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LETTER OF TRANSMITTAL

Coneress oF THE UNITED STATES,
Jornt CoMMITTEE ON TAXATION,
Washington, D.C., March 12,1979.
Hon. Arn Urimaw, Chairman,
Hon. RusseLr B. Lowe, Vice Chairmaon,
Joint Committee on T axation,
U.8. Congress, Washington, D.C.

Dear Mrssrs. CHAIRMEN : While committee reports explain the posi-
tion of the House Committee on Ways and Means or the position of
the Senate Committee on Finance, they do not in all cases explain
the tax legislation which is finally passed by the Congress. This be-
comes particularly important in the case of major legislation in which
there are many differences between the bill as passed by the House and
as passed by the Senate, and the bill which finally becomes public law.
The Revenue Act of 1978, because of its comprehensive scope and the
many changes which were made in the House bill by the Senate and
subsequently by the conferees, is an illustration of a case where the dif-
ferences were especially significant.

This document represents the effort by the staff of the Joint Com-
mittee on Taxation to provide an explanation of the Revenue Act of
1978 as finally enacted and is comparable to a number of similar
documents prepared by the staff on other revenue acts in recent years.
For the most part, where provisions were unchanged in conference
and described in either the House or Senate report, that explanation is
used in this document. No attempt is made here to carry the explana-
tion further than is customary in the case of committee reports; there-
fore, this explanation does not deal with issues which are customar-
ily explained in regulations or rulings.

The first major part of the document provides the legislative history
of the Revenue Act of 1978, including references to the sources of leg-
islative history for provisions that were added as Senate amendments
where there were separately reported bills on those provisions. The sec-
ond part is a summary of the various provisions. The third part
presents the general reasons for the legislation. The fourth part con-
tains the revenue estimates on the legislation as finally enacted ; and the
fifth part is an explanation of the provisions in the order in which
they appear in the public law.

This material was prepared by the staff of the Joint Committee
on Taxation, with consultation with the staffs of the House Committee
on Ways and Means and the Senate Committee on Finance, after the
Revenue Act of 1978 was passed. It has not been reviewed by the tax
committees, and therefore only reflects the staff’s view as to the intent
of Congress.

Sincerely yours,
Berxarp M. Smariro,
Chief of Staff.
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I. LEGISLATIVE HISTORY OF REVENUE ACT OF 1978
A. CHRONOLOGY OF THE ACT

The following is a chronology of the legislative history of the Reve-
nue Act of 1978 (H.R. 13511 ; Public Law 95-600) .

® House Committee on Ways and Means hearings on the Presi-
dent’s 1978 tax reform and reduction proposals (H.R. 12078
introduced as the Administration proposal)—January 30-81;
February 1; March 6-10, 13-17, 20; April 3-7, and 24, 1978.

* House Committee on Ways and Means markup on Administra-
tion’s proposals—A pril 17-20, 1978.

¢ Introduction of H.R. 13511—July 18,1978.

® House Committee on Ways and Means markup on H.R. 13511—
July 20, 25-27, 1978,

® H.R. 13511 reported by House Committee on Ways and
Means—August 4, 1978 (House Report 95-1445).

® House Committee on Rules—hearing on August 8, 1978, and re-
ported o)n August 9, 1978 (House Resolution 1306 ; House Report
95-1461).

® House of Representatives floor action—considered and passed
on August 10,1978,

® H.R. 13511 referred to Senate Committee on Finance—Au-
gust 14, 1978.

® Senate Committee on Finance hearings—August 17, 21-25, and
September 6, 1978.

® Senate Committee on Finance markup—September 7-8, 11-12,
14,18-21, and 25-26, 1978.

® H.R. 13511 reported by Senate Committee on Finance—Qcto-
ber 1,1978 (Senate Report 95-1263).

® Senate floor action—Qctober 5-7, and 9-10, 1978.

® House-Senate conference on H.R. 13511—OQctober 12-15,1978.

¢ Conference report on H.R. 13511—October 15, 1978 (House Re-
port 95-1800).

® House Committee on Rules action on conference report—OQOc-
tober 15,1978 (House Resolution 1444 ; House Report 95-1802).

] ngse and Senate agreed to conference report—Qctober 15,
1978.

e H.R. 13511 signed by the President—November 6, 1978 (Public
Law 95-600).

1 Title VII of the Act, which contains technical corrections to the Tax Reform
Act of 1976, was considered as a separate bill, H.R. 6715, by the House of Repre-
sentatives and Senate Committee on Finance. That bill was reported by the
House Committee on Ways and Means on October 12, 1977, passed by the House
of Representatives on October 17, 1977, and reported by the Senate Committee
on Finance on April 17, 1978. The provisions of H.R. 6715, as approved by the
Senate Finance Committee, were added to the Revenue Act of 1978, with several
minor changes by a Senate floor amendment. The following portion of this part,
Sources of Legislative History, provides references to the relevant committee
reports for these provisions and for other provisions which were added to the
Revenue Act of 1978 by the Senate and which were identical or similar to pro-
visions contained in other bills reported separately in the 95th Congress. Foot-
notes in the text also refer to the appropriate House and Senate reports for these
other tax billg, provisions of which were included in the Revenue Act of 1978,

(1)



B. SOURCES OF LEGISLATIVE HISTORY

The principal sources of legislative history for the Revenue Act of
1978 (Public Law 95-600) are the reports of the House Committee on
Ways and Means (House Report 95-1445), the Senate Committee on
Finance (Senate Report 95-1263), and the Conference Committee
(House Report 95-1800). A number of provisions of the Revenue Act
of 1978 are identical or similar to provisions which were contained in
other bills reported separately in the 95th Congress and which were
added to the Act by the Senate. The references to other bills and com-
mittee reports relating to these provisions are set forth below.

(2)



Tax ProvisioNs INCLUDED 1xv THE REVENUE Act oF 1978 WHIOHE WERE SEPARATELY REPORTED IN OrHER TAx BIirLrs
N THE 95TH CONGRESS

SECTION OF THE
Revenue Actr

oF 1978 SUBIECT BuL CommIiTTEE REPORT

1. Sec. 121_______ Child care credit for payments to related H.R. 8535 _______ H. Rept. 95-1092.
parties.

2. Sec. 157_______ Individual retirement account technical H.R. 13619___ ___ H. Rept. 95-1739.
changes.

3. Sec. 163_______ Tax counseling for the elderly. H.R.3553________ H. Rept. 95-1667.

4. Sec. 314.______ Investment credit for single purpose agri- H.R. 12846_______ H. Rept. 95-1761.
cultural or horticultural structures.

5. Sec. 317_______ Investment credit recapture under the H.R.10653.______ H. Rept. 95-1539.
ConRall reorganization.

6. Sec.333______. Industrial development bonds for water H.R.10239.______ H. Rept. 95-1734.
facilities.

7. Sec. 343____.__ Extension of period for making subchapter H.R. 7320 (Public H. Rept. 95-645; S. Rept.
S elections. Law 95-628). 95-797.

8. Sec. 362.._.____ Deficiency dividend procedure for regulated H.R. 6877________ H. Rept. 95-1537.
investment companies.

9. Sec. 364_______ Contributions in aid of construction toregu- H.R. 11741_______ H. Rept. 95-1577.
lated electric or gas public utilities.

10. Sec. 368____.___ Postponement of effective date for special H.R. 9251 (Public H. Rept. 95-697; S. Rept. 95-

limitations on net operatmg loss carry-
overs.

Law 95-615). 746, H Rept. 95—1798 (Con-

ference)



Tax Provisions INCLUDED IN THE REVENUE AcT oF 1978 WixncH WEre SePArRATELY REerorTED IN OtHER TAx Bras
iN THE 95TH ConereEss—Continued

SECTION OF THE
REVENUE AcT
oF 1978 SussECT Briy CommiTTEE REPORT

11. Sec. 369_______ Use of certain expired net operating loss H.R. 10653_______ H. Rept. 95-1539.
carryovers and redemption of certificates
of value in a tax-free reorganization of a
transferor railroad.

12. Sec. 370_______ Income from certain railroad rolling stock H.R. 12352_______ H. Rept. 95-1561.
treated as from sources within the United
States. ;
13. Sec. 372_______ Accounting for magazines, paperbacks, and H.R.3050________ H. Rept. 95-1091; S. Rept. 95—
records returned after the close of the 1278.
taxable year.
14. Sec. 373.._____ Accounting for qualified coupons redeemed H.R. 13047_______ H. Rept. 95-1707.
after the close of the taxable year. :
15. Sec. 422_______ Minimum tax treatment of intangible drill- H.R. 5263 (Public H. Rept. 95-435; S. Rept. 95—
ing costs. Law 95-618).! 529; H. Rept. 95-1773 (Con-

ference); S. Rept. 95-1324
(Conference).



16.
17.
18.
19.
20.
21.

22.

Sec.
Sec.
Sec.
Sec.
Sec.
Sec.

501._____. Reporting requirements with respect to
charged fips.

502 ._____ Tax Court small tax case procedure and
authority of the commissioners.

512 . __ Attribution rules for extension of time to
pay estate tax.

520.______ Reduction of excise tax on private founda-
tion investment income.

530, ____ Employment tax status of individuals as

= independent contractors or employees.
540.______ Source of interest income on deposits in

Puerto Rican branches of U.S. savings
and loan associations.

Seecs. 701-703__ Technical Corrections to the Tax Reform

Act of 1976.

H.R. 13592_______ H. Rept. 95-1679.

H.R. 13092 ______ H. Rept. 95-1609.

H.R. 12578(sec. 7). H. Rept. 95-1286.
HR.112_________ H. Rept. 95-842; S. Rept.

95-790.

H.R. 14159_______ H. Rept. 95-1748.

H.R. 13758 ______ H. Rept. 95-1745.

H.R. 6715 ______ - H. Rept. 95-700; S. Rept.

95-745.

1 The Energy Tax Act of 1978. These energy tax provisions were reported by the Committee on Ways and Means as H.R. 6831
(H. Rept. 95-496, Part IIT) and by the House Ad Hoc Committee on Energy as H.R. 8444 (H. Rept. 95-543). H.R. 8444, including the
energy tax provisions, was passed by the House and referred to the Senate Finance Committee. The Finance Committee reported the
energy tax provisions on H.R. 5263, as amended (S. Rept. 95-529). H.R. 5263 was passed by the Senate with amendments and conference
reports were filed on the House-Senate Conference agreement (H. Rept. 95-1773 and 8. Rept. 95-1324).






II. SUMMARY OF THE ACT

The Revenue Act of 1978 provided tax reductions to stimulate con-
sumer and investment spending in order to increase economic growth.
In addition, it contained many tax changes designed to improve the
equity of the tax system and to simplify it.

Overview
Principal provisions

The principal provisions of the Revenue Act of 1978 are the
following : _ ) :

® A reduction in individual income tax rates, a major element of an:
individual income tax reduction of approximately $12.8 billion for
calendar year 1979. .

® A permanent tax rate reduction for corporations, amounting to
$5.1 billion for calendar year 1979. .

* A major expansion of the earned income tax credit for the work-
ing poor, which will amount to $1 billion in 1979. In addition, the
credit is simplified and will be reflected in an employee’s paychecks,
rather than being paid out in one lump sum as a tax refund.

* An increase (beginning in 1979) in the zero bracket amount and
the corresponding floor under itemized deductions (which had replaced
the standard deduction) from $2,200 to $2,300 for single persons and
heads of households, and from $3,200 to $3,400 for married couples.

¢ Anincrease in the personal exemption from $750 to $1,000 (begin-
ning in 1979) to replace the expiring general tax credit.

® A doubling of the tax credit for political contributions and repeal
of the itemized deduction for political contributions.

® Repeal of the itemized deduction for nonbusiness State and local
gasoline taxes. )

® A phaseout of the exclusion for unemployment compensation
benefits at higher income levels. '

¢ Changesto limit certain tax shelters. .

10 Rules for taxation of benefits under certain deferred compensation
plans.

® An increase from 50 percent to 60 percent in the portion of long-
term capital gains deductible from gross income. ,

® A once-n-a-lifetime election to exclude from taxable income the
first $100,000 of gain from the sale of a principal residence by tax-
payers who are age 55 or older. .

¢ Elimination of capital gains and adjusted itemized deductions
from the list of tax preferences subject to the add-on minimum tax for
individuals. ’ o

® A new alternative minimum tax at rates up to 25 percent on tax--
able income increased by the capital gains deduction and certain ad-
justed itemized deductions (generally, certain itemized deductions in
excess of 60 percent of adjusted gross income), which individuals will

(M
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pay only if it exceeds their regular income tax. An exclusion for capital
- gain from the sale of a principal residence is provided.

¢ Repeal of the 25-percent alternative income tax on the first $50,000
of long-term capital gain.

® A capital gains tax rate reduction for corporations.

® Deferral of carryover of basis at death until 1980.

® Denial of business deductions for use of certain entertainment
facilities, such as yachts and hunting lodges.

® An expansion of the WIN-welfare tax credit to encourage both
business and nonbusiness employers to hire WIN registrants and wel-
fare recipients.

® A targeted jobs tax credit, to replace the general jobs tax credit,

- designed to encourage people to hire needy youths and other categories
of people who frequently have difficulty finding jobs.

® A permanent 10-percent investment tax credit.

¢ Liberalization of the investment tax credit by raising the amount
of tax liability which the credit may offset from 50 percent to 90 per-
cent by 1982, extending it to rehabilitation of existing industrial and
commercial buildings, and extending the full credit to certain pollution
control facilities for which 5-year amortization is elected.

¢ Revised subchapter S rules.

e Additional funding of $0.4 billion (a total of $2.9 billion) for
social services under Title XX of the Social Security Act for fiscal
year 1979,

® A Congressional policy statement regarding the rate of growth
in Federal outlays for fiscal years 1979-19883, and possible further in-
come tax reduction. :

Overall revenue effect

The Act provides new tax cuts of $18.9 billion in calendar year 1979
and $22.5 billion in 1980. The budget effect in fiscal year 1979, includ-
ing both the new tax cuts and the extensions of expiring tax cuts, is a
revenue reduction of $19.3 billion. .

Of the new tax cuts for 1979, $12.8 billion represents cuts in individ-
ual income tax liabilities, $3.7 billion represents business income tax
cuts and $2.2 billion represents reductions in capital gains taxes for
individuals and corporations.! The remaining $.2 billion in tax cuts for
1979 relate to certain excise and estate and gift tax changes.

Individual Income Taxes

The Revenue Act of 1978 provides three principal individual income
tax cuts affecting virtually all taxpayers. The Act increases the per-
sonal exemption from $750 to $1,000 beginning in 1979. This increase in
the exemption replaces the temporary general tax credit, which equaled
the greater of $35 for each exemption or 2 percent of the first $9,000 of
taxable income in excess of the zero bracket amount). The Act replaced
the tax rate schedule, which had 25 brackets, with a new schedule with

! The revenue loss from the capital gains tax cut for individuals, except for the
special provision for residences, is reduced by one-third ($1 billion in calendar
yvear 1979, $1 billion in 1980, and $0.1 billion in fiscal year 1979) to take account
of the offsetting revenue gain expected from additional sales of appreciated
assets resulting from the capital gains tax reduction.
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15 wider brackets. Also, it increases the zero bracket amount and the
corresponding floor under itemized deductions, which had replaced the
old standard deduction, from $2,200 to $2,300 for single persons, and
from $3,200 to $3,400 for married couples. ]

The Act significantly expands the earned income tax credit for the
working poor. Previously, the credit was 10 percent of the first $4,000
of earnings and was phased out as income rose between $4,000 and
$8,000. Under the Act, the credit is 10 percent of the first $5,000 of
earnings (an increase in the maximum credit from $400 to $500), and
the phaseout range is increased to between $6,000 and $10,000.
The credit is also simplified so that it will be easier to compute.
Finally, instead of being paid out as one lump sum upon filing a tax
return for the taxable year, the credit will be reflected in employees’
paychecks, making it a more effective work incentive and distributing
the tax relief more evenly throughout the year. The credit is treated
as earned income for purposes of determining eligibility for, and bene-
fits under, certain Federal assistance programs. The tax cut and addi-
tional outlays from the increased earned income credit will amount to
$1 billion for 1979.

The Act repeals the deduction for nonbusiness State and local gaso-
line taxes in order to simplify preparation of individual tax returns.

In addition, the Act doubles the tax credit for political contributions
to encourage wider political participation and, to simplify the income
tax return, it repeals the alternative itemized deduction for political
contributions.

Business Taxes

Corporate tax rate

The Act provides a sizable reduction in the corporate income tax
rate. The top corporate tax rate is reduced from 48 percent to 46 per-
cent, and a system of graduated tax rates is established for small busi-
nesses. In place of rates of 20 percent on the first $25,000
of taxable income, 22 percent on taxable income between $25,000 and
$50,000, and 48 percent on taxable income in excess of $50,000, the new
rate schedule is 17 percent on the first $25,000 of income, 20 per-
cent on income between $25,000 and $50,000, 30 percent on income be-
tween $50,000 and $75,000, 40 percent on income between $75,000 and
$100,000, and 46 percent on income above $100,000. This tax reduction,
amounting to about $5 billion in 1979, is designed to increase business
Investment and encourage the formation and expansion of small busi-
nesses. About $1 billion of the tax cut will be received by businesses
with incomes below $100,000.

Inwestment tax credit

The Act makes permanent the existing 10-percent investment tax
credit, as well as the $100,000 limitation on the amount of used prop-
erty eligible for the credit and extends for 3 years the extra investment
credit for contributions to Tax Reduction Act employee stock owner-
ship plans (TRASOP’s). The availability of the credit is also liber-
alized by increasing the tax liability limitation from 50 percent to 90
percent on a phased-in basis. The credit is amended to clarify its appli-
cation to single purpose agricultural structures. Also, the Act extended
the investment chedit to expenditures for rehabilitation of commercial
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and industrial buildings. The full investment credit is extended to
pollution control facilities for which the taxpayer has elected 5-year
amortization. (These facilities received only one-half the normal in-
vestment credit under prior law.) There are also a number of technical
amendments to the provision giving an extra investment credit to em-
ployers who contribute to employee stock ownership plans.

Targeted jobs credit; WIN credit

In place of the general jobs tax credit, which expired at the end of
1978, the Act increased the rate of the existing WIN-welfare recipient
tax credit and provided a new targeted jobs credit to encourage busi-
nesses to hire needy youths and others who often have difficulty find-
ing jobs even when the economy is prosperous. For trade or business
employers who hire welfare recipients and WIN registrants, the WIN-
welfare tax credit is 50 percent of the first $6,000 of wages for the first
year of employment and 25 percent for the second year. Businesses will
not receive a deduction for wages equal to the amount of the credit. In
addition, there is a 85-percent credit for the first year of employment
for welfare recipients (limited to the first $6,000 of wages per employee
and $12,000 total qualifying wages per employer) who are hired out-
side of a trade or business. The categories of people eligible for the new
targeted jobs credit include needy youths, needy Vietnam-era veterans,
SSI recipients, convicted felons, recipients of general assistance, cer-
tain handicapped individuals, and high school students in cooperative
education programs. The credit is 50 percent of the first $6,000 of wages
- for the first year of employment and 25 percent of such wages for the
second year of emplovment. The expanded earned income credit and
WIN and welfare credits were designed to increase the employment of
people who are now on welfare, and the new targeted jobs credit was
designed to help alleviate the serious unemployment problems of the
covered groups.

Entertainment facilities

The Act denies a deduction for entertainment facilities, including
vachts and hunting lodges, because generally these facilities are used
mostly for personal reasons. Club dues are not covered under the new
disallowance rules.

Capital Gains and Minimum and Maximum Tax Provisions

The Act contains a major reduction in the income tax on capital
gains. This was designed to encourage greater investment in new and
risky enterprises and to increase the mobility of capital by encouraging
taxpayers to sell appreciated assets. Congress believed that these bene-
ficial economic effects of the capital gains tax reduction would greatly
reduce the revenue loss from the capital gains tax cut.

Specifically, the Act increases the percentage of long-term capital
gains deductible from gross income from 50 percent to 60 percent,
effective for sales after October 31, 1978. To ensure that this tax cut
does not result in high-income individuals paying very low effective
rates of tax, the Act imposes an alternative minimum tax on taxable
income increased by the capital gains deduction and certain adiusted
itemized deductions, with rates up to 25 percent. Individuals will pay
this alternative minimum tax only if it exceeds their tax computed the
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regular way. The 15-percent add-on minimum tax is continued from
prior law except that it does not apply to capital gains deductions or
adjusted itemized deductions. Neither the add-on nor alternative min-
imum tax applies with respect to a capital gain from the sale of a prin-
cipal residence. Another significant capital gains tax change under
the Act will allow an individual, who is at least age 55, to elect to ex-
clude from income up to $100,000 of any gain realized on the sale of
his or her principal residence. However, this exclusion may be elected
only once in a lifetime. The present rollover provision for gains on a
principal residence where the proceeds of the sale are reinvested in
another principal residence remains in effect.

The Act also removes capital gains from the tax preferences which
reduce the amount of personal service income eligible for the 50-percent
maximum tax.

The 50-percent maximum tax on personal service income is also 1ib-
eralized by expanding the definition of earned income for businesses in
which both capital and labor are used to produce income.

The Act also reduces the alternative corporate capital gains tax rate
from 30 to 28 percent.

The application of the provision for carryover of basis at death,
enacted in 1976, is deferred through the end of 1979.

Tax-Exempt State and Local Government Bonds

The Act makes a number of changes in the provisions relating
to tax-exempt bonds. The elective $5 million limit on small issues of
industrial development bonds is raised to $10 million and the limit
on the amount of capital expenditures for the project is raised to $20
million for urban development action grant facilities. The Act permits
advance refundings for certain industrial development bonds used to
finance certain public projects. The Act also includes a transitional
rule to exempt certain bonds issued in connection with advanced
refundings of certain exempt industrial development bonds. It exempts
interest from industrial development bonds for certain water projects.
The Act also contains provisions for the treatment of industrial de-
velopment bonds issued in connection with the local furnishing of elec-
tric energy and advance refunding arbitrage profits where profits
are donated to a public charity. The Act also provides judicial review
for private letter rulings relating to the tax exempt status of proposed
bond issues.

Small Business Provisions

In addition to the substantially lower corporate tax rates for the
first $100,000 of taxable income, the Act contains several provisions re-
lating to small businesses. The Act liberalizes the rules for eligibility
for subchapter S corporation treatment, which generally provides for
the passthrough of income and losses to shareholders without the inci-
dence of taxation at the corporate level. Also, the Act simplifies and
liberalizes the provision which permits ordinary loss treatment (i.e.,
full deductibility) for investments in common stock of certain small
business corporations.

Employee Compensation and Retirement Plans

The Act allows employees and independent contractors who perform
services for a State or local government to defer annually an amount
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equal to the lesser of $7,500 or 3314 percent of their currently in-
cludible compensation. In addition, compensation deferred under un-
funded deferred compensation plans maintained by taxable employers
will be subject to the principles of law applying on February 1, 1978,

Under the Act, participants in nondiscriminatory “cafeteria” plans
will not have taxable income to the extent they elect to receive non-
taxable benefits. (“Cafeteria plans” are employee fringe benefit plans
permitting participants to choose among fringe benefits they want
purchased with employer contributions.)

Also, the Act provides rules under which participants in “cash or
deferred” profit sharing plans can defer tax on amounts paid by their
employers into the plan.

The Act provides for simplified pension plans.

The Act provides favorable treatment for a sale of an annuity con-
tract by a life insurance company to a public employee retirement plan.

Under the Act, self-insured medical and accident reimbursement
plans will be required not to discriminate in favor of officers, share-
holders or highly compensated employees in order for those partici-
pants to obtain favorable tax treatment. In addition, if certain require-
ments are met, the value of educational assistance provided by em-
ployers under a nondiscriminatory plan would be excluded from an
employee’s income.

Tax Shelter and Partnership Provisions

The Act contains several changes designed to limit the use of tax
shelters. The coverage of the provision limiting loss deductions to the
amount a taxpayer 1s at risk (the at risk provision) is expanded from
four specific activities (farming, oil and gas, motion pictures, and
equipment leasing) to all activities except real estate. This provision
is also extended to certain closely held corporations, and the separate
partnership at risk provision is repealed.

The Act imposes civil penalties for failure to file and late filing of
partnership tax returns. In addition, partners of partnerships subject
to the registration and reporting requirements of the Securities and
Exchange Commission will now be subject to a four-year statute of
limitations with respect to partnership income, deductions and credits
flowed through to the partners.

Other Tax Provisions

The Act exempts from corporate income tax State-chartered cor-
porations set up as general stock ownership corporations (GSOCs)
for the residents of any State. Under these plans, the shareholders of
the corporation (i.e., all residents of the State) would be taxed cur-
rently on their pro rata share of the corporation’s taxable income in a
manner similar to shareholders of subchapter S corporations.

The Act provides a deficiency dividend procedure for mutual funds
similar to that provided for real estate investment trusts.

Under the Act, contributions in aid of construction to regulated
gas and electric utilities are treated as nontaxable contributions -
to capital (the same treatment previously given to water and sewer
utilities).



13

Current law regarding employer reporting of tip income is extended.

The 4-percent excise tax on investment income of private founda-
tions is reduced to 2 percent. The existing excise tax credit for State
taxes paid on coin operated slot machines is increased from 80 per-
cent to 95 percent for 1979 and 1980, and the Federal tax is repealed
entirely thereafter. i L.

The Act extends the exclusion for amounts received by participants
in the Armed Forces health professions scholarship program and the
Public Health Service/National Health Service Corps scholarship
program, pending a study of these issues. ) .

Also, the Act extends through 1982 the moratorium on taxation of
certain student loan cancellations.

The Act postpones for two years the effective date of the rules adopt-
ed in the Tax Reform Act of 1976 relating to trafficking in net operat-
ing loss carryovers. .

The Act extends for 3 years the 5-year amortization of expendi-
tures for rehabilitation of low-income housing. .

The Act provides relief through 1979 for taxpayers involved in con-
troversies with the IRS about employment tax status reclassifications
of workers whom the taxpayers had not considered to be their
employees. » .

It expands the exception to the source rules for interest on deposits -
in foreign branches of U.S. commercial banks to interest on deposits
with Puerto Rican branches of U.S. savings and loan associations.

The Act provides a safe harbor rule for real estate investment trusts
from the tax on prohibited transactions.

The Act extends the family corporation exception to the rules re-
quiring the accrual method of accounting and capitalization of pre-
productive period expenses by farm corporations to certain two- and
three-family corporations. In addition, there are changes in account-
ing rules for sod farms, florists, nurseries and certain other farmers.

The estate tax rules are changed to exclude a portion of the value
of jointly owned property from a decedent’s gross estate in recognition
of the participation by a surviving spouse in the joint operation of a
farm or other business.

There is an exemption from the investment credit recapture rules for
the bankrupt railroads which transferred property to ConRail and
there are changes in the net operating loss carryover rules as they
apply to transferors of property to ConRail.

The Act provides for Treasury Department studies of the tax treat-
ment of foreign owners of U.S. real estate, of the appropriate deprecia-
tion or amortization of equipment required by occupational health and
safety (OSHA) or mine safety (MSHA) regulations, and of simplifi-
cation of income tax returns for individuals.

The Act also expands the volunteer income tax assistance program
of the Internal Revenue Service by authorizing the IRS to enter into
training and technical assistance agreements with nonprofit agencies
to prepare volunteers to provide tax counseling to elderly individuals.
_ Further, the Act includes various technical. clerical, and conform-
ing amendments to the Tax Reform Act of 1976.
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Amendments Relating to the Social Security Act
Grants to States for social services

The Act extends the temporary $200 million additional amount
available to States for social services under title XX of the Social
Security Act for one more year—through fiscal year 1979, As was the
case in fiscal years 1977 and 1978, this $200 million is to be available
only for child care and requires no non-Federal matching ; this amount
18 to be allocated on a population basis. The Act also provides a further
$200 million increase in the ceiling for fiscal 1979 which is available for
social services generally and subject to the ordinary matching require-
ments of title XX,

The net effect of this provision is to raise the ceiling on Federal fund-
ing for title XX social services to $2.9 billion for fiscal year 1979. A fter
fiscal year 1979, the ceiling will revert to its permanent level of $2.5
billion in the absence of further legislation.

Public assistance matching for Puerto Rico, the Virgin Islands, and
Guam.in fiscal year 1979

The Act increases the matching rate and ceilings in fiscal 1979 for
public assistance programs for Puerto Rico, the Virgin Islands, and
Guam. The matching rate is increased from 50 percent to 75 percent,
up to a maximum amount of Federal funding for the fiscal year of $72
million in Puerto Rico, $2.4 million in the Virgin Islands, and $3.3
million in Guam. In the absence of further legislation, the matching
rate and limitations will revert to their permanent-law levels after
fiscal year 1979. :

Policy with Respect to Additional Tax Reductions

The Act also contains the following congressional policy statement
regarding Federal outlays and possible future tax reductions:

“As a matter of national policy the rate of growth in Federal outlays,
adjusted for inflation, should not exceed 1 percent per year between
fiscal year 1979 and fiscal year 1983 ; Federal outlays as a percentage
of gross national product should decline to below 21 percent in fiscal
year 1980, 20.5 percent in fiscal year 1981, 20 percent in fiscal year
1982 and 19.5 percent in fiscal year 1983; and the Federal budget
should be balanced in fiscal years 1982 and 1983. If these conditions
are met, it is the intention that the tax-writing committees of Congress
will report legislation providing significant tax reductions for indi-
viduals to the extent that these tax reductions are justified in the light
of prevailing and expected economic conditions.”



III. GENERAL REASONS FOR THE ACT

Congress believed that a major tax reduction for both individuals
and business was needed to maintain the vigor of the current eco-
nomic recovery and to compensate for tax increases which would other-
wise occur in 1979. Tax reductions for individuals were considered
necessary to offset the increase in social security taxes which was en-
acted in 1977 and which takes effect in 1979, as well as the automatic
tax increase that will result from the inflation expected during 1978
and 1979. Tax reductions for business and capital gains tax reductions
were considered necessary to stimulate investment, which was consid-
ered inadequate during the last five years. .

In addition, Congress believed it was appropriate to review the tax
system periodically to see whether it is having the appropriate impact
on the economy and whether tax burdens are in accovdance with tax-
payers’ ability to pay. The Act was part of that periodic review. Fur-
thermore, Congress was concerned about the complexity of the tax sys-
tem. Specific tax changes in the Act were designed to make the tax
system more equitable, simpler, and more conducive to economic effi-
ciency and growth. The following discussion covers the general reasons
for the major areas of the Act: individual income taxes, business taxes,
and capital gains and the minimum tax,

Individual Income Taxes

In deciding on the appropriate level and distribution of individual
income tax reductions, Congress took into account the expected tax in-
creases in 1979 from inflation and from the legislated social security
tax increases. While it was impossible to give every individual taxpayer
a tax cut large enough to compensate for these tax increases, Congress
structured the individual income tax cuts so that almost every income
class will receive a tax cut large enough to compensate for the inflation
and social security tax increases in 1979 over 1978. .

Congress concluded that the appropriate size of the income tax cut in
1979 liabilities for individuals was $12.8 billion. This amount of tax
reduction for individuals was believed to strike the appropriate bal-
ance between the need to keep consumer spending at a level high
enough to maintain the vigor of the economic recovery and the con-
'ﬁicti,ng need to bring the Federal budget into balance by the early
1980’s.

Congress also believed that the individual income tax should be as
simple as possible, and several of the individual income tax changes in
the Act are designed to help achieve this goal. These changes include
the substitution of a $1,000 personal exemption for the complicated
‘general tax credit, the repeal of the itemized deduction for nonbusiness
State and local gasoline taxes, and the repeal of the itemized deduction
for political contributions (while doubling the credit for such con-
tributions).

(15)
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Business Taxes

Congress believed that a substantial business tax cut was necessary
to stimulate business investment in plant and equipment, which is the
key to improving productivity, reducing the rate of inflation, and
improving the balance of trade. While consumer spending is substan-
tially above its peak prior to the 1973-75 recession, it is only recently
that investment spending has attained its pre-recession peak. Further-
more, an increasing portion of investment is needed to meet Federally
mandated requirements under environmental, occupational health and
safety, and other laws. Because of these regulations and because the
labor force growing rapidly, Congress concluded that the rate of
growth of investment must be higher than in the past to achieve the
same rate of growth of productivity.

Testimony presented to the Congress strongly suggested that the
most effective way to increase business investment was a reduction m
the corporate tax rate. The 48-percent top corporate tax rate had not
been reduced since 1964. In addition, to provide help to small businesses,
a 5-step graduated rate structure was provided to replace the 3-step
rate structure under priorlaw. .

Another major concern of Congress with respect to business taxes
was the need to provide incentives to encourage businesses to hire the
hard-core unemployed—people who have trouble finding jobs even
when the economy is prosperous. In 1977, Congress enacted a tem-
porary jobs tax credit to encourage increased hiring. Since then, the
unemployment rate had fallen from above 7 percent to below 6 percent,
and the problem in 1978 was not so much general unemployment but
rather structural unemployment. Therefore, Congress concluded that
the general jobs tax credit should be allowed to expire at the end of
1978, and should be replaced by an expanded WIN-welfare tax credit
and a new targeted jobs tax credit directed toward categories of people
with chronic unemployment problems. Congress believed that the tar-
geted jobs credit and the expanded WIN-welfare tax credit will pro-
vide a strong incentive for businesses to hire the hard-core unem-
ployed and should make a major contribution to reducing unemploy-
ment in the years ahead.

Capital Gains and the Minimum Tax

Congress believed that the capital gains treatment under prior law
was counter-productive in the sense that it could discourage investment
and sales of appreciated assets to such an extent that it did not provide
as much revenue as would result from lower capital gains tax
rates. In addition, the prior rules regarding capital gains, which in-
volved a regular tax, a minimum tax, an alternative tax and a maxi-
mum tax, were believed to be unnecessarily complex. As a result. the
Act included a major restructuring of the tax on capital gains and the
prior minimum and maximum taxes.

The main feature of this restructuring was an increase from 50 per-
cent to 60 percent in the amount of capital gains deductible from gross
income. Congress believed that this tax cut will encourage addi-
tional sales of appreciated assets and that the tax revenue from these
unlocked capital gains will be sufficient to offset much of the revenue
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loss from the tax cut and possibly lead to an actual revenue increase.
In addition, Congress concluded that the improved mobility of capital
and increased after-tax profitability of potential investments will lead
to a substantial increase in investment activity.

Although the decrease in capital gains taxes was intended to stimu-
late investment activity, Congress did not approve of situations in
which individuals take advantage of the law to escape income taxation
entirely. The add-on minimum tax alone was not considered an ade-
quate response to this problem; it provided too high a tax on people
paying substantial amounts of regular income tax, and it provided too
little tax on taxpayers paying very little regular income tax. Thus, the
Act removed the preferences for capital gains and adjusted itemized
deductions under the add-on minimum tax and provided an alterna-
tive minimum tax based on taxable income increased by the amount
of long-term capital gains deductions and adjusted itemized deduc-
tions. Taxpayers will pay this alternative minimum tax, the top rate
of which will be 25 percent, only if it exceeds their regular income tax.
The Act also provides an exclusion for capital gains from the sale of
a principal residence under the new alternative minimum tax.






IV.REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT

Table I-1.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83*

Part A. Tax Reductions and Revisions
[Millions of dollars]

Calendar year liabilities

Provision 1979 1980 1981 1982 1983

T

Title I—Individual Income Tax Pro-
visions
4. Indiwidual tncome tax reductions and
extensions:
Secs. 101 and 106—Widening tax
brackets, rate cuts, increase in zero

bracket amount__________________ —11,735 —13,873 —16,428 —19, 482 —23, 137
Repeal general tax credit. .. _.._.___ 10,397 10,985 11,618 12,302 13,039
Sec. 102—Increase in the personal

exemption. . _.__________________ —11,681 —12,382 —13,125 —13,913 —14, 747

Secs. 104 and 105—Increase in and

simplification of the earned income

eredit? .. ______________________ —1,029 —987 —949  -—910  —873

B. Itemized deductions; unemployment

compensation; credits:
Sec. 111-—Repeal of nonbusiness

deduection for State and local taxes

on gasoline and other motor fuels. . 1,151 1, 358 1, 602 1, 890 2,231
Sec. 112—Taxation of unemployment

compensation benefits at certain

income levels____ __________._._____ 251 261 259 263 268
Sec. 113—Political contributions.____ —20 —33 —20 —20 -20
Sec. 121—Child care credit for pay-

ments to related individuals_______ —35 —36 —37 —38 —39

C. Deferred compensation provisions:
Sec. 131—State and local government
deferred compensation plans___..__
Sec. 132—Certain private deferred y
compensation plans_ ... _.________ ® ® ® ® ®
Sec. 133—Deferred compensation
payments to independent con-
tractors_ .- . _______

*The revenue estimates in Part A are the tax reductions from levels which Wguld have
srevailed had the existing temporary tax cuts been extended. Thus, where the bill merely
sxtends an expiring tax cut, the table does not show any revenue effect; and where the bill
'eplaces an expiring tax cut with a new provision (such as substituting graduatefi. cor_porate
;ax rates for the corporate surtax exemption), the revenue loss from the new provision is only
he excess of its gross revenue loss over what the revenue loss v_rould have been had the
»xpiring provision been extended. A revenue gain is shown for failing to extend the general
:ax credit and general jobs tax credit. Part B shows the revenue losses which would have
ecurred had certain existing temporary tax provisions been extended through 1983, both
ihe provisions actually extended in the bill and the provisions replaced by other provisions.

(Other footnotes are at the end of the table.)
(19)



20

IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

Table I-1.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83—Continued

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Calendar year liabilities

Provision 1979 1980 1981 1982 1983
Title I—Individual Income Tax Pro-
visions—Continued
D. Employee stock ownership plans:
Sec. 142—Estate tax exclusion for
certain lump sum distributions__ _ _ ® ® ® M ®
Sec. 143—Voting rights on employer
securities for qualified plans__ _____ ) o ® ® o
E. Retirement plan provisions:
Sec. 152—Simplified employee pen-
sions_ _ . ________ —15 —25 —35 —45 —55
Sec. 153—Defined benefit plan limits_ ® @) ® ® ®
Sec. 154—Custodial accounts for
regulated investment company
stock__________ S ® ® ® ® ®
Sec. 155—Pension plan reserves______ @ @ ® ® @
Sec. 156—Rollover of distributions
from a tax-sheltered annuity __ ____ ® ®) ® @ ®
Sec. 157—Individual retirement ac- :
count technical changes___________ —12 —12 —12 —12 —12
F. Other individual tax provisions:
Sec. 161(a)—Uniformed  Services
Health Professions Scholarships____ ® ® ® ® @
Sec. 161(b)—National Research
Service Awards__________________ —18 —10 @) e
Sec. 162—Cancellation of student
108anS___ ® ® @ ® ®
Sec. 164—Employer educational
assistance.__. __________________ —26 —29 —32 —36 —40
Total, Title I__________________ —12,772 14,783 —17,159 —20, 001 —23, 385
Title II—Tax Shelter and Partner-
ship Provisions
Tax sheller provisions:
Sec. 201—Extension of at risk rules
to all activities other than real
estate. . . ____ o ______._ 10 7 6 4 4
Sec. 202-—Extension of at risk pro-
visions to closely held corpora-
ti0nS _ o ____ 3 2 1 1 2
Sec. 203—Recapture of losses where
amount at risk is less than zero___ ) O] m O] O]
Total, Title IT_ _ ______________. 13 9 7 5 6

Footnotes at end of table.
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V. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

‘able I-1.—Estimated Revenue Effects of Tax Provisions of the Revenue
«ct of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83—Continued

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Provision

Calendar year liabilities

1979

1980

1981

1982

1983

itle III—Provisions Primarily Af-
fecting Business Income Tax

. Corporate rate reduction:

Sec. 301—Corporate rate reduction._

. Investment credit provisions:

See. 312—Increase in limitation to
90 percent of tax liability___.____

Sec. 313—Increased investment credit
for certain pollution control faeili-

tie
Sec. 314»—Investment credit for single

purpose agricultural or horticul-
tural structures. . . ____________
Sec. 315—Investment credit for cer-
tain rehabilitated buildings_._____
Sec. 316—Investinent credit for co-
operatives_ _ . . _________________
Sec. 317—Investment credit recap-
ture under the Conrail reorganiza-

—5, 069
—287
—8

—22
—166
—33

—5,551

—629

—25

—22
—193
—34

—6,078

—1, 169

—53

—23
—210
—36

—6, 655

—826

—91

—25
—229
—38

—7,288

—728

—112

—27
—249
—40

% Targeted jobs credit; WIN credit:
“Sec. 321—Targeted jobs credit._____._
Sec. 322—Work incentive program
(WIN) credit changes. - _._____.__
Repeal of general jobs credit_______.
). Taz-exempt bonds; Industrial devel-
opment bond provisions:
Sec. 331—Increase in limit on small

Sec. 332—Local furnishing of elec-
tric energy .- oo e
Sec.  333—Industrial development
bonds for water facilities.__._._.
Sec. 334—Advance refunding of in-
dustrial development bonds for
certain public projects- ... _____.
E. Small business corporation provisions:
Secs. 341-343—Subchapter S cor-
poration provisions_ _ _ ________.__
Sec. 345—Small business corpora-
tion stock. . ________________

Footnotes at end of table.

®

®
Q)

®
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&

—-21
—14
—46

®

®
®

—248
2, 458

—32
—21
—68

®

®
@

—296
2, 458

—43
—26
—95

@

®
@
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

Table I-1.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83—Continued

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Provision

Calendar year liabilities

1979

1980 1981

1982

1983

Title 11I—Provisions Primarily Affect-

ing Business Income Tax—Continued
F. Farm accounting rules:

Sec. 351—Treatment of certain close-
ly held farm corporations for ac-
crual accounting purposes________

Sec. 352—Accounting for growing
(5 (0) o1 VUSSP

Sec. 353—Treatment of certain farms
for purposes of rule requiring
accrual accounting_._____________

G. Other business tax provisions:

Sec. 361—Entertainment facility
€XPenses._ . ___—.______ e

Sec. 362—Deficiency dividend pro-
cedure for regulated investment
companies _ - - - oo

Sec. 363—Safe harbor rule for Real
Estate Investment Trusts...______

Sec. 364—Contributions in aid of
construction to regulated electric
or gas public utilities®____________

Sec. 365—Liabilities of controlled
corporations___ . ___ . _____.______

Sec. 366—Medical expense reim-
bursement plans_ ________________

Sec. 368—Postponement of effective
date for special limitations on net
operating loss carryovers__________

Sec. 369—Use of certain expired net
operating loss carryovers and re-
demption of certificates of value
in a tax-free reorganization of a
transferor railroad _ _ - .___________

Sec. 371—Product liability net op-
erating losses__ . ____.____________

See. 372—Accounting for maga-
zine , paperbacks, and records
returned after the close of the

taxable year____ . ____ . ________ -

Sec. 373—Accounting for qualified
coupons redeemed after the close
of the taxable year__.____________

Total, Title XIT_________________

Footnotes at end of table,

A
Q)

®

28

® ®
® ®

e ®
30 33

® ®
Q] )

—-98  —101
@ ®
@ ®

A ®

® ®
—10 —10

-11 —12

—10 —10

®
®

®
36

Q]
®

—103
A
®

®

®

-9

—13

—~10

®
&

®
40

®
®

—107
®
®

®

®
-9

—14

-—10

—4,923 —6,213

—35, 960

—6, 632
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IV.REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

Table I-1.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83—Continued

Part A. Tax Reductions and Revisions_—Continued

'Millions of dollars]

Calendar year liabilities

Footnotes at end of table,

35-922 0 - 79 - 3

Provision 1979 1980 1981 1982 1983
Title IV—Capital Gains; Minimum
Tax; Maximum Tax
A, Capital gains provisions:
Sec. 401—Repeal of alternative tax
for noncorporate capital gains_ _.__ 133 143 154 166 178
Sec. 402—Increased capital gains
deduction for individuals__________ —1,763 —1,895 —2,037 2,190 —2,354
Sec. 403—Reduction of corporate
alternative capital gains tax__._____ —117 ~135 —148 —163 —177
Sec. 404—One-time exclusion of
gain on sale of residence_ _________ —415 —457 ~ 502 - 552 —607
Sec. 405—Rollover of gain on sale
of residence incident to a job-
related move ... _________._ —4 —4 —4 —4 —4
Tax increase from induced capital
gains realizations 7 _____________ 573 535 445 286 128
B. Minimum tax provisions:
Sec. 421—Repeal certain preferences
in the minimum tax_ . ____________ —1,274 —1,401 —1,541 —1,695 —1,865
Sec. 421—Alternative minimum tax
for individuals___ . ______________ 739 813 894 984 1, 082
Sec.' 422—Minimum tax treatment
of intangible drilling costs________. ® ® ® ® ®
Sec. 423—Amendment to definition
of foreign source capital gain tax
preference . o ® ®) @ ®) ®
C. Maximum tax provision:
Sec. 441—Capital gain tax prefer-
ence offset_______ . ____________ —52 —57 —63 —69 —176
Sec. 442—Limitation on personal
service income__ - - ____________ —56 —65 —~75 —86 —99
Total, Title IV._____ . ______.___ —2,236 —2,523 —2,877 —3,323 —3,794
Title V—Other Tax Provisions
A, Administrative provisions:
Sec. 501—Reporting requirements
with respect to charged tips.______ ® ©® ® ® ®
Sec. 504—Refund adjustments for :
amounts held under claim of right__ ® @) ® @ ®
B. Estate and gift tax provisions:
Sec. 511-—Jointly owned farms and
closely held businesses_.______._____ —41 —43 —46 —48 —51
Sec. 512—Attribution rules for ex-
tension of time to pay estate tax__ . o o ® ® @
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IV. REVENUE EFFECTS OF TAX