expenses of up to $10,000.

Under present law, an IRA cannot be a shareholder of an S corporation.

Certain transactions are prohibited between an IRA and the individual for whose benefit
the IRA is established, including a sale of property by the IRA to theindividual. If aprohibited
transaction occurs between an IRA and the IRA beneficiary, the account ceasesto be an IRA,
and an amount equal to the fair market value of the assets held in the IRA is deemed distributed
to the beneficiary.

Explanation of Provision

In general

The bill provides that all family members can elect to be treated as one shareholder for
purposes of determining the number of shareholdersin the corporation. A family is defined as
the lineal descendants of a common ancestor (and their spouses). The common ancestor cannot
be more than three generations removed from the youngest generation of shareholder at the time
the S election is made (or the effective date of this provision, if later). The election is made
available to only one family per corporation, must be made with the consent of all shareholders
of the corporation and remainsin effect until terminated.

The bill increases the maximum number of eligible shareholders from 75 to 100.

I ndividual retirement accounts

The bill allows an IRA (including a Roth IRA) to be a shareholder of abank thatisan S
corporation, but only to the extent of bank stock held by the IRA on the date of enactment of the
provision.*®

The bill also provides an exemption from prohibited transaction treatment for the sale by
an IRA to the IRA beneficiary of bank stock held by the IRA on the date of enactment of the
provision. Under the bill, asaleis not a prohibited transaction if: (1) the saleispursuantto an S
corporation election by the bank; (2) the saleisfor fair market value (as established by an
independent appraiser) and is on terms at |east as favorable to the IRA as the termswould be on
asale to an unrelated party; (3) the IRA incurs no commissions, Costs, or other expensesin
connection with the sale; and (4) the stock is sold in asingle transaction for cash not later than
120 days after the S corporation election is made.

6 Under the bill, the present-law rules treating S corporation stock held by a qualified
retirement plan or a charity as an interest in an unrelated trade or business apply aso to an IRA
holding stock of a bank that is an S corporation.
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Effective Date

The provisions generally apply to taxable years beginning after December 31, 2003. The
provision relating to IRAs takes effect on the date of enactment of the bill.

2. Treatment of S cor poration shareholders
(a) Electing small businesstrusts
Present L aw

An electing small businesstrust (“ESBT”) holding stock in an S corporation is taxed at
the maximum individual tax rate on its ratable share of items of income, deduction, gain, or loss
passing through from the S corporation. An ESBT generaly is an electing trust all of whose
beneficiaries are eligible S corporation shareholders.  For purposes of determining the maximum
number of shareholders, each person who is entitled to receive a distribution from the trust
(“potentia current beneficiary”) is treated as a shareholder during the period the person may
receive a distribution from the trust.

An ESBT has 60 days to dispose of the S corporation stock after an ineligible shareholder
becomes a potential current beneficiary to avoid disqualification.

Explanation of Provision

Under the bill, powers of appointment to the extent not exercised are disregarded in
determining the potential current beneficiaries of an electing small business trust.

The bill increases the period during which an ESBT can dispose of S corporation stock
after an ineligible shareholder becomes a potential current beneficiary from 60 days to one year.

Effective Date

The provision appliesto taxable years beginning after December 31, 2003.
(b) Qualified subchapter Strusts
Present L aw

Under present law, the share of income of an S corporation whose stock isheld by a
qualified subchapter Strust (“QSST”), with respect to which the beneficiary makes an election,
istaxed to the beneficiary. However, the trust, and not the beneficiary, is treated as the owner of
the S corporation stock for purposes of determining the tax consequences of the disposition of
the S corporation stock by the trust. A QSST generally isatrust with one individua income
beneficiary for the life of the beneficiary.
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Explanation of Provision

Under the bill, the beneficiary of a qualified subchapter Strust is generally allowed to
deduct suspended losses under the at-risk rules and the passive loss rules when the trust disposes
of the S corporation stock.

Effective Date

The provision appliesto taxable years beginning after December 31, 2003.
(c) Transfersof lossesincident to divorce, etc.
Present L aw

Under present law, any loss or deduction that is not allowed to a shareholder of an S
corporation, because the loss exceeds the shareholder’ s basis in stock and debt of the
corporation, istreated as incurred by the corporation with respect to that shareholder in the
subsequent taxable year.

Explanation of Provision

Under the bill, if a shareholder’s stock in an S corporation is transferred to a spouse, or to
aformer spouse incident to adivorce, any suspended loss or deduction with respect to that stock
istreated as incurred by the corporation with respect to the transferee in the subsequent taxable
year.

Effective Date

The provision appliesto taxable years beginning after December 31, 2003.
3. Provisionsrelating to banks

(a) Exclusion of investment securitiesincome from passive income test for bank S
cor por ations

Present L aw

An S corporation is subject to corporate-level tax, at the highest corporate tax rate, on its
excess net passive income if the corporation has (1) accumulated earnings and profits at the close
of the taxable year and (2) gross recei pts more than 25 percent of which are passive investment
income. In addition, an S corporation election is terminated whenever the corporation has
accumulated earnings and profits at the close of three consecutive taxable years and has gross
receipts for each of those years more than 25 percent of which are passive investment income.

Excess net passive income is the net passive income for ataxable year multiplied by a
fraction, the numerator of which isthe amount of passive investment income in excess of 25
percent of gross receipts and the denominator of which is the passive investment income for the
year. Net passive incomeis defined as passive investment income reduced by the allowable
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deductions that are directly connected with the production of that income. Passive investment
income generally means gross receipts derived from royalties, rents, dividends, interest,
annuities, and sales or exchanges of stock or securities (to the extent of gains). Passive
investment income generally does not include interest on accounts receivable, gross receipts that
are derived directly from the active and regular conduct of alending or finance business, gross
receipts from certain liquidations, or gain or loss from any section 1256 contract (or related
property) of an options or commodities dealer.

Explanation of Provision

The bill providesthat, in the case of abank or bank holding company, interest income
and dividends on assets required to be held by the bank or bank holding company are not treated
as passive investment income for purposes of applying the excess net passive income rules.

Effective Date

The provision appliesto taxable years beginning after December 31, 2003.
(b) Treatment of qualifying director shares
Present L aw
An S corporation may have only one outstanding class of stock.

An S corporation has one class of stock if al outstanding shares of stock confer identical
rights to distribution and liquidation proceeds. Differencesin voting rights are disregarded.

Explanation of Provision

Under the bill, qualifying director shares are not treated as a second class of stock.
Qualifying director shares means sharesin a bank or bank holding company that are held by an
individual solely by reason of status as a director of the bank or company and which are subject
to an agreement pursuant to which the holder is required to dispose of the shares upon
termination of the holder’ s status as a director at the same price the individual acquired the
shares. Qualifying director shares are not taken into account in allocating the S corporation’s
items of income, loss, etc. Distributions with respect to the shares are deductible by the S
corporation and includible in the income of the holder.

Effective Date

The provision appliesto taxable years beginning after December 31, 2003.
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4. Qualified subchapter Ssubsidiaries

(a) Relief from inadvertently invalid qualified subchapter S subsidiary elections and
terminations

Present L aw

Under present law, inadvertent invalid subchapter S elections and terminations may be
waived.

Explanation of Provision

The bill allows inadvertent invalid qualified subchapter S subsidiary elections and
terminations to be waived by the IRS.

Effective Date

The provision applies to taxable years beginning after December 31, 2003.
(b) Information returnsfor qualified subchapter S subsidiaries
Present L aw

Under present law, a corporation all of whose stock is held by an S corporation is treated
asaqualified subchapter S subsidiary if the S corporation so elects. The assets, liabilities, and
items of income, deduction, and credit of the subsidiary are treated as assets, liabilities, and items
of the parent S corporation.

Explanation of Provision

The bill provides authority to the Secretary of the Treasury to provide guidance regarding
information returns of qualified subchapter S subsidiaries.

Effective Date

The provision appliesto taxable years beginning after December 31, 2003.
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K. Protecting Employee Ben€efits

1. Treatment of nonqualified deferred compensation plans (sec. 1091 of the bill and new
sec. 409A and sec. 6051 of the Code)

Present L aw
In general

The determination of when amounts deferred under a nonqualified deferred compensation
arrangement are includible in the gross income of the individual earning the compensation
depends on the facts and circumstances of the arrangement. A variety of tax principles and Code
provisions may be relevant in making this determination, including the doctrine of constructive
receipt, the economic benefit doctrine,” the provisions of section 83 relating generally to
transfers of property in connection with the performance of services, and provisions relating
specifically to nonexempt employee trusts (sec. 402(b)) and nonqualified annuities (sec. 403(c)).

In general, the time for income inclusion of nonqualified deferred compensation depends
on whether the arrangement is unfunded or funded. If the arrangement is unfunded, then the
compensation is generally includible in income when it is actually or constructively received. If
the arrangement is funded, then income isincludible for the year in which the individua’ s rights
are transferable or not subject to a substantial risk of forfeiture.

Nonqualified deferred compensation is generally subject to social security and Medicare
taxes when the compensation is earned (i.e., when services are performed), unless the
nonqgualified deferred compensation is subject to a substantial risk of forfeiture. 1f nonqualified
deferred compensation is subject to a substantial risk of forfeiture, it is subject to social security
and Medicare tax when the risk of forfeitureis removed (i.e., when the right to the nonqualified
deferred compensation vests). Thistreatment is not affected by whether the arrangement is
funded or unfunded, which is relevant in determining when amounts are includible in income
(and subject to income tax withholding).

In general, an arrangement is considered funded if there has been atransfer of property
under section 83. Under that section, atransfer of property occurs when a person acquires a
beneficial ownership interest in such property. Theterm “property” is defined very broadly for
purposes of section 83.* Property includes real and personal property other than money or an
unfunded and unsecured promise to pay money in the future. Property also includes a beneficial
interest in assets (including money) that are transferred or set aside from claims of the creditors
of the transferor, for example, in atrust or escrow account. Accordingly, if, in connection with
the performance of services, vested contributions are made to atrust on an individual’ s behalf

4 See, e.g., Sproull v. Commissioner, 16 T.C. 244 (1951), aff' d per curiam, 194 F.2d 541
(6th Cir. 1952); Rev. Rul. 60-31, 1960-1 C.B. 174.

*® Treas. Reg. sec. 1.83-3(€). Thisdefinition in part reflects previous IRS rulings on
nonqualified deferred compensation.
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and the trust assets may be used solely to provide future payments to the individual, the payment
of the contributions to the trust constitutes a transfer of property to the individual that is taxable
under section 83. On the other hand, deferred amounts are generally not includible in income if
nonqualified deferred compensation is payable from general corporate funds that are subject to
the claims of general creditors, as such amounts are treated as unfunded and unsecured promises
to pay money or property in the future.

As discussed above, if the arrangement is unfunded, then the compensation is generally
includible in income when it is actually or constructively received under section 451.* Income
is constructively received when it is credited to an individual’ s account, set apart, or otherwise
made available so that it may be drawn on at any time. Income is not constructively received if
the taxpayer’s control of its receipt is subject to substantial limitations or restrictions. A
requirement to relinquish avaluable right in order to make withdrawalsis generally treated as a
substantial limitation or restriction.

Rabbi trusts

Arrangements have developed in an effort to provide employees with security for
nonqualified deferred compensation, while still allowing deferral of income inclusion. A “rabbi
trust” isatrust or other fund established by the employer to hold assets from which nonqualified
deferred compensation payments will be made. The trust or fund is generally irrevocable and
does not permit the employer to use the assets for purposes other than to provide nonqualified
deferred compensation, except that the terms of the trust or fund provide that the assets are
subject to the claims of the employer’s creditors in the case of insolvency or bankruptcy.

As discussed above, for purposes of section 83, property includes a beneficial interest in
assets set aside from the claims of creditors, such asin atrust or fund, but does not include an
unfunded and unsecured promise to pay money in the future. In the case of arabbi trust, terms
providing that the assets are subject to the claims of creditors of the employer in the case of
insolvency or bankruptcy have been the basis for the conclusion that the creation of arabbi trust
does not cause the related nonqualified deferred compensation arrangement to be funded for
income tax purposes.® Asaresult, no amount isincluded in income by reason of the rabbi trust;
generally income inclusion occurs as payments are made from the trust.

The IRS has issued guidance setting forth model rabbi trust provisions.> Revenue
Procedure 92-64 provides a safe harbor for taxpayers who adopt and maintain grantor trustsin
connection with unfunded deferred compensation arrangements. The model trust language

% Treas. Reg. secs. 1.451-1 and 1.451-2.

% This conclusion was first provided in a 1980 private ruling issued by the IRSwith
respect to an arrangement covering arabbi; hence the popular name “rabbi trust.” Priv. Ltr. Rul.
8113107 (Dec. 31, 1980).

*L Rev. Proc. 92-64, 1992-2 C.B. 422, modified in part by Notice 2000-56, 2000-2 C.B.
393.



requires that the trust provide that all assets of the trust are subject to the claims of the genera
creditors of the company in the event of the company’ s insolvency or bankruptcy.

Since the concept of rabbi trusts was developed, arrangements have developed which
attempt to protect the assets from creditors despite the terms of the trust. Arrangements also
have developed which effectively alow deferred amounts to be available to individuals, while
still meeting the safe harbor requirements set forth by the IRS.

Explanation of Provision

Under the bill, all amounts deferred under a nonqualified deferred compensation plan®
for al taxable years are currently includible in gross income to the extent not subject to a
substantial risk of forfeiture® and not previously included in grossincome, unless certain
requirements are satisfied. If the requirements of the bill are not satisfied, in addition to current
income inclusion, interest at the underpayment rate plus one percentage point is imposed on the
underpayments that would have occurred had the compensation been includible in income when
first deferred, or if later, when not subject to a substantial risk of forfeiture. Actual or notional
earnings on amounts deferred are also subject to the provisions of the hill.

Under the bill, distributions from a nonqualified deferred compensation plan may be
allowed only upon separation from service, disability, death, a specified time (or pursuant to a
fixed schedule), change in control in a corporation (to the extent provided by the Secretary), or
occurrence of an unforeseeable emergency. A nonqualified deferred compensation plan may not
allow distributions other than upon the permissible distribution events and may not permit
acceleration of adistribution.

In the case of a specified employee, distributions upon separation from service may not
be made earlier than six months after the date of the separation from service. Specified
employees are key employees (as defined in section 416(i)) of publicly traded corporations.

Disability is defined as under the Social Security Act. Under such definition, an
individual is considered to be disabled if he or sheis unable to engage in any substantial gainful
activity by reason of any medically determinable physical or mental impairment which can be
expected to result in death or which has lasted or can be expected to last for a continuous period
of not less than twelve months.

Amounts payable at a specified time or pursuant to a fixed schedule must be specified
under the plan at the time of deferral. Amounts payable upon the occurrence of an event are not
treated as amounts payable at a specified time. For example, amounts payable when an

%2 A plan includes an agreement or arrangement, including an agreement or arrangement
that includes one person.

3 Asunder section 83, the rights of a person to compensation are subject to a substantial
risk of forfeiture if the person’s rights to such compensation are conditioned upon the
performance of substantial services by any individual.
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individual attains age 65 are payable at a specified time, while amounts payable when an
individual’s child begins college are payable upon the occurrence of an event.

Distributions upon a change in the ownership or effective control of acorporation, or in
the ownership of a substantial portion of the assets of a corporation, may only be made to the
extent provided by the Secretary. It isintended that the Secretary use asimilar, but more
restrictive, definition of change in control as used for purposes of the golden parachute
provisions of section 280G consistent with the purposes of the bill.

An unforeseeable emergency is defined as a severe financial hardship to the participant
resulting from a sudden and unexpected iliness or accident of the participant or of a dependent
(as defined in 152(a)) of the participant; loss of the participant’s property due to casualty; or
other similar extraordinary and unforeseeable circumstances arising as a result of events beyond
the control of the participant. The amount of the distribution must be limited to the amount
needed to satisfy the emergency plus taxes reasonably anticipated as aresult of the distribution.
Distributions may not be allowed to the extent that the hardship may be relieved through
reimbursement or compensation by insurance or otherwise, or by liquidation of the participant’s
assets (to the extent such liquidation would not itself cause a severe financial hardship).

The bill requiresthat initial deferral elections must be required to be made at |east prior to
the beginning of the taxable year in which the compensation is earned, or at such other time as
provided in Treasury regulations. In thefirst year that an employee becomes eligible for
participation in a nonqualified deferred compensation plan, the election may be made within 30
days after the date that the employeeisinitially eligible. Under the bill, a plan may allow
changesin the time and form of distributions subject to certain requirements. A nonqualified
deferred compensation plan may allow subsequent elections to delay the timing or form of
distributions only if (1) the subsequent election is made not less than 12 months prior to the date
of the first scheduled payment, and (2) the additional deferral with respect to which such election
ismade isfor aperiod of not less than five years. As previously discussed, no accelerations of
distributions may be allowed. For example, changes in the form of a distribution from an
annuity to alump sum are not permitted.

If impermissible distributions or elections are made, or if the nonqualified deferred
compensation plan allows impermissible distributions or elections, all amounts deferred under
the plan (including amounts deferred in prior years) are currently includible in income to the
extent not subject to a substantial risk of forfeiture and not previously included in income. In
addition, interest at the underpayment rate plus one percentage point isimposed on the
underpayments that would have occurred had the compensation been includible in income when
first deferred, or if later, when not subject to a substantial risk of forfeiture.

Under the bill, assets set aside (directly or indirectly) in an offshore trust (or other similar
arrangement) for the purpose of paying nonqualified deferred compensation are treated as
property transferred in connection with the performance of services under section 83 at the time
set aside or transferred outside of the United States (whether or not such assets are available to
satisfy the claims of general creditors). Any increases in the value of, or any earnings with
respect to, such assets are treated as additional transfers of property. Interest at the
underpayment rate plus one percentage point isimposed on the underpayments that would have

36



occurred had the amounts been includible in income for the taxable year such assets were first set
aside for purposes of nonqualified deferred compensation. The Secretary has authority to
exempt arrangements from the provision if the arrangements do not result in an improper deferral
of U.S. tax and will not result in assets being effectively beyond the reach of creditors.

Under the bill, atransfer of property in connection with the performance of services
under section 83 also occurs if a nonqualified deferred compensation plan provides that, upon a
change in the employer’ s financial health, assets will be restricted to the payment of nonqualified
deferred compensation. The transfer of property occurs as of the earlier of when the assets are so
restricted or when the plan provides that assets will be restricted. Any increasesin the value of,
or any earnings with respect to, such assets are treated as additional transfers of property.
Interest at the underpayment rate plus one percentage point is imposed on the underpayments
that would have occurred had the amounts been includible in income for the taxable year such
assets were first set aside for purposes of nonqualified deferred compensation.

A nonqualified deferred compensation plan is any plan that provides for the deferral of
compensation other than a qualified employer plan or any bona fide vacation leave, sick leave,
compensatory time, disability pay, or death benefit plan. A qualified employer plan means a
qualified retirement plan, tax-deferred annuity, simplified employee pension, and SIMPLE.>* A
governmental eligible deferred compensation plan (sec. 457) is aso aqualified employer plan
under the bill.

Interest imposed under the bill is treated as interest on an underpayment of tax. Income
(whether actual or notional) attributable to nonqualified deferred compensation is treated as
additional deferred compensation and is subject to the provisions of the bill. The bill is not
intended to prevent the inclusion of amounts in gross income under any provision or rule of law
earlier than the time provided in the bill. The bill does not affect the rules regarding the timing
of an employer’s deduction for nonqualified deferred compensation.

The bill requires annual reporting to the Internal Revenue Service of amounts deferred.
Such amounts are required to be reported on an individual’s Form W-2 for the year deferred even
if the amount is not currently includible in income for that taxable year. Under the bill, the
Secretary is authorized, through regulations, to establish a minimum amount of deferrals below
which the reporting requirements do not apply.

The bill provides the Secretary of the Treasury authority to prescribe regulations as are
necessary to carry out the purposes of bill, including regulations: (1) providing for amounts of
deferral in the case of defined benefit plans; (2) relating to changes in the ownership and control
of a corporation or assets of a corporation; (3) exempting from the provisions providing for
transfers of property arrangements that will not result in an improper deferral of U.S. tax and will
not result in assets being effectively beyond the reach of creditors; (4) defining financial health;
and (5) disregarding a substantial risk of forfeiture in cases where necessary to carry out the
purposes of the bill.

> A qualified employer plan also includes a section 501(c)(18) trust.
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It isintended that substantial risk of forfeitures may not be used to manipulate the timing
of incomeinclusion. It isintended that substantial risks of forfeiture should be disregarded in
cases in which they areillusory or are principally used to postpone the timing of income
inclusion. For example, if an executive is effectively able to control the acceleration of the lapse
of asubstantial risk of forfeiture, such risk of forfeiture should be disregarded and income
inclusion should not be postponed on account of such restriction.

Effective Date

The provision is effective for amounts deferred in taxable years beginning after
December 31, 2003.

2. Exclusion of incentive stock options and employee stock purchase plan stock options
from wages (sec. 1092 of the bill and secs. 421(b), 423(c), 3121(a), 3231, and 3306(b) of the
Code)

Present L aw

Generally, when an employee exercises a compensatory option on employer stock, the
difference between the option price and the fair market value of the stock (i.e., the “spread”) is
includible in income as compensation. In the case of an incentive stock option or an option to
purchase stock under an employee stock purchase plan (collectively referred to as “ statutory
stock options”), the spread is not included in income at the time of exercise.™

If the statutory holding period requirements are satisfied with respect to stock acquired
through the exercise of a statutory stock option, the spread, and any additional appreciation, will
be taxed as capital gain upon disposition of such stock. Compensation income is recognized,
however, if thereis adisqualifying disposition (i.e., if the statutory holding period is not
satisfied) of stock acquired pursuant to the exercise of a statutory stock option.

Federal Insurance Contribution Act (“FICA”) and Federal Unemployment Tax Act
(“FUTA”) taxes (collectively referred to as “employment taxes’) are generally imposed in an
amount equal to a percentage of wages paid by the employer with respect to employment.®® On
June 25, 2002, the IRS announced that until further guidance isissued, it would not assess FICA
or FUTA taxes, or impose Federal income tax withholding obligations, upon either the exercise
of a statutory stock option or the disposition of stock acquired pursuant to the exercise of a
statutory stock option. >’

%5 Sec. 421. For purposes of the individual alternative minimum tax, the transfer of stock
pursuant to an incentive stock option is generally treated as the transfer of stock pursuant to a
nonstatutory option. Sec. 56(b)(3).

% Secs. 3101, 3111, and 3301.

5" Notice 2002-47, 2002-28 |.R.B. 97.
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Explanation of Provision

The bill provides specific exclusions from FICA and FUTA wages for remuneration on
account of the transfer of stock pursuant to the exercise of an incentive stock option or under an
employee stock purchase plan, or any disposition of such stock. Thus, under the bill, FICA and
FUTA taxes do not apply upon the exercise of a statutory stock option.® The bill also provides
that such remuneration is not taken into account for purposes of determining Socia Security
benefits.

Additionally, the bill provides that Federal income tax withholding is not required on a
disqualifying disposition, nor when compensation is recognized in connection with an employee
stock purchase plan discount. Present-law reporting requirements continue to apply.

Effective Date

The provision is effective for stock acquired pursuant to options exercised after the date
of enactment.

*® The bill also provides a similar exclusion under the Railroad Retirement Tax Act.
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L. Extension of Provision Permitting Qualified Transfers of
Excess Pension Assetsto Retiree Health Accounts
(sec. 1093 of the bill and sec. 420 of the Code)

Present L aw

Defined benefit plan assets generally may not revert to an employer prior to termination
of the plan and satisfaction of all plan liabilities. In addition, areversion of plan assets to the
employer may occur only if the plan so provides. A reversion prior to plan termination may
constitute a prohibited transaction and may result in plan disqualification. Any assets that revert
to the employer upon plan termination are includible in the gross income of the employer and
subject to an excisetax. The excise tax rateis 20 percent if the employer maintains a
replacement plan or makes certain benefit increases in connection with the termination; if not,
the excise tax rate is 50 percent. Upon plan termination, the accrued benefits of all plan
participants are required to be 100-percent vested.

A pension plan may provide medical benefits to retired employees through a separate
account that is part of such plan. A qualified transfer of excess assets of a defined benefit plan to
such a separate account within the plan may be made in order to fund retiree health benefits.™® A
qualified transfer does not result in plan disqualification, is not a prohibited transaction, and is
not treated as areversion. Thus, transferred assets are not includible in the gross income of the
employer and are not subject to the excise tax on reversions. No more than one qualified transfer
may be made in any taxable year.

Excess assets generally means the excess, if any, of the value of the plan’s assets™ over
the greater of (1) the lesser of (a) the accrued liability under the plan (including normal cost) or
(b) 170 percent of the plan’s current liability (for 2003),°* or (2) 125 percent of the plan’s current
liability. Inaddition, excess assets transferred in aqualified transfer may not exceed the amount
reasonably estimated to be the amount that the employer will pay out of such account during the
taxable year of the transfer for qualified current retiree health liabilities. No deduction isallowed
to the employer for (1) aqualified transfer or (2) the payment of qualified current retiree health
liabilities out of transferred funds (and any income thereon).

Transferred assets (and any income thereon) must be used to pay qualified current retiree
health liabilities for the taxable year of the transfer. Transferred amounts generally must benefit
pension plan participants, other than key employees, who are entitled upon retirement to receive

% Sec. 420.

% The value of plan assets for this purpose is the lesser of fair market value or actuarial
value.

®1 These amounts relate to the full funding limit for defined benefit plans. The current
liability full funding limit is repealed for years beginning after 2003. Under the general sunset
provision of the Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”), the
limit is reinstated for years after 2010.
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retiree medical benefits through the separate account. Retiree health benefits of key employees
may not be paid out of transferred assets.

Amounts not used to pay qualified current retiree health liabilities for the taxable year of
the transfer are to be returned to the general assets of the plan. These amounts are not includible
in the gross income of the employer, but are treated as an employer reversion and are subject to a
20-percent excise tax.

In order for the transfer to be qualified, accrued retirement benefits under the pension
plan generally must be 100-percent vested asif the plan terminated immediately before the
transfer (or in the case of a participant who separated in the one-year period ending on the date of
the transfer, immediately before the separation).

In order for atransfer to be qualified, the employer generally must maintain retiree health
benefit costs at the same level for the taxable year of the transfer and the following four years.

In addition, the Employee Retirement Income Security Act of 1974 (“ERISA”) provides
that, at least 60 days before the date of a qualified transfer, the employer must notify the
Secretary of Labor, the Secretary of the Treasury, employee representatives, and the plan
administrator of the transfer, and the plan administrator must notify each plan participant and
beneficiary of the transfer.®?

No qualified transfers may be made after December 31, 2005.

Explanation of Provision

The bill allows qualified transfers of excess defined benefit plan assets through December
31, 2013.

Effective Date

The provision is effective on the date of enactment.

%2 ERISA sec. 101(e). ERISA also provides that a qualified transfer is not a prohibited
transaction under ERISA or a prohibited reversion.
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M. Treatment of Active lncome

1. Repeal controlled foreign corporation rulesfor foreign base company sales and services
income (sec. 1101 of the bill and sec. 954 of the Code)

Present L aw

In general, the subpart F rules (secs. 951-964) require U.S. shareholders with a 10-
percent or greater interest in a controlled foreign corporation to include currently in income for
U.S. tax purposes certain passive and other income of the controlled foreign corporation
(referred to as “subpart F income”), without regard to whether the income is distributed to the
shareholders (sec. 951(a)(1)(A)). In effect, the Code treats the U.S. 10-percent shareholders of a
controlled foreign corporation as having received a current distribution of their pro rata shares of
the controlled foreign corporation's subpart F income. The amounts included in income by the
controlled foreign corporation's U.S. 10-percent shareholders under these rules are subject to
U.S. tax currently. The U.S. tax on such amounts may be reduced through foreign tax credits.

Subpart F income encompasses certain categories of non-passive income, including
foreign base company sales and servicesincome (sec. 954(a)). Foreign base company sales
income generally consists of sales income of a controlled foreign corporation located in a
country that is neither the origin nor the destination of the goods with respect to sales of property
purchased from or sold to arelated person (sec. 954(d)). Foreign base company servicesincome
consists of income from services performed outside the controlled foreign corporation's country
of incorporation for or on behalf of arelated party (sec. 954(e)).

A special branch rule applies only for purposes of determining a controlled foreign
corporation's foreign base company sales income. Under this rule, a branch of a controlled
foreign corporation is treated as a separate corporation where the activities of the controlled
foreign corporation through the branch outside the controlled foreign corporation’s country of
incorporation have substantially the same effect asif such branch were a subsidiary (sec.
954(d)(2)).

For purposes of the subpart F rules, arelated person is defined as any individual,
corporation, trust, or estate that controls or is controlled by the controlled foreign corporation, or
any individual, corporation, trust, or estate that is controlled by the same person or persons that
control the controlled foreign corporation (sec. 954(d)(3)). Control with respect to a corporation
means ownership of more than 50 percent of the corporation's stock (by vote or value). Control
with respect to a partnership, trust, or estate means ownership of more than 50 percent of the
value of the beneficial interests of the partnership, trust, or estate. Indirect and constructive
ownership rules apply.

Explanation of Provision

The bill repeals the subpart F rules for foreign base company sales and services income.
The bill continues to treat as subpart F income (as a category of foreign personal holding
company income) income of a controlled foreign corporation with respect to sales of property

42



purchased from (or sold to) arelated person that is produced in the United States and sold (or
purchased) for use in the United States.®®

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2005, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.

2. Extension and modification of exceptions under subpart F for active financing income
(sec. 1102 of the bill and secs. 953 and 954 of the Code)

Present L aw

Under the subpart F rules, U.S. shareholders with a 10-percent or greater interest in a
controlled foreign corporation (“CFC”) are subject to U.S. tax currently on certain income
earned by the CFC, whether or not such 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 and insurance income. In addition, 10-percent U.S.
shareholders of a CFC are subject to current inclusion with respect to their shares of the CFC's
foreign base company servicesincome (i.e., income derived from services performed for a
related person outside the country in which the CFC is organized).

Foreign personal holding company income generaly consists of the following: (1)
dividends, interest, royalties, rents, and annuities; (2) net gains from the sale or exchange of (a)
property that gives rise to the preceding types of income, (b) property that does not give rise to
income, and (C) interestsin trusts, partnerships, and REMICs; (3) net gains from commodities
transactions; (4) net gains from foreign currency transactions; (5) income that is equivalent to
interest; (6) income from notional principal contracts; and (7) paymentsin lieu of dividends.

Insurance income subject to current inclusion under the subpart F rules includes any
income of a CFC attributable to the issuing or reinsuring of any insurance or annuity contract in
connection with risks located in a country other than the CFC's country of organization. Subpart
F insurance income also includes income attributable to an insurance contract in connection with
risks located within the CFC's country of organization, as the result of an arrangement under
which another corporation receives a substantially equal amount of consideration for insurance
of other country risks. Investment income of a CFC that is allocable to any insurance or annuity
contract related to risks located outside the CFC's country of organization is taxable as subpart F
insurance income (Treas. Reg. sec. 1.953-1(a)).

Temporary exceptions from foreign personal holding company income, foreign base
company servicesincome, and insurance income apply for subpart F purposes for certain income

% |tisintended that this provision be interpreted in a manner consistent with the
interpretations that have developed with respect to similar language in the context of the foreign
base company sales income rules, including interpretations relating to the “manufacturing
exception” applicable under those rules. See Treas. Reg. sec. 1.954-3(a)(4).
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that is derived in the active conduct of a banking, financing, or similar business, or in the conduct
of an insurance business (so-called “active financing income”).*

With respect to income derived in the active conduct of a banking, financing, or similar
business, a CFC is required to be predominantly engaged in such business and to conduct
substantial activity with respect to such businessin order to qualify for the exceptions. In
addition, certain nexus requirements apply, which provide that income derived by a CFC or a
qualified business unit (“QBU”) of a CFC from transactions with customersis eligible for the
exceptions if, among other things, substantially all of the activities in connection with such
transactions are conducted directly by the CFC or QBU in its home country, and such incomeis
treated as earned by the CFC or QBU in its home country for purposes of such country's tax
laws. Moreover, the exceptions apply to income derived from certain cross border transactions,
provided that certain requirements are met. Additional exceptions from foreign persona holding
company income apply for certain income derived by a securities dealer within the meaning of
section 475 and for gain from the sale of active financing assets.

In the case of insurance, in addition to temporary exceptions from insurance income and
from foreign personal holding company income for certain income of a qualifying insurance
company with respect to risks located within the CFC's country of creation or organization,
temporary exceptions from insurance income and from foreign persona holding company
income apply for certain income of a qualifying branch of a qualifying insurance company with
respect to risks located within the home country of the branch, provided certain requirements are
met under each of the exceptions. Further, additional temporary exceptions from insurance
income and from foreign personal holding company income apply for certain income of certain
CFCs or branches with respect to risks located in a country other than the United States,
provided that the requirements for these exceptions are met.

% Temporary exceptions from the subpart F provisions for certain active financing
income applied only for taxable years beginning in 1998. Those exceptions were modified and
extended for one year, applicable only for taxable years beginning in 1999. The Tax Relief
Extension Act of 1999 (P.L. No. 106-170) clarified and extended the temporary exceptions for
two years, applicable only for taxable years beginning after 1999 and before 2002. The Job
Creation and Worker Assistance Act of 2002 (P.L. No. 107-147) extended the temporary
exceptions for five years, applicable only for taxable years beginning after 2001 and before 2007,
with amodification relating to insurance reserves.



Explanation of Provision

The bill extends for one year the present-law temporary exceptions from subpart F
foreign personal holding company income, foreign base company services income, and insurance
income for certain income that is derived in the active conduct of a banking, financing, or similar
business, or in the conduct of an insurance business.

Effective Date

The provision is effective for taxable years of foreign corporations beginning after
December 31, 2006, and before January 1, 2008, and for taxable years of U.S. shareholders with
or within which such taxable years of such foreign corporations end.

3. Look-through treatment of payments between related controlled foreign corporations
under foreign personal holding company income rules (sec. 1103 of the bill and sec. 954(c)
of the Code)

Present L aw

In general, the rules of subpart F (secs. 951-964) require U.S. shareholders with a 10-
percent or greater interest in a controlled foreign corporation to include certain income of the
controlled foreign corporation (referred to as “ subpart F income”) on a current basis for U.S. tax
purposes, regardless of whether the income is distributed to the shareholders.

Subpart F income includes foreign base company income. One category of foreign base
company incomeis foreign personal holding company income. For subpart F purposes, foreign
personal holding company income generally includes dividends, interest, rents and royalties,
among other types of income. However, foreign personal holding company income does not
include dividends and interest received by a controlled foreign corporation from arelated
corporation organized and operating in the same foreign country in which the controlled foreign
corporation is organized, or rents and royalties received by a controlled foreign corporation from
arelated corporation for the use of property within the country in which the controlled foreign
corporation isorganized. Interest, rent, and royalty payments do not qualify for this exclusion to
the extent that such payments reduce the subpart F income of the payor.

Explanation of Provision

Under the bill, dividends, interest, rents, and royalties received by one controlled foreign
corporation from arelated controlled foreign corporation are not treated asforeign personal
holding company income to the extent attributable to non-subpart-F earnings of the payor. For
these purposes, arelated controlled foreign corporation is a controlled foreign corporation that
controls or is controlled by the other controlled foreign corporation, or a controlled foreign
corporation that is controlled by the same person or persons that control the other controlled
foreign corporation. Ownership of more than 50 percent of the controlled foreign corporation’s
stock (by vote or value) constitutes control for these purposes.
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Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.

4. L ook-through treatment for sales of partnership interests (sec. 1104 of the bill and sec.
954(c) of the Code)

Present L aw

In general, the subpart F rules (secs. 951-964) require U.S. shareholders with a 10-
percent or greater interest in a controlled foreign corporation to include in income currently for
U.S. tax purposes certain types of income of the controlled foreign corporation, whether or not
such incomeis actually distributed currently to the shareholders (referred to as "subpart F
income"). Subpart F income includes foreign personal holding company income. Foreign
personal holding company income generally consists of the following: (1) dividends, interest,
royalties, rents, and annuities; (2) net gains from the sale or exchange of (a) property that gives
rise to the preceding types of income, (b) property that does not give rise to income, and (c)
interests in trusts, partnerships, and REMICs; (3) net gains from commodities transactions; (4)
net gains from foreign currency transactions; (5) income that is equivalent to interest; (6) income
from notional principal contracts, and (7) paymentsin lieu of dividends. Thus, if a controlled
foreign corporation sells a partnership interest at a gain, the gain generally constitutes foreign
personal holding company income and is included in the income of 10-percent U.S. shareholders
of the controlled foreign corporation as subpart F income.

Explanation of Provision

The bill treats the sale by a controlled foreign corporation of a partnership interest as a
sale of the proportionate share of partnership assets attributable to such interest for purposes of
determining subpart F foreign personal holding company income. Thisrule appliesonly to
partners owning directly, indirectly, or constructively at least 25 percent of a capital or profits
interest in the partnership. Thus, the sale of a partnership interest by a controlled foreign
corporation that meets this ownership threshold constitutes subpart F income under the bill only
to the extent that a proportionate sale of the underlying partnership assets attributable to the
partnership interest would constitute subpart F income.

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.
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5. Repeal of foreign personal holding company rules and foreign investment company rules
(sec. 1105 of the bill and secs. 542, 551-558, 954, 1246, and 1247 of the Code)

Present L aw

Income earned by aforeign corporation from its foreign operations generally is subject to
U.S. tax only when such income is distributed to any U.S. persons that hold stock in such
corporation. Accordingly, aU.S. person that conducts foreign operations through aforeign
corporation generally is subject to U.S. tax on the income from those operations when the
income is repatriated to the United States through a dividend distribution to the U.S. person. The
income is reported on the U.S. person's tax return for the year the distribution is received, and the
United States imposes tax on such income at that time. The foreign tax credit may reduce the
U.S. tax imposed on such income.

Several sets of anti-deferral rules impose current U.S. tax on certain income earned by a
U.S. person through aforeign corporation. Detailed rules for coordination among the anti-
deferral rules are provided to prevent the U.S. person from being subject to U.S. tax on the same
item of income under multiple rules.

The Code sets forth the following anti-deferral rules: the controlled foreign corporation
rules of subpart F (secs. 951-964); the passive foreign investment company rules (secs. 1291-
1298); the foreign personal holding company rules (secs. 551-558); the personal holding
company rules (secs. 541-547); the accumulated earnings tax rules (secs. 531-537); and the
foreign investment company rules (secs. 1246-1247).

Explanation of Provision

Thebill: (1) eliminates the rules applicable to foreign persona holding companies and
foreign investment companies; (2) excludes foreign corporations from the application of the
personal holding company rules; and (3) includes as subpart F foreign personal holding company
income personal services contract income that is subject to the present-law foreign personal
holding company rules.

Effective Date

The proposal is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.

6. Subpart F treatment of pipeline transportation income (sec. 1106 of the bill and sec.
954(g) of the Code)

Present L aw

Under the subpart F rules, U.S. 10-percent shareholders of a controlled foreign
corporation are subject to U.S. tax currently on their shares of certain income earned by the
foreign corporation, whether or not such income is distributed to the shareholders (referred to as
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“subpart F income”). Subpart F income includes foreign base company income, which in turn
includes foreign base company oil related income (sec. 954(a)).

Foreign base company oil related income isincome derived outside the United States
from the processing of minerals extracted from oil or gas wells into their primary products; the
transportation, distribution, or sale of such minerals or primary products; the disposition of assets
used by the taxpayer in atrade or business involving the foregoing; or the performance of any
related services. However, foreign base company oil related income does not include income
derived from a source within aforeign country in connection with: (1) oil or gas which was
extracted from awell located in such foreign country or, (2), oil, gas, or aprimary product of oil
or gaswhich is sold by the controlled foreign corporation or arelated person for use or
consumption within such foreign country or isloaded in such country as fuel on a vessel or
aircraft. Anexclusion also is provided for income of a controlled foreign corporation that is a
small producer (i.e., a corporation whose average daily oil and natural gas production, including
production by related corporations, is less than 1,000 barrels).

Explanation of Provision

The bill provides an additional exception to the definition of foreign base company oil
related income. Under the bill, foreign base company oil related income does not include
income derived from a source within aforeign country in connection with the pipeline
transportation of oil or gas within such foreign country. Thus, the exception applies whether or
not the controlled foreign corporation that owns the pipeline also owns any interest in the oil or
gas transported. In addition, the exception applies to income earned from the transportation of
oil or gas by pipeline in a country in which the oil or gas was neither extracted nor consumed
within such foreign country.

Effective Date

The provision is effective for taxable years of foreign corporations beginning after
December 31, 2004, and taxable years of U.S. shareholders with or within which such taxable
years of foreign corporations end.

7. Determination of foreign personal holding company income with respect to transactions
in commodities (sec. 1107 of the bill and sec. 954 of the Code)

Present L aw

Subpart F foreign personal holding company income

Under the sub