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"INTRODUCTION .. .. ...

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a technical explanation of the ‘“Tax Simplifica-
tion Act of 1993” (H.R. 13). H.R. 13 was introduced by Ways and
‘Means Committee Chairman Rostenkowski on January 5, 1993.

The Tax Simplification Act of 1993 includes nine titles: '

* Title I=—Individual Tax Provisions; C
Title II—Pension Simplification; R
Title [II—Treatment of Large Partnerships;
Title IV—Foreign Provisions; =~ 7 “
Title V—Treatment of Intangibles;
Title VI—Other Income Tax Provisions;
Title VII—Estate and Gift Tax Provisions;
Title VIII—Excise Tax Simplification; and _

. Title IX—Administrative Provisions.

Most of the provisions of H.R. 13 were included in Title IV of the
Conference Agreement on H.R. 11 (“Revenue Act of 1992,” 102nd
((ilong% ai passed by the House and the Senate but vetoed by Presi-

ent Bush. N

- 1This pamphlet may be cited as follows: Technical Explanation of the Tax Simplification Act
of 1998 (H.R. 13) (JCS-1-93), January 8, 1993.

(eY)
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TECHNICAL EXPLANATION OF THE BILL
(TAX SIMPLIFICATION ACT OF 1993)
/" TITLE 1. PROVISIONS RELATING TO INDIVIDUALS

1. Simplification of earned income tax crédit (sec. 101 of the bill
_and sec 32 of the qug)_ -

Eligible low-income workers are able fo claim a refundable -
earned income tax credit (EITC) of up to 18.5 percent of the-first
$7,750 of earned income for 1993 (19.5 percent for taxpayers with
more than one qualifying child). The maximum amount of credit
for 1993 is $1,434 ($1,511 for taxpayers.with more than one qualify-
ing child). This maximum credit is reduced by 13.21 percent of
earned income (or adjusted gross income, if greater) in excess of
$12,200 (13.93 percent for taxpayers with more than one qualifying
child). The EITC is totally phased out for workers with earned
income (or adjusted gross income, if greater) over $23,050. The max-
imum amount of earned income on which the EITC may be
claimed and the income threshold for the phaseout of the EITC are
indexed for inflation. Earned income consists of wages, salaries,
other employee compensation, and net self-employment income.

Under present law, the credit rates for the EITC change over
time, as shown in the following table.

One gualifying child— Two or more qualifying
- - children—
ear . Phaseout
Credit rate . Ph t
Tedit ra rate Credit rate ;’:f: u
Y21 18.5 13.21 19.5 13.93
1994 and after.................. 23.0 16.43 25.0 17.86

A supplemental young child credit is available to taxpayers with
qualifying children under the age of one year. This young child
credit rate is 5 percent and the phase-out rate is 3.57 percent. It is
computed on the same income base as the basic EITC. The maxi-
mum supplemental young child credit for 1993 is $388. If a taxpay-
er claims the supplemental young child credit, the child that quali-
fies the taxpayer for such credit is not a qualifying individual for
purposes of the dependent care tax credit (sec. 21).

A supplemental health insurance credit is available to taxpayers
who provide health insurance coverage for their qualifying chil-
dren. This health insurance credit rate is 6 percent and the phase-

2
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out rate is 4.285 percent. It is computed on the same income base
as the basic EITC, with the limitation that the credit claimed
cannot exceed the out-of-pocket cost of the health insurance cover-
age. In addition, the taxpayer is denied an itemized deduction for
medical expenses of qualifying insurance coverage up to the
amount of credit claimed. The maximum supplemental health in-
surance credit for 1993 is $466. '

_Reasons for Simplification

‘The supplemental young child credit and supplemental health in-
surance credit components of the EITC complicate the tax filing
and compliance process for lower-income taxpayers. Moreover,
rules to prevent taxpayers who claim these supplemental credits
from receiving a double tax benefit for the same expenses are com-
plex. (For example, a taxpayer cannot claim both the supplemental
young child credit and the dependent care tax credit for expenses
relating to the same child.) These rules often cause taxpayers to

compute the tax benefits for several alternatives to determine

which is most beneficial before they file their return. The compli-

‘ance burden on taxpayers of these additional computations may be

substantial. The elimination of the need to perform these addition-
al computations will simplify the EITC. ‘

Providing a higher basic EITC credit rate for taxpayers with two
or more qualifying children recognizes the equity of providing
larger tax benefits to those with a lesser ability to pay taxes. A
larger gap between the two basic credit rates than currently exists
is appropriate in light of the larger financial resources required to
maintain larger families. ’ - ’

Explanation of Provision

The bill repeals the supplemental young child credit and the sup-
plemental health insurance credit and increases the basic EITC
rate for taxpayers with two or more qualifying children as shown
in the following table. : v o -

"()i\e qualifyiné chil>(yl'— ‘ Two oi' n{tjfé qﬁéiifyiﬁg
- : © . children—
ear . Phaseout
Credit rat s Ph t
redit rate rate Crgdlt rate ?:te: o
1993.......... 71851821 233  16.64
1994 and after.............. e 23.0 16.43 288 20.58
Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1992. o
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2. Rollover of gain on sale of a principal residence (secs. 111-112
of the bill and sec. 1034 of the Code)

" Present Law

No gain is recognized on the sale of a principal residence if a
new residence at least equal in cost to the sales price of the old res-
idence is purchased and used by the taxpayer as his or her princi-
pal residence within a specified period of time (sec. 1034). This re-
placement period generally begins two years before and ends two
years after the date of sale of the old residence. The basis of the
replacement residence is reduced by the amount of any gain not
rc(e)(é(ignized on the sale of the old residence by reason of section
1034.

In general, nonrecognition treatment is available only once
during any two-year period. In addition, if the taxpayer purchases
more than one residence during the replacement period and such
residences are each used as the taxpayer’s principal residence
within two years after the date of sale of the old residence, only
the last residence so used is treated as the replacement residence.

Special rules apply, however, if residences are sold in order to re-
locate for employment reasons. First, the number of times nonrec-
ognition treatment is available during a two-year period is not lim-
- ited. Second, if a residence is sold within two years after the sale of
the old residence, the residence sold is treated as the last residence
used by the taxpayer and thus as the only replacement residence.

The determination whether property is used by a taxpayer as a
principal residence depends upon all the facts and circumstances in
each case, including the good faith of the taxpayer. No safe harbor
is provided for sales of principal residences incident to divorce or
marital separation.

Reasons for Simplificati,én \

It is believed that the rollover provision governing the sale of a
principal residence is unnecessarily complex, in part due to the dif-
ferent set of rules that applies depending on whether the sale is
work-related. The bill simplifies the rollover provision by applying
only one set of rules to the sale of a principal residence regardless
of whether the sale is work-related.

Further, in the case of a divorce or marital separation; the deter-
mination of principal residence for one or both spouses may be
unduly complex for both the taxpayer and the Internal Revenue
Service. The creation of a safe-harbor rule for certain sales pursu-
ant to a divorce or marital separation will ease administration of
the law while still preserving the policy that the rollover is avail-

able only for the sale of an individual’s principal residence.

Explanation ef Provisions

Multiple rollovers

Under the bill, gain is rolled over from one residence to another
residence in the order the residences are purchased and used, re-
gardless of the taxpayer’s reasons for the sale of the old residence.
In addition, gain may be rolled over more than once within a two-
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year period. Thus, the rules that formerly applied only if a taxpay-
er sold his residence in order to relocate for employment purposes
will apply in all cases. As under present law, the basis of each suc-
ceeding residence is reduced by the amount of gain not recognized
on the sale of the prior residence.

Rollovers in the case of divorce or separation

The bill provides a safe harbor in the determination of principal
residence in certain cases incident to divorce or marital separation.
Specifically, the bill provides that a residence is treated as the tax-
payer’s principal residence at the time of sale if (1) the residence is
sold pursuant to a divorce or marital separation and (2) the taxpay-
er used such residence as his or her principal residence at any time
during the two-year period ending on the date of sale.

Effective Date

The provisions apply to sales of old residences (within the mean-
ing of sec. 1034) after the date of enactment. " ' o

3. De minimis exception to passive loss rules (sec. 121 of the bill
and sec. 469 of the Code)

Present Law

The passive loss rules limit deductions and credits from passive
trade or business activities. Deductions from passive activities, to
they extent they exceed income from passive activities, generally
may not be deducted against other income, such as wages, portfolio
income, or business income that is not from a passive activity. De-
ductions that are suspended under this rule are carried forward
and treated as deductions from passive activities in the next year.
The suspended losses from a passive activity are allowed in full
when a taxpayer disposes of the entire interest in the passive activ-
ity to an unrelated person.

Passive activities are defined to include trade or business activi-
ties in which the taxpayer does not materially participate. Material
participation requires a taxpayer to be involved in the operations
of the activity on a regular, continuous and substantial basis. '

Rental activities are also included in the definition of passive ac-
tivities. A special rule permits the deduction of up to $25,000 of
losses from certain rental real estate activities in which the tax-
payer actively participates (even though the activities are consid-
ered passive) for taxpayers with adjusted gross incomes of $100,000
or less. This deduction is phased out ratably for taxpayers with ad-
justed gross incomes between $100,000 and $150,000. A rental activ-
ity is defined as any activity where payments are principally for
the use of tangible property.

.Reasons for Simplification

- A taxpayer who has a very small amount of passive losses that
are disallowed for the year is required to carry forward the disal-
lowed losses to the next year. In the case of certain small amounts

of passive losses that cannot otherwise be deducted in the .C!}#‘ré!}t B o
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taxable year, the bill permits the deduction and eliminates the
need to keep records of the carryforward.
Explanation of Provision v

The bill creates a $200 de minimis exception to the rule disallow-
ing net passive activity losses. Under the exception, a taxpayer who
is an individual and whose total net passive activity losses for the
year do not exceed $200 for the taxable year generally may deduct
such losses for the year. The exception also applies to estates for
the first two taxable years following the decedent’s death. Similar-
ly to the present-law rules applicable to the $25,000 exception, the
maximum amount under the exception provided in the bill is $100
in the case of a married taxpayer filing a separate return, and the
exception is not available in the case of a married taxpayer filing a
separate return who does not live apart from his spouse at all
times during the taxable year. '

The $200 exception is available only for taxpayers with net pas-
sive activity losses totalling $200 or less; a taxpayer with $300 of
passive losses for the year, for example, is not eligible for the $200
exception. The $200 exception is applied after determining the tax-
payer’s net passive activity loss for the year (which includes taking
into account suspended losses from prior years), but before taking
the $25,000 allowance for rental real estate. Thus, for example, if a
taxpayer has $500 of losses from rental real estate, these losses are
not eligible for the $200 exception but may be eligible for the
$25,000 exception (assuming the taxpayer otherwise meets the re-
quirements of the $25,000 exception). In all cther respects, the $200
exception is applied after all other applicable rules under the pas-
sive loss rule. ,

The $200 exception does not apply with respect to passive activi-
ty credits.

The $200 exception does not apply with respect to items from
publicly traded partnerships, to which the passive loss rule has sep-
arate application under present law. :

* Effective Dafe

The provision applies to taxable years beginning after December
31, 1992 :

4. Permit payment of taxes by credit card (sec. 122 of the bill and
- “sec. 6311 of the Code)

Present Law

. Payment of taxes may be made by checks or money orders, to
the extent and under the conditions provided by regulations.

Reasons for Simplification

Credit cards are a commonly used and reliable form of payment.
Some taxpayers may find paying taxes by credit card more conven-
ient than paying by check or money order.
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erned by the billing gfror‘proyisions of section 161 of TILA.
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Explanation of Provision ]

‘The Internal Revenue Seriéé_ (IRS) is engaged in a long-term

~ modernization of its information systems, the Tax Systems Modern- = .=~
. This modernization is intended to address -~ .
_ deficiencies in the current IRS informa o

ization (TSM) Program. T

, th ent IR tion systems and to plan ef-
fectively for future information system needs and requirements.

The systems changes are designed to reduce the burden on taxpay-

ers, generate additional revenue through improved voluntary com--
~ pliance, and achieve productivity gains throughout the IRS. One
- key element of this program is electronic filing of tax returns. .. ...

At the present time, increasing reliance is being placed upon

_electronic funds transfers for payment of obligations. In light of

this, the IRS seeks to integrate these payment methods in its TSM:

program, including electronic filing of returns, as well as into. its

traditional collection functions. The bill allows the IRS to accept

electronic funds transfers, including those arising from credit cards

and debit cards, for the payment of taxes. The IRS contemplates
that it will proceed to negotiate contracts for these purposes with
one or more private sector card systems. - '

Billing error resolution o ‘ o o
In the course of processing these transactions, it will be neces-

- sary to resolve billing errors and other disputes. The Internal Reve-

nue Code contains mechanisms for the determination of tax liabil-

_ity, defenses and other taxpayer protections, and the resolution of

disputes with respect to those liabilities. The Truth-in-Lending Act
contains provisions for determination of credit card liabilities, de-
fenses and other consumer protections, and the resolution of dis-

. putes with respect to these liabilities. :

‘The bill excludes credit card issuers and processing mechanisms
from the resolution of tax liability, but makes IRS subject to the
Truth-in-Lending provisions insofar as those provisions impose obli-
gations and responsibilities with regard to the “billing error”’ reso-
Tution process. It is not intended that consumers obtain additional
ways to dispute their tax liabilities under the Truth-in-Lending
provisions. o e R

The bill also specifically includes the use of debit cards in this
provision and provides that the corresponding defenses and “billing
error’ provisions of the Electronic Fund Transfer Act will apply in
a similar manner. - e T

The bill adds new section 6311(d)3) to the Code. This section de-
scribes the circumstances under which section 161 of the Truth-in-
Lending Act (“TILA”) and section 908 of the Electronic Fund
Transfer Act (‘EFTA”) apply to disputes that may arise in connec-
tion with payments of taxes made by credit card or debit card, Sub-

sections (A) through (C) recognize that “billing errors’ relating to o

the credit card account, such as an error arising from a credit card
transaction posted to a cardholder’s account without the cardhold-
er’s authorization, an amount posted to the wrong cardholder’s ac-

count, or an incorrect amount posted to a cardholder’s accountasa [
result of a computational error or numerical transposition, are goy- B
 trans g
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larly, subsections 6311(d)X8)A)-(C) provide that errors such as those
described above which arise in connection with payments of inter-
nal revenue taxes made by debit card, are governed by section 908
of EFTA. : '

The Internal Revenue Code provides that refunds are only au-
thorized to be paid to the person who made the overpayment (gen-
- erally the taxpayer). Subsection 6311(d)3)E), however, provides
that where a taxpayer is entitled to receive funds as a result of the
correction of a billing error made under section 161 of TILA in con-
nection with a credit card transaction, or under section 908 of
EFTA in connection with a debit card transaction, the IRS is au-
thorized to utilize the appropriate credit card or debit card system
to initiate a credit to the taxpayer’s credit card or debit card ac-
count. The IRS may, therefore, provide such funds through the tax-
payer’s credit card or debit card account rather than directly to the
- taxpayer. :

On the other hand, subsections 6311(d)3XA)<C) provide that any
alleged error or dispute asserted by a taxpayer concerning the
merits of the taxpayer’s underlying tax liability or tax return is
governed solely by existing tax laws, and is not subject to section
161 or section 170 of TILA, section 908 of EFTA, or any similar pro-
visions of State law. Absent the exclusion from section 170 of TILA,
in a collection action brought against the cardholder by the card
issuer the cardholder might otherwise assert as a defense that the
IRS had incorrectly computed his tax liability. A collection action
initiated by a credit card issuer against the taxpayer/cardholder-
would be an inappropriate vehicle for the determination of a tax-
payer’s tax liability, especially since the United States would not
be a party to such an action. ,

Similarly, without the exclusion from section 161 of TILA and
section 908 of EFTA, a taxpayer could contest the merits of his tax
liability by putting the charge which appears on the credit card bill
in dispute. Pursuant to TILA or EFTA, the taxpayer’s card issuer
would have to investigate the dispute, thereby finding itself in the
middle of a dispute between the IRS and the taxpayer. It is be-
lieved that it is improper to attempt to resolve tax disputes
through the billing process. It is also noted that the taxpayer re-
tains the traditional, existing remedies for resolving tax disputes,
such as resolving the dispute administratively with the IRS, filing
a petition with the Tax Court after receiving a statutory notice of
deficiency, or paying the disputed tax and filing a claim for refund
(and subsequently filing a refund suit if the claim is denied or not
acted upon).

Creditor status

The TILA imposes various responsibilities and obligations on
creditors. Although the definition of the term “creditor” set forth
in 16 U.S.C. sec. 1602 is limited, and would generally not include
the IRS, in the case of an open-end credit plan involving a credit
card, the card issuer and any person who honors the credit card
are, pursuant to 15 U.S.C. sec. 1602(P), creditors.

In addition, 12 CFR sec. 226.12(e) provides that the creditor must
transmit a credit statement to the card issuer within 7 business
days from accepting the return or forgiving the debt. There is a
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concern that the response deadlines otherwise ‘imposed by 12 CFR
sec. 226.12(e), if applicable, would be difficult for the IRS to comply
with (given the volume of payments the IRS is likely to receive in
peak periods). This could subject the IRS to unwarranted damage
actions. Consequently, the bill generally provides an exception to
creditor status for the IRS. e ' T

Privacy pfbtectz_‘oiié ) _

The bill also addresses privacy questions that arise from the IRS’
participation in credit card processing systems. It is believed that
taxpayers expect that the maximum possible protection of privacy
will be accorded any transactions they have with the IRS. Accord-
ingly, the bill provides the greatest possible protection of taxpay-
ers’ privacy that is consistent with developing and operating an ef-
ficient tax administration system. It is expected that the principle
will be fully observed in the implementation of this provision.

A key privacy issue is the use and redisclosure of tax informa-
tion by financial institutions for purposes unrelated to the process-
ing of credit card charges, ie., marketing and related uses. To
accept credit card charges by taxpayers, the IRS will have to dis-
close tax information to financial institutions to obtain payment
and to resolve billing disputes. To obtain payment, the IRS will
have to disclose, at a minimum, information on the “credit slip,”
ie., the dollar amount of the payment and the taxpayer’s credit
card number.

The resolution of billing disputes may require the disclosure of
additional tax information to financial institutions. In most cases,
providing a copy of the credit slip and verifying the transaction
amount will be sufficient. Conceivably, financial institutions could
require some information regarding the underlying liability even
where the dispute concerns a “billing dispute” matter. This addi-
tional information would not necessarily be shared as widely as the
initial payment data. In lieu of disclosing further information, the
IRS may elect to allow disputed amounts to be charged back to the
IRS and to reinstate the corresponding tax liability.

Despite the language in most cardholder agreements that per-
mits redisclosure of credit card transaction information, the public
may be largely unaware of how widely that information is shared.
For example, some financial institutions may share credit, pay-
ment, and purchase information with private credit bureaus, who,
in turn, may sell this information to direct mail marketers, and
others. Without use and redisclosure restrictions, taxpayers may
discover that some traditionally confidential tax information might
be widely disseminated to direct mail marketers and others.

It is intended that credit or debit card transaction information
will generally be restricted to those uses necessary to process pay-
ments and resolve billing errors, as well as other purposes that are
specified in the statute. The bill directs the Secretary to issue pub-
lished procedures on what constitutes authorized uses and disclo-

sures. It is anticipated that the Secretary’s published procedures AR
will prohibit the use of transaction information for ‘marketing tax- -

related services by the issuer or any marketing that targets only

those who use their credit card to pay their taxes. It is also antici-
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pated that the published procedures will prohlblt the sale of h‘tran_s; o

action information to a third party.

" Effective Date ~ J . o
The provision is effective nine months after the date of enact-

- ment. The IRS may, in this interim period, conduct internal tests
* and negotiate with card issuers, but may not accept credit or debit
cards for payment of tax liability. .

5. Election by parent to claim unearned iﬁcomepf‘cfer.t"éih _é'_iiil"- )
~ dren on parent’s return (sec. 123 of the bill and secs. 1 and ‘

59(3) of the Code) _
E - o Present Law . a »
- The net unearned income of a child under 14 years of age is
taxed to the child at the parents’ statutory rate. Net unearned

income means unearned income less the sum of $600 and the great-
er of: (1) $600 or, (2) if the child itemizes deductions, the amount of

allowable deductions directly connected with the production of the

unearned income. The dollar amounts are adjusted for inflation.

In certain circumstances, a parent may .elect to include a child’s
unearned income on the parent’s income tax return if the child’s
income is less than $5,000. A parent making this election must in-
clude the gross income of the child in excess of $1,000 in income for
the taxable year. In addition, the parent must report an additional
tax liability equal to the lesser of (1) $75 or (2) 15 percent of the

excess of the child’s income over $500. The dollar amounts for the .

election are not adjusted for inflation. : , o
A person claimed as a dependent cannot claim a standard deduc-
tion exceeding the greater of $600 or such person’s earned income.
For alternative minimum tax purposes, the exemption of a child
under 14 years of age generally cannot exceed the sum of such
child’s earned income plus $1,000. The $600 amount is adjusted for
inflation but the $1,000 amount is not. ,

Reasons for Simplification

The election by a parent to include a child’s unearned indome on
a return is intended to eliminate the need to file a separate return
for a child without reducing the family’s total tax liability. Index-
ation of the underlying dollar amounts simplifies return prepara-
tion by making the election available to more taxpayers. .

_ Explanation of Proviqion N .
~ The bill adjusts for inflation the dollar amounts involved in the
election to claim unearned income on the parent’s return. It like-

wise indexes the $1,000 amount used in computing the child’s alter-
native minimum tax. . v ,

 Effective Date

The provision applies to taxable years beginning after Deéembe'r
31, 1992.

4
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6. Simplified foreign tax credit limitation for individuals (sec. 124
of the bill and sec. 904 of the Code) ’ . ,

Present Law

In order to compute the foreign tax credit, a taxpayer computes
foreign source taxable income and foreign taxes paid in each of the
applicable separate foreign tax credit limitation categories. In the
case of an individual, this requires the filing of IRS Form 1116, de-
signed to elicit sufficient information to perform the necessary cal-
culations. _ T o o

In many cases, individual taxpayers who are eligible to credit
foreign taxes may have only a modest amount of foreign source
gross income, all of which is income from investments (e.g., divi-
dends from a foreign corporation subject to foreign withholding
taxes or dividends from a domestic mutual fund that can pass
through its foreign taxes to the shareholder (see sec. 853)). Taxab

income of this type ordinarily is subject to the single foreign tax
credit limitation category known as passive income. However,
under certain circumstances, the Code treats investment-type
income (e.g., dividends and interest) as income in several other sep-
arate limitation categories (e.g., high withholding "tax interest
income, general limitation income) designed to accomplish certain
policy objectives or forestall certain abuses. For this reason, any
taxpayer with foreign source gross income is required to provide
sufficient detail on Form 1116 to ensure that foreign source taxable
income from investments, as well as all other foreign source tax-
able income, is allocated to the correct limitation category.

; Reasons for Simplification A
The committee believes that a significant number of individuals
are entitled to credit relatively small amounts of foreign tax im-
posed at modest effective tax rates on foreign source investment
income. For taxpayers in this class, applicable foreign tax credit
limitations typically exceed the amounts of taxes paid. Therefore,
relieving these taxpayers from application of the full panoply of
foreign tax credit rules may achieve significant reduction in the
complexity of the tax law without significantly altering actual tax
liabilities. At the same time, however, the committee believes that
the benefits of simplified treatment should be limited to cover
those cases where the taxpayer is receiving a payee statement
showing the amount of the foreign source income and the foreign
: Explanation of Provision , o
The bill allows individuals with no more than $200 ($400 in the
case of married persons filing jointly) of creditable foreign taxes,
and no foreign source income other than income that is in the pas-
sive basket, to elect a simplified foreign tax credit limitation equal
to the lesser of 25 percent of the individual’s foreign source gross
income or the amount of the creditable foreign taxes paid or ac-
crued by the individual during the taxable year. (It is intended that
an individual electing this simplified limitation calculation not be
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required to file Form 1116 in order to obtain the benefit of the
credit.) A person who elects the simplified foreign tax credit limita-
tion is not allowed a credit for any foreign tax not shown on a
nayee statement (as that term is defined in sec. 6724(d)?2)) fur-
nished to him or her. Nor is the person entitled to treat any excess
credits for a taxable year to which the election applied as a carry-
over to another taxable year. Because the limitation for a taxable
year to which the election applies can be no more than the credita-
ble foreign taxes actually paid for the taxable year, it is also the
case under the bill that no excess credits from another year can be
carried over to the taxable year to which the election applies.

For purposes of the simplified limitation, passive income general-
ly is defined to include all types of income that would be foreign
personal holding company income under the subpart F rules, plus
income inclusions from passive foreign corporations (as defined in
title IV of the bill), so long as the income is shown on a payee
statement furnished to the individual. Thus, for purposes of the
simplified limitation, passive income includes all dividends, interest
(and income equivalent to interest), royalties, rents, and annuities;
net gains from dispositions of property giving rise to such income;
net gains from certain commodities transactions; and net gains
from foreign currency transactions that give rise to foreign curren-
cy gains and losses as defined in section 988. The statutory excep-
tions to treating these types of income as passive for foreign tax
credit limitation purposes, such as the exceptions for high-taxed
income and high-withholding-tax interest, are not applicable in de-
termining eligibility to use the simplified limitation. '

Although an estate or trust generally computes taxable income
and credits in the same manner as in the case of an individual
(Code sec. 641(b); Treas. Reg. sec. 1.641(b)-1), the simplified limita-
tion does not apply to an estate or trust.

Effective Date

Thg provision applies to taxable years beginning after December
31, 1992. '

7. Personal transactions by indvividuals in /foreign currency (sec.
125 of the bill and sec. 988 of the Code)

Present Law

When a U.S. taxpayer with a U.S. dollar functional currency
makes a payment in a foreign currency, gain or loss (referred to as
“exchange gain or loss”) arises from any change in the value of the
foreign currency relative to the U.S. dollar between the time the
currency was acquired (or the obligation to pay was incurred) and
the time that the payment is made. Gain or loss results because
foreign currency, unlike the U.S. dollar, is treated as property for
Federal income tax purposes.

Exchange gain or loss can arise in the course of a trade or busi-
ness or in connection with an investment transaction. Exchange
gain or loss can also arise where foreign currency was acquired for
personal use. For example, the IRS has ruled that a taxpayer who
- converts U.S. dollars to a foreign currency for personal use—while
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traveling abroad—realizes exchange gain or loss on reconversion of
appreciated or depreciated foreign currency (Rev. Rul. 74-7, 1974-1
C.B. 198). - e o o ,

Prior to the Tax Reform Act of 1986 (the “1986 Act”), most of the
rules for determining the Federal income tax consequences of for-
eign currency transactions were embodied in a series of court cases
and revenue rulings issued by the IRS. Additional rules of limited
application were provided by Treasury regulations and, in a few in-
stances, statutory bills. Pre-1986 law was believed to be unclear re-
garding the character, the timing of recognition, and the source of
gain or loss due to fluctuations in the exchange rate of foreign cur-
rency. The result of prior law was uncertainty of tax treatment for
many legitimate transactions, as well as opportunities for tax-moti-
vated transactions. Therefore, in the 1986 Act, Congress deter-
mined that a comprehensive set of rules should be provided for the
US. tax treatment of transactions involving “nonfunctional cur-
rencies;” that is, currencies other than the taxpayer’s ‘‘functional
currency.” ‘

However, the 1986 Act provisions designed to clarify the treat-
ment of currency transactions, primarily found in section 988,
apply to transactions entered into by an individual only to the
extent that expenses attributable to such transactions would be de-
ductible under section 162 (as a trade or business expense) or sec-
tion 212 (as an expense of producing income, other than expenses
incurred in connection with the determination, collection, or
refund of taxes). Therefore, the principles of pre-1986 law continue
to apply to personal currency transactions.?

Reasons for Simplification

An individual who lives or travels abroad generally cannot use
U.S. dollars to make all of the purchases incident to ordinary daily
life. Instead, the local currency must often be used, yet the individ-
ual will not be treated for tax purposes as having changed his or
her functional currency to the local currency. If it were necessary
to treat foreign currency in this instance as property giving rise to
U.S. dollar income or loss every time it was, in effect, “bartered”
for goods or services, the U.S. individual living in or visiting a for-
eign country would have a significant administrative burden that
may bear little or no relation to whether U.S.-dollar measured
income has increased or decreased. An analogous issue arises for a
corporation that has a qualified business unit (“QBU”) in a foreign
country but nevertheless uses the U.S. dollar as its functional cur-
rency pursuant to section 986(b)X3). Complexity concerns aside, Con-
gress could have required in that case that gain or loss be comput-
od on each transaction carried out in the local currency. Instead,
however, Congress directed the Treasury to adopt a method of
_ translation of the QBU’s results that merely approximates the re-
sults of determining exchange gain or loss on a transaction-by-

2See, e.g., Rev. Rul. 90-79, 1990-2 C.B. 187 (where the taxpayer purchased a house in a foreign
country, financed by a foreign currency loan, and the currency appreciates before the house is
sold and the loan is repaid, the taxpayer’s exchange loss on repayment of the loan is not deduct-
ible under sec. 165 and does not offset taxable gain on the sale of the house). oo :
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transaction basis.® The committee believes that individuals also
should be given relief from the requirement to keep track of gains
on an actual transaction-by-transaction basis in certain cases.

Explanation of Provision

In a case where an individual acquires nonfunctional currency
and then disposes of it in a personal transaction, and where ex-
change rates have changed in the intervening period, the bill pro-
-vides for nonrecognition of an individual’s resulting exchange gain
not exceeding $200. The bill does not change the treatment of re-
sulting exchange losses. It is understood that under other Code pro-
visionﬁsé s;;ch losses typically are not deductible by individuals (e.g.,
sec. 165(c)).

Effective Date

31T?§912)r0vision applies to taxable years beginning after December

8. Exlll)alll)dﬁd access to simplified income tax returns (sec. 126 of
the bill) . -

Present Law

There are three principal Federal income tax forms that are uti-
ligedEby individual taxpayers: Form 1040, Form 1040A, and Form
1040EZ. ,

Reasons for Simplification
Many individual taxpayers find the tax forms to be complex.

Explanation of Provision

The bill provides that the Secretary of the Treasury shall take
such actions as may be appropriate to expand access to simplified
individual income tax forms and otherwise to simplify the individ-
ual income tax returns. In addition, the bill specifies that the Sec-
retary study expanding access to Form 1040A.

The bill also requires that the Secretary submit a report to the
Congress on the actions undertaken pursuant to this bill, together
with any recommendations deemed advisable.

Effective Date

The report is due no later than one year after the date of enact-
ment. . o ) S :

9. Simplification of tax treatment of rural letter carriers’ vehicle
" expenses (sec. 127 of the bill and sec. 162 of the Code)

Present Law

A taxpayer who uses his or her automobile for business purposes
may deduct the business portion of the actual operation and main-

3See Staff of the Joint Committee on Taxation, 100th Cong., 1st Sess., General Explanation of
the Tax Reform Act of 1986, at 1096 (1987); Treas. Reg. sec. 1.985-3,
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tenance expenses of the vehicle, plus depreciation (subject to the
limitations of sec. 280F). Alternatively, the taxpayer may elect to
utilize a standard mileage rate in computing the deduction allow-
able for business use of an automobile that has not been fully de-
preciated. Under this election, the taxpayer’s deduction equals the
applicable rate multiplied by the number of miles driven for busi-
ness purposes and is taken in lieu of deductions for deprec1at10n
and actual operation and maintenance expenses.

An employee of the U.S. Postal Serv1ce ‘may compute h1s educ-

tion for business use of an automoblle in performing services in-
olvmg ‘the collection and delivery of mail on a rural route by
using, for all business use m1leage, 150 percent of the standard
mileage rate.

- Rural letter carriers are pald an equlpment maintenance allow-
ance (EMA) to compensate them for the use of their personal auto-
mobiles in delivering the mail. The tax consequences of the EMA
are determined by comparmg it with_the automobile expense de-
ductions that each carrier is allowed to, clalm (using either the
actual expenses method or the 150° percent of the standard mileage
rate). If the EMA exceeds the allowable automobile expense deduc-
tions, the excess generally is subJect to tax. If the EMA falls short
of the allowable automobile expense deductions, a deduction is al-
lowed only to the extent that the sum of this shortfall and all other
mlscellaneous itemized deductlons exceeds two percent of t
payer s adJusted gross 1ncome o L ’

Reasons for Stmpllftcatwn

The filing of tax returns by rural letter carriers can be complex.
Under present law, those who are reimbursed at more than the 150
percent rate must report their reimbursement as income and
deduct their expenses as miscellaneous itemized deductions (subject
to the two-percent floor). Permitting the income and expenses to
wash, so that neither will have to be reported on the rural letter
carrier’s tax return, will simplify these tax returns.

o Explanatwn of Provision

The b111 repeals the spemal rate for Postal Serv1ce employees of
150 percent of the standard mileage rate. In its place, the bill pro-
vides that the rate of reimbursement provided by the Postal Serv-
ice to rural letter carriers is considered to be equivalent to their
expenses. The rate of reimbursement that is considered to be equiv—
alent to their éxpensés is the rate of reimbursement contained in
the 1991 collective bargaining agreement, which may in the future
be increased by no more than the rate of 1nﬂat10n

Effectwe Date .

The provision is effective for taxable years beginning after De-
cember 31, 1992. . . . )

PN o o S
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-10. Exemption from luxury excise tax for certain equipment in-
= stalled on passenger vehicles for use by disabled individuals
(sec. 128 of the bill and sec. 4004 of the Code)

Present Law

The Code imposes a 10-percent excise tax on the portion of the
retail price of a passenger vehicle that exceeds $30,000. The tax
also applies to separate purchases of component parts and accesso-
ries for such vehicles occurring within six months of the date the
i'ggicle is placed in service. The tax was effective on January 1,

Reasons for Simplification

It is appropriate to reduce the compliance burdens on handi-
capped persons.

Explanation of Provision

The bill provides that the luxury excise tax does not apply to a
part or accessory installed on a passenger vehicle to enable or
assist an individual with a disability to operate the vehicle, or to
énter or ‘exit the vehicle, in order to compensate for the effect of
the disability.

Persons entitled to a refund of excise tax previously paid on
these components may obtain it through the dealer at which they
purclézsgd the taxed item, as provided under present-law Code sec-
tion 6416.

. Effective Date
The provision is effective for purchases after December 31, 1990.

11. Tax treatment of certain combat pay (sec. 129 of the bill and
sec. 3401 of the Cede)

Present Law

Exclusion for combat pay

Gross income does not include certain combat pay of members of
the Armed Forces (Code sec. 112). If enlisted personnel serve in a
combat zone during any part of any month, military pay for that
month is excluded from gross income. In addition, if enlisted per-
sonnel are hospitalized as a result of injuries, wounds, or disease
incurred in a combat zone, military pay for that month is also ex-
cluded from gross income; this exclusion is limited, however, to hos-
pitalization during any month beginning not more than two years
after the end of combat in the zone. In thé case of commissioned
officers, these exclusions from income are limited to $500 per
month of military pay.

Income tax withholding

There is no income tax withholding w1th respect to mlhtary pay
for a month in which a member of the Armed Forces of the United
States is entitled to the benefits of section 112 (sec. 3401(a)2)). With
respect to enlisted personnel, this income tax withholding rule par-
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allels the exclusion from income under section 112: there is total
exemption from income tax withholding and total exclusion from
income. With respect to officers, however, the withholding rule is
not parallel: there is total exemption from income tax withholding,
although the exclusion from income is limited to $500 per month.
Reasons for Simplification

In most instances, the wage withholding rules closely parallel
the inclusion in income rules. Consequently, most individuals
whose income is subject to withholding may essentially rely on
withholding to fulfill their tax obligations. The differences between
-the withholding rules and the exclusion rules with respect to
combat pay could cause affected taxpayers (primarily officers) to be
faced with substantial additional tax liability at the time of filing
their tax returns as a result of underwithholding. Paying the addi-
tional tax liability with their tax returns could lead to greater fi-
nancial hardship than would withholding that is parallel to the ex-
clusion rules. :

- Expldhation- of Prbvi‘éibh' . _
The bill makes the income tax withholding exemption rules par-

allel to the rules providing an exclusion from income for combat
pay.

o E’ff“eétipe‘Date o
The provision is effective as of Jahﬁary 1, 1994.




TITLE 1I. PENSIbN SIMPLiFiCATION
A. Simplified Distribution Rules (secs.>201-204 of the bill and
- " sees. 7 2(d), 101(b), 401(a)(9), and 402(d) of the Code)

Present Law

In general , ; o

Under present law, a distribution of benefits from a tax-favored
retirement arrangement generally is includible in gross income in
- the year it is paid or distributed under the rules relating to the
. taxation of annuities. A tax-favored retirement arrangement in-
cludes (1) a qualified pension plan (sec. 401(a)), (2) a qualified annu-
ity plan-(sec. 403(a)), and (3) a tax-sheltered annuity (sec. 403(b)).
Special rules apply in the case of lump-sum distributions from a
qualified plan, distributions that are rolled over to an individual
;'_etirement arrangement (IRA), and employer-provided death bene-
its. ' '

Lump-sum distributions

Under present law, lump-sum distributions from qualified plans
and annuities are eligible for special 5-year forward income averag-
ing (sec. 402(d)). In general, a lump-sum distribution is a distribu-
tion within one taxable year of the balance to the credit of an em-
ployee that becomes payable to the recipient (1) on account of the
death ‘of the employee, (2) after the employee attains age 59%, (3)
on account of the employee’s separation from service, or (4) in the
case of self-employed individuals, on account of disability. In addi-
tion, a distribution is treated as a lump-sum distribution only if the
employee has been a participant in the plan for at least 5 years
before the year of the distribution. Lump-sum treatment is not
available for distributions from tax-sheltered annuity contracts.

A taxpayer is permitted to make an election with respect to a
lump-sum distribution received on or after the employee attains
age 59% to use 5-year forward income averaging under the tax
rates in effect for the taxable year in which the distribution is
made. Only one such election on or after age 59% may be made
with respect to any employee.

Special transition rules adopted in the Tax Reform Act of 1986
are available with respect to an employee who attained age 50
before January 1, 1986. Under these rules, an individual, trust, or
estate may elect to use 5-year forward income averaging (using
present-law tax rates) or 10-year forward income averaging (using
the tax rates in effect prior to the Tax Reform. Act of 1986) with
regard to a single lump-sum distribution, without regard to wheth-
er the employee has attained age 59%. In addition, an individual,
trust, or estate receiving a lump-sum distribution with respect to
such employee maelect to retain the capital gains character of the

(18)
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pre-1974 portion of the lump-sum distribution (using a tax rate of
20 percent).

Employer-provided death benefits L
deceased em-

Under present law, the beneficiary or estate of a deceased em:
ployee generally can exclude up to $5,000 in benefits paid by or on
behalf of an employer by reason of the employee’s death (sec.
101(b). '

Recovery of basis .

Qualified plan distributions other than lump-sum distributions
generally are includible in gross income in the year they are paid
or distributed under the rules relating to taxation of annuities (sec.
402(a)). Amounts received as an annuity generally are includible in
income in the year received, except to the extent they represent
the return of the recipient’s investment in the contract (i.e., basis)
(sec. 72(b)). Under present law, a pro-rata basis recovery rule gener-
ally applies, so that the portion of any annuity payment that repre-
sents nontaxable return of basis is determined by applying an ex-
clusion ratio equal to the employee’s total investment in the con-
tract divided by the total expected payments over the term of the
annuity. ST e e b i i

The total expected payments depend on the form of the payment,
e.g., a single-life annuity, an annuity with payments guaranteed for
a specified number of years, or a joint and survivor annuity. For
example, if benefits are paid in the form of an annuity during the
life of the employee, the expected payments are calculated by mul-
tiplying the annual payment amount by the employee’s life expect-
ancy on the annuity starting date. If benefits are paid in the form
of a joint and survivor annuity, then the total expected return de-
pends on the life expectancies of both the primary annuitant and
the person who is to receive the survivor annuity. The IRS has
issued tables of life expectancies that are used to calculate expected
returns. o B T D :

Under a simplified alternative method provided by the Internal
Revenue Service (IRS) (Notice 88-118) for payments from or under
qualified retirement arrangements, the taxable portion of qualify-
ing annuity payments is determined under a simplified exclusion
ratio method. Under the simplified method, the portior of each an-
nuity payment that represents nontaxable return of basis is equal
to the employee’s total investment in the contract (including the
$5,000 death benefit exclusion under section 101(b), to the extent
applicable), divided by the number of anticipated payments listed
in a table published by the IRS. The number of anticipated pay-
ments listed in the table is based on the employee’s age on the an-
nuity starting date. The simplified method is available if (1) the an-
nuity payments depend on the life expectancy of the recipient (or
the joint lives of the recipient and his or her beneficiary), and (2)
the recipient is less than age 75 on the annuity starting date or
there are fewer than 5 years of guaranteed payments under the an-
nuity. : : L e s

Under both the pro-rata and simplified alternative methods, in
no event can the total amount excluded from income as nontaxable
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return of basis be greater than the recipient’s total investment in
the contract.

Required distributions

Present law provides uniform minimum distribution rules gener-
ally applicable to all types of tax-favored retirement vehicles, in-
cluding qualified plans and annuities, IRAs, and tax-sheltered an-
nuities.

Under present law, a qualified plan is required to provide that
the entire interest of each participant will be distributed beginning
no later than the participant’s requlred beginning date (sec.
401(a)X9)). The required beginning date is generally April 1 of the
calendar year following the calendar year in which the plan partic-
ipant or IRA owner attains age 70%. In the case of a governmental
plan or a church plan, the required beginning date is the later of
(1) such April 1, or (2) the April 1 of the year following the year in
which the part1c1pant retires.

Reasons for Szmplszatwn

In almost all cases, the responsibility for determining the tax li-
ability associated with a distribution from a qualified plan, tax-
sheltered annuity, or IRA rests with the individual receiving the
distribution. Under present law, this task can be burdensome.
Among other things, the taxpayer must consider (1) whether spe-
cial tax rules apply that reduce the tax that otherwise would be
paid, (2) the amount of the taxpayer’s basis in the plan, annuity, or
IRA and the rate at which such basis is to be recovered, and (3)
whether or not-a portion of the distribution is excludable from
income as a death benefit.

The number of special rules for taxing pension distributions
makes it difficult for taxpayers to determine which method is best
for them and also increases the likelihood of error. In addition, the
specifics of each of the rules create complexity. For example, the
present-law rules for determining the rate at which a participant’s
basis in a qualified plan is recovered often entail calculations that
the average participant has difficulty performing. These rules re-
quire a fairly precise estimate of the period over which benefits are
expected to be paid. The IRS publication on taxation of pension dis-
tributions (Publication 939) contains over 60 pages of actuarial
tables used to determine total expected payments.

The original intent of the income averaging rules for pension dis-
tributions was to prevent a bunching of taxable income because a
taxpayer received all of the benefits in a qualified plan in a single
taxable year. Liberalization of the rollover rules in the Unemploy-
ment Compensation Amendments of 1992 increased taxpayers’ abil-
ity to determine the time of the income inclusion of pension distri-
butions, and eliminates the need for special rules such as 5-year
forward income averaging to prevent bunching of income.

It is inappropriate to require all participants to commence distri-
butions by age 70% without regard to whether the participant is
still employed by the employer. However, the accrued benefit of
employees who retire after age 70% generally should be actuarially
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increased to take into account the period after age 70% in which
!the employee was not receiving beneﬁts. ’ P e MR

: Exﬁianatidn of Provisions

Ingeneral = ..

The bill eliminates 5-year averaging for lump-sum distributions
from qualified plans, repeals the $5,000 death benefit exclusion,
and simplifies the basis recovery rules applicable to distributions
from qualified plans. In addition, the bill modifies the rule that
generally requires all participants to commence distributions by
age T0%. :

Special rules for lump-sum distributions =~ :
" The bill repeals the special 5-year forward income averaging
rule. The bill preserves the transition rules adopted in the Tax
Reform Actof 1986.. o
Employer-provided death benefits Tt e

The bill repeals the exclusion from gross income of up to $5,000
in employer-provided death benefits. T e

SRR HER

Recovery of basis v e :
* Under the bill, the portion of an annuity distribution from a

qualified retirement plan, qualified annuity, or tax-sheltered annu-
ity that represents nontaxable return of basis generally is deter-
mined under a method similar to the present-law simplified alter-
native method provided by the Internal Revenue Service. Under
the simplified method provided in the bill, the portion of each an-
nuity payment that represents nontaxable return of basis generally
is equal to the employee’s total investment in the contract as of the
annuity starting date, divided by the number of anticipated pay-
ments determined by reference to the age of the participant listed
in the table set forth in the bill. The number of anticipated pay-
ments listed in the table is based on the employee’s age on the an-
nuity starting date. If the number of payments is fixed under the
terms of the annuity, that number is to be used instead of the
number of anticipated payments listed in the table.

- The simplified method does not apply if the primary annuitant
has attained age 75 on the annuity starting date unless there are
fewer than 5 years of guaranteed payments under the annuity. If
in connection with commencement of annuity payments, the recipi-
ent receives a lump-sum payment that is not part of the annuity
stream, such payment is taxable under the rules relating to annu-
ities (sec. 72) as if received before the annuity starting date, and
the investment in the contract used to calculate the simplified ex-
clusion ratio for the annuity payments is reduced by the amount of
the payment. As under present law, in no event will the tfotal
amount excluded from income as nontaxable return of basis b
greater than the recipient’s total investment in the contract. =~

" Required distributions e B DO s e
The bill modifies the rule that requires all participants in quali-
fied plans to commence distributions by age 70% without regard to
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whether the participant is still employed by the employer and gen-
erally replaces it with the rule in effect prior to the Tax Reform
Act of 1986. Under the bill, distributions generally are required to
begin by April 1 of the calendar year following the later of (1) the
calendar year in which the employee attains age 70% or (2) the cal-
endar year in which the employee retires. However, in the case of
a b-percent owner of the employer, distributions are required to
begin no later than the April 1 of the calendar year following the
year in which the 5-percent owner attains age 70%. Distributions
from an IRA are required to begin no later that April 1 of the cal-
-endar year following the year in which the IRA owner attains age
70%.

In addition, in the case of an employee (other than a 5-percent
owner) who retires in a calendar year after attaining age T0%, the
bill generally requires the employee’s accrued benefit to be actuari-
ally increased to take into account the period after age T0% in
which the employee was not receiving benefits under the plan.
Thus, under the bill, the employee’s accrued benefit is required to
reflect the value of benefits that the employee would have received
if the employee had retired at age 70% and had begun receiving
"benefits at that time. _

The actuarial adjustment rule and the rule requiring 5-percent
owners to begin distributions after attainment of age 70% does not
apply, under the bill, in the case of a governmental plan or church
plan.

'Effective Date

The provisions génerally apply to years beginning after Decem-
ber 31, 1993. The modifications to the basis recovery rules apply
with respect to annuity starting dates after December 31, 1993.

B. Increased Access to Pension Plans

1. Modification of simplified employee pensions (sec. 211 of the
bill and sec. 408(k)(6) of the Code)

Present Law

Under present law, certain employers (other than tax-exempt
and governmental employers) can establish a simplified employee
pension (SEP) for the benefit of their employees under which the
employees can elect to have contributions made to the SEP or to
receive the contributions in cash (sec. 408(k)6)). If an employee
elects to have contributions made on the employee’s behalf to the
SEP, the contribution is not treated as having been distributed or
made available to the employee. In addition, the contribution is not
treated as an employee contribution merely because the SEP pro-
vides the employee with such an election. Therefore, an employee
is not required to include in income currently the amounts the em-
ployee elects to have contributed to the SEP. Elective deferrals
under a SEP are to be treated in the same manner as elective de-
ferrals under a qualified cash or deferred arrangement and, thus,
are subject to the $8,728 (for 1992) cap on elective deferrals.

&

-
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The election to have amounts contributed to a SEP or received in
cash is available only if at least 50 percent of the employees of the
employer elect to have amounts contributed to the SEP. In addi-
tion, such election is available for a taxable year only if the em-
ployer maintaining the SEP had 25 or fewer eligible employees at
all times during the prior taxable year. = T e e
v ctive deferral

Under present law, ele

nondiscrimination standards. The amo ole to be defer
a percentage of each highly compensa p s compen

(i.e., the deferral percentage) is limited by the average deferral per-
centage (based solely on elective deferrals) for all nonhighly com-
pensated employees who are_eligible to participate. The. deferral
percentage for each highly compensated employee (taking into ac-
count only the first $228,860 (for 1992) of compensation) cannot
exceed 125 percent of the average deferral percentage for all other
eligible employees. Nonélective SEP contributions may not be com-
bined with the elective SEP deferrals for purposes of this test. An
employer may not make any other SEP contributions conditione

3%

on elective SEP deferrals. If the 125-percent t isfied,
rules similar to the rules applicable to excess contributions to'a
cash or deferred arrangement are applied.

If any employee is eligible to make elective SEP deferrals, all
employees satisfying the participation requirements must be eligi-
ble to make elective SEP deferrals. An employee satisfies the par-
ticipation requirements if the employee (1) has attained age 21, (2)
has performed services for the employer during at least 3 of the im-
mediately preceding 5 years, and (3) received at least $374 (for
1992) in compensation from the employer for the year. An employ-
ee can participate even though he or she is also a participant in
one or more other qualified retirement plans sponsored by the em-
ployer. However, SEP contributions ‘are "added to the eftiployer’s
contribution to the other plans on the participant’s behalf in apply-
ing the limits on contributions and benefits (sec. 415). o

Reasons for Simplification

' Further simplification and broadening of the rules applicable to-
plans of small employers should encourage more small employers

to establish plans for their employees. —

Explanation of Provision "~

‘The bill modifies the rules relating to salary reduction SEPs by
providing that such SEPs may be established by employers with
100 or fewer employees. The bill also repeals the requirement that
at least half of eligible employees actually participate in a salary
reduction SEP. o TR S e R R

Effective:Dqtef S e 4
The provision applies to years beginning after December 31,
1998. B AR

DR ESE RN AN ;

IO
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2. Tax-exempt organizations eligible under section 401(k) (sec. 212
of the bill and sec. 401(k) of the Code)
: Present Law

Under present law, if a tax-qualified profit-sharing or stock
bonus plan meets certain requirements, then an employee is not re-
quired to include in income any employer contributions to the plan
merely because the employee could have elected to receive the
amount contributed in cash (sec. 401(k)). Plans containing this fea-
ture are referred to as cash or deferred arrangements. Tax-exempt
organizations are generally prohibited from establishing qualified
cash or deferred arrangements. Because of this limitation, many of

such employers "are precluded from maintaining broad-based,
funded, elective deferral arrangements for their employees.

- Reasons for Simplification

Nongovernmental tax-exempt entities should be permitted to
maintain qualified cash or deferred arrangements for their employ-
ees on the same basis as other employers.

Explanation of Provision

The bill allows tax-exempt organizations (other than State and
local governments and their agencies and instrumentalities) to
maintain cash or deferred arrangements. Thus, any organization,
including an Indian tribe, previously denied eligibility on the
ground that they are a tax-exempt organization (and not because
they are a State or local government or agency or instrumentality
thereof) is eligible to maintain a cash or deferred arrangement for
-its employees under the bill. As under present law, the limitation
on the amount that may be deferred by an individual participating
in both a cash or deferred arrangement and another elective defer-
. ral arrangement applies. e e

: Ef‘fectivq Date

The provision applies to nongovernmental tax-exempt organiza-
tions with respect to years beginning after December 81, 1998. The
provision does not affect the ability of certain State and local gov-
ernment employers to maintain qualified cash or deferred arrange-
ments that were adopted before May 6, 1986.

3. Duties of sponsors of certain prototype plans (sec. 213 of the
bill)

Present Law

The Internal Revenue Service (IRS) master and prototype pro-
gram is an administrative program under which trade and profes-
- sional associations, banks, insurance companies, brokerage houses,

. and other financial institutions can obtain IRS approval of model

retirement plan language and then make these preapproved plans
available for adoption by their customers, investors, or association
‘members. Rules regarding who can sponsor master and prototype

programs, the prescribed format of the model plans, and other mat-
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ters relating to the program are contained in revenue procedures g

and other administrative pronouncements of the IRS.. =~ .~
The IRS also maintains related administrative programs that au-

thorize advance approval of model plans prepared by law firms and

others, i.e.; the regional prototype plan program and volume sub-
mitter program. 7 TrEE i i s

=+ Reasons for Simplification

As the laws relating to retirement plans have become more com- -
plex, employers have experienced an increase in the frequency and
cost of amending plans and the burdens of administering the plans.
Master and prototype plans reduce these costs and burdens, par-
ticularly for small- to medium-sized employers, and improve IRS
administration of the retirement plan rules. Today, the majority of
employer-provided qualified retirement plans, including qualified
cash or deferred arrangements (sec. 401(k) plans), simplified em-
ployee pensions (SEPs) and individual retirement arrangements
(IRAs) are approved master and prototype plans. The Treasury and
the IRS believe that the further expansion of the master and proto-
type program is desirable, but that statutory authority authorizing
the IRS to define specifically the duties of master and prototype
sponsors should be obtained before the program' becomes more
widely utilized. '

.. Explanation of P»rov‘ision; ,

The bill authorizes the IRS to define the duties of organizations
that sponsor master and prototype, regional prototype, and other
preapproved plans, including mass submitters. These duties would
become a condition of sponsoring preapproved plans. The bill is not
intended to be interpreted as diminishing the IRS’s administrative
authority with respect to the master and prototype, regional proto-
type, or similar programs, including the authority to define who is
eligible to sponsor prototype plans, or to create other rules relating
to these programs. Rather, it is intended to create a system of spon-
sor accountability, subject to IRS monitoring, that will give adopt-
ers of master and prototype and other preapproved plans a-level of
protection, comparable to that in the regional prototype plan pro-
gram, against failure of master and prototype and other plan spon-
sors to fulfill certain obligations.

The bill thus authorizes the IRS to prescribe duties of sponsors of
prototype and other preapproved plans that include, but are nct
limited to, maintaining annuaily current lists of adopting employ-
ers and providing certain annual notices to adopting employers and
to the IRS. While reflecting the IRS’s own requirements in its re-
gional prototype plan procedure, the bill does not require the IRS
to mandate a master and prototype accountability system that is
identical to the regional prototype plan procedure. The bill also au-
thorizes the IRS to prescribe such other reasonable duties as are
consistent with the objective of protecting adopting employers from
a sponsor’s failure to amend a plan in a timely manner or to com-
gmunicate amendments or other notices required by the IRS’s proce-

ures. » . ,

62-209 O — 93 - 2
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The bill authorizes the IRS to define the duties of preapproved
plan sponsors that relate to providing administrative services to
the plans of adopting employers. This authorization is not intended
to obligate sponsors to undertake the complete day-to-day adminis-
tration of the plans they sponsor (although it does not preclude the
IRS from mandating the performance of specific functions), but
rather to protect employers against loss of qualification merely be-
cause they are unaware of the need to arrange for such services, or
the unavailability of professional assistance from parties familiar
‘with the sponsor’s plan. R
© It is thus intended that, at a minimum, sporsors should 4y
advise adopting employers that failure to arrange for administra-
tive services to the plan may significantly increase the risk of dis-
qualification and resulting sanctions, and (2) furnish employers
with the name of firms that are familiar with the plan and can
provide professional administrative service. This is not intended to
preclude the sponsor from providing that service itself.

The bill should not be construed as creating fiduciary relation-
ships or responsibilities under Title I of the Employee Retirement
Income Security Act of 1974 (ERISA) that would not exist in the
absence of the provision. : - i

To the extent deemed reasonably necessary to carry out the pur-
poses of this provision of the bill, the Secretary is authorized to
issue regulations that permit the relaxation of the anti-cutback
rules contained in ERISA (sec. 204(g)) and the Code (sec. 411(d)(6))
when employers replace an individually designed plan with an IRS
model plan, provided that the rights of participants to accrued ben-
efits under the individually designed plan are not significantly im-
paired. This discretion will facilitate the shift by employers from
individually designed plans to IRS model plans.

‘ Effective Date _
The vp‘rovision is effective on.the date of enactment.
" C. Nondiscrimination Provisions
1. Definition of highly compensated employee and family aggrega-

tion rules (sec. 221 of the bill and secs. 401(a)(17), 404(D), and
414(q) of the Code)

Present Law

In general

For purposes of the -ules applying to qualified retirement plans
under the Code, an employee, including a self-employed individual,
generally is treated as highly compensated with respect to a year
if, at any time during the year or the preceding year, the employee:
(1) was a 5-percent owner of the employer; (2) received more than
$93,518 (for 1992) in annual compensation from the employer; (3)
received more than $62,345 (for 1992) in annual compensation from
the employer and was one of the top-paid 20 percent of employees
during the same year; or (4) was an officer of the employer who re-
ceived compensation greater than $56,111 (for 1992). These dollar
amounts are adjusted annually for inflation at the same time and
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in the same manner as the adjustments to the dollar limit on bene-
fits under a defined benefit pension plan (sec. 415(d)).

If, for any year, no officer has compensation in excess of $56,111
(for 1992), then the highest paid officer of the employer for such
- year is treated as a highly compensated employee. An employee is
not treated as in the top-paid 20 percent, as an officer, or as receiv-
ing $93,518 or $62,345 (for 1992) solely because of the employee’s
status during the current year, unless such employee also is among
the 100 employees who have received the highest compensation
during the year.

Election to use simplified method

Employers are permitted to elect to determine their highly com-
pensated employees under a simplified method. Under this method,
an electing employer may treat employees who received more than
$62,345 (for 1992) in annual compensation from the employer as
highly compensated employees in lieu of applying the $93,518 (for
1992) threshold and without regard to whether such employees are
in the top-paid group of the employer. This election is available
only if at all times during the year the employer maintained busi-
ness activities and employees in at least 2 geographically separate
areas. ' g

Treatménf :of: fal}z;'ly' members

A special rule applies with respect to the treatment of family
members of certain highly compensated employees. Under the spe-
cial rule, if an employee is a family member of either a 5-percent
owner or 1 of the top 10 highly compensated employees by compen-
sation, then any compensation paid to such family member and
any contribution or benefit under the plan on behalf of such family
member is aggregated with the compensation paid and contribu-
tions or benefits on behalf of the 5-percent owner or the highly
compensated employee in the top 10 employees by compensation.
Therefore, such family member and employee are treated as a
single highly compensated employee. An individual is considered a
family member if, with respect to an employee, the individual is a
spouse, lineal ascendant or descendant, or spouse of a lineal as-
cendant or descendant of the employee. : ' .

Similar family aggregation rules apply with respect to the
$228,860 (for 1992) limit on compensation that may be taken into
account under a qualified plan (sec. 401(a)(17)) and for deduction
purposes (sec. 404(1)). However, under such provisions, only the
spouse of the employee and lineal descendants of the employee who
have not attained age 19 are taken into account.

Reasons for Simplification .

Under present law, the administrative burden on plan sponsors
to determine which employees are highly compensated can be
great. The various categories of highly compensated employees re-
quire employers to perform a number of complex calculations that
for many employers have largely duplicative results. B
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Explanation of Provisions

The bill provides that an employee is highly compensated with
respect to a year if the employee (1) was a 5-percent owner of the
employer at any time during the year or the preceding year, or (2)
had compensation for the preceding year in excess of $50,000. The
$50,000 threshold is adjusted for cost-of-living increases in the same
manner and at the same time (and using the same base year) as
the limitations on contributions and benefits (sec. 415(d)). Under
the bill, as under present law, the dollar limit in effect for 1992 is
$62,345. Thus, an employee would be highly compensated in 1993 if
the employee’s compensation for 1992 is in excess of $62,345.

Under the bill, if no employee is a 5-percent owner or had com-
pensation for the preceding year in excess of $50,000 (indexed),
then the highest paid officer for the year is treated as a highly
compensated employee.

The bill repeals the family aggregation rules.

Effective Date

The provision is effective for years beginning after December 31,
1993. ] . -

2. Modification of additional participation requirements (sec. 222
of the bill and sec. 401(a)(26) of the Code)

, Present Law L .
Under present law, a plan is not a qualified plan unless it bene-
" fits no fewer than the lesser of (a) 50 employees of the employer or
(b) 40 percent of all employees of the employer (sec. 401(a)(26)). This
requirements may not be satisfied by aggregating comparable
plans, but may be applied separately to different lines of business

of the employer. A line of business of the employer does not qualify
as a separate line of business unless it has at least 50 employees.

Reasons for Simplification

The minimum participation rule was adopted in the Tax Reform
Act of 1986 because the Congress believed that it was inappropriate
to permit an employer to maintain multiple plans, each of which
covered a very small number of employees. Although plans that
are aggregated for nondiscrimination purposes are required to sat-
isfy comparability requirements with respect to the amount of con-
tributions or benefits, such an arrangement may still discriminate
in favor of highly compensated employees. »

However, it is appropriate to better target the minimum partici-
pation rule by limiting the scope of the rule to defined benefit pen-
sion plans and increasing the minimum number of employees re-
quired to be covered under very small plans.

Also, the arbitrary requirement that a line of business must have
at least 50 employees requires application of the minimum partici-
pation rule on an employer-wide basis in some cases in which the
employer truly has separate lines of business.
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Explanation of Provision

The bill provides that the minimum “participation rule (sec.
401(a)26)) applies only to defined benefit pension plans. In addi-
tion, the bill provides that a defined benefit pension plan does not
satisfy the rule unless it benefits no fewer than the lesser of (1) 50

employees or (2) the greater of (a) 40 percent of all employees of
the employer or (b) 2 employees (1 employee if there is only 1 em-
ployee). The excludable employee rule applies as under present
law. ' o

The bill provides that the requirement that a line of business has
at least 50 employees does not apply in determining whether a
_plan satisfies the minimum participation rule on a separate line of
business basis.

Effective Date

g'géle provision is effective for years beginning after December 31,
1 . : L 0

3. Nondiscrimination rules for qualified cash or deferred arrange-
léle(l;ts (sec. 223 of the bill and secs. 401(k) and (m) of the

Present Law

A profit-sharing or stock bonus plan, a pre-ERISA money pur-
chase pension plan, or a rural cooperative plan may include a
qualified cash or deferred arrangement (sec. 401(k)). Under such an
arrangement, an employee may elect to have the employer make
payments as contributions to a plan on behalf of the employee, or
to the employee directly in cash. Contributions made at the elec-
tion of the employee are called elective deferrals. The maximum
annual amount of elective deferrals that can be made by an indi-
vidual is $8,728 for 1992. This dollar limit is indexed annually for
inflation. A special nondiscrimination test applies to cash or de-
ferred arrangements.

The special nondiscrimination test applicable to elective defer-
rals under qualified cash or deferred arrangements is satisfied if
the actual deferral percentage (ADP) for eligible highly compensat-
ed employees for a plan year is equal to or less than either (1) 125
percent of the ADP of all nonhighly compensated employees eligi-
ble to defer under the arrangement, or (2) the lesser of 200 percent
of the ADP of all -eligible nonhighly compensated employees or
such ADP plus 2 percentage points. The ADP for a group of em-
ployees is the average of the ratios (calculated separately for each
employee in the group) of the contributions paid to the plan on
behalf of the employee to the employee’s compensation.

Employer matching contributions and after-tax employee contri-
butions under qualified defined contribution plans are subject to a
special nondiscrimination test similar to the special nondiscrimina-
tion test applicable to qualified cash or deferred arrangements.

The special nondiscrimination test is satisfied for a plan year if
the actual contribution percentage (ACP) for eligible highly com-
pensated employees does not exceed the greater of (1) 125 percent
of the ACP for all other eligible employees, or (2) the lesser of 200
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percent of the contribution percentage for all other eligible employ-
ees, or such percentage plus 2 percentage points. The ACP for a
group of employees for a plan year is the average of the ratios (cal-
culated separately for each employee in the group) of the sum of
matching and employee contributions on behalf of each such em-
ployee to the employee’s compensation for the year.

To determine the amount of excess contributions and the employ-
ees to whom they are allocated, the elective deferrals of highly
compensated employees are reduced in the order of their actual de-
ferral percentage beginning with those highly compensated employ-
ees with the highest actual deferral percentages.

Reasons for Simplification

The sources of cemplexity generally associated with the nondis-
crimination requirements for qualified cash or deferred arrange-
ments and matching contributions are the recordkeeping necessary
to monitor employee elections, the calculations involved in apply-
ing the tests, and the correction mechanism, i.e., what to do if the
plan fails the tests. None of these factors is new.

It is believed that the complexity of nondiscrimination require-
ments, particularly after the Tax Reform Act of 1986 changes that
imposed a dollar cap ($8,728 in 1992) on elective deferrals, is not
Jjustified by the marginal additional participation of rank-and-file
employees that might be achieved by the operation of these re-
quirements. The result that the nondiscrimination rules are intend-
ed to produce can also be achieved by creating an incentive for em-
ployers to provide 100-percent matching contributions or nonelec-
tive contributions on behalf of rank-and-file employees. Such con-
tributions should create a sufficient inducement fo rank-and-file
employee participation.

In addition, the significant simplification that a design-based safe
harbor test achieves may reduce the complexity of the qualified
cash or deferred arrangement requirements enough to encourage
additional employers to establish such plans, thereby expanding
employee access to voluntary retirement savings arrangements.
The adoption of a nondiscrimination safe harbor that eliminates
the testing of actual plan contributions removes a significant ad-
ministrative burden that may act as a deterrent to employers who
would not otherwise set up such a plan. Thus, the adoption of a
simpler nondiscrimination test may encourage more employers,
who do not now provide any tax-favored retirement plan for their
employees, to set up such plans.

A design-based nondiscrimination test provides certainty to an
employer and plan participants that does not exist under present
law. Under such a test, an employer will know at the beginning of
each plan year whether the plan satisfies the nondiscrimination re-
quirements for the year.

Explanation of Provision

In general :

The bill modifies the present-law nondiscrimination test applica-
ble to elective deferrals and employer matching and after-tax em-
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ployee contributions to provide that the maximum permitted
~actual deferral percentage for highly ‘compensated employees for
the year is determined by reference fo the actual deferral percent-
age for nonhighly compensated employees for the preceding, rather
than the current, year. In the case of the first plan year of a quali-
fied cash or deferred arrangement, the actual deferral percentage
of nonhighly compensated employees for the previous year is
deemed to be 3 percent or, at the election of the employer, the
actual deferral percentage for such first plan year. ‘

"In addition, the bill adds alternative methods of satisfying the
special nondiscrimination requirements applicable to elective defer-
rals and employer matching contributions. Under these safe harbor
rules, a cash or deferred arrangement is treated as satisfying the
actual deferral percentage test if the plan of which the arrange-
ment is a part (or any other plan of the employer maintained with
respect to the employees eligible to participate in the cash or de-
ferred arrangement) meets (1) one of two contribution require-
ments and (2) a notice requirement. A plan satisfies the safe harbor
with respect to matching contributions if (1) the plan m ets the
contribution and notice requirements under the safe harbor for
~ cash or deferred arrangements and (2) the plan satisfies a special
limitation on matching contributions. These safe harbors permit a
plan to satisfy the special nondiscrimination tests through plan
design, rather than through the testing of actual contributions.
“The bill also modifies the method of determining excess contribu-
tions under the present-law nondiscrimination test. L

Safe harbor for cash or deferred arrangements

Contribution requirements.—A plan satisfies the ‘contribution re-
quirements under the safe harbor rule for qualified cash or de-
ferred arrangements if the plan either (1) satisfies a matching con-
tribution requirement or (2) the employer makes a nonelective con-
tribution to a defined contribution plan of at least 3 percent of an
employee’s compensation on behalf of each nonhighly compensated
employee who is eligible to participate in the arrangement without
regard to whether the employee makes elective contributions under
the arrangement. o

A plan satisfies the matching contribution requirement if, under
the arrangement: (1) the employer makes. a matching contribution
on behalf of each nonhighly compensated employee that is equal to
(a) 100 percent of the employee’s elective contributions up to 3 per-
cent of compensation and (b) 50 percent of the employee’s elective
contributions from 3 to 5 percent of compensation; and (2) the level
of match for highly compensated employees is not greater than the
match rate for nonhighly compensated employees at any level of
COmpensatiOn’ el ] o “ : . et ] R e - FE T o i

Alternatively, if the matching contribution ‘requirement is not
satisfied at some’ level of employee compensation, the requirement
is deemed to be satisfied if (1) the level of employer matching con-

tributions does not increasé as émployee elective contributions in-
crease and (2) the aggregate amount of matching contributions
with respect to elective contributions up to that level of compensa-
~ tion at least equals the amount of matching contributions that
would be made if matching contributions satisfied the percentage



32

requirements. For example, the alternative test is satisfied if an
employer matches 125 percent of an employee’s elective contribu-
tions up to the first 3 percent of compensation, 25 percent of elec-
tive deferrals from 3 to 4 percent of compensation, and provides no
match thereafter. This is because the employer match does not in-
crease and the aggregate amount of matching contributions is at
least equal to the matching contributions required under the gener-
al safe harbor rule. ) : :

Under the safe harbor, an employee’s rights to employer match-
ing contributions or nonelective contributions used to meet the con-
tribution requirements are required to be 100-percent vested.

An arrangement does not satisfy the contribution requirements
- unless the requirements are met without regard to the permitted
disparity rules (sec. 401(1)) and contributions used to satisfy the con-
tribution requirements are not taken into account for purposes of
determining whether a plan of the employer satisfies the permitted
disparity rules.

Employer matching and nonelective contributions used to satisfy
the contribution requirements of the safe harbor rules are nonfor-
feitable and subject to the restrictions on withdrawals that apply to
an employee’s elective deferrals under a qualified cash or deferred
arrangement (sec. 401(k)2)B) and (C)).

The matching or nonelective contribution safe harbor require-
ments are deemed satisfied if the employer maintains another
qualified plan that meets such requirements.

Notice requirement.—The notice requirement is satisfied if each
employee eligible to participate in the arrangement is given writ-
ten notice, within a reasonable period before any year, of the em-
ployee’s rights and obligations under the arrangement. This notice
must be sufficiently accurate and comprehensive to apprise the em-
.ployee of his or her rights and obligations and must be written in a
manner calculated to be understood by the average employee eligi-
ble to participate.

Alternative method of salisfying special nondisbrimination test for
matching contributions

The bill provides a safe harbor method of satisfying the special
nondiscrimination test applicable to employer matching contribu-
tions. Under this safe harbor, a plan is treated as meeting the spe-
cial nondiscrimination test if (1) the plan meets the contribution
and notice requirements applicable under the safe harbor method
of satisfying the special nondiscrimination requirement for quali-
fied cash or deferred arrangements, and (2) the plan satisfies a spe-
cial limitation on matching contributions. After-tax employee con-
tributions are tested separately under the ACP test. CooT

The limitation™ on matching contributions is satisfied if (1) the
matching contributions on behalf of any employee may not be
made with respect to employee contributions or elective deferrals
in excess of 6 percent of compensation and (2) the level of an em-
ployer’s matching contribution does not increase as an employee’s
contributions or elective deferrals increase. L et



33

Distribution of excess contributions

Under the bill, the total amount of excess contributions is deter-
mined in the same manner as under present law, but the distribu-
tion of excess contributions is required to be made on ‘the basis of
the amount of contribution by, or on behalf of, each highly compen-
sated employee. Thus, under the bill, excess. contributions are
deemed attributable first to those highly compensated employees
who have made the greatest dollar amount of elective deferrals
under the plan. This modified distribution method also applies to

h T

excess contributions that are treated as distributed to an employee
and then contributed by the employee to the plan (recharacteriza-
tion). T st Lsn s o

For example, assume _that an employe

n e ins a qualified
cash or deferred arrangement under section 401(k). Assume further
that the actual deferral percentage. (ADP) for the eligible nonhigh-
ly compensated employees is 2 percent. In addition, assume the fol-
lolwing facts with respect to the eligible highly compensated em-
ployees: B e e el s

Deferral

Employee Compensation
© $200,000 $7,000
200,000 7,000
70,000 7,000
- 70,000 ~ 5,250
70,000 2,100
70,000 1,750

Under these facts, the highly compensated employees’ ADP is 5
percent, which fails to satisfy the special nondiscrimination re-
quirements. '

Under present law, the highly compensated employees with the
highest deferral percentages would have their deferrals reduced
until the ADP of the highly compensated employees is 4 percent.
Accordingly, C and D would have their deferrals ‘reduced to $4,025
(i.e., a deferral percentage of 5.75 percent). The reduction thus is
$2.975 for C and $1,225 for D, for a total reduction of $4,200. .

Under the bill, the amount of the total reduction is calculated in
the same manner as under present law so that the total reduction
remains $4,200. However, this total reduction of $4,200 is allocated
to highly compensated employees based on the employees with the
largest contributions. Thus, A, B, and C would each be reduced by
$1,4‘00 from $7,000 to $5,600. The ADP test would not be performed
again. SO we

It is intended that the Secretary interpret and apply the section
401(k) and 401(m) nondiscrimination tests in a manner consistent
with the modified distribution rule. For example, a plan will not
fail to be a qualified cash or deferred arrangement merely because
the plan fails to satisfy the section 401(k) nondiscrimination test
after excess contributions are distributed or recharacterized under
the modified distribution rule. ~ B ' '
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Effective Date

The provision is effective for plan years beginning after Decem-
'ber 31, 1993_ :, : ~rgrrre e oo

e D, MiSceﬂéﬁéoﬁé Péhsibn Sixﬁplifipéﬁoﬁw

1. Treatinent of leased employees (sec. 231 of the bill and sec.
. Alm) of the Code) ~ ~ ~ T v T T

An-individual (a leased employee} who performs services for an-
other person (the recipient) may be required to be treated as the
recipient’s employee for various employee benefit provisions if the
‘services are performed pursuant to an agreement between the re-
cipient and a third person (the leasing organization) who is other-
wise treated as the individual’s employer (sec. 414(n)). The individ-
ual is to be treated as the recipient’s employee only if the individ-
ual has performed services for the recipient on a substantially full-
time basis for a year, and the services are of a type historically per-
formed by employees in the recipient’s business field. B

An individual who otherwise would be treated as a recipient’s
leased employee will not be treated as such an employee if theindi-
vidual participates in a safe harbor plan maintained by the leasing
organization meeting certain requirements. Each leased employee
is to be treated as an employee of the recipient, regardless of the
existence of a safe-harbor plan, if more than 20 percent of an em-
ployer’s nonhighly compensated workforce are leased.

Reasons for Simplification

The leased employee rules are complex and have unexpected and
sometimes indefensible results, especially as interpreted under reg-
ulations proposed by the Secretary. For example, under the “his-
torically performed” standard, the employees and partners of a law
firm may be the leased employees of a client of the firm if they
work a sufficient number of hours for the client and if it is not un-
usual for employers in that business field to have in-house counsel.
While arguably meeting the bresent-law leased employee defini-
tion, it is believed that situations such as this are outside the in-
tended scope of the rules. :

Explanation of Provision

The present-law “historically performed” test is replaced with a
new rule defining who must be considered a leased employee.
Under the bill, an individual is not considered a leased employee
unless such services are performed under significant direction or
control by the service recipient. As under present law, the determi-
nation of whether someone is a leased employee is made after de-
termining whether the individual is a common-law employee of the
service recipient. Thus, an individual who is not a common-law em-
ployee of the service recipient may nevertheless be a leased em-
ployee of the service recipient. Similarly, the fact that a person is
or is not found to perform services under significant direction or

-

IS
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control of the recipient for purposes of the employee leasing rules
is not determinative of whether the person is or is not a common-
law employee of the recipient. S
Whether services are performed by an individual under signifi-
cant direction or control by the service recipient depends on the
facts and circumstances. Factors that are relevant in determining
whether significant direction or control exists include whether the
individual is required to comply with instructions of the service re-
cipient about when, where, and how he or she is to perform the
‘services, whether the services must be performed by a particular
person, whether the individual is subject to the supervision of the
service recipient, and whether the individual must perform services
in the order or sequence set by the service recipient. Factors that
would generally not be relevant in determining whether such direc-
tion or control exists include whether the service recipient has the
right to hire or fire the individual and whether the individual
works for others. R
For example, an individual who works under the direct supervi-
sion of the service recipient would be considered to be subject to
significant direction or control of the service recipient even if an-
other company hired and trained the individual, had the ultimate
(but unexercised) legal right to control the individual, paid his
wages, withheld his employment and income taxes, and had the ex-
clusive right to fire him. Thus, for example, temporary secretaries,
receptionists, word processing personnel and similar office person-
nel who are subject to the day-to-day control of the employer in es-
sentially the same manner as a common law employee are treated
as leased employees if the period of service threshold is reached.
On the other hand, an individual who is a common-law employee
of Company A who performs services for Company B on the busi-
ness premises of Company B under the supervision of Company A
would generally not be considered to be under significant direction
or control of Company B. The supervision by Company A must be
more than nominal, however, and not merely a mechanism to
avoid the literal language of the direction or control test.
An example of the situation in the preceding paragraph might be
a work crew that comes into a factory to install, repair, maintain,
or modify equipment or machinery at the factory, and that in-
cludes a supervisor who is an employee of the equipment (or equip-
ment repair) company and who has the authority to direct and con-
trol the crew, and who actually does exercise such direction and
control. In this situation, the supervisor and his or her crew are
not the leased employees of the manufacturer, even if the supervi-
sor is in frequent communication with the employees of the manu-
facturer and even if the supervisor and his or her crew are re-
quired to comply with the safety and environmental precautions of
the manufacturer. - Foie e
Under the direction or control test, clerical and similar support
staff (e.g., secretaries and nurses in a doctor’s office) generally
would be considered to be subject to significant direction or control
of the service recipient and would be leased employees provided the
other requirements of section 414(n) are met. On the other hand,
outside professionals who maintain their own businesses (e.g., law-
yers and accountants) generally would not be considered to be sub-
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ject to such primary control. However, the Secretary is encouraged
to continue efforts to prevent abuses in the leased manager area.

In many cases, the “historically performed” test is overly broad,
and resuits in the unintended treatment of individuals as leased
employees. One of the principal purposes for changing the leased
employee rules is to relieve the unnecessary hardship and uncer-
tainty created for employers in these circumstances. However, it is
not intended that the direction or control test enable employers to
engage in abusive practices. Thus, it is intended that the Secretary
interpret and apply the leased employee rules in a manner so as to
prevent abuses. This ability to prevent abuses under the leasing
rules is in addition to the present-law authority of the Secretary
under section 414(c). For example, one potentially abusive situation
exists where the benefit arrangements of the service recipient over-
whelmingly favor its highly compensated employees, the employer
has no or very few nonhighly compensated common-law employees,
yet the employer makes substantial use of the services of nonhigh-
ly compensated individuals who are not its common-law employees.

Effective Date

The provision is effective for years beginning after December 31,
1998, except that the changes do not apply to relationships that
have been previously determined by an IRS ruling not to involve
leased employees. In applying the leased employee rules to years
beginning before the effective date, it is intended that the Secre.-
tary use a reasonable interpretation of the statute to apply the
leasing rules to prevent abuse. Relationships that would not be
treated as involving leased employees under the standard adopted
in the bill are conclusively presumed to be nonabusive,

2. Modification of cost-of-living adjustments (sec. 232 of the bill
and sec. 415(d) of the Code)

- Present Law

The rules relating to qualified plans contain a number of dollar
limits that are indexed annually for cost-of-living adjustments (e.g.,
the dollar limit on benefits under a defined benefit plan (sec.
415(b)), the limit on elective deferrals under a qualified cash or de-
ferred arrangement (sec. 402(g)), and the dollar amounts used in de-
termining highly compensated employees (sec. 414(q))). The Secre-
tary publishes annually a list of the amounts applicable under each
provision for the year. :

Reasons for Simplification

Due to the timing of the cost-of-living adjustments, the dollar
amounts for each year are not known until after the start of the
calendar year.

Explanation of Provision

The bill provides that the cost-of-living adjustment with respect
to any calendar year is based on the increase in the applicable
index as of the close of the calendar quarter ending September 30
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of the preceding calendar year. Thus, adjusted dollar limits will be
pub%ished before the beginning of the calendar year to which they
app y! < B PN N .

In addition, the bill provides that the dollar limits determined
after application of the cost-of-living adjustments are generally
. rounded to the nearest $1,000. Dollar limits relating to elective de-
ferrals and to the compensation floor under the simplified employ-
ee pension (SEP) participation requirements are rounded to the
nearest $100.

' Effective Date

The provision is effective for yearé ‘beginning after Decemberb31,
1993. :

3. Plans covering self-employed individuals (sec. 233 of the bill
and sec. 401(d) of the Code)

Present Law

Prior to the Tax Equity and Fiscal Responsibility Act of 1982
(TEFRA) different rules applied to retirement plans maintained by
incorporated employers and unincorporated employers (such as
partnerships and sole proprietors). In general, plans maintained by
unincorporated employers were subject to special rules in addition
to the other qualification requirements of the Code. Most, but not
all, of this disparity was eliminated by TEFRA. Under present law,
certain special aggregation rules apply to plans maintained by
owner-employees that do not apply to other qualified plans (sec.
401(d)1) and (2)).

Reasons for Simplification

The remaining special aggregation rules for plans maintained by
unincorporated employers are unnecessary and should be eliminat-
ed. Applying the same set of rules to all types of plans would make
the qualification standards easier to apply and administer.

Explanation of Provision

The bill eliminates the special aggregétion rules that apply to
plans maintained by self-employed individuals that do not apply to
other qualified plans. ‘

Effective Date

19’5‘§1e provision is effective for years beginning after December 31,

4. Elimination of special vesting rule for multie‘mp'loyker ' pl‘ar‘\'s'
. (sec. 234 of the bill and sec. 411(a) of the Code)

Present _L@w

Under present law, except in the case of multiemployer plans, a
plan is not a qualified plan unless a participant’s employer-provid-
ed. benefit vests at least as rapidly as under 1 of 2 alternative mini-
mum vesting schedules. A plan satisfies the first schedule if a par-
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ticipant acquires a nonforfeitable right to 100 percent of the par-
ticipant’s accrued benefit derived from employer contributions
upon the participant’s completion of 5 years of service. A plan sat-
isfies the second schedule if a participant has a nonforfeitable right
to at least 20 percent of the participant’s accrued benefit derived
from employer contributions after 3 years of service, 40 percent at
the end of 4 years of service, 60 percent at the end of 5 years of
service, 80 percent at the end of 6 years of service, and 100 percent
at the end of 7 years of service. :

In the case of multiemployer plan, a participant’s accrued benefit
derived from employer contributions is required to be 100 percent
vested no later than upon the participant’s completion of 10 years
of service. This special rule applies only to employees covered by
the plan pursuant to a collective bargaining agreement.

Reasons for Simplification

The present-law vesting rules for multiemployer plans add to
complexity because there are different vesting schedules for differ-
ent types of plans, and different vesting schedules for persons
within the same multiemployer plan. In addition, the present-law
rule prevents some workers from earning a pension under a multi-
employer plan. Conforming the multiemployer plan rules to the
rules for other plans would mean that workers could earn addition-
al benefits.

Explanation of Provision

The bill conforms the vesting rules for multiemployer plans to
the rules applicable to other qualified plans.

Effective Date

The provision is effective for plan years beginning on or after the
earlier of (1) the later of January 1, 1994, or the date on which the
last of the collective bargaining agreements pursuant to which the
plan is maintained terminates, or (2) January 1, 1996, with respect
to participants with an hour of service after the effective date.

5. Full-funding limitation of multiemployer plans (sec. 235 of the
bill and sec. 412(¢)(7) of the Code) )

Present Law

Under the Internal Revenue Code, subject to certain limitations,
an employer may make deductible contributions to a defined bene-
fit pension plan up to the full funding limitation. The full funding
limitation is generally defined as the excess, if any, of (1) the lesser
of (a) the accrued liability under the plan (including normal cost) or
(b) 150 percent of the plan’s current liability, over (2) the lesser of
(a) the fair market value of the plan’s assets, or (b) the actuarial
value of the plan’s assets (sec. 412(c)(7)). .

Plans subject to the minimum funding rules are required to
make an actuarial valuation of the plan not less frequently than
annually. : E—
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Reasons for Simplification

It is not necessary to apply.the 150-percent of current liability
full funding limit to multiemployer plans. The full funding limit is
intended to limit employer deductions for liabilities that have not
yet accrued. Employers who participate in multiemployer plans do
not have the same incentive to make excessive contributions to the
plan as is the case with single-employer plans. ,

~Explanation of Provzswn o

The bill amends the Internal Revenue Code to prov1de that the
150 percent of current liability limitation does not apply to multi-

- employer plans. In addition, the bill repeals the Internal Revenue

Code annual valuation requirement for multiemployer plans and
applies the prior-law rule that valuations generally be performed
at least every 3 years.

Effective Date

The provision applies to years begmmng after Decemberw31;"' o

1993.

6. Alternative full-funding llmltatlon (sec 236 of the blll and sec
412(c) of the Code) ‘

Present Law

"~ Under present law, subject to certain limitations, an employer
may make deductible contributions to a defined benefit pension
plan up to the full funding limitation. The full funding limitation
is generally defined as the excess, if any, of (1) the lesser of (a) the -
accrued liability under the plan (including normal cost) or (b) 150
percent of the plan’s current hab1hty, over (2) the lesser of (a) the
fair market value of the plan’s assets, or (b) the actuarial value of
the plan’s assets (sec. 412(c)(7)).

The Secretary may, under regulations, adjust the 150-percent
figure contained in the full funding limitation to take into account
the average age (and length of service, if appropriate) of the par-
ticipants in the plan (weighted by the value of their benefits under
the plan). In addition, the Secretary is authorized to prescribe regu-
lations that apply, in lieu of the 150 percent of current liability
limitation, a different full funding limitation based on factors other
than current liability. The Secretary may exercise this authority
only in a manner so that in the aggregate, the effect on Federal
budget receipts is substantially identical to the effect of the 150-
percent full funding limitation.

Reasons for Stmplszatwn

The Secretary has not yet exerc1sed his authonty with respect to
the full funding limitation. It is necessary to spec1fy a revenue-neu-
tral way of exerc1smg ‘such authonty . ,
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Explanation ef Provision
In general

The bill provides that an ‘employer may elect to dlsregard the
150-percent limitation if each plan in the employer’s control group
is not top-heavy and the average accrued liability of active partici-
pants under the plan for the 1mmed1ately preceding 5 plan years is
at least 80 percent of the plan s total accrued liability (the “alter-
native full funding limitation”). The Secretary is required to adjust
the 150-percent full funding limitation (in the manner specified
under the bill) for employers that do not use the alternative full
funding limit to ensure that the election by employers to disregard
the 150-percent limit does not result in a substantial reduction in
Federal revenues for any fiscal year.

Notice requirement

Under the bill, employers electing to apply the alternative limi-
tation generally must notify the Secretary by January 1 of the cal-
endar year preceding the calendar year in which the election
period begins.

Under a special transition rule, in the case of any election period
beginning on or after July 1, 1993, and before January 1, 1994, the
notice requirement is deemed satisfied if the Secretary is notified
of the election by October 1, 1993. In addition, the Secretary is re-
quired, by January 1, 1994, to notify defined benefit plans that
have not made an election to apply the alternative limitation of
any adJustment to the 150-percent full funding llmltatlon required
under the provision.

To the extent a defined benefit plan sponsor makes a contribu-
tion to a defined benefit plan with respect to the transition period
that exceeds the fullfunding limitation, as adjusted by the Secre-
tary for the transition period, the sponsor is required to offset the
excess contribution against allowable contributions to the plan in
subsequent quarters in the taxable year of the sponsor. If no subse-
quent contributions may be made for the taxable year, the trustee
of the defined benefit plan must return the excess contribution to
the sponsor in that taxable year or the subsequent taxable year.

Effectwe Date
The provision is effective on January 1, 1993

7. Distributions under rural cooperative plans (sec. 237 of the bill
and sec. 401(k)(7) of the Code)

Present Law

Under present law, a qualified cash or deferred arrangement can
permit withdrawals by participants only after the earlier of (1) the
participant’s separation from service, death, or disability, (2) termi-
nation of the arrangement, (3) in the case of a profit-sharing or
stock bonus plan, the attainment of age 59%, or (4) in the case of a
profit-sharing or stock bonus plan to which section 402(a)(8) applies,
upon hardship of the participant (sec. 401(k)(2XB)). In the case of a
rural cooperative qualified cash or deferred arrangement, which is
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part of a mohey purchase pension plan, withdrawals by partici-
pants cannot occur upon attainment of age 59%% or upon hardship.

Reasons for Simplification T ‘
It is appropriate to permit qualified cash or deferred arrange-
ments of rural cooperatives to permit distributions to plan partici-

pants under the same circumstances as other qualified cash or de-
ferred arrangements. - .

Explanation of Provision

The biil provides that a rural cooperative plan that includes a
qualified cash or deferred arrangement will not be treated as vio-
lating the qualification requirements merely because the plan per-
g:sl)its distributions to plan participants after the attainment of age

: ,,,.Effeﬁifve Date

The provision is effective for distributions after the date of enact-
ment.

8. Treatment of governmental plans under section 415 (sec. 238 of
the bill and secs. 415 and 457 of the Code) :

Present Law

Present law imposes limits on contributions and benefits under
qualified plans based on the type of plan (sec. 415). The limits
apply to plans maintained by private and public employers. Certain
special rules apply to governmental plans. ,

In the case of a defined contribution plan, the annual additions
to the plan with respect to each plan participant are limited to the
lesser of (1) 25 percent of compensation, or (2) $30,000. The limit on
the annual benefits payable by a defined benefit pension plan is

enerally the lesser of (1) 100 percent of compensation, or (2)
%112,221 for 1992. The dollar limit is increased annually for infla-
tion. The dollar limit is reduced actuarially if payment of benefits
is to begin before the social security retirement age, and increased
if benefits are to begin after that age. N ' e

Under special rules for plans maintained by State or local gov-
ernments, such plans may provide benefits greater than those per-
mitted by the limits on benefits applicable to plans maintained by
private employers. SO e

Reasons for Simplification =
The limits on contributions and benefits create unique problems
for plans maintained by public employers. ’ '

Explanation of Provision

The bill makes the following modifications to the limits on con-
tributions and benefits as applied to governmental plans: (1) com-
pensation includes employer contributions to certain employee
plans under a salary reduction arrangement; (2) the 100 percent of
compensation limitation does not apply; and (8) the defined benefit
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pension plan limitation does not apply to certain disability and sur-
vivor benefits. The bill also permits State and local government
employers to maintain excess benefit plans (i.e., plans that provide
benefits that cannot be provided under a qualified plan due to the
limits on contributions and benefits) without regard to the limits
on unfunded deferred compensation arrangements of State and
local government employers (sec. 457). Benefits provided by such
plans are subject to the same tax rules applicable to excess plans
maintained by private employers (e.g., sec. 83).

Eifective Date

The provision is effective for years beginning on or after the date
of enactment. Governmental plans are treated as if in compliance
with the requirements of section 415 for years beginning on or
before the date of enactment.

9. Uniform retirement age (see. 239 of the bill and sec. 401(a)(5) of |

the Code)

Present Law

‘A qualified plan generally must provide that payment of benefits
under the plan must begin no later than 60 days after the end of
the plan year in which the participant reaches age 65. Also, for
purpose of the vesting and benefit accrual rules, normal retirement
age generally can be no later than age 65. For purposes of applying
the limits on contributions and benefits (sec. 415), social security
retirement age is generally used as retirement age. The social secu-
rity retirement age as used for such purposes is presently age 65,
but is scheduled to gradually increase. '

Reasons for Simplification

Many plans base benefits on social security retirement age so
that the benefits under the plan complement social security. Under
present law, plans that do so may fail applicable nondiscrimination
tests. It is believed that the social security retirement age is an ap-
propriate age for use under plans maintained by private employers.

. Explanation of Provision
The bill provides that for purposes of the general nondiscrimina-
tion rule (sec. 401(a)4)) the social security retirement age (as de-
fined in sec. 415) is a uniform retirement age and that subsidized
early retirement benefits and joint and survivor annuities are not
treated as not being available to employees on the same terms

merely because they are based on an employee’s social security re-
tirement age (as defined in sec. 415).

Effective Date-

The provision is effective for years beginhing' after December 31,

1993.

L 2
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10. Uniform penalty provision to apply to certain pension report-
ing requirements (sec. 240 of the bill and secs. 6652(i) and
6724(d) of the Code) N y

,’_Prese’nt Lau; \

Any person who fails to file an information report with the In-
ternal Revenue Service on or before the prescribed filing date is
subject to penalties for each failure. The general penalty structure
provides that the amount of the penalty is to vary with the length
of time within which the taxpayer corrects the failure, and allows
taxpayers to correct a de minimis number of errors and avoid pen-
alties entirely (sec. 6721). A different, flat-amount penalty applies
for each failure to provide information reports to the IRS or state-
ments to payees relating to pension payments (sec. 6652(e)).

Reasons for Simplification

Conforming the information-reporting penalties that apply with
respect to pension payments to the general information-reporting
penalty structure would simplify the overall penalty structure
through uniformity and provide more appropriate information-re-
porting penalties with respect to pension payments. =~~~ ‘

Explanation of Provision

The bill incorporates into the general penalty structure the pen-
alties for failure to provide information reports relating to pension
payments to the IRS and to recipients. Thus, information reports
with respect to pension payments would be treated in a similar
fashion to other information reports. The bill also modifies the pen-
alty for failure to provide the notice required under section 402(f).

Effective Date» S e e o

The provision applies to returns and statements the due date (de-

germsi)ged without regard to extensions) for which is after December
1, 1993. .

11. Contributions on behalf of disabled employees (sec. 241 of 'bt"he
bill and sec. 415(c)(_3) of the Code) ‘

: Presént Law

Under present law, an employer may elect to continue deductible
contributions to a defined contribution plan on behalf of an em-
ployee who is permanently and totally disabled. For purposes of
the limit on annual additions (sec. 415(c)), the compensation of a
disabled employee is deemed to be equal to the annualized compen-
sation of the employee prior to the employee’s becoming disabled.
Contributions are not permitted on behalf of disabled employees
who were officers, owners, or highly compensated before they
became disabled. : L e e

Reasons for Simplification”

It is appropriate to facilitate the provision of benefits for d’isabled
employees, if it is done on a nondiscriminatory basis.
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Explanation of Provision

The bill provides that the special rule for contributions on behalf
of disabled employees is applicable without an employer election
and to highly compensated employees if the defined contribution
plan provides for the continuation of contributions on behalf of all
participants who are permanently and totally disabled.

E’ffectirve Date

The provision applies to years beginning after December 31,
1993.

12. Affiliation requirements for employers jointly maintaining a
VEBA (sec. 242 of the bill)

Present Law

A voluntary employees’ beneficiary association (VEBA) that sat-
isfies certain requirements is entitled to tax-exempt status. The
Code generally describes a VEBA as an association that provides
for the payment of life, sick, accident, or other benefits to the mem-
bers of such association or their dependents or designated benefici-
aries, if no part of the net earnings of the association inures (other
than through such payments) to the benefit of any private share-
holder or individual. The requirements a VEBA must comply with
in order to be tax exempt are further specified in regulations.

Under Treasury regulations, membership in a VEBA is required
to be limited to individuals whose eligibility is determined by refer-
ence to objective standards that constitute an employment-related
common bond. Such a common bond exists if eligibility is deter-
mined by the following standards: (1) employment by a common
employer (or affiliated employers); (2) coverage under one or more
collective bargaining agreements; (3) membership in a labor union
(or in one or more locals of a national or international labor
union); or (4) employment by one or more employers in the same
line of business in the same geographic locale.

Under proposed Treasury regulations, an area is a single geo-
graphic locale if it does not exceed the boundaries of three contigu-
ous States. In addition, the Commissioner of the Internal Revenue
Service may recognize certain other areas as a single geographic
locale if (1) it would not be economically feasible to cover employ-
ees under two or more separate VEBAs each extending over fewer
States, and (2) employment or population characteristics, or other
regional factors, support the particular States included.

- Reasons for Simplification

VEBAs offer an effective mechanism for affiliated employers,
particularly small employers, to band together for the purpose of
providing certain employee benefits at lower cost than would other-
wise be possible. The requirement under Treasury regulations that
participating employers be in the same geographic locale is an arbi-
trary restriction on the ability of certain affiliated employers to
maintain VEBAs.

L%
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Explanation of Provision

Under the bill, employers are considered affiliated for purposes
of the VEBA rules if substantially all such employers are section
501(c)(12) organizations of the same type. S i

For purposes of this provision, the term “section 501(c)(12) orga-
nization” means (1) any organization described in section 501(c)(12);
(2) any organization providing a service that is the same type of
service that is or could be provided by an organization described in
clause (1); (3) any organization described in section 501(cX4) or (6),
provided that at least 80 percent of the members of the organiza-
tion are section 501(c)(12) organizations described in clauses (1) or
(2); and (4) any organization which is a national association of orga-
nizations described in clauses (1), (2), or (8). :

An organization described in clause (2), but not in clause (1), will
not be treated as a section 501(c)(12) organization with respect to a
VEBA unless a substantial number of employers maintaining such
VEBA are described in clause (1). Similarly, an organization de-
scribed in clause (2) but not in clause (1) will not be considered to
provide a service that is the same type of service as a service pro-
vided by an organization described in clause (1) unless that type of
service is a primary function of the organization described in
clause (1). Under clause (2), a service will not be considered one
that could be provided unless there is a substantial likelihood that
the same type of service would or could be provided by a section
501(c)12) organization. Services are considered to be of the same
type if they are the same or directly related to each other. For ex-
ample, the generation of electricity is directly related to the provi-
sion of electricity to consumers. '

Effective Date

The provision applies to years beginning after December 31,
1993. The provision is not intended to create any inference as to
present law.

13. Special rules for plans covering pilots (sec. 243 of the bill and
sec. 410(b) of the Code) '

Present Law

Under present law, employees covered by a collective bargaining
agreement are excluded from consideration in testing whether a
qualified retirement plan satisfies the minimum coverage and non-
discrimination requirements (sec. 410(bX3)(A)). Similarly, in the
case of plan established pursuant to a collective bargaining agree-
ment between airline pilots and one or more employers, all employ-
ees not covered by the collective bargaining agreement are disre-
garded for purposes of testing whether the plan satisfies the mini-
mum coverage and nondiscrimination requirements (sec.
410(b)3)XB)). This provision applies only in the case of a plan that
provides contributions or benefits for employees whose principal
duties are customarily performed aboard aircraft in flight. Thus, a
collectively bargained plan covering only airline pilots is tested sep-
arately for purposes of the minimum coverage requirements. .

ENVTTRETE AN
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—_— Reasons for Simplif’ication

Present law treats airline pilots covered by a collective bargain-
ing agreement separately for purposes of testing whether a pension
plan satisfies the minimum coverage requirements, but requires
nonunion airline pilots to be considered with an employer’s other
employees for coverage purposes. It is understood that pilots are re-
quired to retire earlier than other workers under Federal regula-
tions. Thus, all pilots should accrue their benefits over a shorter
period of time, regardless of whether they are members of a union.

Explanation of Provision

The bill provides that, in the case of a plan established by one or
more employers to provide contributions or benefits for air pilots
employed by one or more common carriers engaged in interstate or
foreign commerce or air pilots employed by carriers transporting
mail for or under contract with the United States government, all
employees who are not air pilots are excluded from consideration
in testing whether the plan satisfies the minimum coverage re-
quirements. In addition, the bill provides that this exception does
not apply in the case of a plan that provides contributions or bene-
fits for employees who are not air pilots or for air pilots whose
f1311'i1}1lcipa1 duties are not customarily performed aboard aircraft in

ight. :

Effective Date

Téle provision is effective for years beginning after December 31,
1993. v

14. Treatment of deferred compensation plans of State and local
governments and tax-exempt organizations (sec. 244 of the
bill and sec. 457(e) of the Code)

Present Law

Under a general principle of the Federal income tax system, indi-
viduals are taxed currently not only on compensation actually re-
ceived, but also on compensation constructively received during the
taxable year. An individual is treated as having constructively re-
ceived compensation during the current taxable year if the com-
pensation would have been payable during the current taxable
year but for the individual’s election to defer receipt of the com-
pensation to a later taxable year.

An exception to this rule applies to compensation deferred under
an eligible unfunded deferred compensation plan (a sec. 457 plan)
of a tax-exempt or State or local governmental employer.

Under a section 457 plan, an employee who elects to defer the
receipt of current compensation will be taxed on the amounts de-
ferred when such amounts are paid or made available. The maxi-
mum annual deferral under such a plan is the lesser of (1) $7,500
or (2) 833V percent of compensation (net of the deferral).

In general, amounts deferred under a section 457 plan may not
be made available to an employee before the earlier of (1) the cal-
endar year in which the participant attains age 70%, (2) when the
participant is separated from service with the employer, or (3)
when the participant is faced with an unforeseeable emergency.
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Amounts that are made available to an employee upon separation
from service are includible in gross income in the taxable year in
which they are made available. ,

Under present law, benefits under a section 457 plan are not
treated as made available if the participant may elect to receive a
lump sum payable after separation from service and within 60 days
‘of the election. This exception to the general rules is available only
if the total amount payable to the participant under the plan does
not exceed $3,500 and no additional amounts may be deferred
under the plan with respect to the participant

PEes S

tion 457 plans to maintain the value of the deferral and to provide
two additional exceptions to the principle of constructive receipt
with respect to distributions from such plans. _

Explanation of Provision )

The bill makes three changes to the rules governing unfunded
deferred compensation plans of tax-exempt and governmental em-
ployers.
~ First, the bill permits in-service distributions of accounts that do
not exceed $3,500 if no amount has been deferred under the plan
with respect to the account for 2 years and there has been no prior
distribution under this cash-out ryle. =~~~
Second, the bill increases the number of elections that can be
made with respect to the time distributions must begin under the
plan. The bill provides that the amount payable to a participant
under a section 457 plan is not to be treated as made available
merely because the participant may elect to defer commencement
of distributions under the plan if (1) the election is made after
amounts may be distributed under the plan but before the actual
commencement of benefits, and (2) the participant makes only 1
such additional election. This additional election is permitted with-
out the need for financial hardship, and the election can only be to
‘a date that is after the date originally selected by the participant.
f‘inally, the bill provides for indexing of the dollar limit on defer-
rals.

Effective Date

The provisions are effective for taxable years beginning after the
date of enactment.

15. Treatment of employer reversions required by contract to be
paid to the United States (sec. 245 of the bill and seec.
4980(c)(2) of the Code)

Present Law

Under present law; employer reversions fror_n’ qualified pension
plans are generally subject to an excise tax. In some cases, Federal
regulations require that a portion of any reversion from a plan
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 ‘maintained by a government contractor be paid to the United
“States. Such amounts are subject to the excise tax on reversions.

Reasons for Simplification

The excise tax was intended to apply to amounts received by an
employer. Imposition of the tax is not appropriate if the reversion
is payable to the Federal Government.

Explanation of Provision

The bill provides that, for purposes of the excise tax, an emplcy-
er reversion does not include certain amounts paid to the Fedeial
Government by reason of certain government contracting regula-
tions. ‘ '

Effeciive Date o
The provision is effective on the date of enactment.

16. Continuation health coverage for employees of failed financial
institutions (sec. 246 of the bill and sec. 4380B(f) of the Code)

Present Law

Under the health care continuation rules, persons who are cov-
ered under a group health plan are required to be offered the op-
portunity to continue to participate for a specified period of time in
a group health plan of the empleyer (or a plan of a successor em-
ployer) despite the occurrence of a qualifying event that otherwise
would terminate such participation. Qualified beneficiaries are em-
ployees covered by the plan and the spouse and dependent children
of a covered employee.

Qualifying events include termination of employment of a cov-
ered employee, the divorce or death of a covered employee, the cov-
ered employee becoming entitled to Medicare, and, in the case of a
retired employee, the commencement of a bankruptcy proceeding
under title 11 of the United States Code.

The period for which coverage is required to be continued de-
pends on the qualifying event, and is generally either 18 months or
36 months. Persons electing continuation coverage can be required
to pay for the coverage.

The health care continuation provisions are enforced under the
Code by means of an excise tax (sec. 4980B).

The Federal Deposit Insurance Corporation Improvement Act of
1991 contained a provision clarifying the application of the health
care continuation rules in the case of failed depository institutions.
In general, the provision provides that the Federal Deposit Insur-
ance Corporation (FDIC), a bridge bank, or any successor of a failed
depository institution is required to provide continuation health
care coverage to former employees of the failed institution. This
provision is effective for plan years beginning on or after the date
of enactment of the Act, regardless of whether the qualifying event
occurred before, on, or after such date. '

2
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Reasons for Simplification

The health care continuation provisions relating to successors of
failed financial institutions were not included in the Internal Reve-
nue Code. Administration of such rules would be simplified if the
rules were added to the Code provisions regarding health care con-
tinuation. In doing so, certain clarifications of the prov1smns are
appropriate.

Explanatwn of Provision

Under the b111 ‘the obhgatlons of bndge banks and successors to
failed institutions are incorporated into the health care continu-
ation provisions of the Code. The bill clarifies that the individuals
eligible for continuation health care coverage include any individ-
ual who was provided coverage under a group health plan of the
failed depository institution by reason of the performance of serv-
ices for such institution, and the spouse and any dependent child of
such individual. The bill also provides that former and retired em-
ployees of a failed depository institution are entitled to the same
continuation coverage rights as retirees of a company in bankrupt-
cy. . v _
Under the bill, successors to failed institutions are not required
to provide continuation health care coverage to former employees
of the failed institution if the FDIC or the Resolution Trust Corpo-
ration (RTC) elects to relieve the acquirer from such obligation.

Coverage under the continuation plan maintained by the FDIC -
on June 25, 1992, and any other substantially similar plan main-
tained by the FDIC, is deemed to satisfy the obligations of the
FDIC (and any acquirer) under the health care continuation provi-
sions of the Code as well as section 451 of the FDIC Improvement
Act of 1991 with respect to quahfied individuals of failed depository
institutions.

Effective Date

The provision is effective as if included in section 451 of the Fed-
eral Deposit Insurance Corporation Improvement Act of 1991. In
the case of the FDIC or any acquirer from the FDIC, the amend-
ments made by this provision apply only to failed depository insti-
tutions for which a receiver or conservator is appointed after the
date of enactment.

17. Date for adoption of plan amendments (sec. 247 of the bill)

Present Law

Under regulations, plan amendments to reflect amendments to
the Code generally must be made within the remedial amendment
period. Such period generally ends at the time prescribed by law
for filing the income tax return of the employer for the employer’s
taxable year in which the change in law occurs. The plan must be
operated in accordance with the law at all times, and any plan
amendment must apply retroactively to the period following the ef-
fective date of the change which it reflects.
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Reaéons for Simplification

- Plan sponsors should have adequate time to amend plan docu-
ments.

Explanation of Provision

The bill provides that any plan amendments required by the bill
are not required to be made before the first plan year beginning on
or after January 1, 1995, if (1) the plan is operated in accordance
with the applicable provision, (2) the plan is amended to comply
with the required changes no later than the first day of the first
plan year beginning after December 31, 1994, and (3) the amend-
ment is retroactive to the effective date of the applicable provision.

_ Effective Date
The prpvision is effective on the date of enactment.



TITLE IIL. TREATMENT OF LARGE PARTNERSHIPS

A. General Provisions

1. Simplified flow-through for largé partnerships (sec. 301 of the
bill and new secs. 771-777 of the Code)

Present Law

Treatment of partnerships in general

A partnership generally is treated as a conduit for Federal
income tax purposes. Each partner takes into account separately
his distributive share of the partnership’s items of income, gain,
loss, deduction or credit. The character of an item is the same as if
it had been directly realized or incurred by the partner. Limita-
tions affecting the computation of taxable income generally apply
at the partner level. P

The taxable income of a partnership is computed in the same
manner as that of an individual except that no deduction is permit-
ted for personal exemptions, foreign taxes, charitable contributions,
net operating losses, certain itemized deductions, or depletion. Elec-
tions affecting the computation of taxable income derived from a
partnership are made by the partnership, except for certain elec-
tions such as those relating to discharge of indebtedness income
and the foreign tax credit. TR )
Capital gains e
- The net capital gain of an individual is taxed generally at the
same rates applicable to ordinary income, subject to a maximum
marginal rate of 28 percent. Net capital gain is the excess of net
long-term capital gain over net short-term capital loss. Individuals
with a net capital loss generally may deduct up to $3,000 of the loss
each year against ordinary income. Net capital losses in excess of
the $3,000 limit may be carried forward indefinitely.

A special rule applies to gains and losses on the sale, exchange or
involuntary conversion of certain trade or business assets (sec.
1231). In general, net gains from such assets are treated as long-
term capital gains but net losses are treated as ordinary losses.

A partner’s share of a partnership’s net short-term capital gain
or loss and net long-term capital gain or loss from portfolio invest-
ments is separately reported to the partner. A partner’s share of a
partnership’s net gain or loss under section 1231 generally is also
separately reported. . C : EI

Deductions , e e

Miscellaneous itemized deductions (e.g., certain investment ex-
penses) are deductible only to the extent that, in the aggregate,
they exceed two percent of the individual’s adjusted gross income.

(51)
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In general, taxpayers are allowed a deduction for charitable con-
tributions, subject to certain limitations. The deduction allowed an
individual generally cannot exceed 50 percent of the individual's
adjusted gross income for the taxable year. The deduction allowed
a corporation generally cannot exceed 10 percent of the corpora-
tion’s taxable income. Excess contributions are carried forward for
five years. .

A partner’s distributive share of a partnership’s miscellaneous
itemized deductions and charitable contributions are separately re-
ported to the partner. '

;

Credits in general

Each partner is allowed his distributive share of credits against
his taxable income. A refundable credit for gasoline used for
exempt purposes is allowed. Nonrefundable credits for clinical test-
ing expenses for certain drugs for rare diseases, for producing fuel
from nonconventional sources, and for the general business credit
are also allowed. The general business credit includes the invest-
ment credit (which in turn includes the rehabilitation credit), the
targeted jobs credit, the alcohol fuels credit, the research credit,
and the low-income housing credit.

The credits for clinical testing expenses and for the production of
fuel from nonconventional sources are limited to the excess of regu-
lar tax over tentative minimum tax. Excess credits generally
cannot be carried to another taxable year. The amount of general
business credit allowable in a taxable year is limited to the excess
of a partner’s net income over the greater of (1) the tentative mini-
mum tax for the year or (2) 25 percent of the taxpayer’s net regu-
lar tax liability in excess of $25,000. The general business credit in
excess of this amount is carried back three years and forward 15
years.

The benefit of the investment credit and the low-income housing
credit is recaptured if, within a specified time period, the partner
transfers his partnership interest or the partnership converts or
transfers the property for which the credit was allowed.

Foreign taxes

The foreign tax credit generally allows U.S. taxpayers to reduce
U.S. income tax on foreign income by the amount of foreign income
taxes paid or accrued with respect to that income. In lieu of elect-
ing the foreign tax credit, a taxpayer may deduct foreign taxes.
The total amount of the credit may not exceed the same proportion
of the taxpayer’s U.S. tax which the taxpayer’s foreign source tax-
able income bears to the taxpayer’s worldwide taxable income for
the taxable year.

Unrelated business taxable income

Tax-exempt organizations are subject to tax on income from un-
related businesses. Certain types of income (such as dividends, in-
terest and certain rental income) are not treated as unrelated busi-
ness taxable income. Thus, for a partner that is an exempt organi-
zation, whether partnership income is unrelated business taxable
income depends on the character of the underlying income. Income
from a publicly traded partnership, however, is treated as unrelat-
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ed business taxable income regardless of the character of the un-
derlying income.

Speczal rules related to oil and gas activities

Taxpayers involved in the search for and extraction of crude 011
and natural gas are subject to certain special tax rules. As a result,
in the case of partnerships engaged in such activities, certain spe-
cific information is separately reported to partners.

A taxpayer who owns an economic interest in a producing depos-
it of natural resources (including crude oil and natural gas) is per-
mitted to claim a deduction for depletion of the deposit as the min-
erals are extracted. In the case of oil and gas produced in the
United States, a taxpayer generally is permitted to claim the great-
er of a deduction for cost depletion or percentage depletion. Cost
depletion is computed by multiplying a taxpayer’s adjusted basis in
the depletable property by a fraction, the numerator of which is
the amount of current year productlon from the property and the
denominator of which is the property’s estimated reserves as of the
beginning of that year. Percentage depletion is equal to a specified
percentage (generally, 15 percent in the case of oil and gas) of gross
income from production. Cost depletion is limited to the taxpayer’s
basis in the depletable property; percentage depletion is not so lim-
ited. Once a taxpayer has exhausted its basis in the depletable
property, it may continue to claim percentage depletion deductions
(generally referred to as “excess percentage depletion”).

Certain limitations apply to the deduction for oil and gas per-
centage depletion. First, percentage depletion is not available to oil
and gas producers who also engage (directly or indirectly) in signifi-
cant levels of oil and gas retailing or refining activities (so-called

“integrated producers” of oil and gas). Second, the deduction for
percentage depletion may be claimed by a taxpayer only with re-
spect to up to 1,000 barrels-per-day of production. Third, the per-
centage depletion deduction may not exceed 100 percent of the tax-
payer’s net income for the taxable year from the depletable oil and
gas property. Fourth, a percentage depletion deduction may not be
claimed to the extent that it exceeds 65 percent of the taxpayer’s
pre-percentage depletion taxable income.

In the case of a partnership that owns depletable oil and gas
properties, the depletion allowance is computed separately by the
partners and not by the partnership. In computing a partner’s
basis in his partnership interest, basis is increased by the partner’s
share of any partnershlp-related excess percentage depletlon deduc-
tions and is decreased (but not below zero) by the partner’s total
amount of depletion deductions attnbutable to partnership proper-
ty.

Intanglble drilling and development costs (“IDCs”) incurred with
respect to domestic oil and gas wells generally may be deducted at
the election of the taxpayer. In the case of integrated producers, no
more than 70 percent of IDCs incurred during a taxable year may
be deducted. IDCs not deducted are capitalized and generally are
either added to the property’s basis and recovered through deple-
tion deductions or amortized on a straight-line basis over a 60-
month period.
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The special treatment granted to IDCs incurred in the pursuit of
oil and gas may give rise to an item of tax preference or (in the
case of corporate taxpayers) an adjusted current earnings (“ACE”)
adjustment for the alternative minimum tax. The tax preference
item is based on a concept of “excess IDCs.” In general, excess
IDCs are the excess of IDCs deducted for the taxable year over the
amount of those IDCs that would have been deducted had they
been capitalized and amortized on a straight-line basis over 120
months commencing with the month production begins from the
related well. The amount of tax preference is then computed as the
difference between the excess IDC amount and 65 percent of the
taxpayer’s net income from oil and gas (computed without a deduc-
tion for excess IDCs). For IDCs incurred in taxable years beginning
after 1992, the ACE adjustment related to IDCs is repealed for tax-
payers other than integrated producers. Moreover, beginning in
1993, the IDC tax preference generally is repealed for taxpayers
other than integrated producers. In this case, however, the repeal
of the excess IDC preference may not result in more than a 40 per-
cent reduction (30 percent for taxable years beginning in 1993) in
the amaount of the taxpayer’s alternative minimum taxable income
computed as if that preference had not been repealed.

Passive losses

The passive loss rules generally disallow deductions and credits
from passive activities to the extent they exceed income from pas-
sive activities. Losses not allowed in a taxable year are suspended
and treated as current deductions from passive activities in the
next taxable year. These losses are allowed in full when a taxpayer
disposes of the entire interest in the passive activity to an unrelat-
ed person in a taxable transaction. Passive activities include trade
or business activities in which the taxpayer does not materially
participate. (Limited partners generally do not materially partici-
pate in the activities of a partnership.) Passive activities also in-
clude rental activities (regardless of the taxpayer’'s material partici-
pation).* Portfolio income (such as interest and dividends), and ex-
penses allocable to such income, are not treated as income or loss
from a passive activity.

The $25,000 allowance also applies to low-income housing and re-
habilitation credits (on a deduction equivalent basis), regardless of
whether the taxpayer claiming the credit actively participates in
the rental real estate activity generating the credit. In addition,
the income phaseout range for the $25,000 allowance for rehabilita-
tion credits is $200,000 to $250,000 (rather than $100,000 to
$150,000). For interests acquired after December 31, 1989 in part-
nerships holding property placed in service after that date, the
$25,000 deduction-equivalent allowance is permitted for the low-
income housing credit without regard to the taxpayer’s income.

A partnership’s operations may be treated as multiple activities
for purposes of the passive loss rules. In such case, the partnership

4An individual who actively participates in a rental real estate activity and holds at least a
10-percent interest may deduct up to $25,000 of passive losses. The $25,000 amount phases out as
the individual’s income increases from $100,000 to $150,000.
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must separately report items of income and deductions from each
of its activities. - - o - T e

- Income from a publicly traded partnership is treated as portfolio
income under the passive loss rules. In addition, loss from such a
partnershipis treated as separate from income and loss from any
other publicly traded partnership, and also as separate from any
income or loss from passive activities. . ~ : s
A tax is imposed on partnerships holding a residual interest in a
real estate mortgage investment conduit (“REMIC”). The amount
of the tax is the amount of excess inclusions allocable to partner-
ship interests owned by certain tax-exempt organizations (‘“dis-
. -qualified organizations”) multiplied by the highest corporate tax
I‘ate. Ll Pt R CRIIN i s s o0 .

Contribution of property to a partnership

g

In general, a partner recognizes no gain or loss upon the contri-

bution of property to a partnership. However, income, gain, loss
and deduction with respect to property contributed to a partner-
ship by a partner must be allocated among the partners so as to
take into account the difference between the basis of the property
to the partnership and its fair market value at the time of contri-
bution. In addition, the contributing partner must recognize gain
or loss equal to such difference if the property is distributed to an-
other partner within five years of its contribution (sec. 704(c)), or if
other property is distributed to the contributor within the five year
period (sec. 737).

Election of optional basis adjustments

In general, the transfer of a partnership interest or a distribu-
tion of partnership property does not affect the basis of partnership
assets. A partnership, however, may elect to make certain adjust-
ments in the basis of partnership property (sec. 754). Under a sec-
tion 754 election, the transfer of a partnership interest generally
results in an adjustment in the partnership’s basis in its property
for the benefit of the transferee partner only, to reflect the differ-
ence between that partner’s basis for his interest and his propor-
tionate share of the adjusted basis of partnership property (sec.
743(b)). Also under the election, a distribution of property te a part-
ner in certain cases results in an adjustment in the basis of other
partnership property (sec. 734(b)).

Terminations

A partnership terminates if either (1) all partners cease carrying
on the business, financial operation or venture of the partnership,
or (2) within a 12-month period 50 percent or more of the total
partnership interests are sold or exchanged (sec. 708). '

Reasons for Simplification

~ The requiremient that each partner take into account separately
his distributive share of a partnership’s items of income, gain, loss,
deduction and credit can result in the reporting of a large number
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of items to each partner. The Schedule K-1, on which such items
are reported, contains space for more than 40 items. Reporting so
many separately stated items is burdensome for individual inves-
tors with relatively small, passive interests in large partnerships.
In many respects such investments are indistinguishable from
those made in corporate stock or mutual funds, Whlch do not re-
quire reporting of numerous separate items.

In addition, the number of items reported under the current
regime makes it difficult for the Internal Revenue Service to match
items reported on the K-1 against the partner’s income tax return.
Matching is also difficult because items on the K-1 are often modi-
fied or limited at the partner level before appearing on the part-
ner’s tax return.

~By significantly reducing the number of items that must be sepa-
rately reported to partners, the provision eases the reporting
burden of partners and facilitates matching by the IRS. Moreover,
it is understood that the Internal Revenue Service is cons1der1ng
restricting the use of substitute reporting forms by large partner-
ships. Reduction of the number of items makes possible a short
standardized form.

. In addition, the rules governing allocations with respect to prop-
erty contributed to a partnership and the rules regarding partner-
ship terminations are ill-suited to large partnerships, whose inter-
ests are commonly transferred. By adopting a deferred sale ap-
proach for property contributions and by reducing the possibility of
partnership terminations, the provision improves the administra-
tion of the tax rules governing large partnerships.

Explanation of Provisions

In general

The bill modifies the tax treatment of a large partnership (gener-
ally, a partnership with at least 250 partners, or an electing part-
nership with at least 100 partners) and its partners. The bill pro-
vides that each partner takes into account separately the partner’s
distributive share of the following items, which are determined at
the partnership level: (1) taxable income or loss from passive loss
limitation act1v1t1es, (2) taxable income or loss from other activities
(e.g., portfolio income or loss); (3) net capital gain or loss to the
extent allocable to passive loss limitation activities and other ac-
tivities; (4) tax-exempt interest; (5) net alternative minimum tax
adjustment separately computed for passive loss limitation activi-
ties and other activities; (6) general credits; (7) low-income housing
credit; (8) rehabilitation credit; (9) credit for producing fuel from a
nonconventional source; and (10) creditable foreign taxes and for-
eign source items.®

Under the bill, the taxable income of a large partnership is com-
puted in the same manner as that of an individual, except that the
items described above are separately stated and certain modifica-

*In determining the amounts required to be separately taken into account by a partner, those
provisions of the large partnership rules governing computations of taxable income are applied
separately with respect to that partner by taking into account that partner’s distributive share
of the partnership’s items of income, gain, loss, deduction or credit. This rule permits partner-
ships to make otherwise valid special allocations of partnership items to partners.



57

tions are made. These modifications include disallowing the deduc-
tion for personal exemptions, the net operating loss deduction and
certain itemized deductions.® All limitations and other provisions
affecting the computation of taxable income or any credit (except
for the at risk, passive loss and section 68 itemized deduction limi- -
tations, and any other provision specified in regulations) are ap-
plied at the partnership (and not the partner) level. Thus, for ex-
ample, any investment interest of the partnership is limited at the
partnership level, and any carryover is made at that level. }

All elections affecting the computation of taxable income or any

credit generally are made by the partnership.
Capital gains

Under the bill, netting of capital gains and losses occurs at the
partnership level. A partner in a large partnership takes into ac-
count separately his distributive share of the partnership’s net cap-
ital gain or net capital loss. 7 Such net capital gain or loss is treat- -
ed as long-term capital gain or loss. T S

Any excess of net short-term capital gain over net long
ital loss is consolidated with the partnership’s other taxable income
and is not separately reported: = s st ass e

A partner’s distributive share" of"‘"“t};e partnershlp’s }lleé-mcapital S

gain is allocated between passive loss limitation activities and
other activities. The net capital gain is allocated to passive loss lim-
itation activities to the extent of net capital gain from sales and
exchanges of property used in connection with such activities, and
any excess is allocated to other activities. A similar rule applies for
purposes of allocating any net capital loss. - R LR
Any gains and losses of the partnership under section 1231 are
netted at the partnership level. Net gain is treated as long-term
capital gain and is subject to the rules described above. Net loss is
treated as ordinary loss and consolidated with the partnership’s

other taxable income.

Deductions

The bill contains two special rules for deductions. First, miscella-
neous itemized deductions are not separately reported to partners.
Instead, 70 percent of the amount of such deductions is disallowed
at the partnership level;® the remaining 30 percent is allowed at
the partnership level in determining taxable income, and is not
subject to the two- percent floor at the partner level.

Second, charitable contributions are not separately reported to
partners under the bill. Instead, the charitable contribution deduc-
tion is allowed at the partnership level in determining taxable
income, subject to the limitations that apply to corporate donors.

6 A large partnership is allowed a deduction under section 212 for expenses incurred for the
production of income, subject to 70-percent disallowance, as described below. No income from a -
large partnership is treated as fishing or farming income. - - : N P

"The term “net capital gain” has the same meaning as in section 1222(11). The term “net
capital loss” means the excess of the losses from sales or exchanges of capital assets over the
gains from sales or exchanges of capital assets. Thus, the partnership cannot offset any portion
of capital losses against ordinary income. R S R Sl

®The “70 percent” figure is intended to approximate the amount of such deductions that
would be denied at the partner level as a result of the two-percent floor. = = = .. . v L

62-209 0 ~ 93 - 3
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Credits in general

Under the bill, general credits are separately reported to part-
ners as a single item. General credits are any credits other than
the low-income housing credit, the rehabilitation credit and the
credit for producing fuel from a nonconventional source. A part-
ner’s distributive share of general credits is taken into account as a
current year general business credit. Thus, for example, the credit
for clinical testing expenses is subject to the present law limita-
tions on the general business credit. The refundable credit for gaso-
line used for exempt purposes and the refund or credit for undis-
tributed capital gains of a regulated investment company are al-
lowed to the partnership, and thus are not separately reported to
partners.

~ In recognition of their special treatment under the passive loss

rules, the low-income housing and rehabilitation credits are sepa-
rately reported.® In addition, the credit for producing fuel from a
nonconventional source is separately reported.

_ The bill imposes credit recapture at the partnership level and de-
termines the amount of recapture by assuming that the credit fully
reduced taxes. Such recapture is applied first to reduce the part-
nership’s current year credit, if any; the partnership is liable for.
any excess over that amount. Under the bill, the transfer of an in-
terest in a large partnershlp does not trigger recapture.

Forezgn taxes

The bill retains present-law treatment of forelgn taxes. The part-
nership reports to the partner creditable foreign taxes and the
source of any income, gain, loss or deduction taken into account by
the partnership. Elections, computations and limitations are made
by the partner.

Tax-exempt interest

The bill retains present-law treatment of tax-exempt interest. In-
terest on a State or local bond is separately reported to each part-
ner.

Unrelated business taxable income

The bill retains present-law treatment of unrelated business tax-
able income. Thus, a tax-exempt partner’s distributive share of
partnership items is taken into account separately to the extent
necessary to comply with the rules governing such income.

Passive losses

Under the bill, a partner in a large partnership takes into ac-
count separately his distributive share of the partnership’s taxable
income or loss from passive loss limitation activities. The term
“passive loss limitation activity” means any activity involving the
conduct of a trade or business (including any activity treated as a
trade or business under sec. 469(c)(5) or (6)) and any rental activity.

°It is understood that the rehabilitation and low-income housmg credits which are subject to
the same passive loss rules (i.e., in the case of the low-income housmg credit, where the partner-
ship interest was acquired or the property was placed in service before 1990) could be reported
together on the same line.
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A partner’s share of a large partnership’s taxable income or loss
from passive loss limitation activities is treated as an item of
income or loss from the conduct of a trade or business which is a
single passive activity, as defined in the passive loss rules. Thus, a
large partnership generally is not required to separately report
items from multiple activities. : e

A partner in a large partnership also takes into account sepa-
rately his distributive share of the partnership’s taxable income or
loss from activities other than passive loss limitation activities.
Such distributive share is treated as an item of income or expense
with respect to property held for investment. Thus, portfolio
income (e.g., interest and dividends) is reported separately and is
reduced by portfolio deductions and allocable investment interest
expense. ‘ O Lt DRI T

In the case of a partner holding an interest in a large partner-
ship which is not a limited partnership interest, such partner’s dis-
tributive share of any items are taken into account separately to
the extent necessary to comply with the passive loss rules. Thus,
for example, income of a large partnership is not treated as passive
income with respect to the general partnership interest of a part-
ner who materially participates in the partnership’s trade or busi-
ness. . i SRR ORR I e ‘:“s;:?;,-é: E ‘“

Under the bill, income from a publicly traded partnership contin-
ues to be treated as portfolio income. ,

Alternative minimum tax s R e
Under the bill, alternative minimum tax (“AMT”) adjustments -
and preferences are combined at the partnership level.: ‘A large
partnership would report to partners a net AMT adjustment sepa-
rately computed for passive loss limitation activities and other ac-
tivities. In determining a partner’s alternative minimum taxable
income, a partner’s distributive share of any net AMT adjustment
is taken into account instead of making separate AMT adjustments
with respect to partnership items. The net AMT adjustment is de-
termined by using the adjustments applicable to individuals (in the
case of partners other than corporations), and by using the adjust-
ments applicable to corporations (in the case of corporate partners).
Except as provided in regulations, the net AMT adjustment is
treated as a deferral preference for purposes of the section 53 mini-
mum tax credit. e e : R

Discharge of indebtedness income- ) . o i
If a large partnership has income from the discharge of any in- '
debtedness, such income is separately reported to each partner. In
addition, the rules governing such income (sec. 108) are applied
without regard to the large partnership rules. Thus, for example,"
the large partnership provisions do not affect section 108(d)6),"
which provides that certain section 108 rules apply at the partner
level, or section 108(b)(5), which provides for an election to reduce"
the basis of depreciable property. ' o e

REMICs

For purposes of the tax on partrieréhips" 'holding residual inter-
ests in REMICs, all interests in a large partnership are treated as
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held by disqualified organizations. Thus, a large partnership hold-
ing a residual interest in a REMIC is subject to a tax equal to the
excess inclusions multiplied by the highest corporate rate. The
amount subject to tax is excluded from partnership income.

Deferred sale treatment for contributed property

In general

For all partners contributing property to a large partnership (in-
cluding partners who are disqualified persons, as described below),
the bill replaces sections 704(c) and 737 with a “deferred sale” ap-
proach. Under the bill, a large partnership is treated as if it had
purchased the property from the contributing partner for its then
fair market value, thus taking a fair market value basis in the
property. The contributing partner’s gain or loss on the contribu-
tion (the “precontribution gain or loss”) *° is deferred until the oc-
currence of specified recognition events. In general, the character
of the precontribution gain or loss is the same as if the property
had been sold to the partnership by the partner at the time of con-
tribution. The contributing partner’s basis in his partnership inter-
est is adjusted for precontribution amounts recognized under the
provision. These adjustments generally are made immediately
" before the recognition event.

The bill effectively repeals the ceiling rule for large partnerships,
i.e.,, the amount of precontribution gain or loss recognized by the
contributing partner under the provision is not limited to the over-
all gain or loss from the contributed property recognized by the
partnership. In addition, the amount of depreciation allowable to
the partnership is not limited to the contributing partner’s basis in
the property. ‘

_ Recognition events ‘ o ;

Certain events occurring at either the partnership or partner
level cause recognition of precontribution gain or loss. Loss is not
recognized, however, by reason of a disposition to a person related
(within the meaning of sec. 267(b) or sec. 707(b)1)) to the contribut-

ing partner. _ P o
Transactions at partnership level—The contributing partner rec-

ognizes precontribution gain or loss as the partnership claims an -

amortization, depreciation, or depletion deduction with respect to
the property. The amount of gain (or loss) recognized equals the in-
crease (or decrease) in the deduction attributable to changes in
basis of the property occurring by reason of its contribution. Any
gain or loss so recognized is treated as ordinary.

The contributing partner also generally recognizes precontribu-
tion gain or loss if the partnership disposes of the contributed prop-
erty to a person other than the contributing partner. If such prop-
erty is distributed to the contributing partner, its basis in the
hands of the contributing partner equals its basis immediately
before the contribution, adjusted for any gain or loss previously

1°Precontribution gain is the excess of the fair market value of the contributed progerty at
the time of contribution over the adjusted basis of such property immediately before such contri-
butitl)(n. Prlecontribution loss is the excess of the adjusted basis of such property over its fair
market value.

53
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recognized on account of the deferred sale. No adjustment is made
to. the basis of undistributed partnership property on account of a
distribution to the contributing partner. : e

A contributing partner’s deferred gain or loss is not recognized if
the partnership disposes of the property in certain nonrecognition
transactions: a like-kind exchange (sec. 1031); an involuntary con-
version (sec. 1033); or a contribution to a partnership (sec. 721), pro-
vided the contributing partnership owns more than 50 percent of
the recipient partnership. .

Transactions at partner level.—A contributing partner recognizes
precontribution gain or loss to the extent that he disposes of his
partnership interest other than at death.'? Such partner also recog-
nizes precontribution gain or loss to the extent that the cash and
fair market value of property (other than the contributed property)
distributed to him exceeds the adjusted basis of his partnership in-
terest immediately before the distribution (determined without
regard to any basis adjustment under the deemed sale rules result-
ing from the distribution). I o

Tt is intended that the Secretary of the Treasury have regulatory
authority to apply the deferred sale rules in the case of so-called
“reverse T04(c)” situations, ie., in cases where a partnership reva-
lues its assets.’® . P

Election of optional basis adjustments

Under the bill, a large partnership may still elect to adjust the
basis of partnership assets with respect to tra}nsferee partners. The
computation of a large partnership’s taxable’ income is made with-
out regard to the section 743(b) adjustment. As under present law,
the section 743(b) adjustment is made only with respect to the
transferee partner. In addition, a large partnership is permitted to
adjust the basis of partnership property under section 734(b) if
property is distributed to a partner, as under present law.

Terminations ) -

The bill provides that a large partnership does not terminate for
tax purposes solely because 50 percent of its interests are sold or
exchanged within a 127month period.

Partnerships and p&;tiiérs” subject to largé‘ partnership rules '
Definition of large partnership ’ r
A “large partnership” is any partnership with at least 250 part-
ners in a taxable year beginning after December 31, 1993.* Any
partnership treated as a large partnership for a taxable year is so

treated for all succeeding years, even if the number of partners

11 Amounts recognized- by reason of these recognition events are taken into account in the
partner’s taxable year in which or with which ends the partnership taxable year of the deduc-
tion or disposition.

127t is intended that a deceased partner’s successor in interest would not recognize any re-
maining precontribution gain or loss. R '

13See Treas. Reg. sec. 1.704-1(b}2)XivXf). : R e

14The number of partners is determined by counting only persons directly holding partner-
ship interests in the taxable year, including persons holding through nominees; persons holding
indirectly (e.g., through another partnership) are not counted. It is not necessary for a partner-
ship to have 250 or more partners at any one time in a taxable year for the partnership to con-
stitute a large partnership. : . ’ ool



62

falls below 250. Regulations may provide, however, that if the
number of partners in any taxable year falls below 100, the part-
nership is not treated as a large partnership. Partnershlps with at
least 100 partners can elect to be treated as large partnerships. The
election applies to the year for which made and all subsequent
years and cannot be revoked without the Secretary’s consent.

Special rules for certain service partnerships

A large partnership does not include any partnership if substan-
tially all the partners are: (1) individuals performing substantial
services in connection with the partnership’s activities, or personal
service corporations the owner-employees of which perform such
services; (2) retired partners who had performed such services; or
(3) spouses of partners who had performed such services. In addi-
tion, the term “partner” does not include any individual perform-
ing substantial services in connection with the partnership’s activi-
ties and holding a partnership interest, or an individual who for-
merly performed such services and who held a partnershlp interest
at the time the individual performed such serv1ces

Exclusion for commodity partnerships

The large partnership rules do not apply to any partnership the
principal activity of which is the buying and selling of commodities
(not described in sec. 1221(1)), or options, futures or forwards with
respect to commodities.

Special rules for partnerships holding oil and gas properttes

Election to use simplified reportmg

In general, a large partnership that otherwise meets the quahfi-
cations for simplified reporting is not required to report informa-
tion to its partners under the rules of that regime if it is substan-
tially engaged in oil and gas related activities. Rather, such a part-
nership continues to report information to its partners as under
present law. The bill permits such a partnership, however, to elect
to utilize the simplified reporting regime, as modified for oil and
gas purposes. If an election is made for any taxable year, it will
also apply for all subsequent taxable years unless revoked with the
consent of the Secretary.

A partnership is considered to be substantially engaged in 011
and gas activities if at least 25 percent of the average value of its
assets during the taxable year consists of oil or gas properties.'* In
making this determination, a partnership is treated as owning its
proportionate share of assets of any partnership in which it holds
an interest.

Simplified reporting treatment of large partnerships with oil
and gas activities

The bill provides special rules for large partnerships with oil and
gas activities that operate under the simplified reporting regime
(i.e., either (1) large partnerships that are substantially engaged in

35 For this purpose “oil or gas properties” means the mmeral mterwts in oil or gas whxch are
of a character with respect to which a deduction for depletion is allowable under section 611.



63

oil and gas activities and which elect to use the regime, or (2) large
partnerships that are not substantially engaged in oil and gas oper-
ations, but do have some oil and gas activities). These partnerships
are collectively referred to herein as “oil and gas large partner-
ships.” Generally, the bill provides that an oil and gas large part-
nership reports information to its partners under the general sim-
plified large partnership reporting regime described above. To pre-
vent the extension of percentage depletion deductions to persons
excluded therefrom under present law, however, certain partners
are treated as disqualified persons under the bill. h

The treatment of a disqualified person’s distributive share of any
item of income, gain, loss, deduction, or credit attributable to any
partnership oil or gas property is determined under the bill with-
out regard to the special rules applicable to large partnerships.
Thus, an oil and gas large partnership reports information related
to oil and gas activities to a partner who is a disqualified person in
the same manner and to the same extent that it reports such infor-
mation to that partner under present law. The simplified reporting
rules of the bill, however, apply with respect to reporting such a
partner’s share of items not related to oil and gas activities.

The bill defines two categories of taxpayers as disqualified per-
sons. The first category encompasses taxpayers who do not qualify
for the deduction for percentage depletion under section 613A (ie.,
integrated producers of oil and gas). The second category includes
any person whose average daily production of oil and gas (for pur-
poses of determining the depletable oil and natural gas quantity
under section 613A(c)2)) is at least 500 barrels for its taxable year
in which (or with which) the partnership’s taxable year ends. In
making this computation, all production of domestic crude oil and
natural gas attributable to the partner is taken into account, in-
cluding such partner’s proportionate share of any production of the
large partnership. ’ ' '

A taxpayer that falls within a category of disqualified person has
the responsibility of notifying any large partnership in which it
holds a direct or indirect interest (e.g., through a pass-through
entity) of its status as such. Thus, for example, if an integrated pro-
ducer owns an interest in a partnership which in turn owns an in-
terest in an oil and gas large partnership, it is responsible for pro-
viding the management of the large partnership information re-
garding its status as a disqualified person and details regarding its
indirect interest in the large partnership.

Under the bill, an oil and gas large partnership computes its de-
duction for oil and gas depletion under the general statutory rules
(subject to certain exceptions described below) under the assump-
tions that the partnership is the taxpayer and that it qualifies for
the percentage depletion deduction. The amount of the depletion
deduction, as well. as other oil and gas related items, generally are
reported to each partner (other than to partners who are disquali-
fied persons) as components of that partner’s distributive share of
taxable income or loss from passive loss limitation activities. The
bill provides that in computing the partnership’s oil and gas per-
centage depletion deduction, the 1,000-barrel-per-day limitation
does not apply. In addition, an oil and gas large partnership is al-
lowed to compute percentage depletion under the bill without ap-
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plying the 65-percent-of-taxable-income limitation under section
613A(d)X1).

“As under present law, an election to deduct IDCs under section
263(c) is made at the partnership level. Since the bill treats those
taxpayers required by the Code (sec. 291) to capitalize 30 percent of
- IDCs as disqualified persons, an oil and gas large partnership may
pass through a full deduction of IDCs to its partners who are not
disqualified persons. In contrast to present law, an oil and gas
large partnership also has the responsibility with respect to its
partners who are not disqualified persons for making an election
under section 59(e) to capitalize and amortize certain specified
IDCs. Partners who are disqualified persons are permitted to make
their own separate section 59(e) elections under the bill. o

Consistent with the general reporting regime for large partner-
ships, the bill provides that a single AMT adjustment (under either
corporate or non-corporate principles, as the case may be) is made
and reported to the partners (other than disqualified persons) of an
oil and gas large partnership as a separate item. This separately-
reported item is affected by the limitation on the repeal of the tax
preference for excess IDCs. For purposes of computing this limita-
tion, the bill treats an oil and gas large partnership as the taxpay-
er. Thus, the limitation on repeal of the IDC preference is applied
at the partnership level and is based on the cumulative reduction
in the partnership’s alternative minimum taxable income resulting
from repeal of that preference. . '

- The bill provides that in making partnership-level computations,
any item of income, gain, loss, deduction, or credit attributable to a
partner who is a disqualified person is disregarded. For example, in
computing the partnership’s net income from oil and gas for pur-
poses of determining the IDC preference (if any) to be reported to
partners who are not disqualified persons as part of the AMT ad-
justment, disqualified persons’ distributive shares of the partner-
ship’s net income from oil and gas are not to be taken into account.

Regulatory authority

The Secretary of the Treasury is granted authority to prescribe
such regulations as may be appropriate to carry out the purposes
of the provisions. .

Effective Date

The provisions generally apply to partnership taxable years
ending on or after December 31, 1993. The deferred sale provision
applies to any contribution of property (other than cash) made on
or after the date of enactment to a partnership which is, or is rea-
sonably expected to become, a large partnership. It is intended that
no inference be drawn as to the proper treatment of contributions
of appreciated or depreciated property to a partnership made prior
to the effective date.
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2. Simplified audit procedures for largé partnerships (sec. 302 of
the bill and secs. 6240, 6241, 6242, 6245, 6246, 6247, 6249, 6251,

6252, 6255, and 6256 of the Code) T i S

Pres_er_it Lazb "

In general )

Prior to 1982, regardless of the size of a partnership, adjustments
to a partnership’s items of income, gain, loss, deduction, or credit
had to be made in separate proceedings with respect to each part-
ner individually. Because a large partnership sometimes had many
partners located in different audit districts, adjustments to items of
income, gains, losses, deductions, or credits of the partnership had
to be made in numerous actions in several jurisdictions, sometimes
with conflicting outcomes." T S B e
The Tax Equity and Fiscal Responsibility Act of 1982 (“TEFRA”)
established unified audit rules applicable to all but certain” small
(10 or fewer partners) partnerships. These rules require the tax
treatment of all “partnership items” to be determined at the part-
nership, rather than the partner, level. Partnership items are those
items that are more appropriately determined at _the partnership
level than at the partner level, as provided by regulations. "~ .

Administrative proceedings ~

Under the TEFRA rules, a partner must report all p ership
items consistently with the partnership return or must notify the
IRS of any inconsistency. If a partner fails to report any partner-
ship item consistently with the partnership return, the IRS may
make a computational adjustment and immediately assess any ad-
ditional tax that results.

The IRS may challenge the reporting position of a partnership by
conducting a single administrative proceeding to resolve the issue
with respect to all partners. But the IRS must still assess any re-
sulting deficiency against each of the taxpayers who were partners
in the year in which the understatement of tax liability arose.

Any partner of a partnership can request an administrative ad-
justment or a refund for his own separate tax liability. Any part-
ner also has the right to participate in partnership-level adminis-
trative proceedings. A settlement agreement with respect to part-
nership items binds all parties to the settlement. ,

Tax Matters Partner

The TEFRA rules establish the “Tax Matters Partner” as the
primary representative of a partnership in dealings with the IRS.
The Tax Matters Partner is a general partner designated by the
partnership or, in the absence of designation, the general partner
with the largest profits interest at the close of the taxable year. If
no Tax Matters Partner is designated, and it is impractical to
apply the largest profits interest rule, the IRS may select any part-
ner as the Tax Matters Partner. o o oo

Notice requirements _ ' RIRER .
The IRS generally is required to give notice of the beginning of
partnership-level administrative proceedings and any resulting ad-
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ministrative adjustment to all partners whose names and addresses
are furnished to the IRS. For partnerships with more than 100
partners, however, the IRS generally is not required to give notice
to any partner whose profits interest is less than one percent.

Adjudication of disputes concerning partnership items

After the IRS makes an administrative adjustment, the Tax Mat-
ters Partner (and, in limited circumstances, certain other partners)
may file a petition for readjustment of partnership items in the
Tax Court, the district court in which the partnership’s principal
place of business is located, or the Claims Court. -

Sta_tute of limitations

The IRS generally cannot adjust a partnership item for a p‘art-“

nership taxable year if more than 3 years have elapsed since the
later of the filing of the partnership return or the last day for the
filing of the partnership return. '

Reasons for Simplification

Present audit procedures for large partnerships are inefficient
and more complex than those for other large entities. The IRS
must assess any deficiency arising from a partnership audit against
a large number of partners, many of whom cannot easily be located
and some of whom are no longer partners. In addition, audit proce-
dures are cumbersome and can be complicated further by the inter-
vention of partners acting individually. .

Explanation of Provision

In general

The bill creates a new audit system for large partnerships. The
bill defines “large partnership” the same way for audit and report-
ing purposes (generally partnerships with at least 250 partners)
except that certain oil and gas partnerships exempted from the
large partnership reporting requirements are large partnerships
for the audit rules. ’

As under present law, large partnerships and their partners are
subject to unified audit rules. Thus, the tax treatment of “partner-
ship items” are determined at the partnership, rather than the
partner, level. The term “partnership items” is defined as under
present law. ‘

Unlike present law, however, partnership adjustments generally
will flow through to the partners for the year in which the adjust-
ment takes effect. Thus, the current-year partners’ share of cur-
rent-year partnership items of income, gains, losses, deductions, or
credits will be adjusted to reflect partnership adjustments that
take effect in that year. The adjustments generally will not affect
prior-year returns of any partners (except in the case of changes to
any partner’s distributive shares).

In lieu of flowing an adjustment through to its partners, the
partnership may elect to pay an imputed underpayment. The im-
puted underpayment generally is calculated by netting the adjust-
ments to the income and loss items of the partnership and multi-

8
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plying that amount by the highest tax rate (whether individual or
corporate). A partner may not file a claim for credit or refund of
his allocable share of the payment. o S

Regardless of whether a partnership adjustment flows through to
the partners, an adjustment must be offset if it requires another
adjustment in a year after the adjusted year and before the year
the offsetted adjustment takes effect. For example, if a partnership
expensed a $1,000 item in year 1, and it was determined in year 4
that the item should have been capitalized and amortized ratably
over 10 years, the adjustment in year 4 would be $700, apart from
any interest or penalty. (The $900 adjustment for the improper de-
duction would be offset by $200 of adjustments for amortization de-
ductions.) The year 4 partners would be required to include an ad-
ditional $700 in income for that year. The partnership may ratably
amortize the remaining $700 of expenses in years 4-10. . . .. :

In addition, the partnership, rather than the partners individual-
ly, generally is liable for any interest and penalties that result
from a partnership adjustment. Interest is computed for the period
beginning on the return due date for the adjusted year and ending
on the earlier of the return due date for the partnership taxable
year in which the adjustment takes effect or the date the partner-
ship pays the imputed underpayment. Thus, in the above example,
the partnership would be liable for 4 years” worth of interest (on a
declining principal amount). R EET S R

Penalties (such as the accuracy and fraud penalties) are deter-
mined on a year-by-year basis (without offsets) based on an imput-
ed underpayment. All accuracy penalty criteria and waiver criteria
(such as reasonable cause, substantial authority, etc.) are deter-
mined as if the partnership were a taxable individual. Accuracy
and fraud penalties are assessed and accrue interest in the same
manner as if asserted against a taxable individual. _

Any payment (for Federal income taxes, interest, or penalties)
that a large partnership is required to make is non-deductible.”

If a partnership ceases to exist before a partnership adjustment
takes effect, the former partners are required to take the adjust-
ment into account, as provided by regulations. Regulations are also.
authorized to prevent abuse and to enforce efficiently the audit
rules in circumstances that present special enforcement consider-

ations (such as partnership bankruptcy).

Administrative proceedings ~~ =~ 0 oo enn e
Under the large partnership audit rules, a partner is not permit-
ted to report any partnership items inconsistently with the part-
nership return, even if the partner notifies the IRS of the inconsist-
ency. The IRS could treat a partnership item that was reported in-
consistently by a partner as a mathematical or clerical error and
immediately assess any additional tax against that partner. As
under present law, the IRS could challenge the reporting position
of a partnership by conducting a single administrative proceeding
to resolve the issue with respect to all partners. Unlike under
present law, however, partners will have no right individually to
participate in settlement conferences or to request a refund. -
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Partnership representative : - _—

The bill requires each large partnership to designate a partner or
other person to act on its behalf. If a large partnership fails to des-
ignate such a person, the IRS is permitted to designate any one of
the partners as the person authorized to act on the partnership’s
behalf. After the IRS’s designation, a large partnership could still
designate a replacement for the IRS-designated partner.

Notice requirements

Unlike under present law, the IRS is not required to give notice
to individual partners of the commencement of an administrative
‘proceeding or of a final adjustment. Instead, the IRS is authorized
to send notice of a partnership adjustment to the partnership itself
by certified or registered mail. The IRS could give proper notice by
mailing the notice to the last known address of the partnership,
even if the partnership had terminated its existence.

Adjudication of disputes concerning partnership items

As under present law, an administrative adjustment could be
challenged in the Tax Court, the district court in which the part-
nership’s principal place of business is located, or the Claims Court.
However, only the partnership, and not partners individually, can
petition for a readjustment of partnership items.

If a petition for readjustment of partnership items is filed by the
partnership, the court with which the petition is filed will have ju-
risdiction to determine the tax treatment of all partnership items
of the partnership for the partnership taxable year to which the
notice of partnership adjustment relates, and the proper allocation
of such items among the partners. Thus, the court’s Jjurisdiction is
not limited to the items adjusted in the notice.

Statute of limitations

Absent an agreement to extend the statute of limitations, the
IRS generally could not adjust a partnership item of a large part-
nership more than 3 years after the later of the filing of the part-
nership return or the last day for the filing of the partnership
return. Special rules apply to false or fraudulent returns, a sub-
stantial omission of income, or the failure to file a return. The IRS
would assess and collect any deficiency of a partner that arises
from any adjustment to a partnership item subject to the limita-
tions period on assessments and collection applicable to the year
the adjustment takes effect (secs. 6248, 6501 and 6502).

Regulatory authority

The Secretary of the Treasury is granted authority to prescribe
regulations as may be necessary to carry out the simplified audit
procedure provisions, including regulations to prevent abuse of the
provisions through manipulation. The regulations may include
rules that address transfers of partnership interests, in anticipa-
tion of a partnership adjustment, to persons who are tax-favored
(e.g., corporations with net operating losses, tax-exempt organiza-
tions, and foreign partners) or persons who are expected to be
unable to pay tax (e.g., shell corporations). For example, if prior to
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the time a partnership adjustment takes effect, a taxable partner
transfers a partnership interest to a nonresident alien to avoid the
tax effect of the partnership adjustment, the rules may provide,
among other things, that income related to the partnership adjust-
ment is treated as effectively connected taxable income, that the
partnership adjustment is treated as taking effect before the part-
nership interest was transferred, or that the former partner is
treated as a current partner to whom the partnership adjustment
is allocated.

Effectibe Date

The provision applies to partnership taxable years ehdihg‘;jri or
after December 31, 1993. :

3. Advance due date for furnishing information to partners (sec.
303 of the bill and sec. 6031(b) of the Code) o

Present Law

A partnership required to file an income tax return with the In-
ternal Revenue Service must also furnish an information return to
each of its partners on or before the day on ‘which the income tax
return for the year is required to be filed, including extensions.
Under regulations, a partnership must file its income tax return on
or before the fifteenth day of the fourth month following the end of
the partnership’s taxable year (on or before April 15, for calendar
year partnerships). This is the same deadline by which most indi-
vidual partners must file their tax returns. o

" Reasons for Simplification

Information returns that are received on or shbrtly before April
15 (or later) are difficult for individuals to use in preparing their
tax returns (or in computing their payments) that are due on that
date. oo R S iEe e Tl Uil . . x .

Explanation of Provision

The bill provides that a large partnership must furnish informa-
tion returns to partners by the first March 15 following the close of
the partnership’s taxable year. Large partnerships would be only
those partnerships subject to the simplified reporting rules for
large partnerships, as described above.

The bill also provides that, if the partnership is required to pro-
vide copies of the information returns to the Internal Revenue
Service on magnetic media, each schedule (such as each Schedule
K-1) with respect to each partner is treated as a separate informa-
tion return with respect to the corrective periods and penalties
that are generally applicable to all information returns. :

Effective Date

“ The provision is effective for partnership taxable years ending on
or after December 31, 1993. '
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4. Partnership returns on magnetic media (sec. 304 of the bill and
sec. 6011 of the Code)

Present Law 7 5
Partnerships are permitted, but not required, to provide the tax
return of the partnership (Form 1065), as well as copies of the

schedules sent to each partner (Form K-1), to the Internal Revenue
Service on magnetic media.

Reasons for Simplification

Most entities that file large numbers of documents with the In-
ternal Revenue Service must do so on magnetic media. Conforming
the reporting provisions for large partnerships to the generally ap-
plicable information reporting rules will facilitate integration of
partnership information into already existing data systems. ’

Explanation of Provision

The bill authorizes the Internal Revenue Service to require large
partnerships and other partnerships with 250 or more partners to
provide the tax return of the partnership (Form 1065), as well as
copies of the schedules sent to each partner (Form K-1), to the In-
ternal Revenue Service on magnetic media..

Effective Date

For partnerships that are large partnerships (as defined in the
preceding reporting and audit provisions), the provision is effective
for partnership taxable years ending on or after December 31, 1993.
For partnerships that are not large partnerships (as defined) but
that have 250 or more partners, the provision is effective for part-
nership taxable years ending on or after December 31, 1998.

5. IRA filing requirements for income from certain unrelated
trades and businesses (sec. 305 of the bill and sec. 6012 of the
Code)

Present Law
Return filing requirements ' '

An individual retirement account (“IRA”) is a trust which gener-
ally is exempt from taxation except for the taxes imposed on
income from an unrelated trade or business (sec. 408(e)1)). Under
regulations, a fiduciary of a trust that is exempt from taxation (but
subject to the taxes imposed on income from an unrelated trade or
business) generally is required to file a return on behalf of the
trust for a taxable year if the trust has gross income of $1,000 or
more included in computing unrelated business taxable income for
that year (Treas. Reg. sec. 1.6012-3(a)(5)). :

Unrelated business taxable income is the gross income (including
gross income from a partnership) derived by an exempt organiza-
tion from an unrelated trade or business, less certain deductions
which are directly connected with the carrying on of such trade or
business (sec. 512(a)(1)). In calculating unrelated business taxable
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income, exempt organizations (including IRAs) generally also are
permitted a specific deduction of $1,000 (sec. 512(b)(12)).

For purposes of determining whether income is from an unrelat-
ed trade or business, the character of a partner’s distributive share
of partnership income generally is the same as if the income had
been directly realized by the partner (sec. 512(c)).

Unified audits of partnerships .

All but certain small partnerships are subject to unified audit
rules established by the Tax Equity and Fiscal Responsibility Act
of 1982. These rules require the tax treatment of all “partnership
items” to be determined at the partnership, rather than the part-
ner, level. Partnership items are those items that are more appro-
priately determined at the partnership level than at the partner
level, including such items as gross income and deductions of the
partnership. ‘ L i

Reasons for Simplification

Under present law, tax returns often must be filed for IRAs that
have no taxable income and, consequently, no tax liability. The
filing of these returns by taxpayers, and the processing of these re-
turns by the IRS, impose significant costs. Imposing this burden is
unnecessary to the extent that the income of the IRA has been de-
rived from an interest in a partnership that is subject to partner-
ship-level audit rule. In these circumstances, the appropriateness of
any deductions may be determined at the partnership level, and an’
additional filing is unnecessary to facilitate this determination.

Explanation of Provision

The bill modifies the filing threshold for an IRA with an interest
in a partnership that is subject to the partnership-level audit rules.
A fiduciary of such an IRA may treat the trust’s share of partner-
ship taxable income as gross income, for purposes of determining
whether the trust meets the $1,000 gross income filing threshold.
Thus, under the provision, a fiduciary of an IRA that receives tax-
able income from a partnership that is subject to partnership-level
audit rules and gross income from any other unrelated trade or
- business will be required to file an income tax return where the
sum of such taxable and gross income is $1,000 or more. A fiduci-
ary of an IRA that receives taxable income from a partnership that
is subject to partnership-level audit rules of less than $1,000 (before
the $1,000 specific deduction) will not be required to file an income
tax return if the IRA does not have any other income from an un-
related trade or business. ' ‘ T

Effective Dqt'é

The provision appiies to taxable years béginning after D\eze‘x‘r,lbker‘
31, 1992 ‘ o e S
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B. Partnership Proceedings Under TEFRA 16

1. Clarify the treatment of partnership items in deficiency pro-

ceedings (sec. 311 of the bill and sec. 6234 of the Code)
* Present Law :

TEFRA partnership proceedings must be kept separate from defi-
ciency proceedings involving the partners in their individual capac-
ities. Prior to the Tax Court’s opinion in Munro v. Commissioner,
92 T.C. 71 (1989), the IRS computed deficiencies by assuming that
all items that were subject to the TEFRA partnership procedures
were correctly reported on the taxpayer’s return. However, where
the losses claimed from TEFRA partnerships were so large that
they offset any proposed adjustments to nonpartnership items, no
deficiency could arise from a non-TEFRA proceeding, and if the
partnership losses were subsequently disallowed in a partnership
proceeding, the non-TEFRA adjustments might be uncollectible be-
cause of the expiration of the statute of limitations with respect to
nonpartnership items.

Faced with this situation in Munro, the IRS issued a notice of de-
ficiency to the taxpayer that presumptively disallowed the taxpay-
er’s TEFRA partnership losses for computational purposes only. Al-
though the Tax Court ruled that a deficiency existed and that the
court had jurisdiction to hear the case, the court disapproved of the
methodology used by the IRS to compute the deficiency. Specifical-
ly, the court held that partnership items (whether income, loss, de-
duction, or credit) included on a taxpayer’s return must be com-
pletely ignored in determining whether a deficiency exists that is
attributable to nonpartnership items.

Reaéohs for Simplification

The opinion in Munro creates problems for both taxpayers and
the IRS. For example, a taxpayer would be harmed in the case
where he has invested in a TEFRA partnership and is also subject
to the deficiency procedures with respect to nonpartnership item
adjustments, since computing the tax liability without regard to
partnership items will have the same effect as if the partnership
items were disallowed. If the partnership items were losses, the
effect will be a greatly increased deficiency for the nonpartnership
items. If, when the partnership proceeding is completed, the tax-
payer is ultimately allowed any part of the losses, the taxpayer will
receive part of the increased deficiency back in the form of an over-
payment. However, in the interim, the taxpayer will have been
subject to assessment and collection of a deficiency inflated by
items still in dispute in the partnership proceeding. In essence, a
taxpayer in such a case would be deprived of a prepayment forum
with respect to the partnership item adjustments. The IRS would
be harmed if a taxpayer’s income is primarily from a TEFRA part-
nership, since the IRS may be unable to adjust nonpartnership
items such as medical expense deductions, home mortgage interest
deductions or charitable contribution deductions because there

¢Tax Equity and Fiscal Responsibility Act of 1982.
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would be no deficiency since, under Munro, the income must be ig-
nored. R

Explanation of Provision

The bill is intended to overrule Munro and allow the IRS to
return to its prior practice of computing deficiencies by assuming
that all TEFRA items whose treatment has not been finally deter-
mined had been correctly reported on the taxpayer’s return. This
will eliminate the need to do special computations that involve the
removal of TEFRA items from a taxpayer’s return, and will restore
to taxpayers a prepayment forum with respect to the TEFRA
items. In addition, the bill provides a special rule to address the
factual situation presented in Munro.

Specifically, the bill provides a declaratory judgment procedure
in the Tax Court for adjustments to an oversheltered return. An
oversheltered return is a return that shows no taxable income and
a net loss from TEFRA partnerships. In such a case, the IRS is au-
thorized to issue a notice of adjustment with respect to non-TEFRA
items, notwithstanding that no deficiency would result from the ad-
justment. However, the IRS may only issue such a notice if a defi-
ciency would have arisen in the absence of the net loss from
TEFRA partnerships.

The Tax Court would be granted jurisdiction to determine the
correctness of such an adjustment as well as to make a declaration
with respect to any other item for the taxable year to which the
notice of adjustment relates, except for partnership items and af-
fected items which require partner-level determinations. No tax
would be due upon such a determination, but a decision of the Tax
Court would be treated as a final decision, permitting an appeal of
the decision by either the taxpayer or the IRS. An adjustment de-
termined to be correct would thus have the effect of increasing the
taxable income that would be deemed to have been reported on the
taxpayer’s return. If the taxpayer’s partnership items were then
adjusted in a subsequent proceeding, the IRS would have preserved
its ability to collect tax on any increased deficiency attributable to
the nonpartnership items.

Alternatively, if the taxpayer chooses not to contest the notice of
adjustment within the 90-day period, the bill provides that when
the taxpayer’s partnership items are finally determined, the tax-
payer has the right to file a refund claim for tax attributable to the
items adjusted by the earlier notice of adjustment for the taxable
year. Although a refund claim is not generally permitted with re-
spect to a deficiency arising from a TEFRA proceeding, such a rule
is appropriate with respect to a defaulted notice of adjustment be-
cause taxpayers may not challenge such a notice when issued since
it does not require the payment of additional tax. ‘

In addition, the bill incorporates a number of provisions intended
to clarify the coordination between TEFRA audit proceedings and
individual deficiency proceedings. Under these provisions, any ad-
Jjustment with respect to a non-partnership item that caused an in-
crease in tax liability with respect to a partnership item would be
treated as a computational adjustment and assessed after the con-
clusion of the TEFRA proceeding. Accordingly, deficiency proce-
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dures would not apply with respect to this increase in tax liability,
and the statute of limitations applicable to TEFRA proceedings
would be controlling.

Effective Date

The provision is effective for partnership taxable years ending
after the date of enactment. '

2. Permit the IRS to rely on partnership returns to determine the
proper audit procedures (sec. 312 of the bill and see. 6231 of
the Code)

Present Law

TEFRA established unified audit rules applicable to all partner-
ships, except for partnerships with 10 or fewer partners, each of
whom is a natural person (other than a nonresident alien) or an
estate, and for which each partner’s share of each partnership item
is the same as that partner’s share of every other partnership item.
Partners in the exempted partnerships are subject to regular defi-
ciency procedures. ‘

Reasons for Simplification

The IRS often finds it difficult to determine whether to follow
the TEFRA partnership procedures or the regular deficiency proce-
dures. If the IRS determines that there were fewer than 10 part-
ners in the partnership but was unaware that one of the partners
was a nonresident alien or that there was a special allocation made
during the year, the IRS might inadvertently apply the wrong pro-
cedures and possibly jeopardize any assessment. Permitting the IRS
to rely on a partnership’s return would simplify the IRS’ task.

Explanation of Provision

The bill permits the IRS to apply the TEFRA audit procedures if,
based on the partnership’s return for the year, the IRS reasonably
determines that those procedures should apply. Similarly, the bill
permits the IRS to apply the normal deficiency procedures if, based
on the partnership’s return for the year, the IRS reasonably deter-
mines that those procedures should apply.

Effective Date

The provision is effective for partnership taxable yearé. ending
after the date of enactment.

3. Statute of limitations

a. Suspend statute v?hen an u.ntimely petition is filed (sec.
313(a) and sec. 6229 of the Code)

Present Law

Inv a deficiency case, section 6503(a) provides that if a proceeding
in respect of the deficiency is placed on the docket of the Tax
Court, the period of limitations on assessment and collection is sus-
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pended until the decision of the Tax Court becomes final, and for
60 days thereafter. The counterpart to this provision with respect
to TEFRA cases is contained in section 6229(d). That section pro-
vides that the period of limitations is suspended for the period
during which an action may be brought under section 6226 and, if
an action is brought during such period, until the decision of the
court becomes final, and for 1 year thereafter. As a result of this
difference in language, the running of the statute of limitations in
a TEFRA case will only be tolled by the filing of a timely petition
whereas in a deficiency case, the statute of limitations is tolled by
the filing of any petition, regardless of whether the petltlon is
timely. Mot R et e i
Reasons for Simplification

Under present law, if an untimely petition is filed in a TEFRA
case, the statute of limitations can expire while the case is still
pending before the court. To prevent this from occurring, the IRS
must make assessments against all of the investors during the
pendency of the action and if the action is in the Tax Court, pre-
sumably abate such assessments if the court ultimately determines

that the petition was timely. These steps are burdensome to the
IRS and to taxpayers.

Explanation of Provision

The provision is designed to conform the suspension rule for the
filing of petitions in TEFRA cases with the rule under section.
6503(a) pertaining to deficiency cases. Under the provision, the
statute of limitations in TEFRA cases would be suspended by the
filing of any petition under section 6226, regardless of whether the
petition is timely or valid, and the suspension will remain in effect
until the decision of the court becomes final, and for one year
thereafter. Hence, if the statute of limitations is open at the time
that an untimely petition is filed, the limitations period will no
longer continue to run and poss1bly exp1re wh11e the actlon 1s pend-
ing before the court. :

Effective Date

The provision is effective with respect to all cases in which the
period of limitations has not expired under present law as of the
date of enactment.

b. Suspend statute of limitations durmg bankruptcy pro-'
%eeéh;\gs (sec. 313(b) of the blll and sec. 6229 of the
ode ‘

Present Law

The perlod for assessmg tax with respect to partnershlp jtems
generally is the longer of the periods provided by section 6229 or
section 6501. For partnership items that convert to nonpartnershlp
items, section 6229(f) provides that the period for assessing tax
shall not expire before the date which is 1 year after the date that
the items become nonpartnership items. Section 6503(h) provides
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for the suspension of the limitations period during the pendency of
a bankruptcy proceeding. However, this provision only applies to
the limitations periods provided in sections 6501 and 6502.

Under present law, because the suspension provision in section
6503(h) applies only to the limitations periods provided in section
6501 and 6502, some uncertainty exists as to whether section
6503(h) applies to suspend the limitations period pertaining to con-
verted items provided in section 6229(f) when a petition naming a
partner as a debtor in a bankruptcy proceeding is filed. As a result,
the limitations period provided in section 6229(f) may continue to
run during the pendency of the bankruptcy proceeding, notwith-
standing that the IRS is prohibited from making an assessment
against the debtor because of the automatic stay provisions of the
Bankruptcy Code.

Reasons for Simplification

The ambiguity in present law makes it difficult for the IRS to
adjust partnership items that convert to nonpartnership items by
reason of a partner going into bankruptcy. In addition, any uncer-
- tainty may result in increased requests for the bankruptcy court to
lift the automatic stay to permit the IRS to make an assessment
with respect to the converted items.

Explanation of Provision

The bill clarifies that the statute of limitations is suspended for a
partner who is named in a bankruptcy petition. The suspension
period is for the entire period during which the IRS is prohibited
by reason of the bankruptcy proceeding from making an assess-
ment, and for 60 days thereafter. The provision is not intended to
create any inference as to the proper interpretation of present law.

Effective Date

The provision is effective with respect to all cases in which the
period of limitations has not expired under present law as of the
date of enactment.

c. Extend statute of limitations for bankrupt TMPs (sec.
313(c) and sec. 6229 of the Code)

Present Law

‘Section 6229(b)(1)(B) provides that the statute of limitations is ex-
tended with respect to all partners in the partnership by an agree-
ment entered into between the Tax Matters Partner (TMP) and the
IRS. However, Temp. Treas. Reg. secs. 301.6231(a)7)-1T(1)}4) and
301.6231(c)-7T(a) provide that upon the filing of a petition naming a
partner as a debtor in a bankruptcy proceeding, that partner’s
partnership items convert to nonpartnership items, and if the
debtor was the tax matters partner, such status terminates. These
rules are necessary because of the automatic stay provision con-
tained in 11 U.S.C. sec. 362(a)8). As a result, if a consent to extend
the statute of limitations is signed by a person who would be the
TMP but for the fact that at the time that the agreement is execut-

¥
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ed the person was a debtor in a bankruptcy proceeding, the consent
would not be binding on the other partners because the person
signing the agreement was no longer the TMP at the time that the
agreement was executed.

Reasons for Simplification

The IRS is not automatically notified of bankruptcy filings and
cannot easily determine whether a taxpayer is in bankruptcy, espe-
cially if the audit of the partnership is being conducted by one dis-
trict and the taxpayer resides in another district, as is frequently
the situation in TEFRA cases. If the IRS does not discover that a
person signing a consent is in bankruptcy, the IRS may mistakenly
rely on that consent. As a result, the IRS may be precluded from
assessing any tax attributable to partnership item adjustments
with respect to any of the partners in the partnership. o

Explanation of Provision N

The bill provides that unless the IRS is notified of a bankruptcy
_proceeding in accordance with regulations, the IRS can rely on a
statute extension signed by a person who would be the tax matters
partner but for the fact that said person was in bankruptcy at the
time that the person signed the agreement. Statute extensions
granted by a bankrupt TMP in these cases will be binding on all of
the partners in the partnership. The provision is not intended to
create any inference as to the proper interpretation of present law.

.- Effective Date
The provision is effective for extension agreements entered into

after the date of enactment.

4. Expand small partnershij; eiceptioh Vfrom TEFRA (sec 314of !
the bill and sec. 6231 of the Code)

Presgnt _Law

TEFRA established unified audit rules applicable to all partner-.
ships, except for partnerships with 10 or fewer partners, each of
whom is a natural person (other than a nonresident alien) or an
estate, and for which each partner’s_ share of each partnership item
is the same as that partner’s share of every other partnership item.
Partners in the exempted partnerships are subject to regular defi-

ciency procedures. v ’
Reasons for Simplification ~ o
The mere existence of a C corporation as a partner or of a special

allocation does not warrant subjecting the partnership and its part-
ners of an otherwise small partnership to the TEFRA procedures.

Explanation of Provision

The bill permits a small partnership to have a C corporation as a’
partner or to specially allocate items without jeopardizing its ex-
ception from the TEFRA rules. However, the bill retains the prohi-
bition of present law against having a flow-through entity (other
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than an estate of a deceased partner) as a partner for purposes of
qualifying for the small partnership exception. :

Effective Date

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

5. Exclude partial settlements from 1l-year assessment hrxle"(s’ec.
315 of the bill and sec. 6229(f) of the Code)

Preéeht_ Law

The period for assessing tax with respect to partnership items
generally is the longer of the periods provided by section 6229 or
section 6501. For partnership items that convert to nonpartnership
items, section 6229(f) provides that the period for assessing tax
shall not expire before the date which is 1 year after the date that
the items become nonpartnership items. Section 6231(b)1XC) pro-
vides that the partnership items of a partner for a partnership tax-
able year become nonpartnership items as of the date the partner
enters into a settlement agreement with the IRS with respect to
such items. : ‘

Reasons for Simplification

When a partial settlement agreement is entered into, the assess-
ment period for the items covered by the agreement may be differ-
ent than the assessment period for the remaining items. This frac-
tured statute of limitations poses a significant tracking problem for
the IRS and necessitates multiplé computations of tax with respect
to each partner’s investment in the partnership for the taxable
year. - BRI,

Explanation of Provision

The bill provides that if a partner and the IRS enter into a set-
tlement agreement with respect to some but not all of the partner-
ship items in dispute for a partnership taxable year and other part-
nership items remain in dispute, the period for assessing any tax
attributable to the settled items would be determined as if such
agreement had not been entered into. Consequently, the limitations
period that is applicable to the last item to be resolved for the part-
nership taxable year shall be controlling with respect to all disput-
ed partnership items for the partnership taxable year. The provi-
sion is not intended to create any inference as to the proper inter-
pretation of present law. .

Effective Date

The provision is effective for settlements entered into after the
date of enactment.
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N\

6. Extend time for filing a request for administrative adjustment

(sec 316 of the blll and sec. 6227 of the Code)

Present Law

If an agreement extendmg the statute is entered i to with re-
spect to.a non-TEFRA statute of limitations, that agreement also
extends the statute of limitations for ﬁhng refund claims (sec.
6511(c)). There is no comparable prov1sxon for extending the time:
for filing refund claims with respect to partnershlp 1tems subject to
the TEFRA' partnershlp rules o e R e .

_ Reasons for Szmphftcatwn v
The absence of an extension for ﬁlmg refund clalms in TEFRA
proceedings hinders taxpayers that may want to agree to extend

the TEFRA statute of limitations but want to preserve their option
to file a refund claim later. \

Explanatzon ‘of Provzswn ,W- -

The b111 provides that if a TEFRA statute extensmn agreement is
entered into, that agreement also extends the statute of limitations
for filing refund claims attributable to partnership items or affect-
ed items until 6 months after the explratlon of the 11m1tat10ns
period for assessments. ’ : o e .

" Effective Date -
The provision is effective as if included in the amendments ‘made

by section 402 of the Tax Equity and Fiscal Responsibility Act of
1982,

7. Provide innocent spouse relief for TEFRA proceedmgs (sec. 317
of the bill and sec. 6230 of the Code)

" Present Law

In general, an mnocent spouse may be relieved of hablhty for
tax, penalties and interest if certain conditions are met (sec.
6013(e)) However, existing law does not provide the spouse of a
partner in a TEFRA partnership with a judicial forum to raise the
innocent spouse defense with respect to any tax or interest that re-
lates to an 1nvestment ina TEFRA partnershlp

Reasons for Stmplzfzcatwn

Providing a forum in which to’ raise the innocent” spouse defense
with respect to liabilities attributable to adjustments to partner-
ship items (including penalties, additions to tax and additional
amounts) would make the innocent spouse rules more uniform.

Explanatwn of Provision

The bill provides both a prepayment forum and a refund forum
for raising the innocent spouse defense in TEFRA cases.

With respect to a prepayment forum, the bill provides that
within 60 days of the date that a notice of computational adjust-
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ment relating to partnership items is mailed to the spouse of a
partner, the spouse may request that the assessment be abated.
Upon receipt of such a request, the assessment will be abated and
any reassessment will be subject to the deficiency procedures. If an
abatement is requested, the statute of limitations will not expire
before the date which is 60 days after the date of the abatement. If
the ‘spouse files a petition with the Tax Court, the Tax Court will
only have jurisdiction to determine whether the requirements of
section 6013(e) have been satisfied. In making this determination,
the treatment of the partnership items that gave rise to the liabil-
ity in question will be conclusive. . . =

Alternatively, the bill provides that the spouse of a partner may
file a claim for refund to raise the innocent spouse defense. The
clainmt must be filed within 6 months from the date that the notice
of computational adjustment is mailed to the spouse. If the claim is
not allowed the spouse may file a refund action. For purposes of
any claim or suit under this provision, the treatment of the part-
nership items that gave rise to the liability in question will be con-
clusive. . : C e .

o : . EffectiveDate "

“ The provision is effective as if included in the amendments made
by section 402 of the Tax Equity and Fiscal Responsibility Act of
1982. .

8. Determine penalties at the partnership level {sec. 318 of the bill
‘ van‘d sec. 6221 of the Code) '

Present Law

Partnership items include only items that are required to be
taken into account under the income tax subtitle. Penalties are not
partnership items since they are contained in the procedure and
administration subtitle. As a result, penalties may only be asserted
against a partner through the application of the deficiency proce-
dures following the completion of the partnership-level proceeding.

Reasons for Simplificdtion

Many penalties are based upon the conduct of the taxpayer.
With respect to partnerships, the relevant conduct often occurs at
the partnership level. In addition, applying penalties at the partner
level through the deficiency procedures following the conclusion of
the unified proceeding at the partnership level increases the ad-
ministrative burden on the IRS and can significantly increase the

Tax Court’s inventory.
Explanation of Provision

The bill provides that the partnership level proceeding is to in-
clude a determination of the applicability of penalties at the part-
nership level. However, the bill allows partners to raise ‘any part-

ner-level defenses in a refund forum.
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e  Effective Date
The provision is effective for partnership taxable years ending
after the date of enactment. .

9. Clarify jurisdiction of the Tax Court (sec. 319 of the bill and
secs. 6225 and 6226 of the Code) : ~

. Presentlaw

Improper assessment and collection activities by the IRS during
the 150-day period for filing a petition or during the pendency of
any Tax Court proceeding, “may be enjoined in the proper court.”
Present law may be unclear as to whether this includes the Tax
Court. . e e Ty T

For a partner other than the Tax Matters Partner to be eligible
to file a petition for redetermination of partnership items in any
court or to participate in an existing case, the period for assessing
any tax attributable to the partnership items of that partner must
not have expired. Since such a partner would only be treated as a
party to the action if the statute of limitations with respect to
them was still open, the law is unclear whether the partner would
have standing to assert that the statute of limitations had expired
with respect to them.

Reasons for Simplification’” o o .
Clarifying the Tax Court’s jurisdiction simpliﬁe's the resolution of
tax cases.
Explanation of Provision -
The bill clarifies that an action to enjoin premature assessments
of deficiencies attributable to partnership items may be brought in
- the Tax Court. The bill also permits a partner to participate in an
action or file a petition for the sole purpose of asserting that the
period of limitations for assessing any tax attributable to partner-
ship items has expired for that person. Additionally, the bill clari-

fies that the Tax Court has overpayment jurisdiction with respect
to affected items. ‘

Effective Date

The provision is effective for partnership taxable years ending
after the date of enactment. ' . L

10. Treatment of premature petitions filed by certain partners
(sec. 320 of the bill and sec. 6226 of the Code) ' e

Present Law

The Tax Matters Partner is given the exclusive right to file a pe-
tition for a readjustment of partnership items within the 90-day
period after the issuance of the notice of a final partnership admin-
istrative adjustment (FPAA). If the Tax Matters Partner does not
file a petition within the 90-day period, certain other partners are
permitted to file a petition within the 60-day period after the close
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of the 90-day period. There are ordering rules for determining
which action goes forward and for dismissing other actions.

Reasons for Simplificdtion

A petition that is filed within the 90-day period by a person who
is not the Tax Matters Partner is dismissed. Thus, if the Tax Mat-
ters Partner does not file a petition within the 90-day period and
no timely and valid petition is filed during the succeeding 60-day
period, judicial review of the adjustments set forth in the notice of
FPAA is foreclosed and the adjustments are deemed to be correct.

Explanation of Provision

The bill treats premature petitions filed by certain partners
within the 90-day period will be treated as being filed on the last
day of the following 60-day period under specified circumstances,
thus affording the partnership with an opportunity for judicial
review that is not available under present law.

Effective Date

The provision is effective with respect to petitions filed after the
date of enactment.

11. Clarify bond requirement for appeals from TEFRA proceed-
ings (sec. 321 of the bill and sec. 7485 of the Code)

Present Law

A bond must be filed to stay the collection of deficiencies pending
the appeal of the Tax Court’s decision in a TEFRA proceeding. The
amount of the bond must be based on the court’s estimate of the
aggregate deficiencies of the partners. ‘

Reasons for Simplification

The Tax Court cannot easily determine the aggregate changes in
tax liability of all of the partners in a partnership who will be af-
fected by the Court’s decision in the proceeding. Clarifying the cal-
culation of the bond amount would simplify the Tax Court’s task.

Explanation of Provision

The bill clarifies that the amount of the bond should be based on
the Tax Court’s estimate of the aggregate liability of the parties to
the action (and not all of the partners in the partnership). For pur-
poses of this provision, the amount of the bond may be estimated
by applying the highest individual rate to the total adjustments de-
termined by the Tax Court and doubling that amount to take into
account interest and penalties.

Effective Date

The provision is effective as if included in the amendments made
by section 402 of the Tax Equity and Fiscal Responsibility Act of
1982.
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12. Suspend interest where there is a delay in computational ad-
justment resulting from TEFRA settlements (sec. 322 of the
bill and sec. 6601 of the Code)

Present Law

Interest on a deficiency generally is suspended when a taxpayer
executes a settlement agreement with the IRS and waives the re-
strictions on assessments and collections, and the IRS does not
issue a notice and demand for payment of such deficiency within 30
days. Interest on a deficiency that results from an adjustment of
partnership items in TEFRA proceedings, however, is not suspend-
ed.

Reasons for Simpli}',"c'.at"l‘.(m o |
Processing settlement agreements and assessing the tax due

takes a substantial amount of time in TEFRA cases. A taxpayer is
not afforded any relief from interest during this period.

- Explanation of Provision

The bill suspends interest where there is a delay in making a
computational adjustment relating to a TEFRA settlement.

: Ef}'ective Date ;
The provision is effective with respect to adjustments relating to
taxable years beginning after the date of enactment.

13. Extend time for filing a request for administrative adjustment
relating to worthless securities and bad debt (sec. 323 of the
bill and sec. 6227 of the Code)

Present Law

The non-TEFRA statute of limitations for filing a claim for credit
or refund generally is the later of (1) three years from the date the
return in question was filed or (2) two years from the date the
claimed tax was paid, whichever is later (sec. 6511(b)). However, an
extended period of time, seven years from the date the return was
due, is provided for filing a claim for refund of an overpayment re-
Eulting from a deduction for a worthless security or bad debt (sec.

511(d)).

Under the TEFRA partnership rules, a request for administra-
tive adjustment (“RAA”) must be filed within three years after the
later of (1) the date the partnership return was filed or (2) the due
date of the partnership return (determined without regard to ex-
tensions) (sec. 6227(a)(1)). In addition, the request must be filed
before a final partnership administrative adjustment (“FPAA”) is
mailed for the taxable year (sec. 6227(a)2)). There is no special pro-
vision for extending the time for filing an RAA that relates to a
Seguctionufor a worthless security or an entirely worthless bad

ebt. ‘
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Reasons for Simplification

Whether and when a stock or debt becomes worthless is a ques-
tion of fact that may not be determinable until after the year in
which it appears the loss has occurred. An extended statute of limi-
tations allows partners in a TEFRA partnership the same opportu-
nity to file a delayed claim for refund in these difficult factual situ-
ations as permitted other taxpayers.

Further, on past occasion, the IRS issued FPAAs that did not
adjust the partnership’s tax return. This action created wasteful
paperwork, and may have, in some cases truncated the appeals
rights of individual partners. A special rule is necessary to permit
partners who may have been adversely impacted by this past prac-
tice of the IRS to avail themselves of the extended period irrespec-
tive of whether an FPAA has been issued.

Explanation of Provision

The bill extends the time for the filing of an RAA relating to the
deduction by a partnership for a worthless security or bad debt. In
these circumstances, in lieu of the three-year period provided in
sec. 6227(a)X1), the period for filing an RAA will be seven years
from the date the partnership return was due with respect to
which the request is made (determined without regard to exten-
sions). The RAA must still be filed before the FPAA is mailed for
the taxable year.

Effective Date

The provision is effective as if included in the amendments made
by section 402 of the Tax Equity and Fiscal Responsibility Act of
1982. ‘
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TITLE IV. FOREIGN PROVISIONS

1. Deferral of tax on income earned through foreign corporétions
and exceptions to deferral (secs. 401-404 of the bill and secs.

453, 532, 542, 543, 551-558, 563, 851, 954, 1246-1247, 1291-1297,

and 4982 of the Code)

Present Law
Direct and indirect operations

U.S. citizens and residents and U.S. corporations (collectively,

“U.S. persons”) are taxed currently by the United States on their
worldwide income, subject to a credit against U.S. tax on foreign
income based on foreign income taxes paid with respect to such

income. Income earned by a foreign corporation, the stock of which

is owned in whole or in part by U.S. persons, generally is not taxed
by the United States until the foreign corporation repatriates those
earnings by payment to its U.S. stockholders. Therefore, two differ-
ent sets of U.S. tax rules apply to U.S. taxpayers that control busi-
ness operations in foreign countries; which rules apply depends on
whether the business operations are conducted directly, for exam-
ple, through a foreign branch, or indirectly through a separately
incorporated foreign company.!’ G
U.S. persons that conduct foreign operations directly (that is, not
through a foreign corporation) include income (or loss) from those
operations on the U.S. tax return for the year the income is earned

or the loss is incurred. The United States taxes that income cur-

rently. The foreign tax credit may reduce or eliminate the U.S. tax
on that income, however. .
U.S. persons that conduct foreign operations through a foreign
corporation generally pay no U.S. tax on the income from those op-
erations until the foreign corporation repatriates its earnings to

the United States. The income appears on the U.S. owner’s tax
return for the year it comes home, and the United States imposes

tax on it then. The foreign tax credit may reduce the U.S. tax.®

In general, two kinds of transactions are repatriations that end
deferral and trigger tax. First, in the case of any foreign corpora-
tion, an actual dividend payment ends deferral; any U.S. recipient

. must include the dividend in income. Second, in the case of a “con-

trolled foreign corporation” (defined below), an investment in U.S.
property, such as a loan to the lender’s U.S. parent or the purchase
of U.S. real estate, is also treated as a repatriation that ends defer-
ral (Code sec. 956). In addition to these two forms of repatriation, a

17To the extent that foreign corporations ogerate in the United States rather than in foreign
countries, they generally pay U.S. tax like U.S. corporations. s "
18The foreign corporation itself generally will not pay U.S. tax unless it has income effectively
connected with a trade or business carried on in the United States, or has certain generally
passive types of U.S. source income. ) o R
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sale of shares of a foreign corporation may trigger tax, sometimes
- at ordinary income tax rates (secs. 1246, 1248, and 1291).

Since 1937, the Code has set forth one or more regimes providing
exceptions to the general rule deferring U.S. tax on income earned
indirectly through a foreign corporation. Today the Code sets forth
the following anti-deferral regimes: the controlled foreign corpora-
tion rules (secs. 951-964); the foreign personal holding company
rules (secs. 551-558); passive foreign investment company (PFIC)
rules (secs. 1291-1297); the personal holding company rules (secs.
541-547); the accumulated earnings tax (secs. 531-537); and rules for
foreign investment companies (sec. 1246) and electing foreign in-
vestment companies (sec. 1247). The operation and application of
these regimes are discussed in the following sections.

Controlled foreign corporations

General definitions

A controlled foreign corporation is defined in the Code generally
as any foreign corporation- if U.S. persons own more than 50 per-
cent of the corporation’s stock (measured by vote or value), taking
into account only those U.S. persons that own at least 10 percent of
the stock (measured by vote only) (sec. 957).1° Stock ownership in-
cludes not only stock owned directly, but also all stock owned indi-
rectly or constructively (sec. 958). :

Deferral of U.S. tax on undistributed income of a controlled for-
eign corporation is not available for certain kinds of income (some-
times referred to as “subpart F income”) under the Code’s subpart
F provisions. When a controlled foreign corporation earns subpart
F income, the United States generally taxes the corporation’s 10-
percent U.S. shareholders currently on their pro rata share of the
subpart F income. In effect, the Code treats those U.S. shareholders
as having received a current distribution out of the subpart F
ilrIlcSome. In this case, also, the foreign tax credit may reduce the

S, tax.

‘Subpart F income typically is income that is relatively movable
from one taxing jurisdiction to another and that is subject to low
rates of foreign tax. Subpart F income consists of foreign base com--
pany income (defined in sec. 954), insurance income (defined in sec.
953), and certain income relating to international boycotts and
other violations of public policy (defined in sec. 952(a}(3)-(5)). Sub-
part F income does not include the foreign corporation’s income
that is effectively connected with the conduct of a trade or business
within the United States, which income is subject to current tax in
the United States (sec. 952(b)). . ‘

Foreign base company income ,

In general—Foreign base company income includes five catego-
ries of income: foreign personal holding company income, foreign
base company sales income, foreign base company services income,
foreign base company shipping income, and foreign base company
oil-related income (sec. 954(a)). In computing foreign base company

19 A controlled foreign corporation is defined differently in the case of a fofeign corporation
engaging in certain insurance activities (see secs. 953(c) and 957(b)).
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income, amounts of income in these five categories are reduced by
allowable deductions (including taxes and interest) properly alloca-
ble, under regulations, to such amounts of income (sec. 954(b)5)).
Foreign personal holding company income.—One category of for-
eign base company income is foreign personal holding company
income (sec. 954(c)). For subpart F purposes, foreign personal hold-
ing company income generally includes interest, dividends, and an-
nuities; some rents and royalties; related party factoring income;
net commodities gains; net foreign currency gains; and net gains
from sales or exchanges of certain other property. ’
This last category of net gains from sales of property generally
includes the excess of gains over losses from sales and exchanges of
non-income producing property and property that gives rise to in-
terest, dividends, rents, royalties, and annuities. Thus, foreign per-
sonal holding company income includes gain on the sale of proper-
ty that was held for investment purposes, but does not include gain
on the sale of land, buildings, or equipment that was used by the
seller in an active trade or business of the seller (Temporary Reg.
-sec. 1.954-2T(e)(3)). Stock and securities gains generally are treated
as foreign personal holding company income. However, foreign per-
sonal holding company income does not include gains on property
sales that are realized by regular dealers. Gains from the sale or
exchange of property which, in the hands of the seller, is inventory
property (sec. 1221(1)) are also excluded from foreign personal hold-
ing company income. , e
Income received by a foreign insurance company, including
income derived from its investments of funds, generally is subject
to taxation under section 953. (See discussion at “Insurance
income, in general,” below.) Treasury regulations specify that tax-
ation of an insurance company’s income under section 953 takes
precedence over taxation of that income as foreign personal hold-
ing company income under section 954 (Proposed Treas. Reg. sec.
1.953-6(g)). When dividends, interest, or securities gains derived by
a controlled foreign insurance company are not taxed under section
953, they generally are taxed as foreign personal holding company
income under section 954. ‘
Foreign personal holding company income under subpart F does
not include certain dividends and interest received from a related
corporation organized and operating in the same foreign country as
the recipient, and certain rents and royalties received from a relat-
ed corporation for the use of property within the country in which
the recipient was created or organized (sec. 954(cX3)). This exclu-
sion, however, is restricted by a rule that takes into account the
subpart F income of related-party payors. Under this rule, interest,
rent, and royalty payments do not qualify for the exclusion to the
extent that such payments reduce subpart F income of the payor.
Other categories of foreign base company income.—Foreign base
company income also includes foreign base company sales and serv-
ices income, consisting respectively of income attributable to relat-
ed party purchases and sales routed through the income recipient’s
country if that country is neither the origin nor the destination of
the goods, and income from services performed outside the country
of the corporation’s incorporation for or on behalf of related per-
sons. Foreign base company income also includes foreign base com-
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pany shipping income. Finally, foreign base company income gener-
ally includes “downstream” oil-related income, that is, foreign oil-
related income other than extraction income.

Insurance income

In general.—Subpart F insurance income is another category of
income that is subject to current taxation under subpart F (sec.
953). Subpart F insurance income includes any income attributable
to the issuing (or reinsuring) of any insurance or annuity contract
in connection with risks in a country other than that in which the
insurer is created or organized. 2° For this purpose, a qualified in-
surance branch of a controlled foreign corporation may be treated
as a corporation created or organized in the country of its location
(sec. 964(d)). 3

The amount of income subject to current tax under subpart F as

-

_insurance income is the amount that would be taxed under sub--

chapter L of the Code if it were the income of a domestic insurance

company (subject to the modifications provided in sec. 953(b)). In

addition, as described above, investment income associated with
same-country risk insurance is also included in subpart F income
as foreign personal holding company income. Thus, for an insur-
ance controlled foreign corporation, deferral generally is limited to
underwriting income from same-country risk insurance. :

For purposes of subpart F insurance income, a controlled foreign
corporation is specially defined to include, in addition to any corpo-
ration that meets the usual test of 50-percent ownership by 10-per-
cent shareholders (discussed above), any foreign corporation that
satisfies a test of 25-percent ownership by 10-percent shareholders
if more than 75 percent of the corporation’s gross premium income
is derived from the reinsurance or issuance of insurance or annuity
contracts with respect to third-country risks (sec. 957(b)). -

Related person (captive) insurance income.—In addition, subpart
F insurance income that is related person insurance income gener-
ally is taxable under subpart F to an expanded category of U.S.
persons (sec. 953(c)). For purposes of taking into account such
income under subpart F, the U.S. ownership threshold for con-
trolled foreign corporation status is reduced to 25 percent or more.
Any U.S. person who owns (directly or indirectly) any stock in a
controlled foreign corporation, whatever the degree of ownership, is
treated as a U.S. shareholder of such corporation for purposes of
this 25-percent U.S. ownership threshold and exposed to current
tax on the corporation’s related person insurance income.

Certain operating rules '

Income inclusion.—When a controlled foreign corporation earns
subpart F income, the United States generally taxes the corpora-
tion’s U.S. shareholders currently on their pro rata share of the
subpart F income (sec. 951). ! In the case of a corporation that is a

20 Tn addition, subpart F applies to income attributable to an insurance contract in connection
with same-country risks as the result of an arrangement under which another corporation re-
ceives a substantially equal amount of 1;;remiums for insurance of other-country risks. o

21 Current taxation applies onl if the foreign corporation is a controlled foreign corporation
for an uninterripted period of at least 30 days during the taxable year.. ° i R

&
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controlled foreign corporation for its entire taxable year, and a
U.S. shareholder that owns the same proportion of stock in the cor-
poration throughout the corporation’s taxable year, the U.S. share-
holder’s pro rata share of subpart F income is the amount that
would have been distributed with respect to the shareholder’s stock
if on the last day of the corporation’s taxable year the controlled
foreign corporation had distributed all of its subpart F inicome pro
rata to all of its shareholders. The pro rata share definition pro-
vides for adjustments where the corporation is a controlled foreign
corporation for less than the entire year or where actua! distribu-
tions are made with respect to stock the shareholder owns for less
than the entire year.

In addition, the United States generally taxes the corporation’s
U.S. shareholders currently on their pro rata share of the corpora-
tion’s increase in earnings invested in U.S. property for the taxable
year. : :

De minimis and full inclusion rules.—None of a controlled for-
eign corporation’s gross income for a taxable year is treated as for-
eign base company income or subpart F insurance income if the
sum of the corporation’s gross foreign base company income and
gross subpart F insurance income for the year is less than the
lesser of 5 percent of its gross income, or $1 million (sec.’
954(b)3)(A)). The Code provides that if more than 70 percent of a
controlled foreign corporation’s gross income is foreign base compa-
ny income and/or subpart F insurance income, then all of its
income is treated as foreign base company income or insurance
income (whichever is appropriate) (sec. 954(b}8)(B)). This 70-percent
full inclusion rule does not apply, however, to income of a company
that is a controlled foreign corporation only for purposes of the
captive insurance company provision. (See Proposed Treas. Reg.
sec. 1.953-6(k).) v .

Exception for certain income subject to high foreign taxes.—

- Income otherwise subject to current taxation as foreign base com-
pany income can be excluded from subpart F if the income was not
in fact routed through a controlled foreign corporation in which
the income bore a materially lower tax than would be due on the
same income earned directly by a U.S. corporation (sec. 954(b)4)).
Subpart F employs an objective test to determine whether income
that has been earned through a controlled foreign corporation in
fact has been subject to less tax than it would have borne if the
income had been earned directly. Under this rule, subpart F
income (other than foreign base company oil-related income) does
not include items of income received by a controlled foreign corpo-
ration if the taxpayer establishes to the satisfaction of the Secre-
tary that the income, measured under U.S. tax rules, was subject
to an effective rate of foreign tax equal to at least 90 percent of the
maximum U.S. corporate tax rate. o .

Section 954(b)4) applies solely at the taxpayer’s election. That is,
the provision applies only if the taxpayer endeavors to establish to
the Secretary’s satisfaction that the income in question was subject
to the requisite foreign tax, and the taxpayer succeeds in doing so.
The Secretary may not apply the provision without the taxpayer’s
consent. - SRR

62-209 O - 93 - 4
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Treatment of investments in U.S. property.—As discussed above, a
U.S. shareholder of a controlled foreign corporation generally is
taxable on its pro rata share of the foreign corporation’s subpart F
income. In addition, a U.S. shareholder generally is taxable on its
pro rata share of the foreign corporation’s earnings and profits at-
tributable to non-subpart F income to the extent of the increase for
the year in such earnings that are invested in U.S. property (secs.
951(a)1)(B) and 956). Such increase is measured by comparing the
controlled foreign corporation’s total amount of earnings invested
in U.S. property at the close of the current taxable year with the
corresponding amount at the close of the preceding taxable year.

The increase for the current taxable year in the earnings of a
controlled foreign corporation invested in U.S. property generally
is computed by subtracting the amount of the corporation’s invest-
ment in U.S. property at the end of the prior year (to the extent
that amount would have been a dividend if it had been distributed)
from its investment in U.S. property at the end of the current year
(to the extent that amount would have been a dividend if it had
been distributed).

In addition, where earnings previously taxed under sections

951(a)(1)B) and 956 are actually distributed, without reduction of
the controlled foreign corporation’s investment in U.S. property,
subsequent earnings are included in the U.S. shareholder’s income
under sections 951(a)(1)B) and 956 with no further increase in U.S.
investment. This rule is intended to account for the fact that, in
effect, new earnings are funding existing investments in U.S.
assets, and should therefore be taxed.
"~ Distributions of previously taxed income.—Earnings and profits
of a controlled foreign corporation that are (or previously have
been) included in the incomes of the U.S. shareholders are not
taxed again when such earnings are actually distributed to the
U.S. shareholders (sec. 959a)1)). Similarly, such previously taxed
income is not included in the incomes of the U.S. shareholders in
the event that such earnings are invested in U.S. property (sec.
959(a)2)). Previously taxed income actually distributed from a
lower-tier controlled foreign corporation to a higher-tier controlled
foreign corporation is disregarded in determining the subpart F
income of the higher-tier controlled foreign corporation that is in-
cluded in the income of the U.S. shareholders. In the event that
stock in the controlled foreign corporation is transferred subse-
quent to the income inclusion but prior to the actual distribution of
previously taxed income, the transferee shareholder is similarly
exempt from tax on the distribution to the extent of the proven
identity of shareholder interest. _

Distributions by a controlled foreign corporation are allocated
first to previously taxed income, then to other earnings and profits
(sec. 959(c)). Therefore, a controlled foreign corporation may distrib-
ute its previously taxed income to its shareholders, resulting in no
additional U.S. income taxation, before it makes any taxable divi-

22¢Yf this were nct done it would be possible to retain the [U.S.] investmeﬁts in the corpora-
tion and make actual distributions out of otlier property to the shareholders which would not be
taxable to them.” H.R. Rep. No. 1447, 8Tth Cong., 2d Sess. 64 n.1 (1962).
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dend distributions of any current or accumulated non-subpart F
earnings and profits. » R

~Allowance of foreign tax credit.—1.S. corporate shareholders of a
controlled foreign corporation who include subpart ¥ income in
their own gross incomes are also treated as having paid the foreign
taxes actually paid by the controlled foreign corporation on that
income, to the same general extent as if they had received a divi-
dend distribution of that income (sec. 960). Therefore, the U.S. cor-
porate shareholders may claim foreign tax credits for those taxes
to the same general extent as if they had received a dividend.
Actual distributions by a controlled foreign corporation are not
treated as dividends, and thus generally do not carry further eligi-
bility for deemed-paid foreign tax credits, to the extent that the dis-
tributions are of previously taxed income.?

Individual U.S. shareholders of a controlled foreign corporation
who include subpart F income in their own gross incomes may
elect to be taxed as corporations on their subpart F income (sec.
962). Therefore, electing individual U.S. shareholders, like corpo-
rate shareholders, may claim foreign tax credits for the foreign
taxes actually paid by the controlled foreign corporation on that
jinco(;ne to the same general extent as if they had received a divi-

end. ) TR/ S

Adjustments to basis and computation of earnings and profits.—
The inclusion of an amount of a controlled foreign corporation’s
subpart F income in the gross income of a U.S. shareholder gener-
ally results in a corresponding increase in the shareholder’s basis
in the stock with respect to which the subpart F income was in-
cluded (sec. 961(a)). In addition, the distribution of previously taxed
income to a U.S. shareholder of a controlled foreign corporation
generally results in a corresponding decrease in the shareholder’s
basis in the stock (sec. 961(b)). ' ,

The determination of the earnings and profits (or deficit in earn-
ings and profits) of a controlled foreign corporation follows rules
that are substantially similar to those applicable to domestic corpo-
rations (sec. 964(a)). One specific similarity is that any illegal
bribes, kickbacks, or other payments that are not deductible under
section 162(c) (such as payments that would be unlawful under the
Foreign Corrupt Practices Act of 1977 if paid by a U.S. person) are
not taken into account to reduce earnings and profits (or increase a
deficit in earnings and profits). : R

Attribution of ownership.—In determining stock ownership for
purposes of the controlled foreign corporation rules, a U.S. person
generally is considered to own a proportionate share of stock
owned, directly or indirectly, by or for a foreign corporation, for-
eign partnership, or foreign trust or estate of which the U.S.
person is a shareholder, partner, or beneficiary (sec. 958(a)).

Additional rules for constructive ownership apply for purposes of
determining whether or not a U.S. person is a U.S. shareholder
(within the meaning of sec. 951(b), as discussed above), whether or
not the foreign corporation meets the relevant definition of control
(within the meaning of secs. 957(a), 957(b), or 953(c)1), as discussed

B Certain actual distributions of previously taxed income can carry further eligibility for for-
eign tax credits (secs. 960(a}(3) and (b)).
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above), and whether or not two persons are related (within the
meaning of sec. 954(d)(3), as discussed above), but not for purposes
of including amounts in a shareholder’s gross income under section
951(a). These constructive ownership rules include, amoeng other
rules, provisions treating an individual as owning stock owned, di-
rectly or indirectly, by the individual’s spouse, children, grandchil-
dren, and parents; a 10-percent shareholder of a corporation as
owning its proportionate share (100 percent, in the case of a more-
than-50-percent shareholder) of stock owned, directly or indirectly,
by the corporation; a partner or beneficiary as owning its propor-
tionate share (100 percent, in the case of a more-than-50-percent
partner or beneficiary) of stock owned, directly or indirectly, by the
partnership or estate; a corporation as owning all stock owned, di-
rectly or indirectly, by 10-percent shareholders; a partnership or
estate as owning all stock owned, directly or indirectly, by its part-
ners or beneficiaries; and the holder of an option as owning the
stock subject to the option (sec. 958(b)). However, these constructive
ownership rules do not operate to treat stock owned by a nonresi-
dent alien individual as owned by a U.S. citizen or a resident alien
individual (sec. 958(b)(1)).

Gain from certain sales or exchanges of stock in certain for-
eign corporations

If a U.S. person sells or exchanges stock in a foreign corporation,
or receives a distribution from a foreign corporation that is treated
as an exchange of stock, and, at any time during the five-year
period ending on the date of the sale or exchange, the foreign cor-

"poration was a controlled foreign corporation and the U.S. person
was a 10-percent shareholder (counting stock owned directly, indi-
rectly, and constructively), then the gain recognized on the sale or
exchange is included in the shareholder’s income as a dividend, to
the extent of the earnings and profits of the foreign corporation
which were accumulated during the period that the shareholder
held stock while the corporation was a controlled foreign corpora-
tion (sec. 1248).2* For this purpose, earnings and profits of the for-
eign corporation do not include amounts that had already been
subject to current U.S. taxation (whether imposed on the foreign
corporation itself or the U.S. shareholders), such as amounts in-
cluded in gross income under section 951, amounts included in
gross income under section 1247 (applicable to foreign investment
companies, which are discussed below), amounts included in gross
income under section 1293 (applicable to certain passive foreign in-
vestment companies, which are discussed below), or amounts that
were effectively connected with the conduct of a trade or business
within the United States (sec. 1248(d)). The Code provides certain
special rules to adjust the proper scope and application of section
1248 (sec. 1248(e)-(1)). )

Amounts subject to treatment under section 1248, in accordance
with their characterization as dividends, carry deemed-paid foreign
tax cgggits that may be claimed by corporate taxpayers under sec-
tion .

24 A special limitation applies in the case of the sale or exchange by an individual of stock
held as a long-term capital asset (sec. 1248(b)).

%
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Foreign personal holding companies
In general

Congress enacted the foreign personal holding company rules
(secs. 551-558) to prevent U.S. taxpayers from accumulating income
tax-free in foreign “incorporated pocketbooks.” If five or fewer U.S.
citizens or residents own, directly or indirectly, more than half of
the outstanding stock (in vote or value) of a foreign corporation
that has primarily foreign personal holding company income; that
corporation will be a foreign personal holding company. In that
case, all the foreign corporation’s U.S. shareholders are subject toc
U.S. tax on their pro rata share of the corporation’s undistributed
foreign personal holding company income.

Operating rules

A foreign corporation is a foreign personal holding company if it
satisfies both a stock ownership requirement (sec. 552(a)2)) and a
gross income requirement (sec. 552(a)(1)). The stock ownership re-
quirement is satisfied if, at any time during the taxable year, more
than 50 percent of either (1) the total combined voting power of all
classes of stock of the corporation that are entitled to vote, or (2)
the total value of the stock of the corporation, is owned (directly,
indirectly, or constructively) by or for five or fewer individual citi-
zens or residents of the United States. The gross income require-
ment is satisfied initially if at least 60 percent of the corporation’s
gross income is foreign personal holding company income. Once the
corporation is a foreign personal holding company, however, the
gross income threshold each year will be only 50 percent until the
expiration of either one full taxable year during which the stock
ownership requirement is not satisfied, or three consecutive tax-
able years for which the gross income requirement is not satisfied
at the 50-percent threshold.

Foreign personal holding company income generally includes
passive income such as dividends, interest, royalties (but not in-
cluding active business royalties), and rents (if rental income does
not amount to 50 percent of gross income) (sec. 553(a)). It also in-
cludes, among other things, gains (other than gains of dealers) from
stock and securities transactions, commodities transactions, and
amounts received with respect to certain personal services con-
tracts. If a foreign personal holding company is a shareholder in
another foreign personal holding company, the first company in-
cludes in its gross income, as a dividend, its share of the undistrib-
uted foreign personal holding company income of the second for-
eign personal holding company.

Excluded from characterization as foreign personal holding com-
panies are corporations that are exempt from tax under subchapter
F (sections 501 and following) of the Code, as well as certain corpo-
rations that are organized and doing business under the banking
and credit laws of a foreign country (sec. 552(b)).

If a foreign corporation is a foreign personal holding company,
all of its undistributed foreign personal holding company income is
treated as distributed as a dividend on a pro-rata basis to all of its
U.S. shareholders, including U.S. citizens, residents, and corpora-’
tions (sec. 551(b)). That is, though only the five largest individual
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shareholders count in the determination of foreign personal held-
ing company status, all individual shareholders as well as persons
other than individuals may be subject to current tax on their pro
rata shares of thé undistributed income of the foreign personal
holding company. The undistributed foreign personal holding com-
pany income that is deemed distributed is treated as recontributed
by the shareholders to the foreign personal holding company as a
contribution to capital. Accordingly, the earnings and profits of the
corporation are reduced by the amount of the deemed distribution
(sec. 551(d)), and each shareholder’s basis in his or her stock in the
foreign personal holding company is increased by the shareholder’s -
pro rata portion of the deemed distribution (sec. 551(e)).

Atiribution of ownership for characterization as a foreign
personal holding company

The foreign personal holding company provisions contain con-
structive ownership rules that determine whether a foreign corpo-
ration is more than 50 percent owned by five or fewer U.S. citizens
or residents. These rules generally treat an individual as owning
stock owned, directly or indirectly, by or for his or her partners,
brothers and sisters (whether by the whole or half blood), spouse,
ancestors, and lineal descendants. However, ownership of stock ac-
tually owned by a nonresident alien is not attributed to the alien’s
U.S. brothers and sisters (whether by the whole or half blood), an-
cestors, and lineal descendants who do not own stock in the foreign
corporation. For example, a foreign corporation 40 percent of
whose shares belong to a U.S. citizen and 60 percent of whose
shares belong to the nonresident alien sister of the U.S. citizen will
be a foreign personal holding company if it meets the other criteria
for foreign personal holding company status. Similarly, ownership
of stock actually owned by a nonresident alien will not be attrib-
uted to the alien’s U.S. partners if the alien’s U.S. partners do not
own, directly or indirectly, any stock in the foreign corporation and
if the alien’s partners do not include members of the same family
as a U.S. citizen or resident who owns, directly or indirectly, any
stock in the foreign corporation. For example, if the nonresident
alien partner of a U.S. citizen owns 60 percent of a foreign corpora-
tion, while a second U.S. citizen (who is wholly unrelated to the
-first U.S. citizen and to the nonresident alien) owns the remaining
40 percent, the foreign corporation is not a foreign personal hold-
ing company. DR : .

These constructive ownership rules also apply to deem income to
be foreign personal holding company income in two cases: (1) when
a foreign corporation has contracted to furnish personal services
that an individual who owns (or who owns constructively) 25 per-
cent or more in value of the outstanding stock of the corporation
has performed, is to perform, or may be designated to perform; and
(2) when an individual who owns (or who owns constructively) 25
percent or more in value of the outstanding stock of the corpora-
tion is entitled to use corporate property and when the corporation
in any way receives compensation for use of that property. This
latter rule prevents foreign corporations from avoiding foreign per-
sonal holding company status by generating what appear to be
large amounts of rental income. '
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Passive foreign investnient companies

'The 1986 Act established an anti-deferral regime for passive for-
eign investment companies (PFICs) and established separate rules
for each of two types of PFICs. One set of rules applies to PFICs

that are “qu

“qualified electing funds,” where electing U.S. sharehold-
ers include currently in gross income their respective shares of a
PFIC’s total earnings, with a separate election to defer payment of
tax, subject to an interest charge, on income not currently received.
The second set of rules applies to PFICs that are not qualified
electing funds (“nonqualified funds”), whose U.S. shareholders pay
tax on income realized from a PFIC and an interest charge which
is attributable to the value of deferral. |~~~
' Definition of passive foreign investment company
‘General definition.—A passive foreign investment company is
any foreign corporation if (1) 75 percent or more of its gross income
for the taxable year consists of passive income, or (2) 50 percent or
more of the average fair market value of its assets consists of
assets that produce, or are held for the production of, passive
income (sec. 1296(a)).?® Passive income for these purposes generally
means income that satisfies the definition of foreign personal hold-
ing company income under subpart F (as discussed above); except
as provided in regulations, however, passive income does not in-
clude certain active-business banking or insurance income, or cer-
tain amounts received from a related party (to the extent that the
amounts are allocable to income of the related party which is not
passive income, as discussed below) (sec. 1296(b)). Passive assets for
this purpose are those assets that produce or are held for the pro-
duction of passive income. Assets that are property which, in the
hands of the foreign corporation, are inventory property (as defined
in sec. 1221(1)), or are held by a regular dealer in that property,
and are specifically identified as such inventory, are treated as
nonpassive assets, even where that property generates foreign per-
sonal holding company income (as defined in sec. 954(c)), such as in
the case of a securities broker-dealer that holds debt securities as
inventory (Notice 88-22, 1988-1 C.B. 489, as modified by Notice 89-
81, 1989-2 C.B. 399). In addition, transactions pursuant to certain
securities sale and repurchase agreements (so-called “repos” and
“reverses’’) may be characterized for tax purposes as loans rather
than as sales and repurchases, and thus may give rise to interest
income and expense for the parties to the transactions. The debt
obligations deemed to be held, and the interest income deemed to
be earned, pursuant to these agreements generally are treated as
passive assets and income for purposes of the PFIC rules.
Look-through rules.—In determining whether foreign corpora-
tions that own subsidiaries are PFICs, look-through treatment is
provided in certain cases (sec. 1296(c)). Under this look-through
rule, a foreign corporation that owns, directly or indirectly, at least

25 A foreign corporation can elect to apply the asset test using the adjusted bases of the corpo-
ration’s assets rather than the fair market value of its assets, Thus, under this election, a for-
eign corporation with less than 50 percent passive assets by adjusted basis will not be a PFIC
(assuming the income test is not met), even if its assets are 50 percent or more passive by fair
market value. The election, once made, is revocable only with the consent of the Secretary.
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25 percent of the value of the stock of another corporation is treat-
ed as owning a proportionate part of the other corporation’s assets
and income. Thus, amounts such as interest and dividends received
from foreign or domestic subsidiaries are eliminated from the
shareholder’s income in applying the income test, and the stock or
debt investment is eliminated from the shareholder’s assets in ap-
plying the asset test. o o o T T T

In addition to the look-through rule applicable to 25-percent-
owned subsidiaries, interest, dividends, rents, and royalties re-
ceived from related persons that are not subject to section 1296(c)
look-through treatment are excepted from treatment as passive
income to the extent that, under regulations prescribed by the Sec-
retary, those amounts are allocable to income of the payor that is
not passive income (sec. 1296(b)2)(C)).2¢ As a corollary, the charac-
terization of the assets that generate the income will follow the
characterization of the income so that, for example, a loan to a re-
lated person will be treated as a nonpassive asset if the interest on
the loan is treated as nonpassive income. Together, these rules pro-
vide that earnings of certain related corporations, which earnings
would be excluded from foreign personal holding company income
under the related-person same-country exception of subpart F (sec.
954(c)(3)) if distributed to the shareholders, are subject to look-
throudgh treatment whether or not the related party is 25-percent
owned.

In addition, stock of certain U.S. corporations owned by another
U.S. corporation which is at least 25-percent owned by a forei,
corporation is treated as a nonpassive asset (sec. 1297(b)(8)). Under
this rule, in determining whether a foreign corporation is a PFIC,
stock of a regular domestic C corporation owned by a 25-percent
owned domestic corporation is treated as an asset which does not
produce passive income (and is not held for the production of pas-
sive income), and income derived from that stock is treated as
income which is not passive income. Thus, a foreign corporation, in
applying the look-through rule available to 25-percent owned corpo-
rations, is treated as owning nonpassive assets in these cases. This
rule does not apply, however, if, under a treaty obligation of the
United States, the foreign corporation is not subject to the accumu-
lated earnings tax, unless the corporation agrees to waive the bene-
fit under the treaty. This rule is designed to mitigate the potential
disparate tax treatment between U.S. individual shareholders who
hold U.S. stock investments through a U.S. holding company and
those who hold those investments through a foreign holding compa-
ny. If a foreign investment company attempts to use this rule to
avoid the PFIC provisions, it will be subject to the accumulated
earnings tax and, thus, the shareholders of that company essential-
ly will be denied deferral on the earnings of the foreign company,
with an effect in some ways similar to application of the PFIC pro-
visions.

Special exceptions from PFIC classification apply to start-up com-
panies (sec. 1297(b)2)) and corporations changing businesses during
the taxable year (sec. 1297(b)(3)). In both such cases, a corporation

% A related person is defined by reference to the related person definition in subpart F (that
is, sec. 954(dX3)).
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may have a substantially higher proportion of passive assets (and
passive income, in some cases) than at other times in its history.

General rule—nonqualified funds

General rule—United States persons who are shareholders in
PFICs that are not “qualified electing funds” (or have not been
qualified electing funds for all PFIC years in the holding period of
the taxpayer) pay U.S. tax and an interest charge based on the
value of tax deferral at the time the shareholder disposes of stock
in the PFIC or on receipt of an “excess” distribution (sec. 1291).
Under this rule, gain recognized on disposition of stock in a non-
qualified fund or income on receipt of an “excess”’ distribution
from a nonqualified fund is treated as ordinary income and is
treated as earned pro rata over the sharehclder’s holding period of
his or her investment. The portion treated as earned before the
current year during the post-1986 period during which the foreign
corporation was a PFIC is taxed at the highest applicable tax rate
/in effect for each respective year, and is subject to an interest
charge. The interest charge is treated as interest for tax purposes.
The total of such tax and interest is referred to as the “deferred
tax amount.”

Availability of foreign tax credits.—Distributions from nongual-
ified funds are eligible for direct and deemed-paid foreign tax cred-
its (under secs. 901 and 902) under the following method. The U.S.
investor first computes the total amount of creditable foreign taxes
with respect to the distribution it receives. This amount includes
the amount of direct foreign taxes paid by the investor with respect
to the distribution (for example, any withholding taxes) and the
amount of the PFIC’s foreign taxes deemed paid by the investor
with respect to the distribution under section 902 (if any) to the
extent the direct and indirect taxes are creditable under general
foreign tax credit principles and the investor chooses to claim those
taxes as a credit. The investor then determines the amount of the
creditable foreign taxes that are attributable to the portion of the
distribution that is an excess distribution (the “excess distribution
taxes”). This determination is made by apportioning the total
amount of creditable foreign taxes between the amount of the dis-
tribution that is an excess distribution and the amount of the dis-
tribution that is not an excess distribution on a pro rata basis. For
purposes of determining the amount of the distribution from the
PFIC (and the amount of the excess distribution), the gross-up
under section 78 is included in the amount ‘of money or other prop-
erty received. i ' s

The U.S. investor then allocates the excess distribution taxes rat-
ably to each day in the holding period of its stock. To the extent
the taxes are allocated to days in taxable years prior to the year in
which the foreign corporation became a PFIC and to the current
taxable year, the taxes are taken into account for the current year
under the general foreign tax credit rules. To the extent the taxes
are allocated to days in any other taxable year (that is, to days in
years on which the deferred tax amount is imposed), then the for-
eign tax credit limitation provisions of section 904 are applied sepa-
rately to those taxes. Under this rule, the taxes allocable to a par-
ticular year can reduce the increase in tax for that year on which
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interest is computed, but not below zero. In the event the taxes al-
locable to that year are in excess of any increase in tax, no interest
will be due, but no carryover will be allowed since the foreign tax
credit limitations are applied with respect to excess distributions
occurring within each taxable year.

Definition of excess distribution.—An “excess” distribution is any
current year distribution in respect of a share of stock that exceeds
125 percent of the average amount of distributions in respect of the
share of stock received during the 3 preceding years (or, if shorter,
the total number of years of the taxpayer’s holding period prior to
the current taxable year) (sec. 1291(b)). The determination of an
excess distribution excludes from the 3-year average distribution
base that part of a prior-year excess distribution that is considered
attributable to deferred earnings (i.e., that part of the excess distri-
bution that was not allocable to pre-1986 or pre-PFIC years or to
the current year). Any gain from the sale or disposition of such
stock is also treated as an excess distribution. ,

Anti-avoidance rules.—Regulatory authority is provided to disre-
gard any nonrecognition provision of the Code on any transfer of
PFIC stock (sec. 1291(f)). For example, regulations may treat a gift
of stock in a nonqualified fund to a non-taxpaying entity, such as a
charity or a foreign person, as a disposition for purposes of those
rules in order that the deferred tax and interest charge attributa-
ble to that stock not be eliminated. Under proposed Treasury regu-
lations, nonrecognition provisions may apply to the gain on a
transfer of stock in a nonqualified fund that would otherwise qual-
ify for the Code’s nonrecognition provisions, but only to the extent
that the transferee will be subject to the deferred tax and interest
charge on a subsequent distribution by the PFIC or disposition of
the PFIC stock.

Coordination with regulated investment company rules.—Pro-
posed Treasury regulations permit a regulated investment compa-
ny meeting certain requirements to mark to market its gain in
PFIC stock of whick it is a direct or indirect shareholder.

Qualified electing funds

General rule—A U.S. person who owns stock in a PFIC may
elect that the PFIC be treated as a “qualified electing fund” with
respect to that shareholder (sec. 1295), with the result that the
shareholder must include currently in gross income his or her pro
rata share of the PFIC’s total earnings and profits (sec. 1293). This
inclusion rule generally requires current payment of tax, absent a
separate election to defer tax.

Qualified fund election.—The election for treatment as a quali-
fied electing fund, which is made at the shareholder level, is avail-
able only where the PFIC complies with the requirements pre-
scribed in Treasury regulations to determine the income of the
PFIC and to ascertain any other information necessary to carry out
the purposes of the PFIC provisions. The effect of the election is to
treat a PFIC as a qualified electing fund with respect to each elect-
_ ing investor so that, for example, an electing investor will not be
subject to the deferred tax and interest charge rules of section 1291
on receipt of a distribution if the election has been in effect for
each of the PFIC’s taxable years for which the company was a
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PFIC and which includes any portion of the investor’s holding
period. ‘ '

Inclusion of income—The amount currently included in the
income of an electing shareholder is divided between a sharehold-
er’s pro rata share of the ordinary income of the PFIC and net cap-
ital gain income of the PFIC. The characterization of income, and
the determination of earnings and profits, is made pursuant to gen-
eral Code rules with two modifications. These modifications apply
only when the qualified electing fund is also a controlled foreign
corporation and the U.S. investor in the fund is also a U.S. share-
holder in the controlled foreign corporation (as both terms are de-
fined under subpart F). SR =

Under the first modification, if the U.S. investor establishes to
the satisfaction of the Secretary that an item of income derived by
a fund was subject to an effective rate of income tax imposed by a
foreign country greater than 90 percent of the maximum rate of
U.S. corporate tax, then that item of income is excluded from the
ordinary earnings and net capital gain income of the fund for pur-
poses of determining the U.S. investor’s pro rata share of income.

Under the second modification, the qualified electing fund’s ordi-
nary earnings and net capital gain income do not include income
from U.S. sources that is effectively connected with the conduct by
the fund of a U.S. trade or business so long as that income is not
exempt from U.S. taxation (or subject to a reduced rate of tax) pur-
suant to a treaty obligation of the United States.

Pro rata share of income.—Pro rata share of income generally is
determined by aggregating a PFIC’s income for the taxable year
and attributing that income ratably over every day in the PFIC’s
year. Electing investors then include in income for the period in
which they hold stock in the PFIC their daily ownership interest in
:cihe PFIC multiplied by the amount of income attributed to each

ay.

As a special rule, the Code permits that, to the extent provided
in regulations, if a qualified electing fund establishes to the Secre-
tary’s satisfaction that it maintains records that determine inves-
tors’ pro rata shares of income more accurately than allocating a
taxable year’s income ratably over a daily basis (for example, by
allocating a month’s income ratably over a daily basis), the fund
can determine the investors’ pro rata shares of income on that
basis. This provision is designed to allow those funds that maintain
appropriate records to more accurately determine U.S. investors’
pro rata shares of income, which may be important in cases where
the investors own their stock for only parts of a year. :

Distributions and basis adjustments.—The distribution of earn-
ings and profits that were previously included in the income of an
electing shareholder under these rules is not treated as a dividend
to the shareholder, but does reduce the PFIC’s earnings and profits
(sec. 1293(c)). The basis of an electing shareholder’s stock in a PFIC
is increased by amounts currently included in income under these
rules, and is decreased by any amount that is actually distributed
but treated as previously taxed under section 1293(c) (sec. 1293(d)).

Availability of goreign tax credit.—Foreign tax credits are al-
lowed against U.S. tax on amounts included in income from a
qualified electing fund to the same extent, and under the same
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rules, as in the case of income inclusions from a controlled foreign
corporation (sec. 1293(f).

The Code provides special rules to characterize income. inclusions
from qualified electing funds for foreign tax credit purposes. In the
case of a qualified electing fund that is also a controlled foreign
corporation, where the U.S. person that has the income inclusion is
a U.S. shareholder in the corporation (as defined under the subpart
F rules), look-through treatment determines the foreign tax credit
limitation characterization of the income inclusion. In addition,
where the qualified electing fund is a noncontrolled section 902 cor-
poration (as defined in sec. 904(dX2)E)) with respect to the taxpay-
er, the income inclusion is treated for foreign tax credit purposes
as a dividend, and thus, is subject to the separate limitation appli-
cable to those dividends. Where neither of the above conditions is
satisfied, the income inclusion is characterized as passive income
for foreign tax credit purposes. ‘

Election to defer current payment of tax.—U.S. investors in quali-
fied electing funds may generally, subject to the payment of inter-
est, elect to defer payment of U.S. tax on amounts included cur-
rently in income but for which no current distribution has been re-
ceived (sec. 1294). An election to defer tax is treated as an exten-
sion of time to pay tax for which a U.S. shareholder is liable for
interest.

The disposition of stock in a PFIC generally terminates all previ-
ous extensions of time to pay tax with respect to the earnings at-
tributable to that stock. Disposition for this purpose generally
means any transfer of ownership, regardless of whether the trans-
fer constitutes a realization or recognition event under general
Code rules. For example, a transfer at death or by gift of stock in a
qualified electing fund is treated as a disposition for these pur-
poses. '

Special rules applicable to both types of funds

Coordination of section 1291 with taxation of shareholders in
qualified electing funds.—Gain recognized on disposition of stock in
a PFIC by a U.S. investor, as well as distributions received from a
PFIC in a year the PFIC is a qualified electing fund, are not taxed
under the rules applicable to nonqualified funds (that is, sec. 1291)
if the PFIC is a qualified electing fund for each of the fund’s tax-
able years which begin after December 31, 1986 and which includes
any portion of the investor’s holding period (sec. 1291(dX1)). There-
fore, if for any taxable year beginning after December 31, 1986, a
foreign corporation is a PFIC but is not a qualified electing fund
with respect to the U.S. investor, gains and distributions in any
subsequent year will be subject to the rules applicable to nonqual-
ified funds. The section 1291 coordinating provision as it relates to
distributions prevents a fund from retaining its annual income
while it is not a qualified electing fund, and then distributing the
accumulated income in a subsequent year after it becomes a quali-
fied electing fund without incurring any interest charge.

Any U.S. person who owns stock (directly or indirectly under the
attribution rules) in a PFIC which previously was not a qualified
electing fund for a taxable year but which becomes one for the sub-
sequent taxable year may elect to be taxed on the unrealized ap-
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preciation inherent in his or her PFIC stock up through the first
day of the subsequent taxable year, pay all prior deferred tax and
inferest, and acquire a new basis and holding period in his or her
PFIC investment (sec. 1291(d)2)). Thereafter, the shareholder is
subject to the rules applicable to qualified electing funds.

An alternative election is available to- shareholders in a con-
trolled foreign corporation. Under this alternative, instead of recog-
nizing the entire gain in the value of his or her stock, a U.S. person
that holds stock (directly or indirectly under the attribution rules)
in a controlled foreign corporation (as defined for subpart F pur-
poses) that is a PFIC and that becomes a qualified electing fund
can elect to include in gross income as a dividend his or her share
of the corporation’s earnings and profits accumulated after 1986
and since the corporation was a PFIC. Upon this election, the U.S.

person’s stock basis is increased by the amount included in income
and the shareholder is treated as having a new holding period in
his or her stock. Thereafter, the shareholder is subject to the rules
applicable to qualified electing funds. The total amount treated as
a dividend under the above election is an excess distribution and is
to be assigned, for purposes of computing the deferred tax and in-
terest charge, to the shareholder’s stock interest on the basis of
post-December 31, 1986 ownership. : ' o

Attribution of ownership.—In determining stock ownership, a
U.S. person is considered to own his or her proportionate share of
the stock of a PFIC owned by any partnership, trust, or estate of
which the person is a partner or beneficiary (or in certain cases, a
grantor), or owned by any foreign corporation if the U.S. person
owns 50 percent or more of the value of the corporation’s stock
(sec. 1297(a)). However, if a U.S. person owns any stock in a PFIC,
the person is considered to own his or her proportionate share of
any lower-tier PFIC stock owned by the upper-tier PFIC, regardless
of the percentage of his or her ownership in the upper-tier PFIC.
Under regulations, any person who has an option to acquire stock
may be treated as owning the stock.

Anti-avoidance rules—The Code provides authority to the Secre-
tary to prescribe regulations that are necessary to carry out the
purposes of the PFIC provisions and to prevent circumvention of
the interest charge (sec. 1297(d)). In addition, if a U.S. person is
treated as owning stock in a PFIC by virtue of the attribution
rules, regulations may treat any distribution of money or other
property to the actual holder of the stock as a distribution to the
U.S. person, and any disposition (whether by the U.S. person or the
actual holder of the stock) which results in the U.S. person being
treated as no longer owning the stock as a disposition by the U.s.
person (sec. 1297(b)(5)).

Other anti-deferral regimes

Personal holding companies
In addition to the corporate income tax, the Code imposes a tax

at the rate of 28 percent?” on the undistributed income of a person-

2 A pfoposed technical correction to the Omnibus Budget Reconciliation Act of 1990 would
change the personal holding company tax rate to 31 percent, to conform to the increase in the

top individual tax rate from 28 to 31 percent.
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al holding company (sec. 541). This tax substitutes for the tax that
would have been incurred by the shareholders on dividends actual-
ly distributed by the personal holding company. A personal holding
company generally is defined as any corporation (with certain spec-
ified exceptions) if (1) at least 60 percent of its adjusted gross
income for the taxable year is personal holding company income,
and (2) at any time during the last half of the taxable year more
than 50 percent in value of its outstanding stock is owned, directly
or indirectly, by or for not more than five individuals (sec. 542(a)).

This definition is very similar to that of a foreign personal hold-
ing company, discussed above, but does not depend on the U.S. citi-
zenship or residence status of the shareholders. However, the speci-
fied exceptions to the definition of a personal holding company pre-
clude the application of the personal holding company tax to,
among others, any foreign personal holding company, most foreign
corporations owned solely by nonresident alien individuals, and
any PFIC (paragraphs (5), (7), and (10) of sec. 542(c)). Therefore, the
personal holding company tax could apply to only a small class of
foreign corporations, such as foreign corporations with at least 60
percent but less than 75 percent passive-type income, and majority
owned by a group of five or fewer individuals of whom at least one
is a U.S. person and at least one of whom is a nonresident alien.

Accumulated earnings tax

In addition to the corporate income tax, the Code also imposes a
tax, at the rate of 28 percent, on the accumulated taxable income
of any corporation (with certain exceptions) formed or availed of
for the purpose of avoiding income tax with respect to its share-
holders (or the shareholders of any other corporation), by permit-
ting its earnings and profits to accumulate instead of being distrib-
uted (secs. 531, 532(a)). The specified tax-avoidance purpose general-
ly is determined by the fact that the earnings and profits of the
corporation are allowed to accumulate beyond the reasonable needs
of the business (sec. 533). Like the personal holding company tax,
the accumulated earnings tax acts as a substitute for the tax that
would have been incurred by the shareholders on dividends actual-
ly distributed by the corporation.

The accumulated earnings tax does not apply to any personal
holding company, foreign personal holding company, or PFIC (sec.
532(b)). These exceptions, along with the current inclusion of sub-
part F income in the gross incomes of the U.S. shareholders of a
controlled foreign corporation, have resulted, in practice, in very
limited application of the accumulated earnings tax to foreign cor-
porations.

Foreign investment companies

A foreign investment company generally is defined as any for-
eign corporation that either is registered under the Investment
Company Act of 1940 (as amended) as a management company or -
as a unit investment trust, or is engaged (or holding itself out as
being engaged) primarily in the business of investing, reinvesting,
or trading in securities or commodities or any interest (including a
futures or forward contract or option) in securities or commodities,
at a time when 50 percent or more of the vote or value of the stock
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was held (directly or indirectly) by U.S. persons (sec. 1246(b)). In
. the case of the sale or exchange of stock in a foreign investment
company, gain on the sale generally is treated as ordinary income
to the extent of the taxpayer’s ratable share of the undistributed
earnings and profits of the foreign investment company (sec.
1246(a)). However, if a foreign investment company so elected by
December 31, 1962, it can avoid the application of section 1246 to
its shareholders by annually distributing at least 90 percent of its
taxable income (determined as if the foreign corporation were a do-
mestic corporation), and complying with other information-report-
ing and administrative requirements as the Secretary of the Treas-
ury deems necessary (sec. 1247). : L )

Coordination among anti-deferral regimes

The Code provides that, if an item of income of a foreign corpora-
tion would be includable in the gross income of a U.S. shareholder
both under the controlled foreign corporation rules and under the
foreign personal holding company rules, that item of income is in-
cluded only under the controlled foreign corporation rules (sec.
951(d)). This rule of precedence operates only to the extent that the
controlled foreign corporation rules and the foreign personal hold-
ing company rules overlap on an item-by-item basis. Income includ-
ible under only one set of rules (foreign personal holding company
rules or subpart F rules) is includible under that set of rules. A
taxpayer taxable under subpart F on amounts other than subpart
F income (on such items as withdrawals from foreign base company
shipping income and investments in U.S. property) is taxable under
subpart F whether or not the taxpayer is also taxable on the undis-
tributed foreign personal holding company income of the foreign
corporation under the foreign personal holding company rules.

If an item of income of a foreign corporation would be includable
in.the gross income of a U.S. shareholder both under the controlled
foreign corporation rules and under the rules relating to the cur-
rent taxation of income from certain passive foreign investment
companies, that item of income is included only under the con-
trolled foreign corporation rules (sec. 951(f)). In addition, if an item
of income of a foreign corporation would be includable in the gross
income of a U.S. shareholder both under the controlled foreign cor-
poration rules and under the rules relating to the current taxation
of income from electing foreign investment companies, that item of
income is included only under the foreign investment company
rules (sec. 951(c)). Any amount that is taxable under only one set of
rules is included in gross income pursuant to that set of rules.

In the case of a foreign corporation that is both a foreign person-
al holding company and a passive foreign investment company, to
the extent that the income of the foreign corporation would be tax-
able to a U.S. person both under the foreign personal holding com-
pany rules and under section 1293 (relating to current taxation of
income of certain passive foreign investment companies), that
income is treated as taxable to the U.S. person only under the for-
eign personal holding company rules (sec. 551(g)).

In the case of a PFIC that is a qualified electing fund, the
amount of income treated as a dividend on a sale or exchange of
stock in a controlled foreign corporation (under sec. 1248) does not
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include any amount of income included previously under the quali-
fied electing fund rules to the extent that that amount of income
has not been distributed from the PFIC prior to the sale or ex.
change of the stock. In addition; section 1248 does not apply to the
saled or disposition of stock in a PFIC that is not a qualified electing
fund.

In the case of a PFIC that is a qualified electing fund and that
owns stock in a second-tier PFIC that is also a qualified electing
fund, amounts distributed by the second-tier fund to the first-tier
fund that have been included previously in income by U.S. inves-
tors—because they are deemed to own stock in the second-tier
fund—are not to be included in the ordinary earnings of the first-
tier fund. This rule prevents U.S. persons from including amounts
in income twice. This relief provision also applies in the case of a
second- (or lower-) tier PFIC that is a qualified electing fund and
that is also a controlled foreign corporation. In this case, amounts
that are included in a U.S. person’s income under the subpart F
provisions and that would have been included under the qualified
electing fund provisions (but for the coordination provision of sec.
951(f)) are prevented from being included in income again under
this relief provision. ‘

In the case of a PFIC that is not a qualified electing fund, the
Code eliminates the potential for double taxation by providing for
proper adjustments to excess distributions for amounts that are
taxed currently under the Code’s other current inclusion rules.
Thus, for example, excess distributions will not include any
amounts that are treated as previously taxed income under section
959(a) when distributed by a controlled foreign corporation that is
also a PFIC that is not a qualified electing fund.

As noted above, the personal holding company tax does not apply
to any foreign personal holding company or PFIC, and the accumu-
lated earnings tax does not apply to any personal holding company,
foreign personal holding company, or PFIC. '

Section 1246 does not apply to the earnings and profits of any
foreign investment company for any year after 1986 if the company
is a PFIC for that year (sec. 1297(b)(7)). In addition, an electing for-
eign investment company under section 1247 is excluded from the
definition of a PFIC (sec. 1296(d)).

Reasons for Simplification

Some of the different anti-deferral regimes were enacted or modi-
fied at different times and reflect historically different Congres-
sional policies. Different regimes provide different thresholds
(either by type of income or asset at the foreign corporation level,
or of U.S. stock ownership at the shareholder level) to their appli-
cation. They provide for different mechanisms by which U.S. stock-
holders are denied the benefits of deferral. Some of the regimes
have features directed at policy goals applicable to foreign corpora-
tions owned by U.S. corporations (e.g., the allowance of indirect for-
eign tax credits); others have features primarily directed at issues
applicable to foreign corporations owned by U.S. individuals (e.g.,
the basis of property acquired from a decedent). Some regimes pre-
serve the character of the income earned in the hands of a foreign

*
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corporation while others do not. Some provide for movement of
losses between years of a single foreign corporation or between
multiple corporations while others do not. While a consistent
theme of these regimes is to provide current taxation for certain
types of interest, dividend, rental, royalty, and other similar
income, the different regimes apply different criteria to these items
of income to determine their current inclusion or noninclusion. Dif-
ferent regimes have different ordering rules for determining which
dividends from foreign corporations subject to the regimes are sub-
ject to tax on repatriation and which are untaxed distributions of
previously taxed income. o

Simply because of the differences among the various anti-defer-
ral regimes, U.S. taxpayers frequently are faced with the need to
consult multiple sets of anti-deferral rules when they hold stock in
a foreign corporation. N S
" Moreover, the interactions of the rules cause additional complex-
ity. There is significant overlap among the several regimes. This
overlap requires the Code to provide specific rules of priority for
income inclusions among the regimes, as well as additional coordi-
nation provisions pertaining to other operational differences among
the several regimes. The overlapping or multiple application of
anti-deferral regimes to a single corporation can result in signifi-
cant additional complexity with little or no ultimate tax conse-
quences.

Consolidation of the several anti-deferral regimes can achieve
two major types of simplification. First, by reducing the number of
separate definitions of entities among the anti-deferral regimes,
taxpayers can be spared the burden of understanding and comply-
ing with a multiplicity of separate anti-deferral regimes with sepa-
rate definitions and requirements. Moreover, where it is believed
that operating rules of one current inclusion regime provide tax-
payers with appropriate income measurement rules not contained
in another regime (e.g., the qualified deficit rules present in sub-
part F but absent in the PFIC rules), consolidation of the operating
rules permits more uniform extension of those benefits to all tax-
pagers subject to a current inclusion regime.

econd, from an operational perspective, the number of anti-de-
ferral regimes that can apply to any one shareholder in a foreign
corporation can be reduced to one. As discussed above, the oper-
ational differences, including the overlapping applicability of the
six present-law anti-deferral regimes, is a spurce of complexity.
Under a consolidated regime, however, deferral can be denied for
many corporations (whether in full or in part) solely through the
provisions of subpart F. In the case of a controlled foreign corpora-
tion, for example, being subject to the rules for full denial of defer-
ral (such as the PFIC or foreign personal holding company provi-
sions under present law) can, if only a single set of rules applies,
result in fewer additional compliance burdens and less administra-
tive and operational complexity.

Another source of complexity under present law is the need for
shareholders of controlled foreign corporations to make ‘“‘protec-
tive” current-inclusion elections in order to avoid adverse future
consequences under the interest-charge method should the con-
trolled foreign corporation also prove to be a PFIC. By replacing
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elective current-inclusion treatment for PFICs that are also con-
trolled foreign corporations by mandatory current inclusion
through subpart F for passive foreign corporations that are also
controlled foreign corporations, a consolidated regime can elimi-
nate both the burdens of making protective elections and the risks
of failing to do so. ,

It is understood that the interest-charge method of the present-
law PFIC rules is a significant source of complexity both separately
and in its interaction with other provisions of the Code. Even with-
out eliminating the interest-charge method, significant simplifica-
tion can be achieved by minimizing the number of taxpayers that
may be subject to the method and by making certain modifications
that may reduce the complexity engendered by the interest-charge
method. Further, because some taxpayers have argued that they
would have preferred choosing the current-inclusion method afford-
ed by the qualified fund election, but were unable to do so because
they could not obtain required corporate-level information, it is be-
lieved that the mark-to-market system provides a fair alternative
method for measuring income and imposing an appropriate level of
income tax.

Explanation of Provision

In general

The bill replaces the separate anti-deferral regimes of present
law with a unified set of rules providing for either partial or full
elimination of deferral depending on the circumstances. The bill
preserves the present-law approach under which partial current
taxation is a function of the type of income earned by the foreign
corporation and a level of U.S. ownership in the corporation ex-
ceeding some threshold (as currently embodied in subpart F). The
bill also preserves the present-law approach under which full cur-
rent taxation is a function of a type of income or assets of the cor-
poration exceeding some threshold (as currently embodied in sub-
part F, the PFIC rules, and the foreign personal holding company
rules). The bill eliminates regimes that are redundant or marginal-
ly applicable, and ensures that no more than one set of rules gener-
ally will apply to a shareholder’s interest in any one corporation in
any one year.

Generally, the bill retains the subpart F rules as the foundation
of its unified anti-deferral regime (with certain modifications de-
scribed below and also in item 2., following, describing secs. 411-413
of the bill). It includes a modified version of the PFIC rules while
eliminating the other regimes as redundant to one or the other.
The bill’s unified anti-deferral regime sets forth various thresholds
for subjecting U.S. persons to full or partial inclusions of corporate
income. In addition, where deferral is eliminated by U.S. share-
holder inclusions of foreign corporate-level income, the bill applies
a single set of rules (the subpart F rules) for basis adjustments,
characterization of actual distributions, foreign tax credits, and
similar issues. As under present law, the bill in some cases affords
U.S. persons owning stock in foreign corporations a choice of tech-
nique for recognizing income from the elimination of deferral.



- 107

However, in a greater number of cases than under present law, the
bill provides only one method of eliminating deferral.

Replacement of current law regimes for full elimination of deferral

The bill creates a single definition of a passive foreign corpora-
tion (PFC) that will unify and replace the foreign personal holding
company and PFIC definitions. The rules applicable to PFCs repre-
sent a hybrid of characteristics of the foreign personal holding com-
pany rules, the PFIC rules, and the controlled foreign corporation
rules (subpart F), plus a new mark-to-market regime, as well as a
variety of simplifying or technical changes to rules under the exist-
ing systems. The following discussion explains the differences be-
tween the PFIC provisions of present law and the PFC provisions
applicable under the bill.

A PFC is any foreign corporation if (1) 60 percent or more of its
gross income is passive income, (2) 50 percent or more of its assets
(on average during the year, measured by value) produce passive
income or are held for the production of passive income, or (3) it is
registered under the Investment Company Act of 1940 (as amend-
ed) either as a management company or as a unit investment
trust.2® As under the PFIC rules, the foreign corporation is permit-
ted to elect to measure its assets based on their adjusted bases
rather than their value. o o

As under present law, passive income for this purpose is defined
in the biil generally as any income of a kind which would be for-
eign personal holding company income as defined in section 954(c),
subject to the current law exceptions for banking and insurance
income and the current look-through rules for certain payments
from related persons (current sec. 1296(b)(2)).2°

The bill adds a new exception to the definition of passive income.
Under the bill, to the extent that any asset is properly treated as
not held for the production of passive income (and therefore is
treated as not a passive asset for purposes of the asset test), all
income derived from the asset is treated as active income for pur-
poses of the income test. Ordinarily the character of an asset as
passive or active depends on the income generated by that asset.
However, as explained above, some assets (for example, stocks or
securities held for sale to customers in the ordinary course of busi-
ness by a regular dealer in such property, and properly identified
as inventory property) may be treated as active even though those
assets generate, among other things, passive income. It is unclear
whether this was intended when the PFIC rules were enacted.®®

28 ¢ is understood that a mutual insurance company can be treated under the bill and under
present law as a passive foreign corporation, notwithstanding the fact that such a company does
not actually issue “stock.”

29 Thus, the bill retains the exception for income derived in the active conduct of an insur-
ance business by a corporation which is predominantly engaged in an insurance business and
which would be subject to tax under subchapter L if it were a domestic corporation. It is intend-
ed that in determining whether a corporation is “predominantly engaged” for this purpose, the
Secretary may require a higher standard or threshold than the definition of an insurance com-
pany under Treasury Regulations section 1.801-3(a).

30 Active asset treatment of certain securities held for sale to the public is confirmied in
Notice 88-22, 1988-1 C.B. 489, 490, and S. Rep. No. 100-445, 100th Cong., 2d Sess. 281 (1988). The
legislative history of the 1986 Act further suggested a view that all income from such inventory
would be treated as active. “[Slecurities held for sale to the public] are assets that do not give

: S kst Continued
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The bill establishes that, to the extent an asset is properly treat-
ed as active, all of the income from that asset is treated as active
for purposes of the income test. The bill is not intended to change
the outcome of the application of the asset test under present law.
For example, it is not intended to limit the IRS’s authority to pre-
scribe limits, as it did in Notice 88-22, on the cases in which assets
generating what could be passive income are treated as active
assets.?! In addition, it is intended that where one item of property
is properly viewed as two separate assets, a portion of the property
can be treated as a passive asset that generates passive income
while another portion of the same property can be treated as a
nonpassive asset that generates nonpassive income. For example,
assume that a taxpayer owns a six-story office building, and occu-
pies two floors for use in its active business while renting out the
other four floors. Assume that the two floors used in the active
business are properly viewed as a nonpassive asset, while the four
leased floors are properly viewed as a passive asset. It is intended
that the rental income from the four leased floors in this example
be treated as passive income.

Information has been presented that dealers in stocks and securi-
ties enter into securities sale and repurchase agreements (some-
times referred to as “repos” and “reverses”3? and engage in securi-
ties lending and borrowing transactions. For example, information
has been presented that securities dealers may engage in offsetting
repo and reverse transactions—i.e., may run a “matched book’”
with respect to such transactions. In addition, information has
been presented that securities dealers enter into reverse repos and
securities borrowing transactions to cover short sales and failed de-
liveries of securities for settlement of trades, and use repos and se-
curities loans to finance inventory positions. As noted above, repos
and reverses may be characterized for tax purposes as loans rather
than as sales and repurchases, and thus may give rise to interest
income and expense for the parties to the transactions.

The bill provides a netting rule with respect to repos and re-
verses, if entered into in connection with a “matched book” by a
foreign corporation that is engaged in the active conduct of a trade
or business as a dealer in securities. Under this rule, offsetting
debt liabilities and assets resulting from matched repos and re-
verses are netted, and only the net asset position (if any) is treated
as an asset held by a foreign corporation for purposes of applying
the PFC definition. Similarly, the bill provides that the offsetting
interest expense and income resulting from matched repos and re-
verses is netted and the net income, if positive, is treated as an
item of gross income under the PFC definition. The reduction in

rise to subpart F FPHC income by virtue of the dealer exception in sec. 954(c)...” Staff of the
Joint Committee on Taxation, 100th Cong., 1st Sess., General Explanation of the Tax Reform Act
of 1986, at 1025 (1987).

3 Under the Notice, for example, the IRS conditioned active asset treatment of securities in-
ventories on compliance with an identification requirement and a reasonable needs require-
ment. 1988-1 C.B. at 490.

%2 The use of industry shorthand terms such as “repo” and “reverse” in this explanation is
not intended to limit the types of sale and repurchase transactions that, under the provision,
may be within the scope of the Treasury’s authority to treat as parts of a qualified matched
transaction. It is not intended that the application of the provision be affected by the use of
shorthand terms other than these to refer to transactions described herein.
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gross income or assets that may result from application of this pro-
vision to a corporation does not apply for any purpose other than
testing a foreign corporation for PFC status.

It is anticipated that Treasury regulations will provide guidance
as to what constitutes a “matched book;” what repo and reverse
transactions are considered to offset each other in a “matched
book;” what constitutes the entry into matched book transactions
in the active conduct of a trade or business of being a dealer in se-
curities; and how the netting procedure will be carried out to
arrive at amounts of gross income and assets for PFC definitional
purposes. D V R N

It is intended that, in practice, the effect of this provision shall
be only to mitigate the effect of the PFC rules on a company inso-
far as it is actively engaged in the business of providing the serv-
ices of a financial intermediary to unrelated parties, rather than
used as a vehicle for investment in stock, securities, or other finan-
cial products on behalf of its shareholders or other related parties.
There are other instances in the Code and regulations where it is
necessary to draw similar distinctions, and the Treasury is invited
to consider whether any tests employed in those provisions are
suitable in light of the purposes of this provision. \ ‘

For example, rules under subpart F may require a determination
whether a foreign corporation is & regular dealer within the mean-
ing of section 954(cX1)XB) in stocks, securities, or derivative finan-
cial products during its taxable year. As another example, under
the PFIC rules of present law (as under the PFC rules in the bill) a
foreign corporation, to the extent provided in regulations, may be
exempted from passive characterization of its interest income from
the active conduct of a banking business. Guidance has been issued
under this provision analogous to the guidance that might be
issued under the matched-book provision. As a third example, guid-
ance has been issued under the foreign tax credit limitation regula-
tions for identifying financial services entities. o

As in the cases of the PFIC bank rules and the foreign tax credit
limitation rules on financial services entities, it is believed that the
Treasury could consider a variety of activities that may indicate
the existence of an active securities business.3?

3 Such activities might include: (a) purchasing or selling stock, debt obligations, commodity
futures or other securities or derivative financial products (including notional principal “con-
tracts) from or to unrelated persons, and holding stock, debt obligations and other securities as
inventory for sale to customers; (b) arranging notional principal contracts and other hedging
transactions for, or entering into such transactions or any other derivative financial products
with, unrelated persons who are customers; (¢) arranging foreign exchange transactions for, or
engaging in foreign exchange transactions with, unrelated persons who are customers; (d) under-
writing issues of stocks, debt obligations or other securities under best-efforts or firm-commit-
ment agreements with unrelated persons; (e) purchasing, selling, discounting, or negotiating on
a regular basis for unrelated persons notes, drafts, checks, bills of exchange, acceptances or
other evidences of indebtedness; (f) lending stocks or securities to unrelated persons; (g) provid-
ing finance leasing (which would not qualify as active leasing income under sec. 954(ci2XA)) to
unrelated persons; (h) engaging in hedging activities directly related to bona fide securities ac-
tivities described in items (a) through (g) of this list; (i) servicing mortgages; (j) investment bank-
ing activities; (k) providing financial or investment advisory services, investment management
services, fiduciary services, trust services, or custodial services to unrelated persons; (1) providing
margin or other financing for customers secured by securities or money market instruments,
including repurchase agreements, or financing in connection with any of the bona fide securities.
activities described in items (a) through (k) of this list; (m) disposing of any property (whether
tangible or intangible, personal or real) that was used in the active conduct of the securities

Continued
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In addition, in appropriate circumstances, the Treasury might
consider it relevant that a foreign corporation is or is not regis-
tered or authorized in the country in which it conducts its princi-
pal securities dealer operations to conduct the bona fide securities
activities that it performs in that country, and is subject to the ap-
propriate securities regulatory authorities of that jurisdiction.

The foregoing list of possible approaches and factors to take into
account is not intended to be exclusive of other approaches or fac-
tors not mentioned. Nor is it intended to suggest that the presence
of any of the factors mentioned above, or the passing or failing of
any test existing under present law, must be used by Treasury to
determine the outcome of the question whether a foreign corpora-
tion is engaged in the active conduct of a trade or business as a
dealer in securities. It is not intended to limit the Treasury’s dis-
cretion to fashion rules suitable to the purposes of the provision.

The bill also requires that the Secretary of the Treasury conduct
a study as to the tax treatment for purposes of the PFC rules of
securities sale and repurchase transactions and securities lending
and borrowing transactions. The Secretary is required, not later
than one year after the date of the enactment of the bill, to submit
to the House Ways and Means Committee and the Senate Finance
Committee a report on the required study, together with such rec-
ommendations as the Secretary may deem advisable.

In addition, the bill provides two clarifications to present law.
First, the bill clarifies that, as indicated in the legislative history of
the 1988 Act, the same-country exceptions from the definition of
foreign personal holding company income in section 954(c) do not
apply in determining passive income for purposes of the PFIC defi-
nition.?* Second, the bill clarifies that any foreign trade income of a
foreign sales corporation does not constitute passive income for
purposes of the PFIC definition (cf. sec. 951(e)).

The bill modifies the present law application of the asset test by
treating certain leased property as assets held by the foreign corpo-
ration for purposes of the PFC asset test. This rule applies to tangi-
ble personal property with respect to which the foreign corporation
is the lessee under a lease with a term of at least 12 months.
Under the bill, the value of leased property for purposes of apply-
ing the asset test is the lesser of the fair market value of the prop-
erty or the unamortized portion of the present value of the pay-
ments under the lease. Regulations are to provide for determining
the unamortized portion of the present value of the payments.
Present value is to be determined, under regulations, as of the be-
ginning of the lease term, and, except as provided in regulations,
by using a discount rate equal to the applicable Federal rate deter-
mined under the rules applicable to original discount instruments
(sec. 1274(d)), substituting under those rules the term of the lease
for the term of the debt instrument. In applying those rules, op-
tions to renew or extend the lease are not to be taken into account.

business, but only to the extent that the property was held in connection with a bona fide secu-
rities activity; and (n) any other activity that the Secretary may determine to be a bona fide
securities activity that is commonly conducted by active foreign securities dealers in the ordi-
nary course of their securities business. }

% H.R. Rep. No. 100-795, 100th Cong., 2d Sess. 272 (1988); S. Rep. No. 100-445, 100th Cong., 2d
Sess. 285 (1988). .
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Also, the special rule to be applied under section 1274(d)(2) in the
case of a sale or exchange is disregarded. Property leased by a cor-
poration is not taken into account in testing for PFC status under
the asset test either if the lessor is a related person (as that term is
defined under the foreign base company rules) with respect to the
lessee, or if a principal purpose of leasing the property was to avoid
the PFC provisions. ‘ ’

The bill also modifies the present law rules that provide an ex-
ception from the definition of a PFIC in the case of a company
changing businesses. . Under the bill, if a foreign corporation holds
25 percent or more of the stock of a second corporation that quali-
fies for the change-of-business exception (current sec. 1297(bX3)),
then in applying the look-though rules (current sec. 1296(c)), the
first corporation may treat otherwise passive assets or income of
the second corporation as active.3? .

The bill generally retains those provisions of current law the ap-
plication of which depends upon whether a foreign corporation was
a PFIC for years after 1986 (e.g., current sec. 1291(d)), but modifies
these provisions to test whether the foreign corporation was a PFC
for years after 1986. As a transitional definition, the bill provides
that a foreign corporation that was treated as a PFIC for any tax-
able year beginning before the introduction of the bill is treated as
having been a PFC for each such year. .

The bill provides a new election that will allow certain passive
foreign corporations to be treated as domestic corporations. A for-
eign corporation is eligible to make this election if (1) it would
qualify for treatment as a regulated investment company (RIC)
under the relevant provisions of the Code if it actually were a do-
mestic corporation, {2) it meets such requirements as the Secretary
may prescribe to ensure the collection of taxes imposed by the In-
ternal Revenue Code on the passive foreign corporation, and (3) the
electing passive foreign corporation waives all benefits which are
granted by the United States under any treaty (including treaties
other than tax treaties) and to which the corporation is otherwise
entitled by reason of being a resident of another country. The rules
governing such an election generally will be similar to those appli-
cable to the election by a foreign insurance company to be treated
as a domestic corporation under section 953(d). The rules governing
the election under the PFC rules, however, will not include rules
similar to the special rules applicable under section 953(d) for pre-

effective-date earnings and profits (sec. 953(d)(4)(B)).
- The bill provides a special rule regarding the application of the
PFC rules to tax-exempt organizations that own stock in passive
foreign corporations. The PFC rules, under the bill, apply to any
stock held by a tax-exempt organization (under section 501) in a
passive foreign corporation only to the extent that a dividend on
that stock would be taken into account in determining the organi-
zation’s unrelated business taxable income. To that extent, the PFC
rules apply with respect to amounts taken into account in comput-

35 The bill retains the present law rules that provide an exception from the definition of a
PFIC in the case of a start-up company (current sec. 1297(bX2)). Under the bill, it is intended
that the start-up company exception be ‘applied, where necessary to carry out the purposes of
the PFC rules, by treating as one corporation all related foreign corporations that transferred
assets to the start-up company. ‘ i i
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ing unrelated business taxable income in the same manner as if
the organization were fully taxable. Even if a dividend on the PFC
stock would not be taken into account in determining the organiza-
tion’s unrelated business taxable income, however, it is intended
that any U.S. corporation regardless of its tax-exempt status will
be treated as a U.S. person for purposes of determining whether or
not a PFC is U.S. controlled.

Tax treatment under full elimination of deferral

The benefits of deferral are eliminated with respect to the
income of a PFC under three alternative methods: current inclu-
sion, mark-to-market, or interest charge on excess distributions.

Current inclusion method

Mandatory current inclusion.—If a passive foreign corporation is
U.S. controlled, the bill will subject every U.S. person owning (di-
rectly or indirectly) stock in the PFC to income inclusions under a
modified version of the controlled foreign corporation rules. If a
PFC is not U.S. controlled, every U.S. person owning (directly or
indirectly) 25 percent or more of the vote or value of the stock of
the PFC will be subject to the same rules. Under the bill, the
entire gross income of the passive foreign corporation (subject to
applicable deductions) is treated as foreign base company income,
and thus is included (net of appropriate deductions) on a pro rata
basis in the income of each U.S. person directly or indirectly
owning stock in the PFC, under a modified application of the rules
of sections 951 and 961.%¢ Actual distributions of earnings by such a
PFC are treated similarly to distributions of previously taxed
income under sections 959 and 961. These rules supersede all appli-
cation of the present-law rules applicable to foreign personal hold-
ing companies, under which earnings are deemed distributed and
then contributed to the capital of the foreign personal holding com-
pany.

In applying the subpart F inclusion rules to PFC inclusions, the
bill applies the subpart F high-tax exception (under sec. 954(b)(4)}
only to those shareholders in the PFC who are treated as “U.S.
shareholders” of a controlled foreign corporation under the general
rules of subpart F (i.e., those who own, whether directly, indirectly,
or constructively, at least 10 percent of the voting power of the con-
trolled foreign corporaticn). This limitation on the application of
the controlled foreign corporation rules preserves present law to
the extent that no high-tax exception is available to PFICs that are
not also controlled foreign corporations. However, because the bill
repeals the foreign personal holding company provisions of the
Code, the effect of this high-tax exception is to increase the possi-
bility for deferral in the case of a company that under present law
meets the definitions of both a controlled foreign corporation and a
foreign personal holding company.

Also in general conformity with present law, the bill permits the
character of the PFC’s income as either ordinary income or capital

6 The treatment of PFC income as foreign base company income for purposes of subpart F is
not intended to affect the application of look-through treatment of that income for purposes of
the foreign tax credit limitation.
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gain to be passed through to those shareholders of the PFC who
are not_treated as “U.S. shareholders” of a controlled foreign cor-
poration under the general rules of subpart F (i.e., those who do
not own, whether directly, indirectly, or constructively, at least 10
percent of the voting power of the controlled foreign corporation).

In addition, the bill modifies the application of subpart F to PFCs
by including foreign base company income of a PFC in the income
of U.S. persons without regard to otherwise applicable reductions
pursuant to the export trade corporation rules (secs. 970 and 971).
This modification to the application of the controlled foreign corpo-
ration rules preserves present law in that the PFIC provisions
apply in full force to export trade corporations. A passive foreign
corporation is treated under the bill as U.S. controlled for this pur-
pose either if it would be treated as a controlled foreign corpora-
tion under the rules of subpart F, or if, at any time during the tax-
able year, more than 50 percent of the vote or value of the corpora-
tion’s stock was owned directly or indirectly by five or fewer U.S.
persons (including but not limited to individuals, and including all
U.S. citizens regardless of their residence). Indirect stock ownership
under the bill generally refers to stock ownership through foreign
entities within the meaning of section 958(a)?2). In addition, for the
purpose of determining whether a foreign corporation is U.S. con-
trolled by virtue of the ownership of more than 50 percent of its
stock by five or fewer U.S. persons, the constructive ownership
principles of the present-law foreign personal holding company
rules generally apply. In the case of pass-through entities such as
partnerships, S corporations, estates, and trusts, the constructive
ownership principles of the present-law foreign personal holding
company rules apply except as provided in regulations. It is con-
templated that regulations may modify the constructive ownership
rules, for example, in the case of a trust in which the beneficial
interests may be contingent, subject to determination or adjust-
ment within the discretion of the trustee, or otherwise variable or
indeterminate.

Elective current inclusion.—A U.S. person not subject to the
above mandatory current inclusion rules—that is, a U.S. person
owning less than 25 percent of the stock in a PFC that is not U.S.
controlled—may elect application of those rules. As under current
law, the PFC is characterized as a “qualified electing fund” with
respect to such a U.S. person. In the application of the elective cur-
rent-inclusion rules, the passive foreign corporation is treated as a
controlled foreign corporation with respect to the taxpayer, and the
taxpayer is treated as a U.S. shareholder of the corporation. For
foreign tax credit purposes, amounts included in the taxpayer’s
gross income under this modified application of the controlled for-
eign corporation rules are treated as dividends received from a for-
eign corporation which is not a controlled foreign corporation.
Thus, an amount would be treated as a dividend from a noncon-
trolled section 902 corporation, or as passive income, depending on
the shareholder’s percentage ownership and status as an individual
or a corporation.

The application and operation of the shareholder-level election
for treatment as a qualified electing fund generally are the same as
under the present-law PFIC rules. It is intended that, in the case of
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PFC stock owned through a foreign partnership, a partner-level
election for treatment as a qualified electing fund will be permitted
(except in the case of a foreign partnership that is subject to the
simplified reporting rules available to certain large partnerships
under subtitle C of the bill’s simplification provisions). :

Mark-to-market method

Less-than-25-percent shareholders of passive foreign corporations
that are not U.S.-controlled, and who do not elect current inclusion
(“nonelecting shareholders”), are subject under the bill to one of _
two methods for taxing the economic equivalent of the PFC’s cur-
rent income: the mark-to-market method or the interest-charge
method. The mark-to-market method does not apply to the stock of
a US. person in any PFC that is U.S. controlled (as discussed
above), to the stock of a person choosing qualified electing fund
treatment, or to stock of a U.S. person who is a 25-percent share-
holder (as defined above). o , .

Under the bill, nonelecting shareholders of a PFC with market-
able stock are required to mark their PFC shares to market annu-
ally. Under the mark-to-market method, the U.S. person is re-
quired to include in gross income each taxable year an amount
equal to the excess (if any) of the fair market value of the PFC
stock as of the close of the taxable year over the adjusted basis of
the stock. In the event the adjusted basis of the stock exceeds its
fair market value, the U.S. person is allowed a deduction for the
taxable year equal to the lesser of the amount of the excess or the
“unreversed inclusions” with respect to the stock. The bill defines

_the term “unreversed inclusions” to mean, with respect to any
stock in a passive foreign corporation, the excess (if any) of the
total amount of mark-to-market gains with respect to the stock in-
cluded by the taxpayer for prior taxable years, over the amount of
mark-to-market losses with respect to such stock that were allowed
as deductions for prior taxable years.

The adjusted basis of stock in a passive foreign corporation is in-
creased by the amount of mark-to-market gain included in gross
income, and is decreased by the amount of mark-to-market losses
allowed as deductions with respect to such stock. In the case of
stock owned indirectly by the U.S. person, such as through a for-
eign partnership, foreign estate or foreign trust (as discussed
below), the basis adjustments for mark-to-market gains and losses
apply to the basis of the PFC stock in the hands of the interme-
diary owner, but only for purposes of the subsequent application of
the PFC rules to the tax treatment of the indirect U.S. owner. In
addition, similar basis adjustments are made to the adjusted basis
of the property actually held by the U.S. person by reason of which
the U.S. person is treated as owning PFC stock.

All amounts of mark-to-market gain on PFC stock, as well as
gain on the actual sale or distribution of PFC stock, are treated as
ordinary income. Similarly, ordinary loss treatment applies to the
deductible portion of any mark-to-market loss on PFC stock, as
well as to any loss realized on the actual sale or other disposition
of PFC stock to the extent that the amount of such loss does not
exceed the unreversed inclusions with respect to that stock. These
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loss deductions are treated as deductions allowable in computing
adjusted gross income.

The source of any amount of mark-to-market gain on PFC stock
is determined in the same manner as if the amount of income were
actual gain from the sale of stock in the passive foreign corpora-
tion. Similarly, the source of any amount allowed as a deduction
for mark-to-market loss on PFIC stock is determined in the same
manner as if that amount were an actual loss incurred on the sale
of stock in the passive foreign corporation.

Definition of “marketable stock.”—The mark-to-market method
under the bill only applies to passive foreign corporations the stock
of which is “marketable.” PFC stock is treated as marketable if it
is regularly traded on a qualified exchange, whether inside or out-
side the United States. An exchange qualifies for this treatment if
it is a national securities exchange which is registered with the Se-
curities and Exchange Commission or the national market system
established pursuant to section 11A of the Securities and Exchange
Act of 1934, or if the Secretary is satisfied that the requirements
for trading on that exchange ensure that the market price on that
exchange represents a legitimate and sound fair market value for
the stock. It is intended that the Secretary may adopt a definition
of the term “regularly traded” that differs from definitions provid-
ed for other purposes under the Code. Further, it is intended that
the Secretary not be bound by definitions applied for purposes of
enforcing other laws, including Federal securities laws. Similarly,
in identifying qualified foreign exchanges for these purposes, it is
intended that the Secretary not be required to include exchanges
that satisfy standards established under Federal securities laws
and regulations. PFC stock is also treated as marketable, to the
extent provided in Treasury regulations, if the PFC continuously
offers for sale or has outstanding any stock (of which it is the
issuer) that is redeemable at its net asset value in a manner com-
parable to a U.S. regulated investment company (RIC). In addition,
the bill treats as marketable any stock in a passive foreign corpora-
tion that is owned by a RIC that continuously offers for sale or has
outstanding any stock (of which it is the issuer) that is redeemable
at its net asset value. It is believed that the RIC’s determination of
PFC stock value for this non-tax purpose would ensure a sufficient-
ly accurate determination of the fair market value of PFC stock
owned by the RIC. The bill also treats as marketable any stock in a
passive foreign corporation that is held by any other RIC, except to
the extent provided in régulations. It is believed that even for RICs
that do not make a market in their own stock, but that do regular-
ly report their net asset values in compliance with the securities
laws, inaccurate valuations may bring exposure to legal liabilities,
and this exposure may ensure the reliability of the values such
RICs assign to the stock they hold in PFCs. However, it is intended
that Treasury regulations will disallow mark-to-market treatment
for nonmarketable stock held by any RIC that is not required to
perform such a net asset valuation at the close of each taxable
year, that does not publish such a valuation, or that otherwise does
not provide what the Secretary regards as sufficient indicia of the
reliability of its valuations under the relevant circumstances.
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Coordination with RIC rules.—The bill coordinates the applica-
tion of the mark-to-market method with the tax rules generally ap-
plicable to RICs. The bill treats mark-to-market gain on PFC stock
as a dividend for purposes of both the 90-percent investment
income test of section 851(b)2) and the 30-percent short-short limi-
tation of section 851(b)(3). In addition, the bill permits RICs to de-
termine their mark-to-market gain using a fiscal year ending on
October 31 of each year, solely for purposes of determining their
ordinary income for purposes of the excise tax on the undistributed
income of regulated investment companies (sec. 4982). Reductions
in value of the PFC stock between October 31 and the end of the
RIC’s normal taxable year are treated, to the extent provided in
regulations, as occurring in the following tazable year for purposes
of computing the RIC’s investment company taxable income (sec.
852(b)) and the RIC’s earnings and profits (sec. 852(c)).3”

Marketable stock not directly owned by a U.S. person.—In the
case of a controiled foreign corporation (including a passive foreign
corporation that is treated under the bill as a controlled foreign
corporation) that owns or is treated as owning stock in a passive
foreign corporation, the mark-to-market method generally is ap-
plied as if the controlled foreign corporation were a U.S. person.
For purposes of the application of subpart F to the controlled for-
eign corporation, mark-to-market gains are treated as if they were
foreign personal holding company income of the character of divi-
dends, interest, royalties, rents or annuities, and allowable deduc-
tions for mark-to-market losses are treated as deductions allocable
to that category of foreign personal holding company income. The
source of such income or loss, however, is determined by reference
to the actual (foreign) residence of the controlled foreign corpora-
tion.

For purposes of the mark-to-market methed, any stock in a pas-
sive foreign corporation that is owned, directly or indirectly, by or
for a foreign partnership or foreign trust or foreign estate is treat-
ed as if it were owned proportionately by its partners or benefici-
aries, except as provided in regulations.? Stock in a passive foreign
corporation that is thus treated as owned by a person is treated as
actually owned by that person for the purpose of applying the con-
structive ownership rule at another level. In the case of a U.S.
person who is treated as owning stock in a passive foreign corpora-
tion by application of this constructive ownership rule, any disposi-
tion by the U.S. person or by any other person that results in the
U.S. person being treated as no longer owning the stock in the pas-
sive foreign corporation, as well as any disposition by the person
actually owning the stock of the passive foreign corporation, is
treated under the bill as adisposition by the U.S. person of stock in
the passive foreign corporation.

Transition to mark-to-market.—The bill provides certain transi-
tion rules for PFC stock that becomes subject to the mark-to-
market method—that is, generally, marketable PFC stock with re-

37 SS5i£nilz%r rules apply under present law for currency gains of RICs (secs. 4982(eX5), 852(bX8),
and 852(cX2)).
. % For this purpose, it is intended that proportionate ownership will take into account any
special or discretionary allocations of the distributions or gains with respect to stock in the pas-
sive foreign corporation.
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spect to which current inclusion rules do not apply. One method
applies in general, another applies to PFC stock held by regulated
investment companies, and a third method applies to PFC stock
held by individuals who become subject to U.S. tax jurisdiction as
the result of a change in residence or citizenship. :

(1) The general rule applies in the case of marketable stock in a
PFC that is held by the shareholder on the effective date of the
bill, where the PFC was alsc a PFIC under present law but was not
a qualified electing fund with respect to the shareholder for all
post-1986 years in the taxpayer’s holding period during which the
PFC was either a PFIC or a PFC (under the law then applicable).
Under this general rule, tax is imposed under the bill’s mark-to-
market rule on the amount of mark-to-market gain representing
the stock’s appreciation (if any) in the first post-effective date year.
In addition, if the stock has not depreciated in the first post-effec-
tive date year, tax may be imposed on the full amount of mark-to-
market gain representing the stock’s appreciation prior to the ef-
fective date, as if the stock had been sold at the end of the last pre-
effective-date year and taxed subject to present law’s interest-
charge method. ‘
~If on the other hand the stock has not appreciated during the
first post-effective date year, tax is imposed only on the amount of
the net mark-to-market gain representing the stock’s appreciation
between the beginning of the taxpayer’s holding period and the last
day of the first post-effective date yeat. In either case, the differ-
ence between the fair market value of the PFC stock at the close of
the first taxable year under the bill and the shareholder’s adjusted
basis in the PFC stock, less the amount of that difference (if any)
that represents appreciation during that first taxable year, is treat-
ed pursuant to the interest-charge method as having accrued rat-
ably over the shareholder’s holding period (ending prior to that
first taxable year) in the stock of the PFC.

Both the amount of pre-effective-date appreciation included in
gross income (in this case, generally the portion of appreciation
treated as having accrued before 1987), and the amount excluded
from gross income (but subject to the “deferred tax amount” under
the interest-charge method) are treated as an unreversed inclusion
for purposes of the application of the mark-to-market method in
future years. :

In addition, the bill provides an election to defer the payment of
tax (similar to the election for qualified electing funds to defer the
payment of tax under present law’s section 1294) imposed as a
result of the recognition of the pre-effective-date gain. Under the
bill, this election is treated as terminated to the extent a future
mark-to-market loss deduction is allocable to the unreversed inclu-
sion for pre-effective-date appreciation. This election is also termi-
nated to the extent of any distribution received by the shareholder
that would be an excess distribution under the interest-charge
rules if those rules applied to the stock. In either case, the bill con-
templates that regulations will provide rules for determining the
appropriate proportion of the deferred tax for which the extension
will terminate. As under present law, any direct or indirect loan by
the PFC to the shareholder is treated as a distribution for purposes
of determining the extent to which the extension remains in effect.
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Also, the extension generally is terminated upon disposition of the
PFC stock. To the extent provided in regulations, however, a dispo-
sition of PFC stock in a nonrecognition transaction does not termi-
nate the extension; rather, the person acquiring the PFC stock suc-
ceeds to the transferor’s treatment of the PFC stock under the
mark-to-market rules.

(2) Regulated investment companies are subject to a special tran-
sition rule for the PFC stock they hold on the bill’s effective date.
Instead of applying the interest-charge method to the amount of
pre-effective-date appreciation, RICs include the full amount of pre-
effective-date appreciation under the mark-to-market method, and
pay a separate nondeductible interest charge. No election to defer
the payment of tax is available. :

(3) In the case of a shareholder of a PFC with marketable stock
who becomes subject to the tax jurisdiction of the United States as
a result of a change in residence or citizenship, no U.S. tax applies
under the mark-to-market method or under the interest-charge
method to the appreciation of the stock’s value prior to the time
that the shareholder becomes subject to the tax jurisdiction of the
United States. The bill implements this rule by treating the great-
er of (i) the fair market value of the PFC stock at the time that the
shareholder enters U.S. tax jurisdiction, or (i) the shareholder’s
basis in the PFC stock, as the shareholder’s basis in the PFC stock
solely for purposes of the mark-to-market method.

Interest-charge method

Nonelecting shareholders® of a PFC with stock that is not mar-
ketable are subject to the interest-charge method, based on the
PFIC interest-charge method that is currently provided in Code
section 1291, with certain modifications.

First, although allowable foreign tax credits may reduce a U.S.
person’s net U.S. tax liability on an excess distribution, the interest
charge computed on that excess distribution is computed, under the
bill, without regard to reductions in net U.S. tax liability on ac-
count of direct foreign tax credits. :

The PFIC provisions of present law, to the extent provided in
regulations, impose recognition of gain in the case of a transfer of
interest-charge PFIC stock in a transaction that would otherwise
qualify for the nonrecognition provisions of the Code. The bill im-
poses that result as a general rule, except as otherwise provided in
Treasury regulations. As noted above, under proposed Treasury
regulations nonrecognition provisions may apply to the gain, but
only to the extent that the transferee will be subject to the inter-
est-charge method on a subsequent distribution by the PFC or dis-
position of the PFC stock.

In addition, the bill requires that proper adjustment be made to
the basis of property, held by the U.S. person, through which the
U.S. person is treated as owning stock in the passive foreign corpo-
ration.

The PFIC provisions of present law apply rules for the attribu-
tion of ownership of PFIC stock to U.S. persons, including a rule

0 All citizens (and residents) of the United States are included, irrespective of residence in a
U.S. commonwealth or possession. )
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that attributes PFIC stock owned by a corporation to any person
who owns, directly or indirectly, 50 percent or more of the value of
the stock of the corporation. Under the bill, the 50-percent thresh-
old applies not only to stock owned directly or indirectly, but also
to stock treated as owned by application of the family attribution
rules of the personal holding company provisions (sec. 544 (cX2)).

The PFIC provisions of present law provide special rules for the
application of the interest-charge method in the case of PFIC stock
held by an U.S. person through an intermediary entity. These rules
describe the dispositions that are treated as dispositions of PFIC
stock by the U.S. person, and include rules to eliminate the possi-
bility of double taxation (sec. 1297(b)(5)). The bill clarifies that,
under regulations, these rules apply to any transaction that results
in the U.S. person being treated as no longer owning the PFC
stock, as well as any disposition of the PFC stock by the entity ac-
tually owning the PFC stock. These rules apply regardless of
whether the transaction involves a disposition of the PFC stock,
and regardless of whether the parties to the transaction include
~ the U.S. person, the entity actually owning the PFC stock, or some
other entity. For example, these rules apply to the issuance of addi-
tional stock by an intermediary corporation to an unrelated party
in a case where, by increasing the total outstanding stock of the
intermediary corporation, the transaction causes the U.S. person to
fall below the ownership threshold for indirect ownership of the
PFC stock. The bill also clarifies that an income inclusion under
the interest-charge method takes precedence over an income inclu-
sion under subpart F resulting from the same disposition. The
second clarification ensures that the interest charge is imposed
without regard to the structure of the transaction. -

Under the bill, the interest-charge method applies to any stock in
a passive foreign corporation unless either the stock is marketable
(and therefore the mark-to-market method applies) as of the time
of the distribution or disposition involved, or the stock in the pas-
sive foreign corporation was subject to the current inclusion
method (under the bill or under prior law) for each taxable year
beginning after December 31, 1986 which includes any portion of
the taxpayer’s holding period in the PFC stock during which the
PFC was either a PFIC or a PFC (under the law then applicable).
In the event that PFC stock, not subject to the current inclusion
method, becomes marketable during the taxpayer’s holding period,
the interest-charge method applies to any distributions and disposi-
tions during the year in which the stock becomes marketable, as
well as to the mark-to-market gain (if any) as of the close of that
year. In the event that PFC stock was initially marketable, and
later becomes unmarketable and subject to the interest-charge
method, the taxpayer’s holding period in the PFC stock for pur-
poses of the interest-charge method is treated as beginning on the
first day of the first taxable year beginning after the last taxable
year for which the mark-to-market method applies to the taxpay-
er’s stock in the PFC.

Under the bill, as under the present-law PFIC rules, stock in a
foreign corporation generally is treated as PFC stock if, at any
time during-the taxpayer’s holding period of that stock, the foreign
corporation (or any predecessor) is a passive foreign corporation
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subject to the interest-charge method (current sec. 1297(b)1)). (This
rule is sometimes referred to as the “once-a-PFIC-always-a-PFIC”
rule.) Under present law this rule generally does not affect a tax-
payer holding stock in a foreign corporation if at all times during
the holding period of the taxpayer with respect to the stock when
the foreign corporation (or any predecessor) is a PFIC, qualified
electing fund treatment applies with respect to the taxpayer.
Under the bill, the similar once-a-PFC-always-a-PFC rule does not
apply if during the taxpayer’s entire holding pericd with respect to
the stock when the foreign corporation (or any predecessor) is a
PFC, either (a) mark-to-market treatment applies, (b) mandatory
current inclusion of income applies (either because the corporation
is U.S. controlled or because the taxpayer is a 25-percent share-
holder), or (c) elective current inclusion of income applies.* Thus,
for example, a shareholder of a controlled foreign corporation is
subject to current inclusion with respect to all the corporation’s
income in any year for which the corporation is a PFC, but is sub-
ject to current inclusion only to the extent provided under subpart
g 1;3 any year for which the controlled foreign corporation is not a
The bill also provides for full basis adjustment for partnerships
and S corporations that own stock in a passive foreign corporation
subject to the interest-charge method. Although tax is imposed on
a distribution or disposition under the interest-charge method with-
out including the distribution or disposition in gross income, thus
precluding the natural basis adjustments for amounts included in
gross income, the bill grants regulatory authority for appropriate
basis adjustments to partnerships and S corporations based on the
amount of income subject to tax under the interest-charge method
and thereby excluded from gross income.

The bill includes a broad grant of regulatory authority, as does
the present-law PFIC statute. In addition, the bill specifies that
necessary or appropriate regulations under the PFC rules may in-
clude regulations providing that gross income should be deter-
mined without regard to the operation of the interest-charge
method for such purposes as may be specified in the regulations.
Such regulations may relieve pressure on many aspects of the Code
that result from the operation of the interest-charge method other
than through gross income. In addition, the bill specifies that nec-
essary or appropriate PFC regulations may include regulations
dealing with changes in residence status or citizenship by share-
holders in passive foreign corporations (e.g., a resident alien becom-
ing a nonresident, or a nonresident U.S. citizen renouncing U.S.
citizenship). It is intended that no inference be drawn from this ex-
plicit regulatory authority as to the Secretary’s authority to issue
similar regulations under the authority of the PFIC provisions of
present law.

“ In the case of a PFC that was a PFIC prior to the effective date of the bill, even if the PFC
is subject to either mark-to-market treatment or mandatory current inclusion, the once-a-PFC-
always-a-PFC rule applies unless the PFIC was subject to elective current inclusion for the
entire portion of the taxpayer’s holding period prier to the effective date of the bill. In the case
of a PFC that was not a PFIC prior to the effective date of the bill, the application of the once-a-
PFC-always-a-PFC rule is determined without regard to the portion of the taxpayer’s holding
period prior to the effective date of the bill. . ) .
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Modification or repeal of other antideferral regimes

While the bill includes in the passive foreign corporation rules
most of the provisions that it preserves from the present-law PFIC,
foreign personal holding company, and foreign investment compa-
ny regimes, the bill modifies subpart F in one respect to reflect a
present-law provision of the foreign personal holding company
rules (sec. 553(a)5)). The bill treats as foreign personal holding
company income for subpart F purposes an amount received under
a personal service contract if a person other than the corporation
has the right to designate (by name or by description) the individ-

ual who is to perform the services, or if the individual who is to
perform the services is designated (by name or by description) in
the contract. The bill similarly treats as foreign personal holding
company income for subpart F purposes any amount. received from
the sale or distribution or disposition of such a contract. This rule
applies only if at some time during the taxable year 25 percent or
more of the value of the corporation’s stock is owned (directly, indi-
rectly, or constructively) by or for the individual who may be desig-
nated to perform the services.*! Income from such personal service
contracts is not, however, treated as passive for foreign tax ‘credit
purpose’s'_ < '- - R AR A T T R B

The bill repeals the foreign personal holding company provisions,
the PFIC provisions (except as modified and preserved as the pas-
sive foreign corporation provisions), and the foreign ‘investment
company provisions. The bill also excludes all foreign corporations
from the application of the accumulated earnings tax and the per-
sonal holding company tax. It is understood that the purposes of all
the anti-deferral regimes are adequately served by the passive for-
eign corporation provisions as set forth in the bill, in conjunction
vsﬁthb ﬁle controlled foreign corporation provisions as modified by

‘In addition, the bill denies installment sales treatment for any
installment obligation arising out of a sale of stock in a passive for-
eign corporation that is subject to the interest-charge regime..

As a conforming amendment to the speciai rules applicable to
RICs holding PFC stock, the bill confirms that the income of a RIC
from either a controlled foreign corperation or a PFC, which
income is derived from the active conduct of the business of invest-
ing in stocks or securities, is a type of income that counts toward
meeting the 90-percent investment income test of section 851(b)(2).

In addition, as a conforming amendment to the elimination of
the present-law PFIC rules, distributions from a PFC of amounts
that previously were included in a shareholder’s income under the
elective current-inclusion rules of present law are treated, under
g}gg)bill, as previously taxed incorne under the subpart F rules (sec.

Effective Date
The provision generally is effective for taxable years of U.S. per-
sons beginning after December 31, 1993, and taxable years of for-

@ This rule was included in the definition of foreign peréoﬁal holding company income for
purposes of subpart F prior to the amendments included in-the 1986 Act. ‘

62-209 0 - 93 - 5
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eign corporations ending with or within such taxable years of U.S.
persons. , .

The denial of installment sales treatment is effective for sales or
dispositions after December 31, 1993.

The bill does not affect the determination of the basis of any
stock that was acquired from a decedent in a taxable year begin-
ning before January 1, 1994.

2. Treatment of controlled foreign corporations (secs. 411-415 of
~ the bill and secs. 902, 951, 952, 956, 959, 960, 961, 964, and 1248
of the Code) o

_ Present Law
Treatment of controlled foreign corporation earnings
In general o

A U.S. shareholder generally treats dividends from a controlled
foreign corporation as ordinary income from foreign sources that
carries both direct and indirect foreign tax credits. Under look-
through rules, the income and credits are subject to those foreign
tax credit limitations which are consistent with the character of
the income of the foreign corporation.

Several Code provisions result in similar tax treatment of a U.S.
shareholder if it either disposes of the controlled foreign corpora-
tion stock, or the controlled foreign corporation realizes certain
types of income (including income with respect to lower-tier con-
trolled foreign corporations). First, under section 1248, gain result-
ing from the disposition by a U.S. person of stock in a foreign cor-
poration that was a controlled foreign corporation with respect to
which the U.S. person was a U.S. shareholder in the previous five
years is treated as a dividend to the extent of allocable earnings.

Second, a controlled foreign corporation has subpart F income
when it realizes gain on disposition of stock and, ordinarily, when
it receives a dividend. Under sections 951 and 960, such subpart F
income may result in taxation to the U.S. shareholder similar (but
not identical) to that on a dividend from the controlied foreign cor-
poration. In addition to provisions for characterizing income and
credits in these situations, the Code also provides certain rules that
adjust basis, or otherwise result in modifying the tax consequences
of subsequent income, to account for these and other subpart F
income inclusions. )

Third, when in exchange for property any corporation (including
a controlled foreign corporation) acquires stock in another corpora-
tion (including a controlled foreign corporation) controlled by the
same persons that control the acquiring corporation, earnings of
the acquiring corporation (and possibly the acquired corporation)
may be treated under section 304 as having been distributed as a
dividend to the seller. .

For foreign tax credit separate limitation purposes, a controlled
foreign corporation is not treated as a noncontrolled section 902
corporation with respect to any distribution out of its earnings and
profits for periods during which it was a controlled foreign corpora-
tion and except as provided in regulations, the recipient of the dis-
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tribution was a U.S. shareholder in such corporation.*? The conse-
quence of not being treated as a section 902 corporation is applica-
tion of the so-called “look-through” rule. That is, dividends paid by
such controlled foreign corporation to its U.S. shareholder are
characterized for separate limitation purposes by reference to the
character of the underlying earnings of the controiled foreign cor-
poration. .

Lower-tier controlled foreign corporations

For purposes of applying the separate foreign tax credit limita-
tions, receipt of a dividend from a lower-tier controlled foreign cor-
poration by an upper-tier controlled foreign corporation may result
in a subpart F income inclusion for the U.S. shareholder that is
treated as income in the same limitation category as the income of
the lower-tier controlled foreign corporation. The income inclusion
of the U.S. shareholder may carry deemed-paid credits for foreign
taxes paid by the lower-tier controlled foreign corporation, and the
basis of the U.S. shareholder in the stock of the first-tier controlled
foreign corporation is increased by the amount of the inclusion. If,
on the other hand, the upper-tier controlled foreign corporation
sells stock of a lower-tier controlled foreign corporation, then the
gain generally is also included in the income of the U.S. sharehold-

er as subpart F income and the U.S. shareholder’s basis in the
stock of the first-tier controlled foreign corporation is increased to
account for the inclusion, but the inclusion is not treated for for-
eign tax credit limitation purposes by reference to the nature of
the income of the lower-tier controlled foreign corporation. Instead
it generally is treated as passive income. o )

If subpart F income of a lower-tier controlled foreign corporation
is included in the gross income of a U.S. shareholder, no provision
of present law allows adjustment of the basis of the upper-tier con-
trolled foreign corporation’s stock in the lower-tier controlled for-
eign corporation.

Subpart F inclusions in year of disposition '

" The subpart F income earned by a foreign corporation during its
taxable year is taxed to the persons who are U.S. shareholders of
the corporation on the last day, in that year, on which the corpora-
tion is a controlled foreign corporation. In the case of a U.S. share-
holder who acquired stock in a controlled foreign corporation
during the year, such inclusions are reduced by all or a portion of
the amount of dividends paid in that year by the foreign corpora-
tion to any person other than the acquirer with respect to that
stock. The reduction is the lesser of the amount of dividends with
respect to such stock received by other persons during the year or
the amount determined by multiplying the subpart F income for

42 Under proposed regulations, if a controlled foreign corporation distributes a dividend to an
upper-tier controlled foreign corporation or to a United States shareholder that owns directly or
indirectly more then 90 percent of the total combined voting power of the controlled foreign
corporation at the time of the distribution, and the dividend is attributable to earnings and prof-
its accumulated during a period in which the distributing corporation was a controlled foreign
corporation but the 90 percent or more United States shareholder was not a United States
shareholder of the corporation, the dividend generally would be treated as a dividend from a
noncontrolled section 902 corporation. (Prop. Treas. Reg. sec. 1.904-4(g)3)ii)).
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the year by the proportion of the year during which the acquiring
shareholder did not own the stock.

Distributions of previously taxed income

If in a year after the year of a subpart F income inclusion, a U.S.
shareholder in the controlled foreign corporation receives a distri-
bution from the corporation, the distribution may be deemed to
come first out of the corporation’s previously taxed income and,
therefore, may be excluded from the U.S. shareholder’s income.
However, a distribution by a foreign corporation to a domestic cor-
poration of earnings and profits previously taxed under subpart F
is treated as an actual dividend, solely for purposes of determining
the indirect foreign tax credit available to the domestic corporation
(sec. 960(a)(3)).

In addition, the domestic corporation is permitted to increase its
foreign tax credit limitation in the year of the distribution of previ-
ously taxed earnings and profits in an amount equal to the excess
of the amount by which its foreign tax credit limitation for the
year of the subpart F inclusion was increased as a result of that
inclusion, over the amount of foreign taxes which were allowable
as a credit in that year and which would not have been so allow-
able but for the subpart F inclusion (sec. 960(b)). The increase in
the foreign tax credit limitation may not, however, exceed the
amount of the foreign taxes taken into account under this provi-
sion with respect to the distribution of previously taxed earnings
and profits. In order for this rule to apply, the domestic corporation
either must have elected to credit foreign taxes in the year of the
subpart F inclusion or must not have paid or accrued any foreign
taxes in such year, and it must elect the foreign tax credit in the
year of the distribution of previously taxed earnings and profits.

Treatment of United States source income earned by a controlled
foreign corporation

As a general rule, subpart F income does not include income
earned from sources within the United States if the income is effec-
tively connected with the conduct of a U.S. trade or business by the
controlled foreign corporation. This general rule does not apply,
however, if the income is exempt from, or subject to a reduced rate
of, U.S. tax pursuant to a provision of a U.S. treaty.

Indirect foreign tax credits

.A U.S. corporation owning at least 10 percent of the voting stock
of a foreign corporation is treated as if it had paid a share of the
foreign income taxes paid by the foreign corporation in the year in
which the foreign corporation’s earnings and profits become subject
to U.S. tax as dividend income of the U.S. shareholder (sec. 902(a)).
A U.S. corporation may also be deemed to have paid taxes paid by
a second- or third-tier foreign corporation. That is, where a first-
tier foreign corporation pays a dividend to a 10-percent-or-more
U.S. corporate shareholder, then for purposes of deeming the U.S.
corporation to have paid foreign tax, the first-tier foreign corpora-
tion may be deemed to have paid a share of the foreign taxes paid
by a second-tier foreign corporation of which the first-tier foreign
corporation owns at least 10 percent of the voting stock, and from
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which the first-tier foreign corporation received dividends. The
same principle applies to dividends from a second-tier or third-tier
foreign corporation. No taxes paid by a second- or third-tier foreign
corporation are deemed paid by the first- or second-tier foreign cor-
poration, respectively, unless the product of the percentage owner-
ship of voting stock at each level from the U.S. corporation down
equals at least 5 percent (sec. 902(b)). Under present law, foreign
taxes paid below the third tier of foreign corporations are not eligi-
ble for the indirect foreign tax credit. :

An indirect foreign tax credit generally is also available to a U.S.
corporate shareholder meeting the requisite ownership threshold
with respect to inclusions of subpart F income from contreclled for-
eign corporations (sec. 960(a)).*> Moreover, an indirect foreign tax
credit may also be available to U.S. corporate shareholders with re-
spect to inclusions of income from passive foreign investment com-
panies.

Investments in U.S. property by controlled foreign corporations

~ As described above (Title IV, Item 1), investments by controlled
foreign corporations in U.S. property (e.g., certain debt obligations
of U.S. persons) are sometimes treated similarly to repatriations
(sec. 951(a)(1)B)). A controlled foreign corporation is not treated as
having repatriated foreign earnings if it invests in an obligation of
an unrelated U.S. corporation, as defined specially for this purpose
(sec. 956X 2)(F)). '

Reasons for Simplification

It is believed that complexities have been caused by uncertainties
and gaps in the statutory schemes for taxing gains on dispositions
of stock in controlled foreign corporations as dividend income or
subpart F income. These uncertainties and gaps may prompt tax-

payers to refrain from behavior that would otherwise be the result

of rational business decisions, for fear of excessive tax—for exam-
ple, double corporate-level taxation of income. In many cases, con-
cerns about excessive taxation can be allayed, but only at the cost
of avoiding the simpler and more rational economic behavior in
favor of tax-motivated planning.

Tt is understood that, as a general matter, other aspects of the
tax system may have interfered with rational economic decision
making by prompting taxpayers to engage in tax-motivated plan-
ning in order to eliminate taxation in cases where income is in fact
earned. Some such characteristics of the tax system have in the
past been altered by Congress in order to reduce excessive interfer-
ence by the tax system in labor, investment, and consumption deci-
sions of taxpayers.* It is believed that in the context of tax simpli-
fication, it generally is appropriate to reduce complexities caused
by aspects of the rules governing controlled foreign corporations
that provide for nonuniform tax results from dividends, on the one

43 Unlike the indirect foreign tax credit for actual dividend distributions, the indirect credit
for subpart F inclusions can be available to individual shareholders in certain circumstances if
an election is made (sec. 962). S

4 See, e.g., Staff of the Joint Committee on Taxation, 100th Cong., 1st Sess. General Explana-
tion of the Tax Reform Act of 1986, at 6 et seq. (1987) (“General Reasons For The Act”). )
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hand, and stock disposition proceeds to the extent earnings and
profits underlie those proceeds, on the other. ,

In light of the bill’s provisions extending section 1248 treatment
to dispositions of stock in lower-tier companies, it is believed appro-
priate to repeal the limitation on look-through treatment (for for-
eign tax credit separate limitation purposes) of dividends from con-
trolled foreign corporations to U.S. shareholders out of earnings
from periods in which the payor was a controlled foreign corpora-
tion but the dividend recipient was not a U.S. shareholder of the
controlled foreign corporation. By extending section 1248 treatment
to dispositions of stock in lower-tier companies, it is believed that
earnings and profits (and related foreign tax credits) of lower-tier
controlled foreign corporations cannot readily be transferred from
the control of one U.S taxpayer to another. Moreover, it is believed
that repeal of this limitation on look-through treatment will avoid
significant complexity that would otherwise be engendered by prac-
tical application of the limitation. It is understood that the present-
law provisions which permit an indirect foreign tax credit and an
increased foreign tax credit limitation to be claimed in the event of
a distributicn of previously taxed earnings by a controlled foreign
corporation are particularly difficult to administer. This difficulty
arises because taxpayers are required to compute and keep track of
excess foreign tax credit limitation accounts with respect to sub-
part F income inclusions on a foreign corporation by foreign corpo-
ration basis, as well as on a year by year basis. Additional complex-
ities arise as taxpayers are required, as a result of distributions, to
trace earnings and profits up chains of foreign corporations. It is
believed that affording regulatory authority to modify and simplify
these rules may result in alleviating some of the system-wide rec-
ordkeeping and computations involved, without undermining the
operation of the provision. _

It is also understood that certain arbitrary limitations placed on
the operation of the indirect foreign tax credit may have resulted
in taxpayers undergoing burdensome and sometimes costly corpo-
rate restructurings. In other cases, there is concern that these limi-
tations may have coutributed to decisions by U.S companies
against acquiring foreign subsidiaries. It is deemed appropriate to
ease certain of these restrictions in cases where the administration
of the foreign tax credit rules by taxpayers and the IRS will not be
significantly impaired. :

Explanation of Provisions

In general

The bill makes a number of modifications in the treatment of
income derived from the disposition of stock in a controlled foreign
corporation. The bill provides deemed dividend treatment for gains
on dispositions of lower-tier controlled foreign corporations. Where
the lower-tier controlled foreign corporation previously earned sub-
part F income, the bill permits the amount of gain taxed to the
U.S. shareholder to be adjusted for previous income inclusions.
Where proceeds from the sale of stock to a controlled foreign corpo-
ration that previously has earned subpart F income would be treat-
ed as a dividend under the principles of section 304, the bill ex-
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pressly permits exclusion of the deemed section 304 dividend from
taxation to the extent of the previously taxed earnings and profits
of the controlled foreign corporation from which the property was
deemed to be distributed. (Appropriate basis adjustments also are
permitted to be made) Where a controlled foreign corporation
(whether or not it is a- lower-tier controlled foreign corporation)
earns subpart F income in a year in which a U.S. shareholder sells
its stock, in a transaction that does not result in the foreign corpo-
ration ceasing to be a controlled foreign corporation, the bill con-
tains statutory language providing for a proportional reduction in
the taxation of the subpart F income in that year to the acquiring
U.S. shareholder. R
- The bill contains four additional provisions related to controlled
foreign corporations. First, the bill repeals the limitation on look-
through treatment (for foreign tax credit separate limitation pur-
poses) of dividends from controlled foreign corporations to U.S.
shareholders out of earnings from periods in which the payor was a
controlled foreign corporation, but the dividend recipient was not a
U.S. shareholder of the controlled foreign corporation. Second, the
bill provides regulatory authority to'develop a simplified mecha-
nism for computing indirect foreign tax credits and increases in
foreign tax credit limitations resulting upon certain distributions
by controlled foreign corporations of previously taxed earnings and
profits. Third, the bill clarifies the effect of a treaty exemption or
reduction of the branch profits tax on the determination of subpart
F income. Fourth, the bill extends application of the indirect for-
eign tax credit to fourth-, fifth-, and sixth-tier controlled foreign
corporations where the necessary ownership thresholds (as ex-
tended under the bill to these tiers) are satisfied.

Lower-tier controlléd foreign corporations

Characterization of gain on stock disposition

The bill provides that if a controlled foreign corporation is treat-
ed as having gain from the sale or exchange of stock in a foreign
corporation, the gain is treated as a dividend to the same extent
that it would have been so treated under section 1248 if the con-
trolled foreign corporation were a U.S. person. This provision, how-
ever, does not affect the determination of whether the corporation
whose stock is sold or exchanged is a controlled foreign corpora-
tion.

Thus, for example, if a U.S. corporation owns 100 percent of the
stock a foreign corporation, which owns 100 percent of the stock of
a second foreign corporation, then under the bill, any gain of the
first corporation upon a sale or exchange of stock of the second cor-
poration is treated as a dividend for purposes of subpart F income
inclusions to the U.S. shareholder, to the extent of earnings and
profits of the second corporation attributable to periods in which
the first foreign corporation owned the stock of the second foreign
corporation while the latter was a controlled foreign corporation
with respect to the U.S. shareholder. e

As another example, assume that the U.S. corporation has
always owned 40 percent of the voting stock and 60 percent of the

value of all of the stock of a foreign corporation, which has always \
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owned 40 percent of the voting stock and 60 percent of the value of
all of the stock of a second foreign corporation. All the other stock
of the foreign corporations has always been owned by foreign indi-
viduals unrelated to the U.S. corporation. In this case, the second
foreign corporation has never been a controlled foreign corpora:
tion. Therefore, none of the gain of the first corporation upon a
sale of stock of the second corporation is treated as a dividend.

Gain on disposition of stock in a related corporation created or
organized under the laws of, and having substantial part of assets
in a trade or business in, the same foreign country as the gain re-
cipient, even if recharacterized as a dividend under the bill, is not
therefore excluded from foreign personal holding company income
under the same-country exception that applies to actual dividends.

The bill provides that for purposes of this provision, a controlled
foreign corporation is treated as having sold or exchanged stock if,
under any provision of subtitle A of the Code, the controlled for-
eign corporation is treated as having gain from the sale or ex-
change of such stock. Thus, for example, if a controlled foreign cor-
poration distributes to its shareholder stock in a foreign corpora-
tion, and the distribution results in gain being recognized by the
controlled foreign corporation under section 311(b) as if the stock
were sold to the shareholder for fair market value, the bill makes
clear that for purposes of this provision, the controlled foreign cor-
poration is treated as having sold or exchanged the stock.

The bill also repeals a provision added to the Code by the Techni-
cal and Miscellaneous Revenue Act of 1988 4 (the “1988 Act”)
which, except as provided by regulations, requires a recipient of a
distribution from a controlied foreign corporation to have been a
United States shareholder of that controlled foreign corporation for
the period during which the earnings and profits which gave rise to
the distribution were generated in order to avoid treating the dis-
tribution as one coming from a noncontrolled section 902 corpora-
tion. Thus, under the bill, a controlled foreign corporation is not
treated as a noncontrolled section 902 corporation with respect to
any distribution out of its earnings and profits for periods during
which it was a controlled foreign corporation, whether or not the
recipient of the distribution was a U.S. shareholder of the corpora-
tion when the earnings and profits giving rise to the distribution
were generated.

Adjustments to basis of stock

The bill also provides that when a lower-tier controlled foreign
corporation earns subpart F income, and stock in that corporation
is later disposed of by an upper-tier controlled foreign corporation,
the resulting income inclusion of the U.S. shareholders are, under
regulations, adjusted to account for previous inclusions, in a
manner similar to the adjustments currently provided to the basis
of stock in a first-tier controlled foreign corporation. Thus, just as
the basis of a U.S. shareholder in a first-tier controlled foreign cor-
poration rises when subpart F income is earned and falls when pre-
viously taxed income is distributed, so as to avoid double taxation

4 P.L. 100-647, sec. 1012(aX10).
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of the income on a later disposition, it is intended that by regula-
tion the subpart F income from gain on the disposition of a lower-
tier controlled foreign corporaticn generally would be reduced by
income inclusions of earnings that were not subsequently distribut-
ed by the lower-tier controlled foreign corporation. It is intended
that the Secretary will have sufficient flexibility in promulgating
‘regulations under this provision to permit adjustments only in
those cases where, by virtue of the historical ownership structure
of the corporations involved, the Secretary is satisfied that the in-
clusions for which adjustments can be made can be clearly identi-
fied. '

For example, assume that a U.S person is the owner of all of the
stock of a first-tier controlled foreign corporation which, in turn, is
the sole shareholder of a second-tier controlled foreign corporation.
In year 1, the second-tier controlled foreign corporation earns $100
of subpart F income which is included in the U.S. person’s gross
income for that year. In year 2, the first-tier controlled foreign cor-
poration disposes of the second-tier controlled foreign corporation’s
stock and recognizes $300 of income with respect to the disposition.
All of that income would constitute subpart F foreign personal
holding company income. Under the bill, the Secretary is granted
regulatory authority to reduce the U.S. person’s year 2 subpart F
inclusion by $100—the amount of year 1 subpart F income of the
second-tier controlled foreign corporation that was included, in that
year, in the U.S. person’s gross income. Such an adjustment would,
in effect, allow for a step-up in the basis of the stock of the second-
tier controlled foreign corporation to the extent of its subpart F
income previously included in the U.S. person’s gross income.

~As another example, assume the same facts as in the preceding
paragraph except that in year 2, the first-tier controlled foreign
corporation distributes the stock of the second-tier controlled for-

eign corporation to the U.S. person. Assume that as a result of the

distribution, the first-tier controlled foreign corporation recognizes
taxable income of $300 under section 311(b). This income represents
subpart F income, $100 of which is due to no adjustment having
been made to the basis of the second-tier controlled foreign corpo-
ration’s stock for its year 1 subpart F income. The bill contem-
plates that in such a situation, the $300 of subpart F income would
be reduced under regulations to $200 to account for the year 1 sub-
part F income inclusion. - : v
Subpart F inclusions in year of disposition

If a U.S. sharcholder acquires the stock of a controlled foreign
corporation from another U.S. shareholder during a taxable year of
the controlled foreign corporation in which it earns subpart F
income, the bill reduces the acquirer’s subpart F inclusion for that
year by a portion of the amount of the dividend deemed (under sec.
1248) to be received by the transferor. The portion by which the in-
clusion is reduced (as is currently the case if a dividend was paid to
the previous owner of the stock) would not exceed the lesser of the
amount of dividends with respect to such stock deemed received
(under sec. 1248) by other persons during the year or the amount
determined by multiplying the subpart F income for the year by
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the proportion of the year during which the acquiring shareholder
did not own the stock.

Avoiding double inclusions in other cases

The bill clarifies the appropriate scope of regulatory authority
with respect to the treatment of cross-chain section 304 dividends
out of the earnings of controlled foreign corporations that were
previously included in the income of a U.S. shareholder under sub-
part F. The bill contemplates that in such a case, the Secretary in
his discretion may by regulation treat such dividends as distribu-
tions of previously taxed income, with appropriate basis adjust-
ments. It is also anticipated that other occasions may arise where
the exercise of similar regulatory authority may be appropriate to
avoid double income inclusions, or an inclusion or exclusion of
income without a corresponding basis adjustment. Therefore, the
bill states that, in addition to cases involving section 304, the Secre-
tary may by regulation modify the application’ of subpart F in any
other case where there would otherwise be a multiple inclusion of
any item of income (or an inclusion or exclusion without an appro-
priate basis adjustment) by reason of the structure of a U.S. share-
holder’s holdings in controlled foreign corporations or by reason of
other circumstances. The bill is not intended to create any infer-
ence as to the application of present law in these cases.

Foreign tax credit in year of receipt of previously taxed income

With respect to the present-law provisions which permit a for-
eign tax credit to be claimed in the case of a distribution of previ-
ously taxed income, the bill provides authority for Treasury regula-
tions to establish a simplified method for computing the increase in
foreign tax credit limitation that results from the application of
these provisions. It is understood that the Secretary has regulatory
flexibility in the determination of the amount of creditable foreign
taxes on or with respect to the accumulated earnings and profits of
a foreign corporation from which a distribution of previously taxed
income is made, which were not deemed paid by the domestic cor-
poration in a prior taxable year.

The bill makes clear that the regulations may require taxpayers
to use any simplified methods so established, rather than making
the use of such methods elective by taxpayers. The bill does not
mandate, however, that regulations provide such simplified meth-
ods, or in the case that such methods are provided, that they be
made uniformly applicable to all taxpayers.

For example, in certain situations the Treasury Secretary might
deem it appropriate not to require taxpayers to trace specific items
of previously taxed income of specific controlled foreign corpora-
tions and to associate those items with specific amounts of excess
foreign tax credit limitation. Rather, regulations might allow for
some sort of simplified approach for accounting for excess limita-
tion amounts (allocated to the various foreign tax credit separate
limitation categories from which they originally arose) and for uti-
lization of portions of these amounts upon distributions of previous-
ly taxed income from the same categories.
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Treatment of United States income earned by a controlled foreign
corporation :

The bill provides that an exemption or reduction by treaty of the
branch profits tax that would be imposed under section 834 on a
controlled foreign corporation does not affect the general statutory
exemption from subpart F income that is granted for U.S. source
effectively connected income. For example, assume a controlled for-
eign corporation earns income of a type that generally would be
subpart F income, and that income is earned from sources within
the United States in connection with business operations therein.
Further assume that repatriation of that income is exempted from
the U.S. branch profits tax under a provision of an applicable U.S.
income tax treaty. The bill provides that, notwithstanding the trea-
ty’s effect on the branch tax, the income is not treated as subpart F
income as long as it is not exempt from U.S. taxation (or subject to
a reduced rate of tax) under any other treaty provision. :

Indirect foreign tax credit o

The bill extends the application of the indirect foreign tax credit
(secs. 902 and 960) to certain taxes paid or accrued by certain
fourth-, fifth-, and sixth-tier foreign corporations. In general, three
requirements must be satisfied by a foreign company at any of
these tiers to qualify for the credit. First, the company must be a
controlled foreign corporation. Second, the domestic corporation re-
ferred to in section 902(a) must be a U.S. shareholder (as defined in
section 951(b)) with respect to the foreign company. Third, the
product of the percentage ownership of voting stock at each level
from the U.S. corporation down must equal at least 5 percent. The
bill limits the application of the indirect foreign tax credit below
the third tier to taxes paid or incurred in taxable years during
which the payor is a controlled foreign corporation. No inference is
intended as to the availability of indirect foreign tax credits, under
present law, for taxes paid by foreign corporations in the first
three tiers, for periods prior to the time when the present-law own-
ership requirements were met as to those corporations. All foreign
taxes paid below the sixth tier of foreign corporations remain ineli-
gible for the indirect foreign tax credit. N ’

Investments in U.S. property by contmlled foreign corporations

It is understood that a controlled foreign corporation is not treat-
ed as having repatriated foreign earnings if it invests in an obliga-
tion of an unrelated U.S. corporation. A similar rule, however, is
not applicable to an investment in an obligation of an unrelated
U.S. person other than a corporation. The bill provides that the
Treasury Department study the tax treatment of investments by
controlled foreign corporations in obligations of U.S. persons other
than corporations, and provide the Committee on Ways and Means
with a report of such study by December 31, 1993. The study is to
include the Treasury’s views as to whether those rules should be
amended insofar as they relate to the treatment of investments by
controlled foreign corporations in the obligations of U.S. persons
other than corporations, along with a discussion of the merits and
consequences of any such amendment.
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Effective Dates

Lower-tier controlled foreign corporations

The provision treating gains on dispositions of stock in lower-tier

controlled foreign corporations as dividends under section 1248
principles applies to gains recognized on transactions occurring
after date of enactment of the bill. The provision that expands
look-through treatment, for foreign tax credit limitation purposes,
of dividends from controlled foreign corporations, is effective for
distributions after the date of enactment.
. The provision providing for regulatory adjustments to U.S. share-
holder inclusions, with respect to gains of controlled foreign corpo-
rations from dispositions of stock in lower-tier controlled foreign
corporations that previously had subpart F income, is effective for
determining inclusions for taxable years of U.S. shareholders be-
ginning after December 31, 1993. Thus, the bill permits regulatory
adjustments to an inclusion occurring after the effective date to ac-
count for previous subpart F income inclusions occurring both
prior to and subsequent to the effective date of the provision.

Subpart F inclusions in year of disposition

The provision permitting dispositions of stock to be taken into
consideration in determining a U.S. shareholder’s subpart F inclu-
sion for a taxable year is effective with respect to dispositions oc-
curring after the date of enactment.

Distributions of previously taxed income

The provision allowing the Secretary to make regulatory adjust-
ments to avoid double inclusions in cases such as those to which
section 304 applies takes effect on the date of enactment.

Foreign tax credit in year of receipt of previously taxed income

The provision granting regulatory authority to establish simpli-
fied methods for determining the amount of increase in foreign tax
credit limitation resulting from a distribution of previously taxed
income is effective on the date of enactment.

Treatment of United States source income earned by a controlled
foreign corporation

The provision concerning the effect of treaty exemptions from or
reductions of the branch profits tax on the determination of sub-
part F income is effective for taxable years beginning after Decem-
ber 31, 1986.

Indirect foreign tax éi'edit

The provision which extends application of the indirect foreign
tax credit to certain controlled foreign corporations below the third
tier is effective for foreign taxes paid or incurred by controlled for-
eign corporations for taxable years of such corporations beginning
after the date of enactment. ‘

In the case of any chain of foreign corporations the taxes of
which would be eligible for the indirect foreign tax credit, under
present law or under the bill, but for the denial of indirect credits
below the third or sixth tier, as the case may be, no liquidation,
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reorganization, or similar transaction in a taxable year beginning
after the date of enactment shall have the effect of permitting
taxes to be taken into account under the indirect foreign tax credit
provisions of the Code which could not have been taken into ac-
count under those provisions but for such transaction. As one ex-
ample, no such transaction shall have the effect of permitting cred-
its for taxes which, but for such transactlon, would have been non-
creditable (given the effective date provisions of the bill) because
they are taxes of a fourth-, fifth-, or sixth-tier corporation for a
year beginning before the date that the bill is enacted. No_infer-
ence is intended regarding the creditability or noncreditability of
such taxes under present law.

3. Translation of foreign taxes intc U.S. dollar amounts (sec. 421
of the bill and secs. 905(c) and 986(a) of the Code)

Present Law

Translation of forezyn taxes

Foreign income taxes paid in foreign currencies are requlred to
be translated into U.S. dollar amounts using the exchange rate as
of the time such taxes are paid to the foreign country or U.S. pos-
session (sec. 986(a)(1)). This rule applies equally to foreign taxes
paid directly by U.S. taxpayers, which are creditable only in the
year paid or accrued (or during a carryover period), and to foreign
taxes paid by foreign corporations that are deemed paid by a U.S.
corporation, and hence creditable, in the year that the U.S. corpo-
ration receives a dividend or income inclusion.

Redetermination of foreign taxes

For taxpayers who utilize the accrual basis of accounting for de-
termining creditable foreign taxes, accrued and unpaid foreign tax
liabilities denominated in foreign currencies are translated into
U.S. dollar amounts at the exchange rate as of the last day of the
taxable year of accrual.4® In certain cases where a difference exists
between the dollar value of accrued foreign taxes and the dollar
value of those taxes when paid, a redetermination (or adjustment)
of foreign taxes is required.? Generally, such an adjustment may
be attributable to one of three causes. One such cause would be a
refund of foreign taxes. Second, a foreign tax redetermination may
be required because the amount of foreign currency units actually
paid differs from the amount of foreign currency units accrued
These first two. cases generally give rise to a so-called “section
905(c) regular adjustment.” Third, a redetermination may arise due
to fluctuations in the value of the foreign currency relative to the
dollar between the date of accrual and the date of payment giving
rise to a so-called “section 905(c) translation adjustment.”

As a general matter, a redetermination of foreign tax paid or ac-
crued directly by a U.S. person requires notification of the Internal
Revenue Service and a redetermination of U.S tax liability for the
taxable year for which the foreign tax was claimed as a credit. Ex-

% Temp. Treas. Reg sec. 1.905-3T(bX1).
47 Temp. Treas. Reg. sec. 1.905-3T(c).

g
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ceptions to this rule apply for de minimis amounts of foreign tax
redeterminations.#8 In the case of redeterminations of foreign
taxes that qualify for the deemed-paid foreign tax credit under sec-
tions 902 and 960, taxpayers generally are required to make appro-
priate adjustments to the pools of earnings and profits and foreign
taxes.49

Reasons for Szmplzfzcatzon

If each foreign income tax payment is requlred to be translated
at a separate daily exchange rate for the day of the payment, the
number of currency exchange rates that are relevant to foreign tax
credit calculations varies directly with the frequency of foreign
income tax payments. Where U.S. corporations are deemed to pay
a portion of the “pool” of foreign taxes paid by foreign corpora-
tions, the correct amount of tax in the pool is the product of each
tax payment times the relevant translation rate. The longer the
period between the time the income is earned and the time it is
repatriated to the U.S. corporation (or otherwise included in the
U.S. corporation’s income), the greater the period over which the
amounts of tax payments and translation rates are relevant to the
determination of net U.S. tax liability.

It is believed that the recordkeeping, verification, and examina-
tion burdens—both on the IRS and on taxpayers—assomated with
the advantages of deferral and the foreign tax credit (including the
indirect credit) are not insignificant. For example, if events that
happened in one year affected only the return filed for that year,
and each tax return was affected only by events that happened in
the year for which that return was filed, then presumably tax-re-
lated records would need to be mamtamed only between the time
the taxable year began and the year that the assessment period for
that year expired. On the other hand, for example, if income
earned in years 1 through 5 is taxed in year 6, then the amount of
documentation relevant to the year-6 return potentially is in-
creased five-fold, and the period over which that information must
be maintained is at least five years longer.

U.S. persons who pay foreign income taxes dlrectly and choose
the benefits of the foreign tax credit have always been required to
maintain detailed foreign tax payment documentation, including
exchange rate data for the dates on which they paid foreign income
taxes, and U.S. corporations that operate through foreign corpora-
tions have been required to maintain documentation regarding the
earnings and foreign tax payments of the foreign corporations.5°
Some have argued, however, that relief is warranted for taxpayers
that would otherwise bear the combined currency translation re-
sponsibilities applicable to direct foreign taxpayers with the ex-
tended recordkeeping responsibilities apphcable to taxpayers that
recelve the benefits of deferral.

46 Temp. Treas. Reg. sec. 1.905-3T(dX1).

4 Temp. Treas. Reg. sec. 1.905-3T(d)(2); Notice 90-26, 1990-1 C.B. 336.

5 Also, note that in Commissioner v. American Metal Co., 221 F.2d 134,141 (2d. Cir.), cert.
denied, 350 U.S. 879 (1955), where a foreign corporation kept 1ts books in U S. dollars, foreign
taxes were translated as of their payment date.
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It is believed that an appropriate response to this combination of
burdens is to permit regulatory modification of the “time of pay-
ment”’ concept in such a way that preserves the uniformity of

- treatment of branches and foreign subsidiaries of U.S, taxpayers,

but permits recourse to reasonably accurate average translation
rates for the period in which the tax payments are made. Simplifi-
cation may be provided in this way by reducing, sometimes sub-
stantially, the number of translation calculations that are required
to be made. There may be situations in which the use of an aver-
age exchange rate over a specified time period, to be applied to all
tax payments made in that currency during that period, would pro-
- vide results not substantially different than those that would be de-
rived under present law. This could result, for example, where the
value of a foreign currency as it relates to the U.S. dollar does not
. fluctuate significantly over the specified period. .

- In addition, it is believed that in certain cases, taxpayers who are
. on the accrual basis of accounting for purposes of determining
. creditable foreign taxes should be permitted to translate those
taxes into U.S. dollar amounts in the year to which those taxes
relate, and should not be required to make adjustments or redeter-
minations to those translated amounts, if actual tax payments are
made—within a reasonably short period of time—after the close of
such year. Moreover, it is believed that it is appropriate to man-
date the use of an average exchange rate for the taxable year with
respect to which such foreign taxes relate for purposes of translat-
ing those taxes. On the other hand, it is believed that a foreign tax
* not paid within a reasonably short period after the close of the
year to which the taxes relate should not be treated as a foreign
tax for such year; in'such a case permitting the foreign tax credit
for that year is less a mechanism for preventing double taxation,
and more one resulting in the avoidance of all tax. By drawing a
bright line between those foreign tax payment delays that do and
do not require a redetermination, it is believed that a reasonable
degree of certainty and clarity will be added to the law in this
area. It is anticipated that in most cases, the combination of trans-
lating accrued taxes in this manner and exempting certain transla-
tion differences from redetermination should significantly alleviate
present-law complexities, but should not provide results that are
. materially different from those that would appropriately be
reached under present law. ‘

One of the fundamental premises behind the amendments en-
acted in 1986 with respect to the translation of foreign taxes was
that foreign taxes paid by foreign corporations should be translated
in the same manner as foreign taxes paid by foreign branches of
U.S. persons. In keeping with that premise, it is believed that any
provision to allow the use of average exchange rates for this pur-
pose or to allow for translation in years to which accrued taxes
relate should be made equally applicable to foreign branches and
subsidiaries. e e B P VU SRR
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o “Explanation of Provision
In general '

The bill sets forth two sets of operating rules for the translation
of foreign taxes. The first set establishes new rules for the transla-
tion of certain accrued foreign taxes. The other set modifies the
rules of present law for translating all other foreign taxes.

Translation of foreign taxes

Translation of certain accrued foreign taxes

With respect to taxpayers who take foreign income taxes into ac-
count when accrued for purposes of determining the foreign tax
credit, the bill generally permits foreign taxes to be translated at
the average exchange rate for the taxable year to which such taxes
relate. If tax in excess of the accrued amount is actually paid, such
excess amount would be translated using the exchange rate in
effect as of the time of payment.

This set of rules does not apply (1) to taxpayers that are not on
the accrual basis for determining creditable foreign taxes, (2) with
respect to taxes of an accrual-basis taxpayer that are actually paid
in a taxable year prior to the year to which they relate, or (3) to
the extent provided in regulations, to tax payments denominated in
a currency determined to be an inflationary currency in accord-
ance with such regulations. It is intended that the Secretary will
have discretion to define “inflationary” for this purpose so as to
take into account the particular need under this provision to avoid
distortions in the computation of the foreign tax credit. In addition,
as discussed in detail below, this set of rules does not apply to, and
thus a redetermination of foreign tax is required for, any foreign
income tax paid after the date two years after the close of the tax-
able year to which such taxes relate. ,

For example, assume that in year 1 a taxpayer accrues 1,000
units of foreign tax that relate to year 1. Further assume that as of
the end of year 1 the tax is unpaid and the currency involved is not
treated as inflationary by the Secretary for translation purposes. In
this case, the bill provides that the taxpayer would translate 1,000
units of accrued foreign tax into U.S. dollars at the average ex-
change rate for year 1.5 If the 1,000 units of tax were paid by the
taxpayer in either year 2 or year 3, no redetermination of foreign
tax would be required. If, any portion of the tax so accrued re-
mained unpaid as of the end of year 3, however, the taxpayer
would be required to redetermine its foreign tax accrued in year 1
to account for the accrued but unpaid tax.

As another example, assume a taxpayer accrues 1,000 units of
foreign tax in year 2, but pays the tax in year 1. Also assume that
the tax relates to year 2. In this case, the taxpayer would translate
the tax using the exchange rate as of the time the tax is paid (i.e.,
using the applicable year 1 exchange rate) since the tax is paid in a
year prior to the year to which it relates.

As an illustration of what is meant by the taxable year to which
taxes relate, assume that a foreign corporation is charged by a for-

51 The same result would occur if the 1,000 units of tax were both aocx;ued and paid in year 1.
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eign government with an income tax of 100 units for 1993. Assume
that the currency involved is not treated as inflationary by the Sec-
retary for translation purposes under the provision. Due to a con-
test between the foreign government and the corporation that ends
in 1994, the 100 units of tax are not paid until 1994. Assume that
under the U.S. rules governing accrual, the foreign tax accrues for

1993 but does not do so until 1994.52 Under the bill, the taxes will
be translated at the rate in effect for 1993, because the taxes relate
to 1993, even though they did not accrue until 1994. If instead the
contest was over, and the taxes were accrued and paid, in 1998, the
translation rate used would be that of 1998, rather than 1993 be-
cause 1998 is more than 2 years after the end of 1993. Now assume
that the contest was over in 1998, but the taxes were deposited in
1994 and not accrued until 1998. These taxes are paid before the
beginning of the year in which the taxes were accrued (1998), but
after the year to which the taxes relate (1993). Thus, under the bill,
the taxes may be translated at the rate for the year (1993) to which
the taxes relate. If the taxes are instead paid in 1996, under the
provision they will be translated at the relevant rate for 1996 be-
cause 1996 is more than 2 years after the end of 1993.

- As an additional illustration of what is meant under the bill as
the taxable year to which taxes relate, assume that a foreign corpo-
ration accrues a foreign income tax of 100 units of noninflationary
currency for 1993. Further assume that the actual amount of for-
eign tax liability of the foreign corporation for 1993 is 110 units, all
of which is paid in 1994. Under the bill, the 110 units of foreign tax’
are translated at the rate in effect for 1993 because the taxes relate
to 1993, even though the total tax liability for that year was not
actually accrued by the taxpayer in 1993.

Finally, assume that under foreign law, a foreign income tax li-
ability accrues in 1998 under a long-term contract method of ac-
counting, but advance deposits of that liability accruing in 1998 are
made in each of the years 1993 through 1997. Under the bill, it is
intended that if the payments in 1993 through 1997 are treated as
relating to 1998, these payments are nevertheless to be translated
at the relevant rates for 1993 through 1997. Although the bill pro-
vides a rule for translation of the taxes in this case, no change is
intended as to the application of present law accounting rules for
determining the year for which the taxes are eligible for c¢redit or
deduction for U.S. income tax purposes. '

Translation of all other foreign taxes ‘

Foreign taxes not eligible for application of the preceding rules
generally are translated into U.S. dollars using the exchange rates
as of the time such taxes are paid. The bill grants the Secretary of
the Treasury authority to issue regulations that would allow for-
eign tax payments made by a foreign corporation or by a foreign
branch of a U.S. person to be translated into U.S. dollar amounts
using an average U.S. dollar exchange rate for a specified period. It
is anticipated that the applicable average exchange rate would be

52 See, e.g., Rev. Rul. 84-125, 1984-2 C.B. 125,
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the rate as published by a qualified source of exchange rate infor-
mation for the period during which the tax payments were made.

Redetermination of foreign taxes

As revised by the bill, section 905(c) requires foreign tax redeter-
minations to occur in three cases: (1) if accrued taxes when paid (in
foreign currency) differ from the amounts claimed (in foreign cur-
rency) as credits by the taxpayer, (2) if accrued taxes are not paid
before the date two years after the close of the taxable year to
which such taxes relate, and (3) if any tax paid is refunded in
whole or in part. Thus, for example, the bill provides that if at the
close of the second. taxable year after the close of the accrual year
any tax so accrued has not.-yet been paid, a foreign tax redetermi-
nation under section 905(c) is required for the amount :of such
unpaid tax. That is, the accrual of any tax that is unpaid as of that
date would be retroactively denied. In cases where a redetermina-
tion is required, as under present law, the bill specifies that the
taxpayer must notify the Secretary, who shall redetermine the
amount of the tax for the year or years affected. S

The bill provides that in the case of accrued taxes not paid
. within the date two years after the close of the taxable year to
which such taxes relate, whether or not such taxes were previously
accrued, any such taxes if subsequently paid are taken into account
for the taxable year in which paid, and no redetermination with
respect to the original year of accrual is required on account of
such payment. In such a ¢ase, those taxes would be translated into
U.S. dollar amounts using the exchange rates in effect for the
period during which such taxes are paid. Nothing in the bill is in-
tended to change present law as to the length of time after the
year to which the redetermination relates within which redeter-
minations may be made or required.5?

Effective Date

The provision is effective for taxes paid (in the case of taxpayers
using the cash basis for determining the foreign tax credit) or ac-
crued (in the case of taxpayers using the accrual basis for deter-
mining the foreign tax credit) in taxable years beginning after De-
cember 31, 1992,

With respect to taxes of an accrual-basis taxpayer that relate to
a taxable year beginning before January 1, 1993, the return for
which (if one were due) would not yet be due on date of enactment
of the bill (taking into account extensions of time to file), it is con-
templated that the Secretary would, in appropriate circumstances,
provide taxpayers with a reasonable average-rate method for trans-
lfliltir{)gllsuch taxes that are not paid until after the effective date of
the bill. :

The bill’s changes to the foreign tax redetermination rules apply
to taxes which relate to taxable years beginning after December 31,
1992. Thus, for example, the redetermination rules under the bill
do not apply to a foreign tax that relates to a taxable year begin-

53 See sec. 6501(cX5). See also, e.g., Pacific Metals Corp. v. Commissioner, 1 T.C. 1028 (1943);
Texas Co. (Caribbean) Ltd. v. Commissioner, 12 T.C. 925 (1949). : : - :



139

ning in or before 1992, even though the tax does ‘not properly
accrue until a taxable year beginning after December 31, 1992.

4. Foreign tax credit limitation under the alternative minimum
tax (sec. 422 of the bill and sec. 59(a) of the Code)

Present Law

Computing foreign tax credit limitations requires the allocation
and apportionment of deductions between items of foreign source
and U.S. source income. Foreign tax credit limitations must be
computed both for regular tax purposes and for purposes of the al-
ternative minimum tax (AMT). Consequently, after allocating and
apportioning deductions for regular tax foreign tax credit limita-
tion purposes, additional allocations and apportionments generally
must be performed in order to compute the AMT foreign tax credit
limitation. '

Reasons for Simplification

The process of allocating and apportioning deductions for pur-
poses of calculating the regular and AMT foreign tax credit limita-
tions can be complex. Taxpayers that have allocated and appor-
tioned deductions for regular tax foreign tax credit purposes gener-
ally must reallocate and reapportion the same deductions for AMT
foreign tax credit purposes, based on assets and income that reflect
AMT adjustments (including depreciation). However, the differ-
ences between regular taxable income and alternative minimum
taxable income are often relevant primarily to U.S. source income.
As a result of the combined effects of these differences, it is be-
lieved that foreign source alternative minimum taxable income
generally will not differ significantly from foreign source regular
taxable income. By permitting taxpayers to use foreign source reg-
ular taxable income in computing their AMT foreign tax credit
limitation, the bill eliminates the néed to reallocate and reappor-

tion every deduction.

Explanation of Prggisioun_ e

The bill permits taxpayers to elect to use as their AMT foreign
tax credit limitation fraction the ratio of foreign source regular
taxable income to entire alternative minimum taxable income,
rather than the ratio of foreign source alternative minimum tax-
able income to entire alternative minimum taxable income. For-
eign source regular taxable income may be used, however, only to
the extent it does not exceed entire alternative minimum taxable
income. In the event that foreign source regular taxable income
does exceed entire alternative minimum taxable income, and the
taxpayer has income in more than one foreign tax credit limitation
category, it is intended that the foreign source taxable income in
each such category generally shall be reduced by a pro rata portion
Of that excess. . e TR SRR R SR B E A A DR LT e i R R B PR

The election under the bill is available only in the first taxable
year beginning after December 31, 1993, for which the taxpayer
claims an AMT foreign tax credit. A taxpayer will be treated, for
this purpose, as claiming an AMT foreign tax credit for any tax-
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able year for which the taxpayer chooses to have the benefits of
the foreign tax credit, and in which the taxpayer is subject to the
alternative minimum tax or would be subject to the alternative
minimum tax but for the availability of the AMT foreign tax
credit. The election applies to all subsequent taxable years, and
may be revoked only with the permission of the Secretary of the
Treasury.

Effective Date

The provision applies to taxable years beginning after December
31, 1993.

5. Outbound and inbound transfers (secs. 423 and 424 of the bill
and secs. 367, 1057, and 1491-1494 of the Code)

Present Law
Outbound transfers

Corporate nonrecognition provisions

Certain types of exchanges relating to the organization, reorgani-
-zation, and liquidation of a corporation can be made without recog-
nition of gain to the corporation involved or to its shareholders. In
1932 Congress enacted an exception to the nonrecognition rules,
which became section 367 of the 1954 Code, for the case where such
an exchange involves a foreign corporation. The legislative history
indicates that the exception was enacted in order to prevent tax
avoidance that might have otherwise occurred upon the transfer of
appreciated property outside U.S. tax jurisdiction.®* Under that
provision, in determining the extent to which gain (but not loss)
was recognized in these exchanges, a foreign corporation was not
considered a corporation unless it was established to the satisfac-
tion of the IRS that the exchange was not in pursuance of a plan
having as one of its principal purposes the avoidance of Federal
income taxes.

The Code now provides that if a U.S. person transfers property to
a foreign corporation in connection with certain corporate organi-
zations, reorganizations, or liquidations, the foreign corporation
will not, for purposes of determining the extent to which gain is
recognized on such transfer, be considered to be a corporation (sec.
367(a)(1)). Various exceptions to the operation of this rule are pro-
vided, including a broad grant of authority to provide exceptions by
regulation. The statutory language has changed substantially since
1932, but it has retained in large part its primary operative
result—that of treating a foreign corporation as not a corporation.
Since corporate status is essential to qualify for the tax-free organi-
zation, reorganization, and liquidation provisions, failure to satisfy
the requirements of section 367 could result in the recognition of
gain to the participant corporations and shareholders. |

54 H.R. Rep. No. 708, 72d Cong., 1st Sess. 20 (1932).
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Excise tax on transfers to a foreign entity o
At the same time that Congress enacted the original predecessor
of current section 367, Congress also enacted an excise tax on out-
bound transfers that might not constitute income tax recognition
events even after imposition of the anti-avoidance income tax rule
adopted for corporate transactions. As in the case of the corporate
nonrecognition override provision, the purpose of the excise tax
was to check transfers of property in which there was a large ap-
preciation in value to foreign entities for the purpose of avoidance
of taxes on capital gains.* Therefore, as in the case of the corpo-
rate provision, the excise tax generally has been imposed only in
certain cases where it has been believed necessary or appropriate
to preserve U.S. tax on appreciated assets. o
Under present law, the excise tax generally applies on transfers
of property by a U.S. person to a foreign corporation—as paid-in
surplus or as a contribution to capital—or to a foreign estate, trust,
or partnership.é The tax is 35 percent of the amount of gain inher-
ent in the property transferred, but not recognized for income tax
purposes at the time of the transfer (sec. 1491). For income tax pur-
poses, the basis of the property whose appreciation and transfer
triggers the tax is not increased to account for imposition of the
The excise tax does not apply in certain cases where the transfer-
ee is exempt from U.S. tax under Code sections 501-505 (sec.
1492(1)). In addition, the excise tax does not apply in some cases
where income tax rules governing outbound transfers apply, either
by their terms or by the election of the taxpayer. Thus, the excise
tax does not apply to a transfer described in section 367, or to a
transfer not described in section 367 but with respect to which the
taxpayer elects (before the transfer) the application of principles
similar to the principles of section 367 (sec. 1492(2)). L
In addition, a taxpayer may elect (under regulations prescribed
by the Secretary) to treat a transfer described in section 1491 as a
sale or exchange of the property transferred and to recognize as
gain (but not loss) in the year of the transfer the excess of the fair
market value of the property transferred over the adjusted basis
(for determining gain) of the property in the hands of the transfer-
or (sec. 1057; Treas. Reg. sec. 7.0). To the extent that gain is recog-
nized pursuant to the election in the year of the transfer, the
transfer is not subject to the excise tax, and the basis of the proper-
~ ty in the hands of the transferee will be increased by the amount
of gain received (sec. 1492(3)). The legislative history of the elective
income recognition provision indicates that the making of an elec-
tion which has as one of its principle purposes the avoidance of
Federal income taxes is not permitted.>’ ;

55 Id. at 52.

% The Internal Revenue Service has in the past wavered on the question whether this tax
applies to a transfer to a foreign trust with respect to which the transferor is treated as the
owner under the grantor trust rules. Compare Rev. Rul. 69-450, 1969-2 C.B. 168 (holding that
such a transfer is subject to tax under section 1491); with Rev. Rul. 87-61, 1987-2 C.B. 219 (revok-
ing Rev. Rul. 69-450, and holding that such a transfer is not subject to tax under section 1491).

*7Staff of the Joint Committee on Taxation, 94th Cong., 2d Sess., General Explanation of the
Tax Reform Act of 1976, at 226 (1976). : S B
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The excise tax is due at the time of the transfer (sec. 1494(a)).
Under regulations, the excise tax may be abated, remitted, or re-
funded if the taxpayer, after the transfer, elects the application of
principles similar to the principles of secticn 367 (sec. 1494(b)).

Inbound corporate transfers

. Although the legislative history of the 1932 Act indicated a con-
cern with outbound transfers, the statutory standard for determin-
ing that a transaction did not have as one of its principal purposes
tax avoidance evolved through administrative interpretation into a
requirement that, in the case of transfers into the United States by
a foreign corporation, tax-free treatment generally would be per-
mitted only if the U.S. tax on accumulated earnings and profits
was paid. For example, in 1968, the IRS issued guidelines (Rev.
Proc. 68-23, 1968-1 C.B. 821) as to when favorable rulings “ordinari-
ly” would be issued. As a condition of obtaining a favorable ruling
with respect to certain transactions, the section 367 guidelines re-
quired the taxpayer to agree to include certain items in income
(the amount to be included was called the section 367 toll charge).
For example, if the transaction involved the liquidation of a foreign
corporation into a domestic parent corporation, a favorable ruling
was issued if the domestic parent agreed to include in its income as
a dividend for the taxable year in the which the liquidation oc-
curred the portion of the accumulated earnings and profits of the
foreign corporation which were properly attributable to the domes-
tic corporation’s stock interest in the foreign corporation (Rev.
Proc. 68-23, sec. 3.01(1); see also sec. 3.03(1)(b)).

Absence of a toll charge cn accumulated earnings of a foreign
corporation upon liquidation or asset reorganization into a U.S.
corporation clearly would permit avoidance of tax. For example, if
a U.S. corporation owns 100 percent of the stock of a U.S. subsidi-
ary, no tax is imposed either on a dividend from the subsidiary to
the parent (sec. 243) or the liquidation of the subsidiary into the
parent (secs. 332 and 337). In each case, the earnings of the subsidi-
ary already have been subject to U.S. tax jurisdiction, and the lig-
uidation provisions allow nonrecognition of gain inherent in appre-
ciated property of the subsidiary. On the other hand, if a U.S. cor-
poration owns 100 percent of the stock of a foreign subsidiary,
earnings of the subsidiary generally are not subject to current U.S.
tax. Instead, tax generally is imposed on a dividend from the sub-
sidiary to the parent, net of creditable foreign taxes. If a liquida-
tion of the subsidiary could be accomplished tax-free under the
Code, U.S. tax on its earnings would be avcided; more generally,
the parent would be able to succeed to the basis and other tax at-
tributes of the foreign corporation without having subjected to U.S.
tax jurisdiction the earnings that gave rise to those tax attributes.

Outbound transfers since the Tax Referm Act of 1976

For purposes of the transactions described above, section 367
(and its predecessors) remained largely unchanged between 1932
and 1976. In 1976, however, a number of problems caused Congress
to revise section 367. One result of the 1976 revision was to sepa-
rate the provision into 2 sets of rules: one set dealing with out-
bound transfers, where the statutory aim is to prevent the removal
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of appreciated assets or inventory from U.S. tax jurisdiction prior
to their sale (sec. 367(a)), and the other set dealing with both trans-
fers into the United States and those which are exclusively foreign
(sec. 367(b)). e
Section 367(b) now provides, in part, that in the case of certain
exchanges in connection with which there is no transfer of proper-
ty described in section 867(a)1), a foreign corporation will be con-
sidered to be a corporation except to the extent provided in regula-
tions which are necessary or appropriate to prevent the avoidance
of Federal income taxes. =~ = oo oamianae s o
Although it is clear that absence of a toll charge on accumulated
earnings of a foreign corporation upon liquidation or rebrganiza-
tion into a U.S. corporation leads to avoidance of tax, and Congress
in 1976 noted without disapproval the adoption of IRS positions
that would prevent the avoidance of tax in these cases,’® neither
section 367(b) as revised in 1976, nor its predecessors; Wwere drafted
in such a way that directly causes tax to be imposed on foreign
For examiple, assume that a U.S. corporation owns 100 percent of
the stock of a liquidating foreign corporation, and, pursuant to reg-
ulations under section 367(b), the foreign corporation is not treated
as a corporation for purposes of section 332. In that case, the U.S.
corporation would be required under the Code to recognize the dif-
ference between the basis and the value of its stock in the foreign
corporation. That gain, however, may be more or less than the ac-
cumulated earnings of the foreign corporation attributable to the
period when the U.S. corporation owned the sfock of the foreign
corporation. » COTPOr: o s, i SHOCK. QL ThE ore
Perhaps as a result, neither the present temporary regulations
nor the recently proposed regulations under section 367(b) mandate
a tax based on the accumulated earnings of a foreign corporation
that liquidates or reorganizes into a U.S. corporation. The tempo-
rary regulations allow the taxpayer to elect treatment of the for-
eign corporation as a corporation if the tax on earnings is paid. If
the taxpayer chooses not to make the election, the foreign corpora-
tion is not treated as a corporation under the relevant nonrecogni-
tion provision (e.g., sec. 332, 354), but is treated as a corporation for
other purposes, such as for purposes ‘of the basis rules (secs. 334,
358, 362), and carryover provisions (sec. 381) (Temp. Treas. Reg.
secs. 7.367(b)-5(b) and 7.367(b)-7(c)2)). The proposed regulations gen-
erally require that the foreign corporation be treated as a corpora-
tion, and permit the taxpayer to elect either to pay the tax on
earnings, or to pay tax on the gain; but if the latter option is
chosen, adjustments must be made to either net operating loss car-
ryovers, capital loss carryovers, or asset bases (Proposed Treas.
Reg. sec. 1.367(b)-3(b)(2)). ' S V

% E.g., Staff of the Joint Comm. on Taxation, 94th Cong, 2dSess, GeneralExplanatzo;zofthe
Tax Reform Act of 1976, at 264 (1976). . DS
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Reasons for Simplification

Outbound transfers

The excise tax was intended to prevent U.S. taxpayers from
transferring appreciated property to foreign entities in attempts to
avoid the payment of a capital gains tax. During the 60 years since
its enactment, the excise tax potentially due on a transfer has only
roughly approximated the income tax consequences that would
have flowed from gain recognition. In some cases the excise tax has
,been much harsher than that income tax.?® Nevertheless, it is and
has been the case that any taxpayer could properly avoid the
excise tax by subjecting itself to the income tax. It is understood
that in some cases taxpayers are subject to the excise tax only be-
cause of inadvertent failure to elect to be subject to income tax. It
is understood that in order to defeat the tax avoidance possibilities
of outbound transfers, in appropriate cases taxpayers need be sub-
ject to income tax on transfers of appreciated property to foreign

- entities, but not an excise tax.

Some have argued that partnership and trust provisions added to
the Code since 1932 generally obviate any need for either the
excise tax or any new alternative provision. However, implementa-
tion of many of those provisions requires regulations that may or
may not exist, and may or may not adequately prevent the tax
avoidance that prompted enactment of the excise tax. It is believed
that other statutes, while representing an improvement over pre-
1932 law from the standpoint of preventing abuses, do not in all
cases represent an adequate backstop where there is a failure to
elect gain recognition or application of section 367 principles.

Inbound transfers

It is believed that the uncertainty surrounding the IRS authority
to impose conditions on the treatment of a foreign corporation as a
corporation, in cases other than outbound transfers, is not suited to
prevent the avoidance of tax through the use of foreign corpora-
tions in the most straightforward fashion.

For example, assume that a U.S. corporation establishes a 100
percent-owned foreign corporation with capital of $100 cash.
Assume that the foreign corporation spends $50 on operating assets
and $50 on investment assets, and that the operating assets gener-
ate $100 of earnings and profits. Assume that the value and tax
basis of operating assets maintained by the company remains at
$50, while the value of the investment assets declines to $25, so
that the stock in the foreign corporation is worth $175. Upon liqui-
dation of the foreign corporation, assume that the taxpayer could
avail itself of a gain limitation. Potentially, the taxpayer might
achieve a double deduction of the $25 loss on the investment; once
by sheltering $25 of earnings from taxation on repatriation, and
again when the loss on the investment asset is realized upon dispo-
sition of that asset.®°

59 When the excise tax was enacted, the income tax on capital gains of individuals was 12.5
percent; the excise tax was 25 percent (Revenue Act of 1932, secs. 101 and 901).
% Cf. Tech. Advice Memo. 3003005 (Sept. 28, 1989).
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It is understood that the ambiguity of the statute in this case
may foster complexity. For example, in the absence of regulations,
the statute authorizes treatment of the foreign corporation as a
corporation, and non-taxation of any earnings of the foreign corpo-
ration. To prevent this clear avoidance of tax, the IRS is authorized
to provide for a different treatment of the foreign corporation by
regulations. On one hand, it could be argued that the most the IRS
can do in this case is to treat the transaction as if section 332 did
not exist (resulting in gain recognition to the parent of $75). On the
other hand, it could be argued that the Secretary is authorized to
mandate the treatment of the foreign corporation as a corporation,
subject to whatever regulations are necessary or appropriate to
prevent the avoidance of tax on the repatriated earnings. One
result of the ambiguity is a recently proposed regulation under
which $75 of the earnings are taxed upon the liquidation, with the
remaining $25 of earnings subject to future tax through a mandato-
ry reduction of certain tax attributes, such as bases in the operat-
ing assets. It is believed that requiring full taxation of the repatri-
ated earnings is reasonable as a matter of the historic function of
section 367 to prevent tax avoidance in inbound cases, and that
such tax-avoidance can be prevented more directly and simply by
explicitly authorizing the IRS to dispense with the gain limitation
in appropriate cases. B

Explanatién of Provisions

Outbound transfers

The bill repeals the excise tax on outbound transfers. In its
place, the bill requires the full recognition of gain on a transfer of
property by a U.S. person to a foreign corporation as paid-in sur-
plus, or as a contribution to capital, or to a foreign estate, trust, or
partnership.®! The Secretary may, however, in lieu of applying this
full recognition rule, provide regulations under which principles
similar to the principles of section 367 shall apply to any such
transfer. Moreover, the Secretary may provide rules under which
recognition of gain will not be triggered by section 1491 in cases
where the Secretary is satisfied that application of other Code rules
(such as those relating to partnerships or trusts) will prevent the
avoidance of tax consistent with the purposes of the bill. Full recog-
nition of gain can also be avoided in the case of a transfer de-
scribed in section 367. It is anticipated that prior to the promulga-
tion of regulations, the Secretary generally will continue to permit
taxpayers to elect the application of principles similar to the prin-
ciples of section 367, provided the election is made by the time for
filing the income tax return for the taxable year of the transfer.

Inbound transfers

The bill provides that in the case of certain corporate organiza-
tions, reorganizations, and liquidations described in section 332,

¢ By converting the excise tax to a recognition rule for income tax purposes, it is not intend-
ed to affect the outcome of the question, should the Internal Revenue Service choose to revisit it,
of whether tax may be incu upon a transfer of appreciated property to a foreign trust with
respect to which the transferor is treated as the owner under the grantor trust rules. )
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351, 354, 355, 356, or 361 in which the status of a foreign corpora-
tion as a corporation is a condition for nonrecognition by a party to
the transaction, income shall be recognized to the extent provided
in regulations prescribed by the Secretary which are necessary or
appropriate to prevent the avoidance of Federal income taxes. This
provision is limited in its application, under the bill, so as not to
apply to a transaction in which the foreign corporation is not treat-
ed as a corporation under section 367(a)(1). Thus, the bill permits
the IRS to provide by regulations for recognition of income, with-
out regard to the amount of gain that would be recognized in the
absence of the relevant nonrecognition provision listed above. As
under current law, such regulations will be subject to normal court
review as to whether they are necessary or appropriate for the pre-
vention of avoidance of Federal income taxes. o
In addition, the bill clarifies that rules for income recognition
under section 367(b) may also be applied in a case involving a
transfer literally described in section 367(a)(1), where necessary or
appropriate to prevent the avoidance of Federal income taxes.®*

Effective Date

The provision that amends the outbound rules and repeals the
excise tax applies to transfers after date of enactment. The provi-
sion that amends section 367(b) applies to transfers after December
31, 1993.

62 See Temp. Treas. Reg. sec. 7.867(b)4(b); Proposed Treas. Reg. sec. i.36‘7(a)-3(a). R



TITLE V. TREATMENT OF INTANGIBLES

1. Amortization of gﬁodwill and certain other intangibles (sec. 501
of the bill and new sec. 197 of the Code) _

) ' Present Law

In determining taxable income for Federal income tax purposes,
a taxpayer is allowed depreciation or amortization deductions for
the cost or other basis of intangible property that is used in a trade
or business or held for the production of income if the property has
a limited useful life that may be determined with reasonable accu-
racy. No depreciation or amortization deductions are allowed with
respect to goodwill or going concern value. '

. -Reasons for Simplification

The Federal income tax treatment of the costs of acquiring intan-
gible assets is a source of considerable controversy between taxpay-
ers and the Internal Revenue Service. Disputes arise concerning (1)
whether an amortizable intangible asset exists; (2) in the case of an
acquisition of a trade or business, the portion of the purchase price
that is allocable to an amortizable intangible asset; and (3) the
proper method and period for recovering the cost of an amortizable
intangible asset. o

It is believed that much of the controversy that arises under
present law with respect to acquired intangible assets could be
eliminated by specifying a single method and period for recovering
the cost of most acquired intangible assets and by treating acquired
goodwill and going concern value as amortizable intangible assets.
It is also believed that there is no need at this time to change the
Federal income tax treatment of self-created intangible assets, such
as goodwill that is created through advertising and other similar
expenditures. , Tt AT IPC P e e o

Accordingly, the bill requires the cost of most acquired intangible
assets, including goodwill and going concern value, to be amortized
ratably over a 14-year period. It is recognized that the useful lives
of certain acquired intangible assets to which the bill applies may
be shorter than 14 years, while the useful lives of other acquired
intangible assets to which the biil applies may be longer than 14
years. The 14-year amortization period was selected so that the bill
would be approximately revenue neutral over the next five fiscal
years. LT

... Explanation of Provision =

In general ) e S e 4 S sttt b b e s ot
The bill allows an amortization deduction with respect to the
capitalized costs of certain intangible property (defined as a “sec-
‘ 147 : . A ey T
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tion 197 intangible”) that is acquired by a taxpayer and that is
held by the taxpayer in connection with the conduct of a trade or
business or an activity engaged in for the production of income.
The amount of the deduction is determined by amortizing the ad-
justed basis (for purposes of determining gain) of the intangible rat-
ably over a 14-year period that begins with the month that the in-
tangible is acquired.® No other depreciation or amortization deduc-
tion is allowed with respect to a section 197 intangible that is ac-
quired by a taxpayer.

In general, the bill applies to a section 197 intangible acquired by
a taxpayer regardless of whether it is acquired as part of a trade or
business. In addition, the bill generally applies to a section 197 in-
tangible that is treated as acquired under section 338 of the Code.
The bill generally does not apply to a section 197 intangible that is
created by the taxpayer if the intangible is not created in connec-
tion with a transaction (or series of related transactions) that in-
volves the acquisition of a trade or business or a substantial por-
tion thereof.

Except in the case of amounts paid or incurred under certain
covenants not to compete (or under certain other arrangements
that have substantially the same effect as covenants not to com-
pete) and certain amounts paid or incurred on account of the trans-
fer of a franchise, trademark, or trade name, the bill generally
does not apply to any amount that is otherwise currently deducti-
ble (i.e., not capitalized) under present law.

No inference is intended as to whether a depreciation or amorti-
zation deduction is allowed under present law with respect to any
intangible property that is either included in, or excluded from, the
definition of a section 197 intangible. In addition, no inference is
intended as to whether an asset is to be considered tangible or in-
tax(ligible property for any other purpose of the Internal Revenue
Code.

Definition of section 197 intangible

In general

The term ‘“‘section 197 intangible” is defined as any property that
is included in any one or more of the following categories: (1) good-
will and going concern value; (2) certain specified types of intangi-
ble property that generally relate to workforce, information base,
know-how, customers, suppliers, or other similar items; (3) any li-
cense, permit, or other right granted by a governmental unit or an
agency or instrumentality thereof; (4) any covenant not to compete
(or other arrangement to the extent that the arrangement has sub-
stantially the same effect as a covenant not to compete) entered
into in connection with the direct or indirect acquisition of an in-
terest in a trade or business (or a substantial portion thereof); and
(5) any franchise, trademark, or trade name.

Certain types of property, however, are specifically excluded
from the definition of the term ‘“‘section 197 intangible.” The term
“section 197 intangible” does not include: (1) any interest in a cor-

63 In the case of a short taxable year, the amortization deduction is to be based on the
number of months in such taxable year. -
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poration, partnership, trust, or estate; (2) any interest under an ex-
isting futures contract, foreign currency contract, notional princi-
pal contract; interest rate swap, or other similar financial contract;
(3) any interest in land; (4) certain computer software; (5) certain
interests in films, sound recordings, video tapes, books, or other
similarproperty; (6) certain rights to receive tangible property or .
services; (7) certain interests in patents or copyrights; (8) any inter-
est under an existing lease of tangible property; (9) any interest
under an existing indebtedness (except for the deposit base and
similar items of a financial institution); (10) a franchise to engage
in any professional sport, and any item acquired in connection with
such a franchise; and (11) certain transaction costs.

In addition, the Treasury Department is authorized to issue regu-
lations that exclude certain rights of fixed duration or amount
from the definition of a section 197 intangible. ' o

Goodwill and going concern value

For purposes of the bill, goodwill is the value of a trade or busi-
ness that is attributable to the expectancy of continued customer
patronage, whether due to the name of a trade or business, the rep-
utation of a trade or business, or any other factor. . e

In addition, for purposes of the bill, going concern value is the
additional element of value of a trade or business that attaches to
property by reason of its existence as an integral part of a going
concern. Going concern value includes the value that is attributa-
ble to the ability of a trade or business to continue to function and
generate income without interruption notwithstanding a change in
ownership. Going concern value also includes the value that is at-
tributable to the use or availability of an acquired trade or busi-
ness (for example, the net earnings that otherwise would not be re-
ceived during any period were the acquired trade or business not
available or operational). :

Workforce, information base, know-how, customer-based in-
tangibles, supplier-based intangibles and other similar
items v .

Workforce—The term “section 197 intangible” includes work-
force in place (which is sometimes referred to as agency force or
assembled workforce), the composition of a workforce (for example,
the experience, education, or training of a workforce), the terms
and conditions of employment whether contractual or otherwise,
and any other value placed on employees or any of their attributes.
Thus, for example, the portion (if any) of the purchase price of an
acquired trade or business that is attributable to the existence of a
highly-skilled workforce is to be amortized over the 14-year period
specified in the bill. As a further example, the cost of acquiring an
existing employment contract (or contracts) or a relationship with
employees or consultants (including but not limited to any “key
employee’ contract or relationship) as part of the acquisition of a
trade or business is to be amortized over the 14-year period spevi-
fied in the bill.

Information base.—The term “section 197 intangible” includes
business books and records, operating systems, and any other infor-
mation base including lists or other information with respect to
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current or prospective customers (regardless of the method of re-
cording such information). Thus, for example, the portion (if any) of
the purchase price of an acquired trade or business that is attribut-
able to the intangible value of technical manuals, training manuals
or programs, data files, and accounting or inventory control sys-
tems is to be amortized over the 14-year period specified in the bill.
As a further example, the cost of acquiring customer lists, subscrip-
tion lists, insurance expirations,® patient or client files, or lists of
newspaper, magazine, radio or television advertisers is to be amor-
tized over the 14-year period specified in the bill.

Know-how.—The term “section 197 intangible” includes any
patent, copyright, formula, process, design, pattern, know-how,
format, or other similar item. For this purpose, the term “section
197 intangible” is to include package designs, computer software,
‘and any interest in a film, sound recording, video tape, book, or
other similar property, except as specifically provided otherwise in
the bill. %

Customer-based intangibles.—The term “section 197 intangible”
includes any customer-based intangible, which is defined as the
composition of market, market share, and any other value result-
ing from the future provision of goods or services pursuant to rela-
tionships with customers (contractual or otherwise) in the ordinary
course of business. Thus, for example, the portion (if any) of the
purchase price of an acquired trade or business that is attributabie
to the existence of customer base, circulation base, undeveloped.
market or market growth, insurance in force, mortgage servicing
contracts, investment management contracts, or other relation-
ships with customers that involve the future provision of goods or
services, is to be amortized over the 14-year period specified in the
bill. On the other hand, the portion (if any) of the purchase price of
an acquired trade or business that is attributable to accounts re-
ceivable or other similar rights to income for those goods or serv-
ices that have been provided to customers prior to the acquisition
gfl 1a16 61:rade or business is not to be taken into account under the

111.

In addition, the bill specifically provides that the term “custom-
er-based intangible” includes the deposit base and any similar asset
of a financial institution. Thus, for example, the portion (if any) of
the purchase price of an acquired financial institution that is at-
tributable to the checking accounts, savings accounts, escrow ac-
counts and other similar items of the financial institution is to be
amortized over the 14-year period specified in the bill.

Supplier-based intangibles—The term ‘“section 197 intangible”
includes any supplier-based intangible, which is defined as the
value resulting from the future acquisition of goods or services pur-
suant to relationships (contractual or otherwise) in the ordinary

¢ Insurance expirations are records that are maintained by insurance agents with respect to
insurance customers. These records generally include information relating to the type of insur--
ance, the amount of insurance, and the expiration date of the ingurance.

6 See below for a description of the exceptions for certain patents, certain computer software,
and certain interests in films, sound recordings, video tapes, books, or other similar property.

% As under present law, the portion of the purchase price of an acquired trade or business
that is attributable to accounts receivable is to be allocated among such receivables and is to be
taken into account as payment is received under-each receivable or at the time that a receivable
becomes worthless.
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course of business with suppliers of goods or services to be used or
sold by the taxpayer. Thus, for example, the portion (if any) of the
purchase price of an acquired trade or business that is attributable
to the existence of a favorable relationship with persons that pro-
vide distribution services (for example, favorable shelf or display
space at a retail outlet), the existence of a favorable credit rating,
or the existence of favorable supply contracts, is to be amortized
over the 14-year period specified in the bill.®” , S

Other similar items.—The term “section 197 intangible” also in- -
cludes any other intangible property that is similar to workforce,
information base, know-how, customer-based intangibles, or suppli-
er-based intangibles. T,

. Licenses, permits, and other rights granted by governm ni
*Ri A *‘:«l“tnits o »' ,'V . : - ‘ v’w, .;.w«/,, g k!

The term ‘‘section 197 intangible” also includes any license,
permit, or other right granted by a governmental unit or any
agency or instrumentality thereof (even if the right is granted for
an indefinite period or the right is reasonably expected to be re-
newed for an indefinite period).®® Thus, for example, the capitalized
cost of acquiring from any person a liquor license, a taxi-cab medal-
lion (or license), an airport landing or takeoff right (which is some-
times referred to as a slot), a regulated airline route, or a television
or radio broadcasting license is to be amortized over the l4-year
period specified in the bill. For purposes of the bill, the issuance or
renewal of a license, permit, or other right granted by a govern-
mental unit or an agency or instrumentality thereof is to be consid-
ered an acquisition of such license, permit, or other right.

Covenants not to compete and other similar arrangements

The term “‘section 197 intangible” also includes any covenant not
to compete (or other arrangement to the extent that the arrange-
ment has substantially the same effect as a covenant not to com-
pete; hereafter “other similar arrangement”) entered into in con-
nection with the direct or indirect acquisition of an interest in a
trade or business (or a substantial portion thereof). For this pur-
pose, an interest in a trade or business includes not only the assets
of a trade or business, but also stock in a corporation that is _en-
gaged in a trade or business or an interest in a partnership that is
engaged in a trade or business. - ‘ P T

Any amount that is paid or incurred under a covenant not fo
compete (or other similar arrangement) entered into in connection
with the direct or indirect acquisition of an interest in a trade or
business (or a substantial portion thereof) is chargeable to capital
account and is to be amortized ratably over the 14-year period spec-
ified in the bill. In addition, any amount that is paid or incurred
under a covenant not to compete (or other similar arrangement)
after the taxable year in which the covenant (or other similar ar-

57 See below, however, for a description of the exception for certain rights to receive tangible
property or services from another person. :

% A right granted by a governmental unit or an agency or instrumentality thereof that con-
stitutes an interest in land or an interest under a lease of tangible property is excluded from the
definition of a section 197 intangible. See below for a description of the exceptions for interests
in land and for interests under leases of tangible property.
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rangement) was entered into is to be amortized ratably over the re-
maining months in the 14-year amortization period that applies to
the covenant (or other similar arrangement) as of the beginning of
the month that the amount is paid or incurred.

For purposes of this provision, an arrangement that requires the
former owner of an interest in a trade or business to continue to
perform services (or to provide property or the use of property) that
benefit the trade or business is considered to have substantially the
same effect as a covenant not to compete to the extent that the
amount paid to the former owner under the arrangement exceeds
the amount that represents reasonable compensation for the serv-
ices actually rendered (or for the property or use of property actu-
ally provided) by the former owner. As under present law, to the
extent that the amount paid or incurred under a covenant not to
compete (or other similar arrangement) represents additional con-
sideration for the acquisition of stock in a corporation, such
amount is not to be taken into account under this provision but,
instiad, is to be included as part of the acquirer’s basis in the
stock.

Franchises, trademarks, and trade names

The term “section 197 intangible” also includes any franchise,
trademark, or trade name. For this purpose, the term “franchise”
is defined, as under present law, to include any agreement that
provides one of the parties to the agreement the right to distribute,
sell, or provide goods, services, or facilities, within a specified
area.69 In addition, as provided under present law, the renewal of a
franchise, trademark, or trade name is to be treated as an acquisi-
tion of such franchise, trademark, or the name.”®

The bill continues the present-law treatment of certain contin-
gent amounts that are paid or incurred on account of the transfer
of a franchise, trademark, or trade name. Under these rules, a de-
duction is allowed for amounts that are contingent on the produc-
tivity, use, or disposition of a franchise, trademark, or trade name
only if (1) the contingent amounts are paid as part of a series of
payments that are payable at least annually throughout the term
of the transfer agreement, and (2) the payments are substantiaily
equal in amount or payable under a fixed formula.” Any other
amount, whether fixed or contingent, that is paid or incurred on
account of the transfer of a franchise, trademark, or trade name is
chargeable to capital account and is to be amortized ratably over
the 14-year period specified in the bill.

Exceptions to the definition of a section 197 intangible

In general—The bill contains several exceptions to the definition
of the term “section 197 intangible.” Several of the exceptions con-
tained in the bill apply only if the intangible property is not ac-

0 Section 1253(b)(1) of the Code.

7 Only the costs incurred in connection with the renewal, however, are to be amortized over
the 14-year period that begins with the month that the franchise, trademark, or trade name is
renewed. Any costs incurred in connection with the issuance (or an earlier renewal) of a fran-
chise, trademark, or trade name are to continue to be taken into account over the remaining
portion of the amortization period that began at the time of such issuance (or earlier renewal).

71 Section 1253(d)(1) of the Code.

Ww»
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quired in a transaction (or series of related transactions) that in-
volves the acquisition of assets which constitute a trade or business
or a substantial portion of a trade or business. It is anticipated that
the Treasury Department will exercise its regulatory authority to
require any intangible property that would otherwise be excluded
from the definition of the term ‘“‘section 197 intangible” to be taken
into account under the bill under circumstances where the acquisi-
tion of the intangible property is, in and of itself, the acquisition of
an asset which constitutes a trade or business or a substantial por-
tion of a trade or business. ot
The determination of whether acquired assets constitute a sub-
stantial portion of a trade or business is to be based on all of the
facts and circumstances, including the nature and the amount of
the assets acquired as well as the nature and amount of the assets
retained by the transferor. It is not intended, however, that the
value of the assets acquired relative to the value of the assets re-
tained by the transferor is determinative of whether the acquired
assets constitute a substantial portion of a trade or business.
For purposes of the bill, a group of assets is to constitute a trade
or business if the use of such assets would. constitute a trade or
business for purposes of section 1060 of the Code (i.e., if the assets
are of such a character that goodwill or going concern value could
under any circumstances attach to the assets). In addition, the ac-
quisition of a franchise, trademark or trade name is to constitute
the acquisition of a trade or business or a substantial portion of a
trade or business. : T T
In determining whether a taxpayer has acquired an intangible
asset in a transaction (or series of related transactions) that in-
volves the acquisition of assets that constitute a trade or business
or a substantial portion of a trade or business, only those assets ac-
quired in a transaction (or a series of related transactions) by a tax-
payer (and persons related to the taxpayer) from the same person
(and any related person) are to be taken into account. In addition,
any employee relationships that continue (or covenants not to com-
pete that are entered into) as part of the transfer of assets are to
be taken into account in determining whether the transferred
assets constitute a trade or business or a substantial portion of a
trade or business. : ; : »
Interests in a corporation, partnership, trust, or estate.—The term
“section 197 intangible” does not include any interest in a corpora-
tion, partnership, trust, or estate. Thus, for example, the bill does
not apply to the cost of acquiring stock, partnership interests, or
interests in a trust or estate, whether or not such interests are reg-
ularly traded on an established market.” '
Interests under certain financial contracts.—The term “section
197 intangible” does not include any interest under an existing fu-
tures contract, foreign currency contract, notional principal con-
tract, interest rate swap, or other similar financial contract, wheth-
er or not such interest is regularly traded on an established
market. Any interest under a mortgage servicing contract, credit

2 A temporal interest in property, outright or in trust, may not be used to convert a section
197 intangible into property that is amortizable more rapidly than ratably over the 14-year
period specified in the bill.

62-209 O - 93 - 6
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card servicing contract or other contract to service indebtedness
issued by another person, and any interest under an assumption re-
insurance contract” is not excluded from the definition of the
term “section 197 intangible” by reason of the exception for inter-
ests under certain financial contracts.

Interests in land.—The term ‘“‘section 197 intangible” does not in-
clude any interest in land. Thus, the cost of acquiring an interest
in land is to be taken into account under present law rather than
under the bill. For this purpose, an interest in land includes a fee
interest, life estate, remainder, easement, mineral rights, timber
rights, grazing rights, riparian rights, air rights, zoning variances,
and, any other similar rights with respect to land. An interest in
land is not to include an airport landing or takeoff right, a regulat-
ed airline route, or a franchise to provide cable television services.

The costs of acquiring licenses, permits, and other rights relating
to improvements to land, such as building constructicn or use per-
mits, are to be taken into account in the same manner as the un-
derlying improvement in accordance with present law.

Certain computer software.—The term “section 197 intangible”
does not include computer software (whether acquired as part of a
trade or business or otherwise) that (1) is readily available for pur-
chase by the general public; (2) is subject to a non-exclusive license;
and (3) has not been substantially modified. In addition, the term
“section 197 intangible” does not include computer software which
is not acquired in a transaction (or a series of related transactions)
that involves the acquisition of assets which constitute a trade or
business or a substantial portion of a trade or business.

For purposes of the bill, the term “computer software” is defined
as any program (i.e., any sequence of machine-readable code) that
is designed to cause a computer to perform a desired function. The
term “computer software” includes any incidental and ancillary
rights with respect to computer software that (1) are necessary to
effect the legal acquisition of the title to, and the ownership of, the
computer software, and (2) are used only in connection with the
computer software. The term “computer software” does not include
any data base or similar item (other than a data base or item that
is in the public domain and that is incidental to the software™ re-
gardless of the form in which it is maintained or stored. '

If a depreciation deduction is allowed with respect to any com-
puter software that is not a section 197 intangible, the amount of
the deduction is to be determined by amortizing the adjusted basis
of the computer software ratably over a 36-month period that
begins with the month that the ccmputer software is placed in
service. For this purpose, the cost of any computer software that is
taken into account as part of the cost of computer hardware or
other tangible property under present law is to continue to be
taken into account in such manner under the bill. In addition, the
cost of any computer software that is currently deductible (i.e., not
capitalized) under present law is to continue to be taken into ac-
count in such manner under the Lill.

7 See below for a description of the “Trcatment of assumption reinsurance contracts.”
™ For example, a data base would not irciude a dictionary feature used to spell-check a word
processing program.
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Certain interests in films, sound recordings, video tapes, books, or
other similar property.—The term “section 197 intangible” does not
include any interest (including an interest as a licensee) in a film,
sound recording, video tape, book, or other similar property (includ-
ing the right to broadcast or transmit a live event) if the interest is
not acquired in a transaction (or a series of related transactions)
that involves the acquisition of assets which constitute a trade or
business or a substantial portion of a trade or business.

Certain rights to receive tangible property or services.—The term
“section 197 intangible” does not include any right to receive tangi-
ble property or services under a contract (or any right to receive
tangible property or services granted by a -governmental unit or an
agency or instrumentality thereof) if the right is not acquired in a
transaction (or a series of related transactions) that involves the ac-
quisition of assets which constitute a trade or business or a sub-
stantial portion of a trade or business.

If a depreciation deduction is allowed with respect to a right to
receive tangible property or services that is not a section 197 intan-
gible, the amount of the deduction is to be determined in accord-
ance with regulations to be promulgated by the Treasury Depart-
ment. It is anticipated that the regulations may provide that in the
case of an amortizable right to receive tangible property or services
in substantially equal amounts over a fixed period that is not re-
newable, the cost of acquiring the right will be taken into account
ratably over such fixed period. It is also anticipated that the regu-
lations may provide that in the case of a right to receive a fixed
amount of tangible property or services over an unspecified period,
the cost of acquiring such right will be taken into account under a
method that allows a deduction based on the amount of tangible
property or services received during a taxable year compared to
the total amount of tangible property or services to be received.

For example, assume that a taxpayer acquires from another
person a favorable contract right of such person to receive a speci-
fied amount of raw materials each month for the next three years
(which is the remaining life of the contract) and that the right to
receive such raw materials is not acquired as part of the acquisi-
tion of assets that constitute a trade or business or a substantial
portion thereof (i.e., such contract right is not a section 197 intangi-
ble). It is anticipated that the taxpayer may be required to amor-
tize the cost of acquiring the contract right ratably over the three-
year remaining life of the contract. Alternatively, if the favorable
contract right is to receive a specified amount of raw materials
during an unspecified perlod it is anticipated that the taxpayer
may be required to amortize the cost of acquiring the contract
right by multiplying such cost by a fraction, the numerator of
which is the amount of raw materials received under the contract
during any taxable year and the denominator of which is the total
amount of raw materials to be received under the contract. ,

It is also anticipated that the regulations may require a taxpayer
under appropriate circumstances to amortize the cost of acquiring
a renewable right to receive tangible property or services over a
period that includes all renewal options exercisable by the taxpay-
er at less than fair market value.
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Certain interests in patents or copyrights.—The term “section 197
intangible” does not include any interest in a patent or copyright
which is not acquired in a transaction (or a series of related trans-
actions) that involves the acquisition of assets which constitute a
trade or business or a substantial portion of a trade or business.

If a depreciation deduction is allowed with respect to an interest
in a patent or copyright and the interest is not a section 197 intan-
gible, then the amount of the deduction is to be determined in ac-
cordance with regulations to be promulgated by the Treasury De-
partment. It is expected that the regulations may provide that if
the purchase price of a patent is payable on an annual basis as a
fixed percentage of the revenue derived from the use of the patent,
then the amount of the depreciation deduction allowed for any tax-
able year with respect to the patent equals the amount of the roy-
alty paid or incurred during such year.?s

Interests under leases of tongible property.—The term “section
197 intangible” does not include any interest as a lessor or lessee
under an existing lease of tangible property (whether real or per-
sonal).” The cost of acquiring an interest as a lessor under a lease
of tangible property where the interest as lessor is acquired in con-
nection with the acquisition of the tangible property is to be taken
into account as part of the cost of the tangible property. For exam-
ple, if a taxpayer acquires a shopping center that is leased to ten-
ants operating retail stores, the portion (if any) of the purchase
price of the shopping center that is attributable to the favorable at-
tributes of the leases is to be taken into account as a part of the
basis of the shopping center and is to be taken into account in de-
termining the depreciation deduction allowed with respect to the
shopping center.

The cost of acquiring an interest as a lessee under an existing
lease of tangible property is to be taken into account under present
law (see section 178 of the Code and Treas. Reg. sec. 1.162-11(a))
rather than under the provisions of the bill.”” In the case of any
interest as a lessee under a lease of tangible property that is ac-
quired with any other intangible property (either in the same
transaction or series of related transactions), however, the portion
of the total purchase price that is allocable to the interest as a
lessee is not to exceed the excess of (1) the present value of the fair
market value rent for the use of the tangible property for the term
of the lease,” over (2) the present value of the rent reasonably ex-
pected to be paid for the use of the tangible property for the term
of the lease.

Interests under indebtedness.—The term “section 197 intangible”
does not include any interest (whether as a creditor or debtor)

> See Associated Patentees, Inc., 4 T.C. 979 (1945); and Rev. Rul. 67-136, 1967-1 C.B. 58.

76 The bill provides that a sublease is to be treated in the same manner as a lease of the
underlying property. Thus, the term “section 197 intangible” does not include any interest as a
sublessor or sublessee of tangible property.

" The lease of a gate at an airport for the purpose of loading and unloading passengers and
cargo is a lease of tangible property for this purpose. It is anticipated that such treatment will
serve as guidance to the Internal Revenue Service and taxpayers in resolving existing disputes.

*® In no event is the present value of the fair market value rent for the use of the tangible
property for the term of the lease to exceed the fair market value of the tangible property as of
the date of acquisition. The present value of such rent is presumed to be less than the value of
the tangible property if the duration of the lease is less than the economic useful life of the
property.
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under any indebtedness that was in existence on the date that the
interest was acquired.” Thus, for example, the value of assuming
an existing indebtedness with a below-market interest rate is to be
taken into account under present law rather than under the bill.
In addition, the premium paid for acquiring the right to receive an
above-market rate of interest under a debt instrument may be
taken into account under section 171 of the Code, which generally
allows the amount of the premium to be amortized on a yield-to-
maturity basis over the remaining term of the debt instrument.
This exception for interests under existing indebtedness does not
apply to the deposit base and other similar items of a financial in-
stitution.

Professional sports franchises.—The term ° ‘section 197 intangi-
ble” does not include a franchise to engage in professional baseball,
basketball, football, or other professional sport, and any item ac-
quired in connection with such a franchise. Consequently, the cost
of acquiring a professional sports franchise and related assets (in-
cluding any goodwill, going concern value, or other section 197 in-
tangibles) is to be allocated among the assets acquired as provided
under present law (see, for example, section 1056 of the Code) and
is to be taken into account under the provisions of present law.

Certain transaction costs.—The term section 197 intangible does
not include the amount of any fees for professional services, and
any transaction costs, incurred by partles toa transactlon with re-
spect to which any portion of the gain or loss is not recognized
under part III of subchapter C. This provision addresses a concern
that some taxpayers might attempt to contend that the 14-year am-
ortization provided by the provision applies to any such amounts
that may be required to be capitalized under present law but that
do not relate to any asset with a readily identifiable useful life.®°
The exception is provided solely to clarify that section 197 is not to
be construed to provide 14-year amortization for any such amounts.
No inference is intended that such amounts would (but for this pro-
vision) be properly characterized as amounts eligible for such 14-
year amortization, nor is any inference intended that any amounts
not specified in this provision should be so characterized. In addi-
tion, no inference is intended regarding the proper treatment of
professional fees or transaction costs in other circumstances under
present law. )

Regulatory authority regarding rights of fixed term or duration.—
The bill authorizes the Treasury Department to issue regulations
that exclude a right received under a contract, or granted by a gov-
ernmental unit or an agency or instrumentality thereof, from the
definition of a section 197 intangible if (1) the right is not acquired
in a transaction (or a series of related transactions) that involves
-the acquisition of assets which constitute a trade or business (or a
substantial portion thereof) and (2) the right either (A) has a fixed
duration of less than 14 years or (B) is fixed as to amount * and

7 For purposes of this exception, the term ° lnterest under any ex1st1ng mdebbedness is to
include mortiage servicin, nghts to the extent that the rights are stripped coupons under sec-
tlon 1286 of the Code. See v. Rul. 91-46, 1991-2 C.B. 358.

0 See, e.g., INDOPCO, Inc v. Commnssxoner, 112 S. Ct. 1039 (1992).

81 For example an emission allowance granted a public utility under Title IV of the Clean
Air Act Amendments of 1990 is a right that is limited in amount within the meanmg of this
provision, because each allowance grants a right to a fixed amount of emissions. S
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the cost is properly recoverable (without regard to this provision)
under a method similar to the unit of production method.

Generally, it is anticipated that the mere fact that a taxpayer
will have the opportunity to renew a contract or other right on the
same terms as are available to others, in a competitive auction or
similar process that is designed to reflect fair market value and in
which the taxpayer is not contractually advantaged, will not be
taken into account in determining the duration of such right or
whether it is for a fixed amount. However, the fact that competi-
tive bidding occurs at the time of renewal and that there are or
may be modifications in price (or in terms or requirements relating
to the right that increase the cost to the bidder) shall not be within
the scope of the preceding sentence unless the bidding also actually
produces a fair market value price comparable to the price that
would obtain if the rights were purchased immediately after re-
‘newal from a person (other than the person granting the renewal)
in an arm’s length transaction. Furthermore, it is expected that, as
under present law, the Treasury Department will take into account
all the facts and circumstances, including any facts indicating an
actual practice of renewals or expectancy of renewals.

For example, assume Company A enters into a license with Com-
pany B to use certain know-how developed by B. In addition,
assume that the license is for five years, that the license cannot be
renewed by A except on terms that are fully available to A’s com-
petitors and that the price paid by A will reflect the arm’s length
price that a third party would pay A for the license immediately
after renewal. Finally, assume that the license does not constitute
a substantial portion of a trade or business and is not entered into
as part of a transaction (or series of related transactions) that con-
stitute the acquisition of a trade or business or substantial portion
thereof. It is anticipated that in these circumstances the regula-

_tions will provide that the license is not a section 197 intangible
because it is of fixed duration. _ ‘ ‘

The regulations may also prescribe rules governing the extent to
which renewal options and similar items will be taken into account
for the purpose of determining whether rights are fixed in duration
or amount. It is also anticipated that such regulations may pre-
scribe the appropriate method of amortizing the capitalized costs of
rights which are excluded by such regulations from the definition
of a section 197 intangible.

Exception for certain self-created intangibles

The bill generally does not apply to any section 197 intangible
that is created by the taxpayer if the section 197 intangible is not
created in connection with a transaction (or a series of related
transactions) that involves the acquisition of assets which consti-
tute a trade or business or a substantial portion thereof.

For purposes of this exception, a section 197 intangible that is
owned by a taxpayer is to be considered created by the taxpayer if
the intangible is produced for the taxpayer by another person
under a contract with the taxpayer that is entered into prior to the
production of the intangible. For example, a technological process
or other know-how that is developed specifically for a taxpayer
under an arrangement with another person pursuant to which the
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“taxpayer retains all rights to the process or know-how is to be con-
sidered created by the taxpayer.

The exception for “self-created” intangibles does not apply to the
" entering into (or renewal of) a contract for the use of a section 197
intangible. Thus, for example, the exceptmn does not apply to the
capitalized costs incurred by a licensee in connection with the en-
tering into (or renewal of) a contract for the use of know-how or
other section 197 intangible. These capitalized costs are to be amor-
tized over the 14-year period specified in the bill.

In addition, the exception for “self-created” intangibles does not
apply to: (1) any license, permit, or other right that is granted by a
governmental unit or an agency or instrumentality thereof; (2) any
covenant not to compete (or other similar arrangement) entered
into in connection with the direct or indirect. acquisition of an in-
terest in a trade or business (or a substantial portion thereof); and
(3) any franchise, trademark or trade name. Thus, for example the
capitalized costs incurred in connection with the development or
registration of a trademark or trade name are to be. amortlzed over
the 14-year period specified in the b111

Special rules

Determination of adjusted basis

The adjusted basis of a section 197 intangible that is acquired
from another person generally is to be determined under the _prin-
ciples of present law that apply to tangible property that is ac-
quired from another person. Thus, for example, if a portion of the
cost of acquiring an amortizable section 197 intangible is contin-
gent, the adjusted basis of the section 197 intangible is to be in-
creased as of the beginning of the month that the contingent
amount is paid or incurred. This additional amount is to be amor-
tized ratably over the remaining months in the 14-year amortiza-
tion period that applies to the intangible as of the beginning of the
month that the contmgent amount is pald or incurred.

Treatment of certain dzsposztzons of amortizable section 1.97
intangibles

Special rules apply if a taxpayer dlsposes of a section 197 intangi-
ble that was acquired in a transaction or series of related transac-
tions and, after the disposition,® the taxpayer retains other section
197 1ntang1b1es that were acquired in such transaction or series or
related transactions.® First, no loss is to be recognized by reason of
such a disposition. Second, the adjusted bases of the retained sec-
tion 197 1ntang1bles that were acqulred in connectlon W1th such

SRR PR

82 For this purpose, the abandonment of a section 197 intangible or any other event that ren-
giers a section 197 intangible worthless i is to be consxdered a dlsposmon of a section 197 1ntang1

e

8 These special rules do not apply to a section 197 mtanglble that is separately acquu'ed (e,
a section 197 intangible that is acquired other than in a transaction or a series of related trans-
actions that involve the acquisition of other section 197 intangibles). Consequently, a loss may
be recognized upon the disposition of a separately acquired section 197 intangible. In no event,
however, is the termination or worthlessness of a portion of a section 197 intangible to be con-
sidered the disposition of a separately acquired section 197 intangible, For example, the termi-
nation of one or more customers from an acquired customer list or the worthlessness of some
information from an acquired data base is not to be cons1dered the dlsposmon of a separately
acquired section 197 intangible. ) . e . iy :
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transaction or series of related transactions are to be increased by
the amount of any loss that is not recognized. The adjusted basis of
any such retained section 197 intangible is increased by the prod-
uct of (1) the amount of the loss that is not recognized solely by
reason of this provision, and (2) a fraction, the numerator of which
is the adjusted basis of the intangible as of the date of the disposi-
tion and the denominator of which is the total adjusted bases of all
such retained section 197 intangibles as of the date of the disposi-
tion.

For purposes of these rules, all persons treated as a single tax-
payer under section 41(f)(1) of the Code are treated as a single tax-
payer. Thus, for example, a loss is not to be recognized by a corpo-
ration upon the disposition of a section 197 intangible if after the
disposition a member of the same controlled group as the corpora-
tion retains other section 197 intangibles that were acquired in the
same transaction (or a series of related transactions) as the section
197 intangible that was disposed of. It is anticipated that the Treas-
ury Department will provide rules for taking into account the
amount of any loss that is not recognized due to this rule (for ex-
ample, by allowing the corporation that disposed of the section 197
intangible to amortize the loss over the remaining portion of the
14-year amortization period).

Treatment of certain nonrecognition transactions

If any section 197 intangible is acquired in a transaction to
which section 332, 351, 361, 721, 731, 1031, or 1033 of the Code ap-
plies (or any transaction between members of the same affiliated
group during any taxable year for which a consolidated return is
filed),84 the transferee is to be treated as the transferor for pur-
poses of applying this provision with respect to the amount of the
adjusted basis of the transferee that does not exceed the adjusted
basis of the transferor. » ] o

For example, assume that an individual owns an amortizable sec-
tion 197 intangible that has been amortized under section 197 for 4
full years and has a remaining unamortized basis of $300,000. In
addition, assume that the individual exchanges the asset and
$100,000 for a like-kind amortizable section 197 intangible in a
transaction to which section 1031 applies. Under the bill, $300,000
of the basis of the acquired amortizable section 197 intangible is to
be amortized over the 10 years remaining in the original 14-year
amortization period for the transferred asset and the other
$100,000 of basis is to be amortized over the 14-year period speci-
fied in the bill.ss :

Treatment of certain partnership transactions

Generally, consistent with the rules described above for certain
nonrecognition transactions, a transaction in which a taxpayer ac-

8 The termination of a partnership under section 708(bX1}B) of the Code is a transaction to
which this rule applies. In such a case, the bill applies only to the extent that the adjusted basis
of the section 197 intangibles before the termination exceeds the adjusted basis of the section
197 intangibles after the termination. (See the example below in the discussion of “Treatment of

- Certain Partnership Transactions.”)
%5 No inference is intended whether any asset treated as a section 197 intangible under the
- bill is eligible for like kind exchange treatment. :

£.2
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quires ‘an interest in an intangible held through a partnership
(either before or after the transaction) will be treated as an acquisi-
tion to which the bill applies only if, and to the extent that, the
acquiring taxpayer obtains, as a result of the transactlon, an in-
creased basis for such intangible. 26

For example assume that A, B and C each contribute $700 for
equal shares in partnership P, Which on January 1, 1994, acquires
"as its sole asset an amortizable section 197 intangible for $2,100.
Assume that on January 1, 1998, (1) the sole asset of P is the intan-
gible acquired in 1994, (2) the 1ntang1ble has an unamortized basis
of $1,500 and A, B, and C each have a basis of $500 in their part-
nership mterests, and (3) D (who is not related to A, B, or C) ac-
quires A’s interest in P for $800. Under the bill, if there is no sec-
tion 754 election in effect for 1998, there will be no change in the
basis or amortization of the intangible and D will merely step into
the shoes of A with respect to the intangible. D’s share of the basis
in the intangible will be $500, which will be amortized over the 10
years remaining in the amortization period for the intangible.

On the other hand, if a section 754 election is in effect for 1998,
‘then D will be treated as having an $800 basis for its share of P’s
intangible. Under section 197, D’s share of income and loss will be
determined as if P owns two mtanglble assets. D will be treated as
having a basis of $500 i in one asset, which will continue to be amor-
tized over the 10 remaining years of the original 14-year life. With
respect to the other asset, D will be treated as having a basis of
$300 (the amount of step-up obtained by D under section 743 as a
result of the section 754 election) which will be amortized over a
14-year period starting with January of 1998. B and C will each
continue to share equally in a $1,000 basis in the intangible and
amortize that amount over the remaining 10-year life.

As an additional example, assume the same facts as described
above, except that D acquires both A’s and B’s interests in P for
$1, 600. Under section 708, the transaction is treated as if P i is hqul-
dated immediately after the transfer, with C and D each receiving
their pro rata share of P’s assets which they then immediately con-
‘tribute to a new partnership. The distributions in liquidation are
governed by section 731. Under the bill, C’s interest in the intangi-
ble will be treated as having a $500 bas15, with a remaining amorti-
zation period of 10 years. D will be treated as having an interest in
two assets: one with a basis of $1,000 and a remaining amortization
period of 10 years, and the other with a basis of $600 and a new
amortization period of 14 years.
~ As discussed more fully below, the bill also changes the treat-
ment of payments made in hqu1dat10n of the interest of a deceased
or retired partner in exchange for goodwill. Except in the case of
payments made on the retirement or death of a general partner of
a partnership for which capital is not a material income-producing
factor, such payments will not be treated as a distribution of part-
nership income. Under the bill, however, if the partnership makes
an election under section 754, section 734 will generally provide the
partnership the benefit of a stepped—up bas1s for the retlrmg or de-

b l“ This discussion is subject to the apphcatxon of the antl-churnmg rules wh).ch are d1scussed
elow.
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ceased partner’s share of partnership goodwill and an amortization
deduction for the increase in basis under section 197.

For example, using the facts from the preceding examples,
assume that on January 1, 1998, A retires from the partnership in
exchange for a payment from the partnership of $800, all of which
is in exchange for A’s interest in the intangible asset owned by P.
Under the bill, if there is a section 754 election in effect for 1998, P
will be treated as having two amortizable section 197 intangibles:
one with a basis of $1,500 and a remaining life of 10 years, and the
other with a basis of $300 and a new life of 14 years.

Treatment of assumption reinsurance transactions

The bill applies to any insurance contract that is acquired from
another person through an assumption reinsurance transaction
(but not through an indemnity reinsurance transaction).®” The
amount taken into account as the adjusted basis of such a section
197 intangible, however, is to equal the excess of (1) the amount
paid or incurred by the acquirer/reinsurer under the assumption
reinsurance transaction,®® over (2) the amount of the specified

“policy acquisition expenses (as determined under section 848 of the
Code) that is attributable to premiums received under the assump-
tion reinsurance transacticn. The amount of the specified policy ac-
"quisition expenses of an insurance company that is attributable to
premiums received under an assumption reinsurance transaction is
to be amortized over the period specified in section 848 of the Code.

Treatment of amortizable section 197 intangible as deprecia-
ble property

For purposes of chapter 1 of the Internal Revenue Code, an am-
ortizable section 197 intangible is to be treated as property of a
character which is subject to the allowance for depreciation provid-
ed in section 167. Thus, for example, an amortizable section 197 in-
tangible is not a capital asset for purposes of section 1221 of the
Code, but an amortizable section 197 intangible held for more than
one year generally qualifies as property used in a trade or business
for purposes of section 1231 of the Code. As further examples, an
amortizable section 197 intangible is to constitute section 1245
property, and section 1239 of the Code is to apply to any gain rec-
ognized upon the sale or exchange of an amortizable section 197 in-
tangible, directly or indirectly, between related persons.

Treatment of certain amounts that are properly taken into ac-
count in determining the cost of property that is not a
section 197 intangible

The bill does not apply to any amount that is properly taken into
account under present law in determining the cost of property that

87 An assumption reinsurance transaction is an arrangement whereby one insurance compa-
ny (the reinsurer) becomes solely liable to policyholders on contracts transferred by another in-
surance company (the ceding company). In addition, for purposes of the bill, an assumption rein-
surance transaction is to include any acquisition of an insurance contract that is treated as oc-
curring by reason of an election under section 338 of the Code.

8 The amount paid or incurred by the acquirer/reinsurer under an assumption reinsurance
zlég;g)agtion is to be determined under the principles of present law. (See Treas. Reg. sec. 1.817-
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is not a section 197 intangible. Thus, for example, no portion of the
cost of acquiring real property that is held for the production of
rental income (for example, an office building, apartment building
or shopping center) is to be taken into account under the bill (ie.,
no goodwill, going concern value or any other section 197 intangi-
ble is to arise in connection with the acquisition of such real prop-
erty). Instead, the entire cost of acquiring such real property is to
be included in the basis of the real property and is to be recovered
under the principles of present law applicable to such property.

Modification of purchase price allocation and reporting rules
for certain asset acquisitions

Sections 338(b)5) and 1060 of the Code authorize the Treasury
Department to promulgate regulations that provide for the alloca-
tion of purchase price among assets in the case of certain asset ac-
quisitions. Under regulations that have been promulgated pursuant
to this authority, the purchase price of an acquired trade or busi-
ness must be allocated among the assets of the trade or business
using the “residual method.” ‘

Under the residual method specified in the Treasury regulations,
all assets of an acquired trade or business are divided into the fol-
lowing four classes: (1) Class I assets, which generally include cash
and cash equivalents; (2) Class II assets, which generally include
certificates of deposit, U.S. government securities, readily market-
able stock or securities, and foreign currency; (3) Class III assets,
which generally include all assets other than those included in
Class I, II, or IV (generally all furniture, fixtures, land, buildings,
equipment, other tangible property, accounts receivable, covenants
not to compete, and other amortizable intangible assets); and (4)
Class IV assets, which include intangible assets in the nature of
goodwill or going concern value. The purchase price of an acquired
trade or business (as first reduced by the amount of the assets in-
cluded in Class D) is allocated to the assets included in Class II and
Class III based on the value of the assets included in each class. To
the extent that the purchase price (as reduced by the amount of
the assets in Class I) exceeds the value of the assets included in
Class II and Class III, the excess is allocable to assets included in
Class IV. S

It is expected that the present Treasury regulations which pro-
vide for the allocation of purchase price in the case of certain asset
acquisitions will be amended to reflect the fact that the bill allows
an amortization deduction with respect to intangible assets in the
nature of goodwill and going concern value. It is anticipated that
the residual method specified in the regulations will be modified to
treat all amortizable section 197 intangibles as Class IV assets and -
that this modification will apply to any acquisition of property to
which the bill applies. ' - ‘ e

Section 1060 aiso authorizes the Treasury Department to require
the transferor and transferee in certain asset acquisitions to fur-
nish information to the Treasury Department concerning the
amount of any purchase price that is allocable to goodwill or going
concern value. The bill provides that the information furnished to
the Treasury Department with respect to certain asset acquisitions
is to specify the amount of purchase price that is allocable to amor-
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tizable section 197 intangibles rather than the amount of purchase
price that is allocable to goodwill or going concern value. In addi-
tion, it is anticipated that the Treasury Department will exercise
its existing regulatory authority to require taxpayers to furnish
such additional information as may be necessary or appropriate to
carry out the provisions of the bill, including the amount of pur-
chase price that is allocable to intangible assets that are not amor-
tizable section 197 intangibles. 8

General regulatory authority

The Treasury Department is authorized to prescribe such regula-
tions as may be appropriate to carry out the purposes of the bill
including such regulations as may be appropriate to prevent avoid-
ance of the purposes of the bill through related persons or other-
wise. It is anticipated that the Treasury Department will exercise
its regulatory authority where appropriate to clarify the types of
intangible property that constitute section 197 intangibles.

Study

The Treasury Department is directed to conduct a continuing
study of the implementation and effects of the bill, including ef-
fects on merger and acquisition activities (including hostile takeov-
ers and leveraged buyouts). It is expected that the study will ad-
dress effects of the legislation on the pricing of acquisitions and on
the reported values of different types of intangibles (including
goodwill). The Treasury Department is to report the initial results
of such study as expeditiously as possible and no later than Decem-
ber 31, 1994. The Treasury Department is to provide additional re-
ports annually thereafter. .

Report regarding backlog of pending cases

The purpose of the provision is to simplify the law regarding the
amortization of intangibles. The severe backlog of cases in audit
and litigation is a matter of great concern, and any principles es-
tablished in such cases will no longer have precedential value due
to the provision. Therefore, the Internal Revenue Service is urged
in the strongest possible terms to expedite the settlement of cases
under present law. In considering settlements and establishing pro-
cedures for handling existing controversies in an expedient and
balanced manner, the Internal Revenue Service is strongly encour-
aged to take into account the principles of the bill so as to produce
consistent results for similarly situated taxpayers. However, no in-
ference is intended that any deduction should be allowed in these
cases for assets that are not amortizable under present law.

The Treasury Department is required to report annually to the
House Ways and Means Committee and the Senate Finance Com-
mittee, regarding the volume of pending disputes in audit and liti-
gation involving the amortization of intangibles and the progress
made in resolving such disputes. It is expected that the report will
also address the effects of the provision on the volume and nature

8 There is> no intention to codify any aspect of the existing regulations under section 1060 or
other provisions. Furthermore, it is expected that the Treasury Department will review the op-
eration of the regulations under sections 1060 and 338 in light of new section 197.
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of disputes regarding the amortization of intangibles. The first such
report shall be made no later than December 31, 1994

Effective Date

In general

The provision generally applies to property acquired after the
date of enactment of the bill. As more fully described below, how-
ever, a taxpayer may elect to apply the bill to all property acquired
after J uly 25, 1991. In addition, a taxpayer that does not make this
election may elect to apply present law (rather than the provisions
of the bill) to property that is acquired after the date of enactment
of the bill pursuant to a binding written contract in effect on the
date of enactment of the bill and at all times thereafter until the
property is acquired. Finally, special “anti-churning” rules may
apply to prevent taxpayers from converting existing goodwill, going
concern value, or any other section 197 intangible for which a de-
preciation or amortization deduction would not have been allow-
ablei _under present law into amortizable property to which the bill
applies.

Election to apply bill to property acquired after July 25, 1991

A taxpayer may elect to apply the bill to all property acqulred by
the taxpayer after July 25, 1991. If a taxpayer makes this election,
the bill also applies to all property acquired after July 25, 1991, by
- any taxpayer that is under common control with the electmg tax-
payer (within the meaning of subparagraphs (A) and (B) of section
41(H)(1)) of the Code) at any time during the period that began on
November 22, 1991, and that ends on the date that the election is
made.®°

The election is to be made at such time and in such manner as
may be specified by the Treasury Department,®! and the election
may be revoked only with the consent of the Treasury Departme"nt,

Elective binding contract exception.

A taxpayer may also elect to apply present law (rather than the
provisions of the bill) to property that is acquired after the date of
enactment of the bill if the property is acquired pursuant to a bind-
ing written contract that was in effect on the date of enactment of
the bill and at all times thereafter until the property is acquired.
This election may not be made by any taxpayer that is subject to
the election described above that applies the provisions of the bill
to property acquired before the date of enactment of the bill.

% However, with certain exceptions, an amortization deduction is not to be allowed under the
bill for goodwill, going concern value, or any other section 197 intangible for which a deprecia-
tion or amortization deduction would not be allowable but for the provisions of the bill if: (1) the
section 197 intangible is acquired after July 25, 1991; and (2) either (a) the taxpayer or a related
person held or used the intangible on July 25 1991 (b) the taxpayer acquired the intangible
from a person that held such intangible on July 25, 1991 and, as part of the transaction, the
user of the intangible does not change; or (¢) the taxpayer ts the right to use the intangible
to a person (or a person related to such person) that hel or used the intangible on July 25,
1991. See below for a more detailed description of these * antl—churmng" rules.

N Itis antlclgafed that the Treasury Department will require the election to be made on the
timely filed Federal income tax return of the taxpayer for the taxable year that mcludes the
date of enactment of the bill. ) . :
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The election is to be made at such time and in such manner as
may be specified by the Treasury Department,®® and the election
may be revoked only with the consent of the Treasury Department.

Anti-churning rules

Special rules are provided by the bill to prevent taxpayers from
converting existing goodwill, going concern value, or any other sec-
tion 197 intangible for which a depreciation or ameortization deduc-
tion would not have been allowable under present law into amortiz-
able property to which the bill applies.

Under these “anti-churning” rules, goodwill, going concern
value, or any other section 197 intangible for which a depreciation
or amortization deduction would not be allowable but for the provi-
sions of the bill®*® may not be amortized as an amortizable section
197 intangible if: (1) the section 197 intangible is acquired by a tax-
payer after the date of enactment of the bill; and (2) either (a) the
taxpayer or a related person held or used the intangible at any
time during the period that begins on July 25, 1991, and that ends
on the date of enactment of the bill; (b) the taxpayer acquired the
intangible from a person that held such intangible at any time
during the period that begins on July 25, 1991, and that ends on
the date of enactment of the bill and, as part of the transaction,
the user of the intangible does not change; or (¢) the taxpayer
grants the right to use the intangible to a person (or a person relat-
ed to such person) that held or used the intangible at any time
during the period that begins on July 25, 1991, and that ends on
the date of enactment of the bill. The anti-churning rules, however,
do not apply to the acquisition of any intangible by a taxpayer if
the basis of the intangible in the hands of the taxpayer is deter-
mined under section 1014(a) (relating to property acquired from a
decedent).

For purposes of the anti-churning rules, a person is related to an-
other person if: (1) the person bears a relationship to that person
which would be specified in section 267(b)(1) or 707(b)1) of the Code
if those sections were amended by substituting 20 percent for 50
percent; or (2) the persons are engaged in trades or businesses
under common control (within the meaning of subparagraphs (A)
and (B) of section 41(f)(1) of the Code). A person is treated as relat-
ed to another person if such relationship exists immediately before
or immediately after the acquisition of the intangible involved.
~ In addition, in determining whether the anti-churning rules
apply with respect to any increase in the basis of partnership prop-
erty under section 732, 734, or 743 of the Code, the determmatlons
are to be made at the partner level and each partner is te be treat-
ed as having owned or used the partner’s proportionate share of
the partnership property. Thus, for example, the anti-churning
rules do not apply to any increase in the basis of partnership prop-
erty that occurs upon the acquisition of an interest in a partner-

% It is anticipated that the Treasury Department will require the election to be made on the
_ timely filed Federal income tax return of the taxpayer for the taxable year that includes the
date of enactment of the bill.
% Amounts that are properly deductible pursuant to section 1253 under present law are to be
treated for purposes of the anti-churning provision as amounts for which depreciation or amorti-
zation is allowable under present law.
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ship that has made a section 754 election if the person acquiring
the partnership interest is not related to the person selling the
partnership interest.% : R
As a further example, it is-anticipated that in the case of a trans-
action to which section 338 of the Code applies, the corporation
that is treated as selling its assets will not to be considered related
to the corporation that is treated as purchasing the assets if at
least 80 percent of the stock of the corporation that is treated as
selling its assets is acquired by purchase after July 25,1991. =~ " .
- These “anti-churning” rules are not to apply to any section 197
intangible that is acquired from a person with less than a 50-per-
cent relationship to the acquirer to the extent that: (1) the seller
recognizes gain on the transaction with respect to such intangible;
and (2) the seller agrees, notwithstanding any other provision of
the Code, to pay a tax on such gain which, when added to any
other Federal income tax imposed on such gain, equals the product
of such gain and the highest rate of tax imposed by section 1 or 11
of the Code, whichever is applicable. The seller is treated as satisfy-
- ing the second requirement if the excess of (1) the total tax liability
for the year of the transaction over (2) what its tax liability for
such year would have been had the sale of the intangible (but not
the remainder of the transaction) been excluded from the computa-
tion equals or exceeds the product of the gain on that asset times
the relevant maximum rate. e
The bill also contains a general anti-abuse rule that applies to
any section 197 intangible that is acquired by a taxpayer from an-
other person. Under this rule, a section 197 intangible may not be
amortized under the provisions of the bill if the taxpayer acquired
the intangible in a transaction one of the principal purposes of
which is to (1) avoid the requirement that the intangible be ac-
quired after the date of enactment of the bill or (2) avoid any of the
anti-churning rules described above that are applicable to goodwill,
going concern value, or any other section 197 intangible for which
a depreciation or amortization deduction would not be allowable
but for the provisions of the bill. SR e s
Finally, the special rules described above that apply in the case
of a transactions described in section 882, 851, 361, 721, 731, 1031,
or 1033 of the Code also apply for purposes of the effective date.
Consequently, if the transferor of any section 197 property is not
allowed an amortization deduction with respect to such property
under this provision, then the transferee is not allowed an amorti-
zation deduction under this provision to the extent of the adjusted
basis of the transferee that does not exceed the adjusted basis of
the transferor. In addition, this provision is to apply to any subse-
quent transfers of any such property in a transaction described in
section 332, 351, 361, 721, 731, 1081, or 1033. e

® In addition to these rules, it is anticipated that rules similar to the anti-chu
under section 168 of the Code will apply in determining whether persons are related. (See Prop.
Treas. Reg. 1.168-4 (February 16, 1984).) For example, it is anticipated that a corporation; part-
nership, or trust that owned or used property at any time during the period that begins on July
25, 1991, and that ends on the date of enactment of the bill and that is no longer in existence
will be considered to be in existence for purposes of determining whether the taxpayer that ac-
quired the property is related to such corporation, partnership, or trust. )
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2. Modify special treatment of certain liquidation payments (sec.
502 of the bill and sec. 736 of the Code)

Present Law

Payments for purchase of yoodwtll and accounts receivable

A current deduction generally is not allowed for a capital ex-
penditure (i.e., an expenditure that yields benefits beyond the cur-
rent taxable year). The cost of goodwill acquired in connection with
the assets of a going concern normally is a capital expenditure, as
is the cost of acquiring accounts receivable. The cost of acquiring
goodwill is recovered cnly when the goodwill is disposed of, while
the cost of acquiring accounts receivable is taken into account only
when the receivable is disposed of or becomes worthless.

Payments made in liquidation of partnership interest

The tax treatment of a payment made in 11qu1dat10n of the inter-
est of a retiring or deceased partner depends upon whether the
payment is made in exchange for the partner’s interest in partner-
ship property. A liquidating payment made in exchange for such
property is treated as a distribution by the partnership (sec. 736(b)).
Such distribution generally results in gain to the retiring partner
only to the extent that the cash distributed exceeds such partner’s
adjusted basis in the partnership interest.

. A liquidating payment not made in exchange for the partner’s
interest in partnership property receives either of two possible
treatments. If the amount of the payment is determined without
reference to partnership income, it is treated as a guaranteed pay-
ment and is generally deductible (sec. 736(a)2)). If the amount of
payment is determined by reference to partnership income, the
payment is treated as a distributive share of partnership income,
thereby reducing the distributive shares of other partners (which is
equivalent to a deduction) (sec. 736(a)(2)).

A special rule treats amounts paid for goodwill of the partner-
ship (except to the extent provided in the partnership agreement)
and unrealized receivables as not made in exchange for an interest
in partnership property (sec. 736(b)(2)(B)). Thus, such amounts may
be deductible. Unrealized receivables include unbilled amounts, ac-
counts receivable, depreciation recapture, market discount, and
certain other items (sec. 751(c)).

Sale or exchange ofa partnershlp mterest

The sale or exchange of a partnershlp interest results in capital
gain or loss to the transferor partner, except to the extent that or-
dinary income or loss is recognized with respect to the partner’s
share of the partnership’s unrealized receivables and substantially
appreciated inventory items (sec. 741). It is often unclear whether a
payment by a partnership to a retiring partner is made in sale or
exchange of, or in liquidation of, a partnership interest.
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Reasons for Simplification -

In general

-By treating a payment for unstated goodwill and unrealized re-
ceivables as a guaranteed payment or distributive share, present
law in effect permits a deduction for an amount that would other-
wise constitute a capital expenditure. This treatment does not
measure partnership income properly. It also threatens to erode
the rule requiring capitalization of such payments generally.
Under present law, a prospective buyer of a business may structure
the transaction so as to currently deduct such an amount by first
entering into a partnership with the seller and then liquidating the
seller’s partnership interest. B

Section 736 was intended to simplify the taxation of payments in
liquidation. Instead, it has created confusion as to whether a par-
ticular payment is a payment in liquidation or is made pursuant to
a sale of the partnership interest to the continuing partners. The
proposal reduces this confusion by eliminating a primary difference
between sales and liquidations.

The special treatment of goodwill was apparently predicated on
the assumption that the adverse positions of the taxpayers will
result in a stated price equal to the true value of the goodwill. That
assumption is false. If the value of the preferential rate (if any) and
the income deflection are not equal, the stated goodwill and total
retirement payments will likely be set so as to maximize the com-
bined tax savings for both retiring and continuing partners.

It is recognized, however, that general partners in service part-
nerships do not ordinarily value goodwill in liquidating partners.
Accordingly, such partners may continue to receive the special rule
of present law. - .

Unrealized receivables

When originally enacted, the term “unrealized receivables” was
limited to unbilled amounts and accounts receivable. The tax defer-
ral resulting from immediate deduction of amounts paid for these
items is relatively short because payment is usually received in the
near future. Such deferral is considerably longer, however, with re-
spect to the deduction of other items now included in the expanded
definition of unrealized receivables, such as depreciation recapture
on business assets, which are slow to give rise to ordinary income.

Explanation of Provision

In general

The bill generally repeals the special treatment of liquidation
payments made for goodwill and unrealized receivables. Thus, such
payments would be treated as made in exchange for the partner’s
interest in partnership property, and not as a distributive share or
guaranteed payment that could give rise to a deduction or its
equivalent. The bill does not change present law with respect to
payments made to a general partner in a partnership in which cap-
ital is not a material income-producing factor. The determination -

of whether capital is a material income-producing factor would be o

»
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made under principles of present and prior law.?3 For purposes of
this provision, capital is not a material income-producing factor
where substantially all the gross income of the business consists of
fees, commissions, or other compensation for personal services per-
formed by an individual. The practice of his or her profession by a
doctor, dentist, lawyer, architect, or accountant will not, as such,
be treated as a trade or business in which capital is a material
income-producing factor even though the practitioner may have a

substantial capital investment in professional equipment or in the.

physical plant constituting the. office from which such individual
conducts his or her practice so long as such capital investment is
merely incidental to such professional practice. In addition, the bill
does not affect the.deductibility of compensation paid to a retiring
partner for past services. ‘

Unrealized receivables

The bill also repeals the special treatment of payments made for
unrealized receivables (other than unbilled amounts and accounts
receivable) for all partners. Such amounts would be treated as
. made in exchange for the partner’s interest in partnership proper-

‘ty. Thus, for example, a payment for depreciation recapture would
be treated as made in exchange for an interest in partnership prop-
erty, and not as a distributive share or guaranteed payment that
could give rise to a deduction or its equivalent.

- Effective Date

The provision generally applies to partners retiring or dying on
or after January 5, 1993. The provision does not apply to any part-
ner who retires on or after January 5, 1993, if a written contract to
purchase the partner’s interest in the partnership was binding on
January 4, 1993 and at all times thereafter until such purchase.
For this purpose, a written contract is to be considered binding
only if the contract specifies the amount to be paid for the partner-
ship interest and the timing of any such payments.

% Exg. sections 401(cX2) and 911(d) of the Code and old section 1348(b)(1)A) of the Code.

n



TITLE VI. OTHER INCOME TAX PROVISIONS
A. Subchapter S Corporation Provisions

1. Authority to validate certain invalid elections (sec. 601 of the
bill and sec. 1362 of the Code)

' R " Present Law T L
Under present law, if the Internal Revenue Service determines
that a corporation’s Subchapter S election is inadvertently termi-
nated, the Service can waive the effect of the terminating event for
any period if the corporation timely corrects the event and if the
corporation and shareholders agree to be treated as if the election
‘had been in effect for that period. Present law does not grant the
Internal Revenue Service the ability to waive the effect of an inad-
vertent invalid Subchapter S election. e
In addition, under present law, a small business corporation
must elect to be an S corporation no later than the 15th day of the
third month of the taxable year for which the election is effective.
The Internal Revenue Service may not validate a late election.
- - Reasons for Simplification o

The provision promotes simplification by giving the Secretary

the flexibility to validate an invalid S election where the failure to
properly elect S status was inadvertent or untimely.. S

'Explbnation" of Provision

Under the bill, the authority of the Internal Revenue Service to
waive the effect of an inadvertent termination is extended to allow
the Service to waive the effect of an invalid election caused by an
inadvertent failure to qualify as a small business corporation or to
obtain the required shareholder consents (including elections re-
garding qualified subchapter S trusts), or both. It is intended that
the Internal Revenue Service be reasonable in granting waivers of
inadvertent invalid elections so that a corporation whose election
was inadvertently invalid would be treated as an S corporation as
if the election had been effective. %

The bill also allows the Internal Revenue Service to treat a late
Subchapter S election as timely where the Service determines that
there was reasonable cause for the failure to make the election
timely. It is intended that the Internal Revenue Service adopt a

 Thus, for example, the Internal Revenue Service would have authority to waive the effect
of an invalid election in a situation such as that set forth in PLR 8807070 (Nov. 25, 1987) where
the election was not valid because the election was filed before the issuance of a certificate of
incorporation by the State. . :

T
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standard similar to the standard currently set forth in Treasury
regulation sec. 1.9100-1 in applying this provision.

FEffective Date

The provision applies to taxable years beginning after December
31, 1982.97 -

2. Treatment of distributions by S corporations during loss year
(sec. 602 of the bill and secs. 1366 and 1368 of the Code)

Present Law

Under present law, the amount of loss an S corporation share-
holder may take into account for a taxable year cannot exceed the
sum of the shareholder’s adjusted basis in his or her stock of the
corporation and the adjusted basis in any indebtedness of the cor-
poration to the shareholder. Any excess loss is carried forward.

Any distribution to a shareholder by an S corporation generally
is tax-free to the shareholder to the extent of the shareholder’s ad-
justed basis of his or her stock. The shareholder’s adjusted basis is
reduced by the tax-free amount of the distribution. Any distribu-
tion in excess of the shareholder’s adjusted basis is treated as gain
from the sale or exchange of the stock.

Under present law, income (whether or not taxable) and ex-
penses (whether or not deductible) serve, respectively, to increase
and decrease an S corporation shareholder’s basis in the stock of
the corporation. These rules appear to require that the adjustments
to basis for items of both income and loss for any taxable year
apply before the adjustment for distributions applies.®®

These rules limiting losses and allowing tax-free distributions up
to the amount of the shareholder’s adjusted basis are similar in
certain respects to the rules governing the treatment of losses and
cash distributions by partnerships. Under the partnership rules
(unlike the S corporation rules), for any taxable year, a partner’s
basis is first increased by items of income, then decreased by distri-
butions, and finally is decreased by losses for that year.%

In addition, if the S corporation has accumulated earnings and
profits, ' any distribution in excess of the amount in an “accumu-
lated adjustments account” will be treated as a dividend (to the
extent of the accumulated earnings and profits). A dividend distri-
bution does not reduce the adjusted basis of the shareholder’s
stock. The ‘“accumulated adjustments account” generally is the
.amount of the accumulated undistributed post-1982 gross income
less deductions.

Reasons for Simplification

The provision promotes simplification by conforming the S corpo-
ration rules regarding distributions to the partnership rules and by

97 This is the effective date of the present-law provision regarding inadvertent terminations.

9396$ee section 1366(dX1XA); H. Rep. 97-826, p. 17; S. Rep. 97-640, p. 18; Prop. Treas. Reg. sec.
1.1367-1(e). '

% Treas. Reg. sec. 1.704-1(d)(2); Rev. Rul. 66-94, 1966-1 C.B. 166.

19 An § corporation may have earnings and profits from years prior to its subchapter S elec-
tion or from pre-1983 subchapter S years. :

18
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eliminating uncertainty regarding the treatment of distributions
made during the year. ‘ T e

Explanation of Provision

The bill provides that the adjustments for distributions made by
an S corporation during a taxable year are taken into account
before applying the loss limitation for the year. Thus, distributions
during a year reduce the adjusted basis for purposes of determining
the allowable loss for the year, but the loss for a year does not
reduce the adjusted basis for purposes of determining the tax
status of the distributions made during that year.

The bill also provides that in determining the amount in the ac-
cumulated adjustment account for purposes of determining the tax
treatment of distributions made during a taxable year by an S cor-
poration having accumulated earnings and profits, net negative ad-
justments (i.e., the excess of losses and deductions over income) for

that taxable year are disregarded. e
_The following examples illustrate the application of
sions: R L

Example 1.—X is the sole shareholder of corporation A, a calen-
dar year S corporation with no accumulated earnings and profits.
X’s adjusted basis in the stock of A on January 1, 1995, is $1,000
and X holds no debt of A. During 1995, A makes a distribution to X
of $600, recognizes a capital gain of $200 and sustains an operating
loss of $900. Under the bill, X’s adjusted basis in the A stock is in-
creased to $1,200 ($1,000 plus $200 capital gain recognized) pursu-
ant to section 1368(d) to determine the effect of the distribution.
X’s adjusted basis is then reduced by the amount of the distribu-
tion to $600 ($1,200 less $600) to determine the application of the
loss limitation of section 1366(d)(1). X is allowed to take into ac-
count $600 of A’s operating loss, which reduces X’s adjusted basis
to zero. The remaining $300 loss is carried forward pursuant to sec-
tion 1366(d}2). ‘ L L e

Example 2.—The facts are the same as in Example 1, except that
on January 1, 1995, A has accumulated earnings and profits of
$500 and an accumulated adjustments account of $200. Under the
bill, because there is a net negative adjustment for the year, no ad-
Justment is made to the accumulated adjustments account before
determining the effect of the distribution under section 1368(c).

As to A, $200 of the $600 distribution is a distribution of A’s ac-
cumulated adjustments account, reducing the accumulated adjust-
ments account to zero. The remaining $400 of the distribution is a
distribution of accumulated earnings and profits (“E&P”) and re-
duces A’s E&P to $100. A’s accumulated adjustments account is
then increased by $200 to reflect the recognized capital gain and
reduced by $900 to reflect the operating loss, leaving a negative
balance in the accumulated adjustment account on January 1,
1996, of $700 (zero plus $200 less $900). -

As to X, $200 of the distribution is applied against X’s adjuste
basis of $1,200 ($1,000 plus $200 capital gain recognized), reducing
X’s adjusted basis to $1,000. The remaining $400 of the distribution
is taxable as a dividend and does not reduce X’s adjusted basis. Be-
cause X’s adjusted basis is $1,000, the loss limitation does not apply
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to X, who may deduct the entire $900 operating loss. X’s adjusted
‘basis is then decreased to reflect the $900 operating loss. Accord-
ingly, X’s adjusted basis on January 1, 1996, is $100 ($1,000 plus
$200 less $200 less $900).

Effective Date

These provisions apply to distributions made in taxable years be-
ginning after December 31, 1992.

3. Treatment of S corporations as shareholders ih C ‘corporations
' (sec. 603(a) of the hill and sec. 1371 of the Code)

Present Law

Present law contains several provisions relating to the treatment
of S corporations as corporations generally for purposes of the In-
ternal Revenue Code.

First, under present law, the taxable income of an S corporation
is computed in the same manner as in the case of an individual
(sec. 1363(b)). Under this rule, the provisions of the Code governing
the computation of taxable income which are applicable only to
corporations, such as the dividends received deduction, do not
apply to S corporations.

Second, except as otherwise provided by the Internal Revenue
Code and except to the extent inconsistent with subchapter S, sub-
chapter C (i.e., the rules relating to corporate distributions and ad-
justments) applies to- an S corporaticn and its shareholders (sec.
1371(a)(1)). Under this second rule, provisions such as the corporate
reorganization provisions apply to S corporations. Thus, a C corpo-
ration may merge into an S corporation tax-free.

Finally, an S corporation in its capacity as a shareholder of an-
other corporation is treated as an individual for purposes of sub-
chapter C (sec. 1371(a)2)). The Internal Revenue Service has taken
the position that this rule prevents the tax-free liquidation of a C
corporation into an S corporation because a C corporation cannot
liquidate tax-free when owned by an individual shareholder.!®
Thus, a C corporation may elect S corporation status tax-free or
may merge into an S corporation tax-free, but may not liquidate
into an S corporation tax-free.'%? Also, the Service’s reasoning
would prevent an S corporation from making an election under sec-
tion 338 where a C corporation was acquired by an S corporation.

Reasons for Simplification

The provision promotes simplification by treating similar trans-
actions in a similar manner for tax purposes.

~ Explanation of Provision

The bill repeals the rule that treats an S corporation in its capac-
ity as a shareholder of another corporation as an individual. Thus,

;"‘See PLR 8818049, (Feb. 10, 1988). However, see PLR 9245004, (July 28, 1992) for a contrary
ruling.

102 A tax is imposed with respect to LIFO inventory held by a. C corporation becommg an S
corporation.
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the liquidation of a C corporation into an S corporation will be gov-
erned by the generally applicable subchapter C rules, including the
provisions of sections 332 and 337 allowing the tax-free liquidation
of a corporation into its parent corporation. Following a tax-free
liquidation, the built-in gains of the liquidating corporation’ may
later be subject to tax under section 1374 upon a subsequent dispo-
sition. An S corporation will also be eligible to make a section 338
election (assuming all the requirements are otherwise met), result-
ing in immediate recognition of all the acquired C corporation’s
gains and losses (and the resulting imposition of a tax).

. The repeal of this rule does not change the general rule govern-
ing the computation of income of an S corporation. For example, it
does not allow an S corporation, or its shareholders, to claim a divi-
dends received deduction with respect to dividends received by the
S corporation, or to treat any item of income or deduction in ‘a
manner inconsistent with the treatment accorded to 1nd1v1dua1 tax-
payers. Césimepne

No inference is mtended regardmg the present~law treatment of

these transactions. T L s

Effective Date
The provision takes effect on date of enactment.

4. S corporations permitted to hold subsidiaries (sec. 603(b) of the
bill and sec. 1361 of the Code)

Present Law

Under present law, an S corporatlon may not be a member of an
affiliated group of corporations (other than by reason of ownership
in certain inactive corporations). The legislative history indicates
that this rule was adopted to prevent the filing of consohdated re-
turns by a group which includes an S corporation.1%

Reasons for Simplification

The provision promotes s1mphﬁcat10n by ehmlnatlng a barr1er to
using the S corporation form of entity and providing more appro-
priate treatment of corporations with subsidiaries, i.e., the prohibi-
tion of filing a consolidated return if S corporate status is elected
rather than disqualification of the S election.

E’xplanatwn of Provision

The bill repeals the rule that an S corporation may not be a
member of an affiliated group of corporations. Thus, an S corpora-
tion will be allowed to own up to 100 percent of the stock of a C
corporation. However, an S corporation cannot be included in a
group filing a consolidated return.

Under the bill, if an S corporation holds 100 percent of the stock
of a C corporation that, in turn, holds 100 percent of the stock of
another C corporation, the two C corporations may elect to file a -

1%3See S. Rpt. No. 1983 (85th Cong., 2d Sess., 1958), p. 88.
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consolidated return (if otherwise eligible), but the S corporation
may not join in the election.

* Effective Date
The provision takes effect on date of enactment.

5. Elimination of pre-1983 earnings and profits of S corporations
(see. 603(c) of the bili)

Present Law

Under present law, the accumulated earnings and profits of a
corporation are not increased for any year in which an election to
be treated as an'S corperation is in effect. However, under the sub-
chapter S rules in effect before revision in 1982, a corporation
electing subchapter S for a taxable year increased its accumulated
earnings and profits if its earnings and profits for the year exceed-
ed both its taxable income for the year and its distributions out of
that year’s earnings and profits. As a result of this rule, a share-
holder may later be required to include in his income the accumu-
lated earnings and profits when it is distributed by the corporation.
The 1982 revision to subchapter S repealed this rule for earnings
attributable to taxable years beginning after 1982 but did not do so
for previously accumulated S corporation earnings and profits.

Reasons for Simplification

The provision promotes simplification by eliminating the need to
keep records of certain generally small amounts of earnings arising
before 1983.

‘E"xplanation of Provision

The bill provides that if a corporation is an S corporation for its
first taxablie year beginning after December 31, 1992, the accumu-
lated earnings and profits of the corporation as of the beginning of
that year are reduced by the accumulated earnings and profits (f
any) accumulated in any taxable year beginning before January 1,
1983, for which the corporation was an electing small business cor-
poration under subchapter S. Thus, such a corporation’s accumulat-
ed earnings and profits will be solely attributable to taxable years
for which an S election was not in effect. This rule is generally con-
sistent with the change adopted in 1982 limiting the S sharehold-
er's taxable income attributable to S corporation earnings to his
share of the taxable income of the S corporation.

Effective Date

The provision applies to tazxable years beginning after December
31, 1992

5



~

177

6. Treatment of items of income in respect of a decedent held by
an S corporation (sec. 603(d) of the bill and sec. 1367 of the
Code) ST S

Present Law

Income in respect of a decedent (IRD) generally consists of items
of gross income that accrued during the decedent’s lifetime but
were not yet includible in the decedent’s income before his death
under his method of accounting. IRD is includible in the income of
the person acquiring the right to receive such item. A deduction for
the estate tax attributable to an item of IRD is allowed to the
person who includes the item in gross income (sec. 691(c)). The cost
or basis of property acquired from a decedent is its fair market
value at the date of death (or alternate valuation date if that date
is elected for estate tax purposes). This basis often is referred to as
a “stepped-up basis”. Property that constitutes a right to receive
IRD does not receive a stepped-up basis. .' ‘ L

The basis of a partnership interest or corporate stock acquired
from a decedent generally is stepped-up at death. Under Treasury
regulations, the basis of a partnership interest acquired from a de-
cedent is reduced to the extent that its value is attributable to
items constituting IRD. ¢ Although S corporation income is includ-
ed in the income of the shareholders in a manner similar to the
inclusion of partnership income in the income of the partners, no
comparable regulation provides for a reduction in the basis of stock
of an S corporation acquired from a decedent where the S corpora-
tion holds items of IRD on the date of death of a shareholder. Thus,
under present law, the treatment of an item of IRD held by an S
corporation is unclear. : ; R R

- Reasons for Simplifiéation

The provision promotes simplification by eliminating the uncer-
tainty of present law, and by treating items of IRD held by a tax-
payer directly, through a partnership, or through an'S corporation
in a similar manner.. , e e e

'Explanation of Provision

The bill provides that a person acquiring stock in an S corpora-
tion from a decedent will treat as IRD his pro rata share of any
item of income of the corporation which would have been IRD if
that item had been acquired directly from the decedent. Where a
item is treated as IRD, a deduction for the estate tax attributable
to the item generally will be allowed under the provisions of sec-
tion 691(c). The stepped-up basis in the stock will be reduced by the
extent to which the value of the stock is attributable to items con-
sisting of IRD. This basis rule is comparable to the present-law’
partnership rule. 1B fomparable 1o v | .

No inference is intended regarding the present-law treatment of
IRD in the case of S corporations.

1%4Treas. Reg. sec. 1.742-1.
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- Effective Date ,
The provision applies with respect to decedents dying after date
of enactment of the bill.

B. Accounting Provisions

1. Modifications to the look-back method for long-term contracts"
(sec. 611 of the blll and sec. 460 of the Code)

. Present Law

Taxpayers engaged in the production of property under a long-
term contract generally must compute income from the contract
under the percentage of completion method. Under the percentage
of completion method, a taxpayer must include in gross income for
any taxable year an amount that is based on the product of (1) the
gross contract price and (2) the percentage of the contract complet-
ed as of the end of the year. The percentage of the contract com-
pleted as of the end of the year is determined by comparing costs
incurred with respect to the contract as of the end of the year with
the estimated total contract costs.

Because the percentage of completion method relies upon est1-
mated, rather than actual, contract price and costs to determine
gross income for any taxable year, a “look-back method” is applied
in the year a contract is completed in order to compensate the tax-
payer (or the Internal Revenue Service) for the acceleration (or de-
ferral) of taxes paid over the contract term. The first step of the
look-back method is to reapply the percentage of completion
method using actual contract price and costs rather than estimated
contract price and costs. The second step generally requires the
taxpayer to recompute its tax liability for each year of the contract
using gross income as reallocated under the look-back method. If
there is any difference between the recomputed tax liability and
the tax liability as previously determined for a year, such differ-
ence is treated as a hypothetical underpayment or overpayment of
tax to which the taxpayer applies a rate of interest equal to the
overpayment rate, compounded daily.'% The taxpayer receives (or
pays) interest if the net amount of interest applicable to hypotheti-
cal overpayments exceeds (or is less than) the amount of interest
applicable to hypothetical underpayments.

The- look-back method must be reapplied for any item of income
or cost that is properly taken into account after the completion of
the contract.
~ The look-back method does not apply to any contract that is com-
pleted within two taxable years of the contract commencement
date and if the gross contract price does not exceed the lesser of (1)
$1 million or (2) one percent of the average gross receipts of the
taxpayer for the preceding three taxable years. In addition, a sim-
plified Jook-back method is available to certain pass-through enti-
ties and, pursuant to Treasury regulations, to certain other taxpay-
ers. Under the simplified look-back method, the hypothetlcal un-

105The overpayment rate equals the applicable Federal short-term rate plus two percentage
points. This rate is adjusted quarterly by the IRS. Thus, in applying the look-back method for a
contract year, a taxpayer may be required to use five different interest rates. - : E
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derpayment or overpayment of tax for a contract year generally is
determined by applying the highest rate of tax applicable to such
taxpayer to the change in gross income as recomputed under the
look-back method. : : ~
Reasons for Simplification

Present law may require multiple applications of the look-back
method with respect to a single contract or may otherwise subject
contracts to the look-back method even though the amounts neces-
sitating the look-back computations are de minimis relative to the
aggregate contract income. In addition, the use of multiple interest

rates complicates the mechanics of the look-back method.
Explanation of Provision v
Election not to apply the look-back method for de minimis amounts

The bill provides that a taxpayer may elect not to apply the look-
back method with respect to a long-term contract if for each prior
contract year, the cumulative taxable income (or loss) under the
contract as determined using estimated contract price and costs is
within 10 percent of the cumulative taxable income (or loss) as de-
termined using actual contract price and costs. - o o

Thus, under the election, upon completion of a long-term con-
tract, a taxpayer would be required to apply the first step of the
look-back method (the reallocation of gross income using actual,
- rather than estimated, contract price and costs), but would not be
required to apply the additional steps of the look-back method if
the application of the first step resulted in de minimis changes to
the amount of income previously taken into account for each prior
contract year. S S

The election applies to all long-term contracts completed during
the taxable year for which the election is made and to all long-
term contracts completed during subsequent taxable years, unless
the election is revoked with the consent of the Secretary of the
Treasury. o - R,

Example 1.—A taxpayer enters into a three-year contract and
upon completion of the contract, determines that annual net
income under the contract using actual contract price and costs is
$100,000, $150,000, and $250,000, respectively, for Years 1, 2, and 3
under the percentage of completion method. An electing taxpayer
need not apply the look-back method to the contract if it had re-
ported cumulative net taxable income under the contract using es-
timated contract price and costs of between $90,000 and $110,000 as
of the end of Year 1; and between $225,000 and $275,000 as of the
end of Year 2. . e s

Election not to féa}ply thé ééolé-‘b.aékn rﬂéthbd o

.. The bill provides that a taxpayer may elect not to reapply the

look-back method with respect to a contract if, as of the close of
any taxable year after the year the contract is completed, the cu-
mulative taxable income (or loss) under the contract is within 10
percent of the cumulative look-back income (or loss) as of the close

of the most recent year in which the look-back method was applied

TSRy CREAY
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(or would have applied but for the other de minimis exception de-
scribed above). In applying this rule, amounts that are taken into
account after completion of the contract are not discounted.

Thus, an electing taxpayer need not apply or reapply the look-
back method if amounts that are taken into account after the com-
pletion of the contract are de minimis.

The election applies to all long-term contracts completed during
the taxable year for which the election is made and to all long-
term contracts completed during subsequent taxable years, unless
the election is revoked with the consent of the Secretary of the
Treasury.

Example 2—A taxpayer enters into a three-year contract and re-
ports taxable income of $12,250, $15,000 and $12,750, respectively,
for Years 1 through 3 with respect to the contract. Upon comple-
tion of the contract, cumulative look-back income with respect to
the contract is $40,000, and 10 percent of such amount is $4,000.
After the completion of the contract, the taxpayer incurs additional
costs of $2,500 in each of the next three succeeding years (Years 4,
5, and 6) with respect to the contract. Under the bill, an electing
taxpayer does not reapply the look-back method for Year 4 because
the cumulative amount of contract taxable income ($37,500) is
within 10 percent of contract look-back income as of the completion
of the contract ($40,000). However, the look-back method must be
applied for Year 5 because the cumulative amount of contract tax-
able income ($35,000) is not within 10 percent of contract look-back
income as of the completion of the contract ($40,000). Finally, the
taxpayer does not reapply the look-back method for Year 6 because
the cumulative amount of contract taxable income ($32,500) is
within 10 percent of contract look-back income as of the last appli-
cation of the look-back method ($35,000).

- Interest rates used for purposes of the look-back method

The bill provides that for purposes of the look-back method, only
one rate of interest is to apply for each accrual period. An accrual
period with respect to a taxable year begins on the day after the
return due date (determined without regard to extensions) for the
taxable year and ends on such return due date for the following
taxable year. The applicable rate of interest is the overpayment
rate in effect for the calendar quarter in which the accrual period
begins.

Effective Date

The provisioné apply to contracts completed in taxable years
ending after the date of enactment.

2. Simplified method for applying uniform cost capitalization
rules (sec. 612 of the bill and sec. 263A of the Code)

Present Law

In general, the uniform cost capitalization rules require taxpay-
ers that are engaged in the production of real or tangible personal
property or in the purchase and holding of property for resale to
capitalize or include in inventory the direct costs of the property
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and the indirect costs that are allocable to the property. In deter-
mining whether indirect costs are allocable to production or resale
activities, taxpayers are allowed to use various methods so long as
the method employed reasonably allocates indirect costs to produc-
tion and resale activities.

_ Reaéons for Simplification

The uniform cost capitalization rules require taxpayers to deter-
mine for each taxable year the costs of each administrative, serv-
ice, or support function or department that are allocable to produc-
tion or resale activities. If a taxpayer does not elect any of the sim-
plified methods provided in Treasury regulations, this allocation
may be unduly burdensome and costly. SR

Explanation of Provision

The bill authorizes (but does not require) the Treasury Depart-
ment to issue regulations that allow taxpayers in appropriate cir-
cumstances to determine the costs of any administrative, service,
or support function or department that are allocable to production
or resale activities by multiplying the total amount of costs of any
such function or department by a fraction, the numerator of which
is the amount of costs of the function or department that was allo-
cable to production or resale activities for a base period and the de-
nominator of which is the total amount of costs of the function or
department for the base period. It is anticipated that the regula-
tions will provide that the base period is to begin no earlier than 4
taxable years prior to the taxable year with respect to which this
simplified method applies. :

Effective Date

The provision applies to taxable years beginning after the date of
enactment of the bill. Thus, the regulations may permit the use of
the simplified method for taxable years beginning after this date.
The simplified method, however, may not be used for any taxable
year that begins prior to the date that the Treasury Department
publishes regulations that authorize the use of the simplified
method and set forth the requirements that must be satisfied in
order for the method to be used.

C. Provisions Relating to Regulated Investment Companies

1. Repeal the short-short test for regulated investment companies
(sec. 621 of the bill and sec. 851(b)(3) of the Code)

 Present Law

A regulated investment company (“RIC”) is treated, in essence,
as a conduit for Federal income tax purposes. If a corporation
qualifies as a RIC, it is allowed a deduction for dividends paid (or
deemed paid) to its shareholders (sec. 852(b)). Thus, no corporate
level tax is payable on earnings of a RIC distributed (or deemed
distributed) to its shareholders. ' T

In order for a corporation to qualify as a RIC, a corporation must
elect such status and must satisfy certain tests (sec. 851(b)). In par-
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ticular, a corporation must derive less than 30 percent of its gross
income from the sale or disposition of certain investments (includ-
_ing stock, securities, options, futures, and forward contracts) held
less than 3 months (the “short-short test”) (sec. 851(b)3)).

Reasons for Simplification

The short-short test restricts the investment flexibility of RICs.
The test can, for example, limit a RIC’s ability to “hedge” its in-
vestme)znt (e.g., to use options to protect against adverse market
moves). :

The test also burdens a RIC with significant recordkeeping, com-
pliance, and administration costs. The RIC must keep track of the
holding periods of assets and the relative percentages of short-term
and long-term gain that it realizes throughout the year.

Explanation of Provision
The bill repeals the short-short test.

Effective Date

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

2. Require brokers and mutual funds to report basis to customers
(sec. 622 of the bill and secs. 1012 and 6045 of the Code)

Present Law

Information returns

Brokers 1 are required to report to the Internal Revenue Serv-
ice the gross proceeds from sales and exchanges by customers (sec.
6045(a)). Brokers also must give each customer a written statement
containing that information by January 31 of the year following
~ the calendar year the transaction occurred (sec. 6045(b)).?”

Gain or loss from the sale of mutual fund shares

A taxpayer who sells or exchanges mutual fund shares is re-
quired to report the gain or loss along with any other capital gains
or losses. A taxable sale or exchange includes a direct redemption
or sale, a check written on a fund, or exchanges from one fund into
another fund.

The amount of gain or loss is the difference between the amount
the taxpayer realized from the sale or exchange and the taxpayer’s
adjusted basis in the shares (sec. 1001). In general, the amount a
taxpayer realizes from a sale or exchange of shares is the money
and value of any property received for the shares minus expenses
(such as sales commissions, sales charges, or exit fees). A taxpayer’s

106 Under section 6045, “broker” is defined to include dealers, barter exchanges, and any other
person who, for a consideration, regularly acts as a middleman with respect to property or serv-
ices. Under the regulations, the term is defined to include mutual funds that deal directly with
customers (i.e., mutual funds that stand ready to redeem their shares). The term “broker” has
this meaning for purposes of this section.

107 Brokers are required to use Form 1099-B, Statement for Recipients of Proceeds From
Broker and Barter Exchange Transactions (or an IRS-authorized substitute) for these reporting

purposes.

&



183 L

adjusted basis generally is his original cost (including any sales
charges or “load”) or other basis adjusted for such things as wash
sales and return of capital distributions. .

A taxpayer who sells any of his shares may choose one of three
methods to determine the adjusted basis of the shares that were
sold (Treas. Reg. secs. 1.1012-1(c) and (e)):

(1) the first-in, first-out (FIFO) method which requires the tax-
payer to assume that the first shares sold were the first ones pur-

- chased by the taxpayer; S
-~(2) the specific identification method which permits the taxpayer
to identify exactly which shares were sold—but the method is
available only if, at the time of sale, the taxpayer specified to the
broker the particular shares to be sold and the broker confirms
such specification in a written document within a reasonable time
after the sale; or . S e T Y U e

(3) the average cost method which permits the taxpayer to calcu-
late his gain or loss based on the average price he paid for his
shares. The average cost method may be determined either by the
single category method (which uses the average cost of all of the
taxpayer’s shares and determines the holding period for the shares
that are sold on a first-in first-out basis) or the double category
method (which separates the taxpayer’s shares into long-term and
short-term holdings and provides a separate average cost for each
category). A taxpayer may elect the average cost method by attach-
ing a statement to his return. Once the taxpayer elects the average
cost method, the taxpayer must use that method for all of his ac-
countsin that fund. =~ -~ o e

The wash sale rule provides that a loss sustained upon a sale or
other disposition of stock or securities is not allowed if, within a

period beginning 30 days before the date of the sale or disposition
and ending 30 days after that date, the taxpayer has acquired, or
has entered into a contract or option to acquire, substantially iden-
tical stock or securities (sec. 1091). The load basis deferral rule pro-
vides that, under certain circumstances, a load charge on a mutual
fund will not be taken into account as part of the purchaser’s basis
for purposes of computing profit or loss on a sale of the mutual
fund shares (sec. 852(f)). The rule applies only if the mutual fund
shares are sold before the 91st day following their purchase and
where the purchaser subsequently purchases mutual fund shares
pursuant to a reinvestment right he received when he bought the
original shares. The basis disallowance of the load charge applies to
the extent the charge does not exceed the reduction in the load
charge for the new purchase. : -
Reasons for Simplification . ,

Many mutual fund investors engage in a large number of trans-
actions in mutual fund shares. For example, some taxpayers pur-
chase mutual fund shares periodically through participation in div-
idend reinvestment or payroll deduction plans. Other taxpayers,
such as retired individuals, frequently sell shares to pay current
expenses. Because of the many purchases or sales in different

amounts, at different times, and at different prices, taxpayers fre-
quently have difficulty in calculating gain or loss upon the sale of
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mutual fund shares. In many cases, these calculations require tax-
payers to retain accurate records for many years.

Explanation of Provision
Information returns

In general.—The bill requires brokers that are currently required
to report gross proceeds on sales or exchanges of mutual fund
shares to report basis and holding-period information on the same

information return. Those brokers that are not currently required

to report gross proceeds, such as money market mutual funds, are
not required by the bill to report basis information.

Required basis information.—For each sale or exchange, a broker
is required to report the basis of the shares that have been sold
and the portion of the gross proceeds for the shares that have been
held for more than 1 year. Basis is determined using the single-cat-
egory average cost basis method (and not the double-category). The
bill also provides the Secretary of the Treasury authority to deter-
mine the manner in which basis and holding period are to be re-
ported. Such authority includes the authority to require brekers to
take into account commissions, wash sales, return of capital distri-
butions, and other events that might affect a basis ¢alculation.
Such authority also includes the authority to permit brokers to
report the basis information for each sale or exchange in an aggre-
gate form. ,

Multiple accounts.—The bill requires the basis calculation to be
done on an account-by-account basis. If an individual holds shares
in two separate accounts with a mutual fund, then a separate basis
calculation must be done for each account. In addition, if a custom-
er holds shares in two mutual funds through a securities broker
(rather than directly through the mutual funds themselves), the
shares for each mutual fund (i.e., for each position) must be consid-
ered separate accounts for purposes of these rules.

Due date of returns.—Under the bill, information returns are re-
quired to be sent to shareholders by January 31, which is, under
present law, the same date by which the information returns for
gross proceeds must be provided to taxpayers. The bill contem-
plates that amended basis information returns may be necessary in
certain cases.

Treasury is authorized to promulgate regulations to require a
transfer of information between brokers (including RICs) where the
transfer is necessary to comply with the reporting requirements of
this section. For example, if a broker holds shares in a mutual fund
as a nominee for another person and the shares are transferred to
another broker, the old broker would be required to furnish the
new broker the information necessary for the new broker to meet
the information-reporting requirements.

The Internal Revenue Service is expected to consult with repre-
sentatives of the industries affected by the basis reporting provi-
sion to develop the regulations necessary to implement the provi-
sion.

¢ 3
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Gain or loss from the sale of mutual fund shares

“The bill generally réquires a taXpa}’er to calculate bas1s and ad A

justments to basis as under present law. However, unless a taxpay-
er elects otherwise, a taxpayer must determine ‘basis for mutual
fund shares by using the single-category average basis of all of the '
shares of the account from which a sale or exchange was made
" (which generally 1s the mou t requ1red to be reported b the
broker). = Ry e ; 2
Under the blll a taxpayer can elect a method other than the
single-category averagé basis (i.e., FIFO or‘specific identification) if
he made such an election on his return for the first taxable year in
which a sale from the account occurs (and he satisfied present law
requirements). In addition, under the bill, a taxpayer can elect dlf-
ferent methods for dlffe t accounts int d.’

Coordmatwn wztk wash

The bill modifies the wash sale’ rules for certam sales of sharesg
from an account covered by the new provision. Losses that are sus-'
tained from a sale of shares in December will not be disallowed by
reason of a purchase after’ January 15 of additional shares through
a dividend reinvestment program that the shareholder had elected
at the time the account was opened or, if later, at least 6 months\
before the date of the sale. -~

The bill also’modifies the load basis deferral rule when the rule»
is triggered by a purchase after January 15 of the calendar year’
following the original sale. Under these circumstances, the load
charge described in the rule is permitted to be taken into account
in determining the amount of gain or loss on the orlgmal sale, and
the load charge is included as short term capital galn for the tax-
able year of the purchase :

Efféciiz}é 'pa‘t‘e

counts opened on or after January 1, 1995. For nfple, if pr1o 0
the effective date a taxpayer holds shares in ‘mutual fund Bin an’
account maintained by a securities broker and holds shares in
mutual fund F directly from the fund, additions to either of those:
positions after January 1, 1995, would not trigger the basis report-
ing requirement. If, however after January 1, 1995, the taxpayer
purchased shares 1n fund F through the secur1t1es broker,
ened w1th rnutual fund F, a new posi-

that includes shares not acqulred by purchase. Thus, the"p
does not apply to shares in an account opened after January 1
1995, that mcludes shares that had b acqulred by glft Th

62-209 0 - 93 - 7
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* 3. Permit common trust funds to convert to regulated investment
companies without taxation (sec. 623 of the bill and 584 of the
Code) . . .

- - Present Law ) ‘

A common trust fund is a fund maintained by a bank exclusively
for the collective investment and réinvestment of moneys contrib-
uted thereto by the bank in its capacity as a trustee, executor, ad-
ministrator, guardian, or custodian of certain accounts and in con-
formity with rules and regulations of the Board of Governors of the
Federal Reserve System or the Comptroller of the Currency per-
taining to the collective investment -of trust funds by national
banks (sec. 584(a)). .

The common trust fund of a bank is not subject to tax and is not
treated as a corporation (sec. 584(b)). Each participant in a common
_trust fund includes his proportional share of common trust fund
income, whether or not the income is distributed or distributable
(sec. 584(c)). ‘

No gain or loss is realized by the fund upon admission or with-

drawal of a participant. Participants generally treat their admis-
sion to the fund as the purchase of an interest. Withdrawals from

the fund generally are treated as the sale of an interest by the par-

ticipant (sec. 584(e)).

A RIC also is treated as a conduit for Federal income tax pur-
poses. Present law is unclear as to the tax consequences when a
%)%mon trust fund transfers its assets, or converts its status, to a

1C.

Reasons for Simplification

Banks are inhibited from converting common trust.funds into
RICs by the possibility of the merger being taxable and by State
laws that treat the triggering of an income tax on trust fund par-
ticipants as a breach of the banks’ fiduciary obligations. It is be-
lieved that common trust funds should be permitted to transfer
their assets on a tax-free basis to a RIC, subject to certain limita-
tions. ' . ) B

4 Explanation of Provision
In general, the bill permits a common trust fund to transfer sub-

stantially all of its assets to a RIC without gain or loss being recog-

nized by the fund or its participants. The fund must transfer its
assets to the RIC solely in exchange for shares of the RIC, and the
fund must then distribute the RIC shares to'the fund’s participants
in exchange for the participant’s interests in the fund. o

In determining whether a transfer is solely in exchange for
shares of the RIC, the assumption of liabilities by the RIC is to be
-ignored. A special rule, however, requires gain to be recognized to
the extent the assumed liabilities exceed the aggregate adjusted
bases (in the hands of the common trust .fund) of the assets trans-
ferred to the RIC. , :

The basis of any asset that is received by the RIC will be the

basis of the asset in the hands of the fund prior to transfer (in-

Y
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creased by the amount of gain recognized by reason of the rule re-
garding the assumption of liabilities). In addition, the basis of : any .
* RIC shares that are received by a fund part1c1pant ‘will be the par-
amount of gain recogmzed by reason of the rule regardlng the as-";
sumption of liabilities).
The tax-free transfer is not available to a common trust fund
with assets that are not diversified under the requirements of sec-
tion 368(a)2)(F)ii), except that the diversification test is modified
3 ecurltles

No 1nference is mtended as to the tax consequences und,
present law when a common trust fund transfers its asset$, or con

Effectwe Date e
The provision is effective for transfers after the date of enact-

..... e

: ‘D,' Tax-'EXemPt‘,Boxndﬂ Prmﬁ*is‘io'bn“s K

OUervtew

Interest on State and local government bonds generally 'is' ex--
cluded from gross ‘income for purposes of the regular-individual
and corporate income taxes if the proceeds of the bonds are used to
finance direct activities of these governmental units (Code sec. 103).

Unlike the interest on governmental bonds, described above, in-
terest on private activity bonds generally is taxable A private ac-
tivity bond is a bond issued by a State or local governmental unit
acting as a conduit to provide financing for private parties in a
manner violating either (1)'a private business use and payment test
or (2) a prlvate loan restriction. However, interest on private ‘activi-
ty bonds is not taxable if (1) the ﬁnanced activity is specified in the

-Code and (2) at least 95 percent of the net proceeds of the bond
issue is used to finance the specified activity. s

Issuers of State and local government bonds. must satlsfy numer-
ous other requirements, including arbitrage restrictions (for all
such bonds) and annual State volume limitations (for most private
act1v1ty bonds) for the mterest on these bonds to be excluded from;

' gross lncorne SR e ;

i P_resent Law

SubJect to hmlted exceptlons, arbitrage - profits from mves ng
bond proceeds in investments unrelated to the governmental pur-
pose of the borrowing must be rebated to the Federal Government.
"No rebate is required if the gross proceeds of an 1ssue are spent for
the governmental purpose of the borrowing within six months after
issuance.
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This six-month exception is deemed to be satisfied by issuers of
governmental bonds (other than tax and revenue anticipation
notes) and qualified 501(c)(3) bonds if (1) all proceeds other than an
amount not exc¢eeding the lesser of five percent 6r $100,000 are so
spent within six months and (2) the remaining proceeds are spent '
within one year after the bonds are issued. - : ‘ '

-~ Reasons for Simplification

The principal Federal policy concern underlying the arbitrage
rebate requirement is to discourage the earlier and larger than
necessary issuance of tax-exempt bonds to take advantage of the
opportunity to profit by investing funds borrowed at low-cost tax-
exempt rates in higher yielding taxable investments. If at least 95
percent of the proceeds of an issue is spent within six months, and

‘the remainder is spent within one year, opportunities for such arbi-
trage profit are significantly limited.

Explanation of Provision

The $100,000 limit on proceeds that may remain unspent after
six months for certain governmental and qualified 501(c)3) bonds
otherwise exempt from the rebate requirement is deleted. Thus, if
at least 95 percent of the proceeds of these bonds is spent within
six months after their issuance, and the remainder is spent within
one year, the six-month exception is deemed to be satisfied.

, , Effective Date N o
The provision applies to bonds issued after the date of enact-
ment. ‘ - o

2. S,im-plit;i.‘cation of :compliance with _24-mohth .érbitrage rebate
exception for construction bonds (sec. 632 of the bill and sec.
148 of the Code) ) ' .

Rfesent Law .

In general, arbitrage profits from investing bond proceeds in in-
vestments unrelated to the governmental purpose of the borrowing
must be rebated to the Federal Government. An exception is pro-
vided for certain construction bond issues if the bonds are govern-
mental bonds, qualified 501(c)(3) bonds, or: exempt-facility private
activity bonds for governmentally owned property. : o

This exception is satisfied only if the available construction pro-.
ceeds of the issue are spent at minimum specified rates during the
24-month period after the bonds are issued. The exception does not
apply to bond proceeds invested after the 24-month expenditure
period as part of a reasonably required reserve or replacement
fund; a bona fide debt service fund, or to certain other investments
(e.g., sinking funds). Issuers of these construction bonds also may
elect to comply with a penalty regime in lieu of rebating arbitrage -
profits if they fail to satisfy the exception’s spending requirements.

LEIL L e
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Reasons for Simplification S,
Bond proceeds invested in a bona fide debt service fund generally
must be spent at least annually for current debt service. The short-
term nature of investments in such funds results in' only limited
potential for generating arbitrage profits. If the spending require-
‘ments of the 24-month rebate exception are satisfied, the adminis-
trative complexity of calculating rebate on these proceeds out-
weighs the other Federal policy concerns addressed by ‘the rebate
requirement. ) o e

- +“<Explanation of Provision o ;

The bill exempts earnings on bond proceeds invested in bona fide

debt service funds from the arbitrage rebate requirement and the

penalty requirement of the 24-month exception if the spending re-

quirements of that exception are otherwise satis
| L Btectvg Dute

;I‘he prowsmn apphes to bonds '1ssuedf af‘ﬁér the date of enact- -
ment. , o -

3. Slmultaneous1ssuanc€ of cert ues not aggregated |

(sec. 633 of the bill and sec. 148 of the Code)

" Present Law

In certain cases, the Treasury Department treats multiple issues
of tax-exempt bonds paid from substantially the same source of
funds as a single issue in applying the Code’s tax-exempt bond re-
strictions when the bonds are issued within a relatively short
period of time (31 days). : :

Reasons for Simplification”

~ Requiring issuers that simultaneously issue discrete issues of tax
. and revenue anticipation notes (“TRANSs”) and other governmental
bonds to separate issuance of these bonds by 31 days adds adminis-
trative complexity and increases costs of issuance. '

Explaﬂatib;f of :Pi:o’vAis jon

2 hat discrete issues of governmental bonds’
issued simultaneously will not be treated as a single issue in cases
where one of the issues is a TRAN reasonably expected to satisfy
. the arbitrage rebate safe harbor of section 148(H4XB)Gii). .

Effective Date

The provision applies to bonds issued after the date of enact-
ment. : TR -

No inference is intended by this effective date as to the proper
treatment of any bonds issued before the date of he provision’s en-

actment.- - "%

_The bill provides’
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4. Repeal of unrelated and disproportionate use limit (sec. 634 of
the bill and sec. 141(b) of the Code)

Present Law

_ Bonds issued by States and local governments are private activi-
ty bonds if (1) more than ten percent of the proceeds of the issue of
which they are part satisfies a private business use and payment
test or (2) more than five percent ($5 million, if less) of the proceeds
is used to finance loans to persons other than States or local gov-
ernments. The ten-percent private business limits are reduced to
five percent in the case of uses that are unrelated to a governmen-
tal use also being financed with the proceeds of the issue (the “un-
related and disproportionate use limit”). s TR D
- Reasons for Simplification ,

Whether a private business use is “related” to a governmenhtal
activity also being financed with a bond issue may be a complex
facts and circumstances determination. In light of the general ten-
percent limit on private business use, the private loan restriction,
and the State volume limit allocation requirement for larger gov-

ernmental bond issues, the complexity associated with this determi-
nation may be eliminated without sacrificing the Federal policy of

strictly limiting use of governimental bond proceeds to finance pri-
vate activities not specifically approved by the Congress.
. Explanation of Provision__ .

" The bill repeals the ﬁve-percéht unrelated and disprb'port-idn‘até '
use limit. : o : R } ek R ",‘-: e 3% faee

Effective Date ,

The provision applies to bonds issued after the date of enact-
ment. R : .

5. Simplification of arbitrage rebate requirement for smaller issu-
ers of governmental bonds (sec. 635 of the bill and sec. 148 of
Code) : SRRt S

Pre.éent L_aw

Subject to limited exceptions, arbitrage profits earned by invest-
ing bond proceeds in investments unrelated to the governmental
purpose of the borrowing must be rebated to the Federal Govern-
ment. The rebate requirement does not apply to governmental
bonds issued by issuers with general taxing powers if they issue $5

million or fewer of such bonds during the calendar year when the
bonds are issued. R _

Reasons for Simplification™ * =~ 7

The Federal policy addressed by the arbitrage rebate require-
ment is the elimination of earlier and larger issuance of tax-
exempt bonds than necessary to obtain a financial advantage by in-
vesting funds borrowed at lower tax-exempt rates in higher yield-
ing taxable investments. The exception from the arbitrage rebate
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'requ1rement for’ governmental bonds 1ssued by sthaller governme
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u S alancing of the policy of preventing arbitr
motivated bond iss e with the desire to make the administ;
tive’ responsibilities necessary to ‘comply with the rebate require:”
ment easily manageable. Increasing the current $5 million annual
issuance limit defining governments eligible for exemptlon from
the rebate requirement to $10- mllhon is approprlate in trying to

achieve this balance.

in Explanatwn of Provzszon

g

The bill increases the $5 million annual issuance 11m1t for smallu' .
issuers whose governmental bonds are, not subJect to rebate to $10
m11110n )

E’ffectwe Date

The provision applies.to bonds 1ssued in calendar years begmnmg | B »

after the date of enactment

6. Repeal of 150-percent of debt servnce llmlt (sec. 636 of the bill ,‘
and sec. 148 of the Code) L :

Present Law

Issuers of all tax-exémpt bonds generally are subject to two sets’
of arbitrage restrictions on investment of their bond proceeds. The
first set requires that tax-exempt bond proceeds be invested at a
yield that is not materially higher (generally defined as 0.125 per-
centage points) than the bond yield. Exceptions are provided to this
restriction for investments during any of several “temporary peri-
ods” pending use of the proceeds and, throughout the term of the
issue, for proceeds 1nvested as part of a reasonably required reserve
or replacement fund or a “minor” portion of the issue proceeds.

Except for temporary periods and amounts held pending use to

‘pay current debt service, present law also limits the amount of the

proceeds of private activity bonds (other than qualified 501(0)(3)
bonds) that may be invested at materially higher y1elds at any time
during a bond year to 150 percent of the debt service for that bond
year. This restriction affects primarily investments in reasonably
required reserve or replacement funds. Present law further te-
stricts the amount of proceeds from the sale of bonds that may be
invested in these reserve funds to ten percent of such proceeds. The
second set of arbitrage restrictions requires generally that all arbi-
trage’ profits earned on investments unrelated to the governmental
purposé of the borrowing be rebated to the Federal Government.
Arbitrage profits include all earnings (in excess of bond yield) de-
rived from the investment of bond proceeds (and subsequent earn—'
ings on any such earnings). =~ s= H

Reasons for Simplification

The "150-percent ‘of debt service limit was enacted before” ‘enact-
ment of the arbitrage rebate requirement and the ten-percent limit
on the size of reasonably required reserve or replacement funds. It
was intended to eliminate arbitrage-motivated activities available
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from investment of such reserve funds. Provided that comprehen-
sive y1e1d restriction and rebate requirements and the present-law
overall size limit on reserve funds are maintained, the 150-percent
of debt service y1eld restriction: 11m1t may be V1ewed as duphcatlve ,

Explanation of Provision '~ "
The blll repeals the 150-percent of debt service y1eld restnctlon :

Effective Date

* The provision apphes to bonds ‘issued after the date of enact-
ment.

7. Repeal of expired prov1s1ons (sec. 637 of the bill and sec. 148 of
the Code)

Present Law

Present law includes two special exceptions to the arbitrage
rebate and pooled financing temporary period rules for certain
qualified student loan bonds. These exceptions applied only to
bonds issued before January 1, 1989.

Explanation of Provision
These special exceptions are deleted as “deadwood.”

Effectwe Date '

The prov1s1on apphes to bonds 1ssued after the date of enact-
ment .

" 8. Clarification of definition of “investment-type property” (sec.
638 of the bill and sec. 148 (b)(2) of the Code)

Present Law

Interest on State and local government bonds is not tax-exempt
if the bonds are arbitrage bonds. A bond generally is an arbitrage
bond if the proceeds are invested in materially higher yielding “in-
" vestment-type property,” other than during prescribed temporary
periods or as a- part of a reasonably required reserve or replace-
ment fund. Additionally, all profits earned on investment of bond
proceeds other than for the governmental purpose of the borrowing
- generally must be rebated to the Federal Government.

If issuers of tax-exempt bonds prepay amounts for activities
being financed with the bonds, arbitrage profits may be indirectly
earned and retained by the issuers. Therefore, present law provides
that property or services acquired pursuant to most transactions
involving prepayments is investment-type property, and is subject
to either yield restriction or arbitrage rebate requirements. ’

Explanation of Provision

The bill deletes and reinserts the term ° ‘investment-type proper-
%' in the Code arbltrage restrictions. This prov1s1on is intended to
clarify Congress or1g1nal intent as to the meaning of that term.
Absent restr1ct1ons, issuers might use bond proceeds to prepay
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tions would be avoided and the issuers would retain the econor
benefit of arbitrage profits. The expansion of property subject to
the Code arbitrage restrictions to include all “investment-type
property”’ was intended to preclude such arrangements. LR
As was stated in the legislative history accompanying the Tax
Reform Act of 1986 (the “1986 Act”), however, in certain circum- -
stances, advance payments for property or services may be made
because of non-arbitrage-motivated business customs. For example,
a governmental unit may decide to purchase property (e.g., a gov-"
ernment office building or equipment) with an accompanying bond-
financed up-front payment rather than lease the property without
such an initial debt issuance. It was not intended that the fact that
an issuer purchases, rather than leases, property should necessari-
ly be construed as giving rise to investment-type property.
Similarly, certain services (e.g., bond insurance for the entire
term of the bonds) may be available only in exchange for a lump-
sum payment made in advance, or the credit standing of an issuer
may be such that vendors will not supply property or services
before receiving payment. As was indicated in the legislative histo-
ry of the 1986 Act, the term investment-type property is not in-
tended to include property or services acquired in exchange for

~ debt-financed lump-sum payments, whether or not discounted, that

are dictated by independent, non-arbitrage-motivated business cus-

~ toms governing availability of the property or services to all simi-.

larly-situated persons (whether or
Further, the provision is intended to clarify the application of
this 1986 Act restriction to certain governmental and section
501(c)X3) organization procurement activities.’”® When States and
local governments and section - 501(c)(3) - organizations purchase.
property or services for use in carrying out their governmental or.

2 oAy

not State or local governmental

_exempt activities, they may be offered discounts on the same terms

as fully taxable purchasers for prompt or early payment or for
volume purchases. Availability of these discounts presents an op-
portunity for economic arbitrage, and by taking advantage of the
discounts, States and local governments and section 501(c)3) orga- ‘
nizations could be viewed as acquiring investment-type property. It
is intended, however, that acquisition at a discounted price of prop-
erty or services to be used in carrying out a governmental or sec-
tion 501(c)3) organization exempt activity should not be treated as
the acquisition of investment-type property if— . - R
_(1) the trade discount is available on the same terms to all pur-
chasers of the property or services (governmental, section 501(c)(3)
and fully taxable nongovernmental entities); ***and

18 The clarification relating to trade discounts is intended only to address the treatment of
the discounts described. It is not intended to change or otherwise give rise to any inference as to
the proper meaning of the term “investment property” in other circumstances. .

105 Any trade discount which is structured differently for purchasers eligible to use taxable
and tax-exempt debt or which is set at a level such that beneficiaries of tax-exempt bonds are
more likely to take advantage of the discount than fully taxable purchasers (€g., in & manner
related to_the tax-exempt borrowing costs of the purchaser)'is not intended to qualify ds'a trade
discount that is available on the same terms to all purchasers of the property or services. =~ '~

" Continued
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(2) the scheduled or actual timing of any early payment or the
volume of any purchase by a governmental unit or section 501(c)3)
organization is not substantially differént from the comparable
timing of payments or volume of purchases by similarly" situated
fully taxable nongovernmental entities purchasing the same prop-
erty or services. v .

Effectwe Date

. The provision is effective as if included in T1tle XIII of the Tax'
Reform Act of 1986 . .

~E. Insurance Provnsnons

"1, Treatment of certain insurance contracts on_ retlred llves (sec
641 of the bill and sec. 817(d) of the Code) i :

Present Law

Life insurance companies are allowed a deductlon for any net in-

crease in reserves and are required to include in income any net
“decrease in reserves. The reserve of a life insurance company for

any contract is the greater of the net surrender value of the con-
tract or the reserve determined under Federally -prescribed rules.
In no event, however, may the amount of the reserve for tax pur-
poses for any contract at any time exceed the amount of the re-
serve for annual statement purposes.

Special rules are provided in the case of a variable contract '
Under these rules, the reserve for a variable contract is adjusted by .
(1) subtracting any amount that has been added to the reserve by
reason of appreciation in the value of assets underlying such con-
tract, and (2) adding any amount that has been subtracted from the
reserve by reason of depreciation in the value of assets underlying
such contract. In addition, the basis of eac¢h asset underlying a.
variable contract is adjusted for appreciation or deprec1at10n to the
extent the reserve is adjusted. -

A variable contract generally is defined as any annulty or life in-
surance contract (1) that provides for the allocation of all or part of
the amounts received under the contract to an account that is seg-
regated from the general asset accounts of the company, ‘and (2)
under which, in the case of an annuity contract, the amounts paid
in, or the amounts paid out, reflect the 1nvestment return and the
market value of the segregated asset account, or, in the case of a
life insurance contract, the amount of the death benefit (or the
period of coverage) is adjusted on the basis of the investment
return and the market value of the segregated asset account. A
pension plan contract that is not a life, accident, or health, proper-

It is recog'mzed however, that the implicit discount rate in any purchase arrangement is re-
lated to borrowing costs, and that therefore, beneficiaries of tax-exempt bonds may benefit ‘eco-
nomically more from any uniform discount rate than comparable taxable borrowers. This fact
alone is not to be construed as violating the umformlty requirement, provided the discount rate
is uniform for governmental section 501(c¥3) organizations, and fully taxable nongovérnmental
purchasers and is set at a sufficient level to be taken advantage of generally by purchasers
using taxable financing as well as by governmental and section 501(cX3) organizations benefiting
from tax-exempt bonds.
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ty, casualty, or hablhty insurance contract is treated as an annuity
contract for purposes of thls defimtlon

Reasons for ’Szm ’ llfzcatwn

It is beheved that certam contracts which prov1de 1nsurance on
retired lives should be treated as variable contracts in order to sim-
plify the treatment of such contracts and to ‘provide a more accu-
rate measure of the income of hfe insurance compames with re-
spect to such contracts , G :

: Explanatwn of Provzswn:_,; o

The blll provides that a variable contract is to 1ncl ;
that prov1des for the funding of group termlife or group acmdent
and health insurance on retired lives if: (1) the contract provides
for the allocation of all or part of the amounts received under the
contract to an account that is segregated from the general asset ac-
count of the company; and (2) the amounts paid in, or the amounts

paid out, under the contract reflect the investment return and the ‘. ‘

market value of the segregated asset account
-tract. - #
Thus, the reserve for such a contract is to be adJusted by (1) sub-
tracting any amount that has been added to the resérve by reason -
of appreciation in the value of assets underlying such contract, and
(2) adding any amount that has been subtracted from the reserve
by reason of depreciation in the value of ‘assets underlying such
contract. In addition, the basis of each asset underlying the con:
" tract is to be ad_]usted for apprematmn or deprec1at10n to the extent
that the reserve is ad_]usted v ’

erlymg the con-' "

The prov1s1on'app es to
31, 1992

2. Treatment of modlfied guaranteed contracts (sec. 642 of the bill
and new sec. 817A of the Code) =

L1fe 1nsurance companies "are allowe tior
Crease in reserv s and are required to include in"income any net
decrease in reserves. T reserve of a life insurance company for:
any contract is the greater of thé net surrender value of the con-.
tract or the reserve determined under Federally prescrlbed rules.
The net surrender s the cash sur
reduced by any surrender penalty," €
adjustment required on surrender is not taken into a
event, however, may the amount of the reserve ‘for tax
any cont”ract at any time’ exceed the am of the reserv
annual statement purposes.” ¥ ¢

In general, assets held -for 1nvestment are treated as capital
assets. Any gain or loss from the sale or e: ¢cha: 1ge 1ta1 asset,
~ is treated as a capital gain or loss and is taken info ac
taxable year in which the asset is sold or: exchanged; .
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~ Reasons for Simplification

Life insurance companies have recently begun issuing annulty'
contracts, life insurance contracts, and pension plan contracts that
provide for a guaranteed interest rate for a specified period of time
and a market value adjustment in the event that the owner of the
contract surrenders the contract for cash prior to the end of the
guaranteed interest period. These contracts are commonly referred
to as 'modified guaranteed contracts. :

If the premium or other consideration received under a modlfied
guaranteed contract is allocated to an account that is segregated
from the general asset accounts of the life insurance company,
then the reserve for the contract and the assets in the segregated
account generally are required to be taken into account’ .at market
value for annual statement purposes. For Federal income tax pur-
. poses, the reserve for a modified guaranteed contract may reflect
the market value adjustment, while the market fluctuations in the
assets underlying the contract are not taken into account unless_
. the assets are disposed of. _

It is considered appropriate to conform the Federal income tax’
treatment of modified guaranteed contracts with the annual state-
ment treatment of such contracts in order to simplify the account-

_ing for such contracts and to prov1de a more accurate measure of
the income of life insurance companies with respect to such con-
tracts. Nevertheless mark-to-market treatment i$_not cons1dered,
approprlate for the general account assets of a hfe i surance com-

pany -

Explanatwn of Provision

The bill generally applies a mark-to- market reglme to assets held
as part of a segregated account under a modified guaranteed con-
tract issued by a life insurance company. Gain or loss with respect
to such assets held as of the close of any taxable year is taken into
account for that year (even though the assets have not been sold or
exchanged),’!® and is treated as ordinary. If gain or loss is taken
into account by reason of the mark-to-market requirement, then
the amount of gain or loss subsequently realized as a result of sale,
exchange, or other disposition of the asset, or as a result of the ap-
plication of the mark-to-market requlrement is to be appropriately
adjusted to reﬂect such galn or loss. In add1t10n the reserve for a

tract.

A modlﬁed guaranteed contract 1s define as any life 1nsurance v
contract, ‘annuity contract or pens1on plan contract 1 that is not a
variable contract (within the meaning of Code section 817), and
that’ satlsfies the followmg requlrements All or a part of the

“°The wash sale rules of sectlon 1091 of the Code are not to apply is requ red
tobe taken mto “account solely by reason of the mark-to-market requxrement ’

“11I'The provision applies only to a pension plan contract that is'not a hfe, accldent or health
property, casualty, or liability contract LT me L lmaes wpdd frldeeyr oo 03
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from the general asset accounts of the company and is valued from
time to time by reference to market values. The reserves for the
contract must be valued at market for annual statement purposes.
Further, a modified guaranteed contract includes only a contract
that provides either for a net surrender value or for a policyhold-
er’s fund (within the meaning of section 807(e)(1)). o _
The Treasury Department is authorized to issue regulations that
provide for the application of the mark-to-market requirement at
times other than the close of a taxable year or the last business
day of a taxable year. The Treasury Department is also authorized

- to issue such regulations ‘as may be ‘necessary or appropriate to

carry out the purposes of the provision and to provide for the treat-
ment of modified guaranteed contracts under sections 72, 7702, and

. T702A. In addition, the Treasury Department is authorized to de-

termine the “interest rates applicable under sections 807(c)(3),
807(d)2)(B) and 812 with respect to modified guaranteed contracts
annually, calculating such rates as‘appropriate for modified guar-
anteed contracts. For example, it may be appropriate to take into’
account the yield on the assets underlying the contract in deter-
mining such rates. The Treasury Department is also authorized, to -
the extent appropriate for such a contract, to modify or waive sec-
tion 811(d).. - ormpmessonos e

The Treasury Department is also a rized to provide rules lim-
iting the ordinary treatment provided under the provision to gain
or loss on those assets properly taken into account in calculating -
the reserve for Federal tax purposes (and necessary to support such
reserves) for modified guaranteed contracts, and to provide rules
for limiting such treatment with respect to other assets (such as
assets representing surplus of ‘the company). Particular concern
has been_expressed about characterization of gain or loss as ordi-
nary under the provision in transactions that would otherwise
either (1) have to meet the requirements of the hedging exception
to the straddle rules to receive this treatment, or (2) be treated as
capital transactions under present law. It is intended that the
k atment apply to all assets held as part of & seg-
regated account established under the provision, even though ordi-
nary treatment may not apply (pursuant to Treasury regulatory
authority) to assets held as part of the segregated account that are

not necessary to support the reserve for modified guaranteed con- ,

tracts. ey et 5
The bill authorizes the Treasury Depaitment to prescribe regula-
tions that provide for the treatment of assets transferred to or from
a segregated account. This regulatory authority is provided because
of concern that taxpayers may exercise selective ordinary loss (or
income or gain) recognition by virtue of the ordinary treatment
under the provision. One example of selective ordinary loss recogni-
tion could arise if assets are always marked to market when trans-
ferred out of the segregated account. For example, if at the begin-
ning of the taxable year an asset in the segregated account is
worth $1,000, but declines to $900_ In_dJuly, the taxpayer might
choose to recognize $100 of ordinary loss while continuing to own

the asset, simply by transferring it out of the segregated account in

July and replacing $1,000 of cash (for example)

AN the segregated’
account. _

iy
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It is intended that the regulations relating to asset transfers will
forestall opportunities for selective recognition of ordinary items.
_ Pritir to the issuance of these regulations, the following rules shall

apply. . g : . ‘ ,

If an asset is transferred to a segregated account, gain or loss at-
tributable to the period during which the asset was not in the seg-
regated account is taken into account when the asset is actually
sold, and retains the character (as ordinary or capital) properly at-
tributable to that period. Appropriate adjustments are made to the
basis of the asset to reflect gain or loss attributable to that period.

If an asset is transferred out of a segregated account, the trans-
fer is deemed to occur on the last business day of the taxable year
and gain or loss with respect to the transferred asset is taken into
account as of that day. Loss with respect to such transferred asset
is treated as ordinary to the extent of the lesser of (1) the loss (f
any) that would have been recognized if the asset had been sold for
its fair market value on the last business day of the taxable year
(or the date the asset was actually sold by the taxpayer, if earlier)
or (2) the loss (if any) that would have been recognized if the asset
had been sold for its fair market value on the date of the transfer.
A similar rule applies for gains. Proper adjustment is made in the
amount of any gain or loss subsequently realized to reflect gain or
loss under the provision. - oo R R S

For example, assume that a capital asset in the segregated ac-
count that is worth $1,000 at the beginning of the year is trans-
ferred out of the segregated account in July at a value of $900, is
retained by the company and is worth $950 on the last business
day of the taxable year. A $50 ordinary loss is taken into account-
with respect to the asset for the taxable year (the -difference be-
tween . $1,000 and $950). The asset is not marked to market in any
subsequent year under the provision, provided that it is not trans-
ferred back to the segregated account. ‘ e

As an additional example, assume that a capital asset in the seg-
regated account that is worth $1,000 at the beginning of the year is
transferred out of the segregated accounted in July at a’value of
$900, is retained by the company and continues to decline in value
to $350 on the last business day of the taxable year. A $100 ordi-
nary loss ($1,000 less $900) and a $50 capital loss ($900 less $850) is

taken into acgo‘untv w;th, ,;espe_ct to the _asset er t;hg _tagable year.’
" Effective Date .

The provision applies to taxable years beginning after December
31, 1992. A taxpayer that is required to (1) change its calculation of
reserves to take into account market value adjustments and 2)
mark to market its segregated assets in' order to comply with the -
requirements of the provision is treated as having initiated changes
in method of accounting and as having received the consent of the
‘Treasury Department to make such changes. T

The section 481(a) adjustmients required by reason of the changes
in method of accounting are to be combined and taken into account,”
as a single net adjustment for the taxpayer’s first ‘taxable year be-
ginning after December 31, 1992. R
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. F. Other Provisions

1. Close partnership taxable year with respect to deceased partner,

etc. (sec. 651 of the bill and sec. 706(c) of the Code)
Present Laiv o

The partnership taxable year closes with respect to a partner |
whose entire interest is sold, exchanged, or liquidated. Such year;
however, generally does not close upon the death of a”partner.”
Thus, a decedent’s entire share of items of income, gain, loss, de-
duction and credit for the partnership year in which death occurs
is-taxed to the estate or successor in interest rather than to the de-
cedent on his or her final income tax return. See Estate of Hesse v.
Commissioner, 74 T.C. 1307, 1311 (1980) ‘

... Reasons ,

The rule leaving open the partnership taxable year with respect.
to a'deceased partner was adopted in 1954 to prevent the bunching
of income that could occur with respect to a partnership reporting
on a fiscal year other than the calendar year. Without this rule, as
many as 23 months of income might have been reported on the"
partner’s final return, Legislative changes occurring since 1954
have required most partnerships to adopt a calendar year, reducing
the possibility of bunching. Consequently, income and deductions
are better matched if the partnership taxable year closes upon a
partner’s death and partnership items are reported on the dec
dent’s last return. T BT S e S R

Present law closes the partnership taxable year with respect to a
deceased partner only if the partner’s entire interest is'sold or ex-
changed pursuant to an agreement existing at the time of death.
By closing the taxable year automatically upon death, the provi-
sion reduces the need for such agreements. e Ca et

xplanation of Provision =

The bill provides that the taxable year of a partnership closes
_ with respect to a partner whose ‘entire interest in thé ‘partnership
terminates, whether by death, liquidation or otherwise. = =& s

The provision is not intended to change present law with respect
to the effect upon the partnership taxable year of a transfer of a
partnership interest by a debtor to the debtor’s estate (under Chap-
ters 7 or 11 of Title 11, relating to bankruptcy). SRR

Eff'evqtiv‘e‘:Date '

The provision apphes to partnershlptaxable
after December 31, 1993. -
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2. Treatment of built-in losses for purposes of the corporate alter-
native minimum tax (sec. 652 of the bill and sec. 56(g) of the
Code) - oo it e o i T

Present Law

For purposes of the regular corporate tax, if at the time of an
ownership change, a corporation has a net operating loss or a net
unrealized built-in loss, the use of such losses in post-change peri-.
ods is limited. A corporation has a net unrealized built-in loss if the
aggregate adjusted bases of the assets of the corporation exceed the
fair market value of the assets immediately before the change of

ownership (sec. 382). ST TR e e

For purposes of the adjusted current earnings (ACE) component” -
of the corporate alternative minimum tax (AMT), if a corporation

- with a net unrealized built-in loss undergoes an ownership change

in a taxable year beginning after 1989, the adjusted basis of each

asset of such corporation generally is adjusted to each asset’s fair
market value (sec. 56(g)(4)G)). This rule essentially eliminates,:
rather than limits, the use of built-in losses for ACE purposes. The
net operating loss of a corporation, on the other hand, is not elimi-
nated for AMT purposes after a change of ownership. . '

P

Reasons for Simplification "

. Present law complicates the treatment of built-in losses’ of a cor-
poration after a change of ownership by providing different rules
for regular and alternative minimum tax and by providing rules
different than those applicable to net operating losses. The present-
law alternative minimum tax rules applicable to built-in losses re-
quires a significant amount of additional recordkeeping. :

. .. Explanation of Provision o

The bill repeals the ACE rule relating to the treatment of built-
in losses after a change of ownership. Thus, for ACE purposes, the
treatment of built-in losses would be similar to the treatment of
net operating loss carryovers (in the same way that the treatment
of built-in losses is similar to the treatment of net operating losses

for regular tax purposes). S e

R _ Effective Date o

The provision is effective for changes of ownership occurring
after the date of enactment. _ : ,

3. Depreciation under the corporate alternative minimum tax (sec.
653 of vthe bill and secs. 56 anc’l‘ 168 of thgv.que)» o

v}"vi'ehsent Law

Under present law, a corporation is subject to an alternative
minimum tax (AMT) which is payable, in addition to all other tax
liabilities, to the extent that it exceeds the corporation’s regular
income tax liability. Alternative minimum taxable income (AMTI)

is the corporation’s taxable income increased by the corporation’s
tax preferences and adjusted by determining the tax treatment of
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certain items in a manner which negates the deferral of income re-
sulting from the regular tax treatment of those items. RIS
One of the adjustments which is made to taxable income to
“arrive at AMTI relates to depreciation. Depreciation on personal
property to which the modified ACRS system adopted in 1986 ap-
plies is calculated using the 150-percent declining balance method
(switching to straight line in the year necessary to maximize the
deduction) over the life described in Code secti ) (generally

. gty e i

the ADR life of the property).

For taxable years beginning after 1989,,;?A‘MT S mcreased byan S

amount equal to 75 percent of the amount by which adjusted cur-
rent earnings (ACE) exceed AMTI (as determined before this ad-

justment). In general, ACE means AMTI with additional adjust-
ments that generally follow the rules presently applicable to corpo-
rations in computing their earnings and profits. For purposes of
ACE, depreciation is computed using the straight-line method over
the class life of the property. Thus, a corporation generally must
make two depreciation calculations for purposes of the AMT—once
using the 150 percent declining balance method and again using
the straight-line method. Taxpayers may elect to use either depre-
ciation method for regular tax purposes. If a taxpayer uses ‘the
straight-line method for regular tax purposes, it must also use the

straight-line method for AMT purposes.

Reasons for Simplification - ™~

The use of two separate depreciation systems complicates the cal-
culation of, and the recordkeeping for, the corporate alternative
minimum tax. : , R L

Exp!anatz_'on of Provision

The bill applies a 120-percent declining balance method (switch-
ing to straight-line at a point maximizing depreciation deductions)
for personal property (other than transition property to which the
ACRS system in effect before the Tax Reform Act of 1986 applies)
for determining the AMTI of a corporation. No further deprécia-
tion adjustment for this property would be required for ACE. Thus,
corporations would be required to keep only one set of depreciation
records for purposes of the AMT. T T
Corporate taxpayers may elect to use the 120-percent declining
balance method of depreciation for regular tax purposes. As under
present law, if a corporation uses the straight-line method for regu-
. lar tax purposes, it must also use the straight-line method for AMT

e Effectwe Date
The provision is effect_ivé for ﬁroquty ‘pléced i
- able years beginning after December 31, 1992. ,
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" 4. Determinations of gas produced from qualifying sources under
the nonconventional fuels production predit (sec. 654 of the

bill and sec. 29 of the Code) :
. . - . Present Law ,

Nonconventional fuels are eligible for a production credit (“the
section 29 credit”) equal to $3 per barrel or Btu oil barrel equiva-
lent 112 (the credit amount generally is adjusted for inflation, except
for gas produced from a tight formation). Fuels qualifying for the
credit must be produced domestically from a well drilled, or 4 facil-
ity treated as placed in service, before January 1, 1993. The produc-
tion credit generally is available for qualifying fuels sold before
January 1, 2003. o o

Qualifying fuels include (1) oil produced from shale and tar
sands, (2) gas produced from geopressured brine, Devonian shale,
coal seams, a tight formation, or biomass (i.e., any organic material
other than oil, natural gas, or coal (or any product thereof)), and (3)
liquid, gaseous, or solid synthetic fuels produced from coal (includ-
ing lignite), including such fuels when used as feedstocks. The
amount of the credit is determined without regard to any produc-
tion attributable to a property from which gas from Devonian
shale, coal seams, geopressured brine, or a tight formation was pro-
duced in marketable quantities before 1980. o .

As a general rule, the determination of whether any gas is pro-
duced from geopressured brine, Devonian shale, coal seams, or a
tight formation is made in accordance with section 503 of the Natu-
ral Gas Policy Act of 1978 (the “NGPA”).*® The term ‘“gas from a
tight formation” means only gas from a tight formation which.
either, as of April 20, 1977, was committed or dedicated to inter-
. state commerce (as defined in section 2(18) of the NGPA, as in
effect on the date of enactment of the Omnibus Budget Reconcilia-
tiongA‘c't'o'f 1990, or is produced from a well drilled after November
51990, . 1S procuced 1rom a W vembper

Under section 503 of the NGPA,!* if any State or Federal
agency 1'° makes any final determination that a well produces cer-
tain “high-cost natural gas,’ 11¢ that determination is applicable
unless it is reversed by the Federal Energy Regulatory Commission
(FERC) under special procedures established by the NGPA.1"?

‘Under the regulatory authority granted to it by the NGPA,
FERC has furnished the following definitions of certain types of

112The term barrel-of-oil equivalent generally means that amount of the qualifying fuel which
has a Btu (British thermal unit) content of 5.8 million. S . : e
13P I, 95-621, Nov. 9, 1978. :
- 1415 U.S.C. sec. 3413 (1988). - :
115Under the NGPA, a State or Federal agency having regulatory jurisdiction with respect to
the production of natural gas is authorized to make determinations for qualification under cer-
tain categories of natural gas. Such an agency, however, may waive its authority to make such
determinations by entering into an agreement with FERC allowing FERC to be the determina-
tion-making body. (15 U.S.C. sec. 3413(c) (1988).) ’ . } )
16Jnder the NGPA, high-cost natural gas includes gas produced from geopressured brine,
¢oal seams, or Devonian shale. In addition, the NGPA grants FERC the authority to treat other
types of natural gas as high-cost natural gas if the gas is produced under such other conditions
that FERC determines to present extraordinary risks or costs. Under this authority, FERC
E{ggg )gas produced from a tight formation as high-cost natural gas. (15 U.8.C. sec. 3317(c)
11715 U.8.C. sec. 3413(a)1) (1988).
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~.and bedding planes of coal seams.!1®

- such determins
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high-cost natural gas. Natural gas produced from geopressured

brine is natural gas which is dissolved before initial production of
the natural gas in subsurface brine aquifers with at least 10,000
parts of dissolved solids per million parts of water and with an ini-
tial reservoir geopressure gradient in excess of 0.465 pounds per
square inch for each vertical foot of depth.!18 i i sl
- Occluded natural gas produced from coal seams means naturally
occurring natural gas from entrapment from the fractures, pores

#Natural gas produced from Devonian_‘,shalé meansna

deposited during the paleozoic Devonian Period. Shales deposited
during such period are defined as either (1) the gross Devonian age
stratigraphic interval encountered by a well bore, at least 95 per-
cent of which has a gamma ray index of 0.7 or greater; or (2) gener-
ally, one continuous interval within the gross Devonian age strati-
graphic interval, encountered by a well bore, as long as at least 95
percent of the selected Devonian shale interval has a gamma. ray
index of 0.7 or greater.'?® When measuring the Devonian age strati-
graphic interval, the gamma ray index at any point is calculated

by dividing the gamma ray log value at that point by the gamma
log value at the shale base line established over the entire Devoni- -

an age interval penetrated by the well bore. Sy T
In general, guidelines for making a determination that 1

tion is a tight formation are as follows: (1) The estimated average
in'situ gas permeability, throughout the pay section, is expected to

‘be 0.1 millidarcy or less; (2) the stabilized production rate, against .

atmospheric pressure, of wells completed for production in the for-
mation, without stimulation, is not expected to exceed the produc-
tion rate set forth by FERC in regulations; 1*! and (3) no well

drilled into the recommended tight formation is expected to
~produce, without stimulation, more than 5 barrels of crude oil per

day.'** The FERC regulations establishing a definition of tight for-
mation also set forth determination and review requirements simi-

lar to those provided by the NGPA for high-cost natural gas.

Any Federal or State agency that makes a determination that a
formation is a tight formation or that a well produces high-cost
natural gas is required to provide timely notice in writing of such
determination to FERC.!?® The notice must include such substan-
tiation and be in such a manner as FERC may, by ruling, require.
_The NGPA provides that FERC will reverse any final-State or
Federal agency determination that a formation is a tight formation
or that a well produces high-cost natural gas if (1) FERC finds that
etermination is not supported by substantial evidence in the
record upon which such determination was made; and (2) the pre-
liminary finding and required notice’ thereof is made within 45

days after the date on which FERC received notice of the deterthi-
nation by the State or Federal agency and the ﬁnal finding is made’

produced from fractures, micropores and bedding planes of shales
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within 120 :days after the date of the preliminary finding.1?* If (1)
FERC finds that a State or Federal agency determination is not
consistent with information contained in FERC’s public records,
and which is not part of the record upon which the State or Feder-
al agency’s determination was made, and (2) the preliminary find-
ing by FERC and required notice thereof is made within 45 days
after the date on which FERC received notice of the determination
and the final finding is made within 120 days after the date of the
preliminary finding, FERC may remand the matter to the State or
Federal agency for consideration of such information.'® If the
agency, after consideration of the information transmitted to it by
FERC, affirms its previous determination, such determination, as
so affirmed, is subject to additional review by FERC. Such findings
and remands by FERC may be subject to judicial review.12® ... . ..
In general, any final determination by a State or Federal agency
(or by FERC) that a formation is a tight formation or that a well
produces high-cost natural gas which is no longer subject to FERC
- or jL}gicial review is thereafter binding with respect to such natural
as. . o L
In 1989, the Natural Gas Wellliead Decontrol Act 128 was enacted.
That Act repealed Title I of the NGPA, ‘effective on January 1,
1993. It also repealed FERC’s determination review responsibility
under section 503 of the NGPA. The legislative history to the Natu-
ral Gas Wellhead Decontrol Act stated that the Senate Committee
on Energy and Natural Resources did not intend, by repealing sec-
tions of the NGPA referenced in section 29 of the Internal Revenue .
Code, to reflect an adverse judgment as to the merits of the tax
credits for any categories of natural gas production ‘that might be
affected by such action.!?® In view of this indication that Congress
did not intend the 1989 legislation to limit the availability of the
section 29 credit, FERC initially announced that it would continue
to process well determinations until January 1, 1998, in order to
allow producers to obtain tax credits that are dependent upon such
‘determinations even if the gas has been otherwise decontrolled.3°
FERC has subsequently announced that it will continue to process
well determinations received by June 30, 1993 if they are filed with
jurisdictional agencies by December 31, 1992.131 '

: Reasons for Simplification _
It is understood that the Internal Revenue Code requires certain
formations and wells to be determined as qualifying for the section
99 credit under relevant provisions of the Natural Gas Policy Act
of 1978. It is further understood that based on the repeal of that
statute, effective January 1, 1993, and based on published state-
ments by FERC, it may be that certain wells, the production from
which should qualify for the credit, will not be subject to FERC de-

-
I
3
o
=
=
<«
w
D
=
[
£
<
o
&
-
2
©

129G Rep. No. 101-39, 101st Cong., 1st Sess. 9 (1989). o R e
E.R.C. Order No. 523, 55 Fed. Reg. 17425, April 25, 1990. .
13 F ER.C. Order No. 539, 57 Fed. Reg. 13009, April 15, 1992:- <. .. .7
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termination. In order to ensure that qualifying gas production from
such wells in fact will receive the credit, it is believed necessary to
continue the well and formation determination process for periods
after FERC discontinues its role in this process.

Because the sole purpose for well and formation determinations
following the repeal of Title I of the NGPA will be for section 29
tax credit qualification, it is believed appropriate to mandate that
the Treasury Department be the determination-making body for
periods after FERC ceases making such determinations. Moreover,
- it is believed appropriate to require Treasury to make determina- -
tions using guidelines substantially consistent with those presently
employed by FERC.

o Explanation of Provision'l ‘

- With respect to determinations required under the Internal Rev-
enue Code of whether gas is produced from geopressured brine, De-
vonian shale, coal seams, or from a tight formation, in the event
that such a determination is not made by FERC in accordance with
section 503 of the Natural Gas Policy Act of 1978 due to the expira-

- tion of that statute, the bill requires the Secretary of Treasury to

make such determinations. For this purpose, the bill mandates that
any such determination by the Treasury Department be based on
the guidelines for making determinations set forth in the NGPA
(and in regulations thereunder) prior to its repeal. In addition, the
- bill clarifies that for purposes of the section 29 credit, the defini-
tions of gas produced from geopressured brine, Devonian shale, coal
seams, or from a tight formation are as established by the Federal
Energy Regulatory Commission under the NGPA prior to repeal of
provisions of that statute relating to such definitions.

o b i b

R SS REE  Rned “
ective Date

The provision i§ ;e.ffgctiyjek on January 1, 1993’.7 _




TITLE VIL ESTATE AND GIFT TAX PROVISIONS .
1. Waiver of right of recovery for certain marital deduction prop-
" erty (sec. 701 of the bill and secs. 2207A and 2207B of the
Code) i e e . : A RS B " " \‘ - - ‘\a‘,‘

o e - o0 - Present Law

For estate and gift tax purposes, a marital deduction is allowed
for qualified terminable interest property (QTIP). Such property
generally is included in the surviving spouse’s gross estate. The
surviving spouse’s estate is entitled to recover the portion of the
estate tax attributable to such inclusion from the person receiving
the property, unless the spouse directs otherwise by will (sec.
2907A). For this purpose, a will provision specifying that all taxes
shall be paid by the estate is presently sufficient to waive the right -

of recovery. L . T U
The gross estate includes the value of previously transferred
property in which the decedent retains enjoyment or the right to
income (sec. 2036). The estate is entitled to recover from the person
receiving the property a portion of the estate tax attributable to
the inclusion (sec. 2207B). This right may be waived only by a pro-
vision in the will (or revocable trust) specifically referring to sec-

tion 2207B. . L e
- ‘ . - Reasons for Simplification =~~~

It is understood that persons utilizing standard testamentary lan-
guage often inadvertently waive the right of recovery with respect
to QTIP. Similarly, persons waiving a right to contribution are un-
likely to refer to the code section granting the right. Accordingly,
allowing the right of recovery (or right of contribution) to be
waived only by specific reference should simplify the drafting of
wills by better conforming with the testator’s likely intent.

Explanation of Provision

‘The bill provides that the right of recovery with respect to QTIP
is waived to the extent that language in the decedent’s will or revo-
cable trust specifically so indicates. Thus, a general provision speci-
fying that all taxes be paid by the estate is no longer sufficient to
waive the right of recovery. The bill also provides that the right of
contribution for property over which the decedent retained enjoy-
ment or the right to income is waived by a specific indication, but
specific reference to section 2207B would no longer be required.

Effective Date

The provision applies to decedents dying after the date of enact-
ment. '
(206)
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2. Inclusion in gross ~estate of certain gifts made within three
years of death (sec. 702 of the hill and secs. 2035 and 2038 of
‘the Code) & 9 Al <o

- The first $10,000 of gifts interests to each donee
during any one calendar year are excluded from Federal gift tax.

The value of the gross estate includes the value of any previously
transferred property if the decedent retained the power to revoke -
the transfer (sec. 2038). The gross estate also includes the value of
any property with respect to which such power is relinquished
during the three years before death (sec. 2035). This rule has been
interpreted to include in the gross estate certain transfers made
from a revocable trust within three years of death.®? Such inclu-
sion subjects gifts that would otherwise qualify under the annual

$10,000 exclusion to estate tax.

. Reasons for Simplification =~ o
The inclusion of certain property transferred during the three
years before death is directed at transfers that would otherwise
reduce the amount subject to estate tax by more than the amount
subject to gift tax, disregarding appreciation between the times of
gift and death. Because all amounts transferred from a revocable
trust are subject to the gift tax, it is believed that inclusion of such
amounts is unnecessary where the transferor has_retained no
power over the property transferred out of the trust. It is under-
stood that repeal of such inclusion eliminates a principal tax disad-
vantage of funded revocable trusts, which are generally used for.
nontax purposes. P S N ,
Explanation of Provision - -
The bill provides that a transfer from a trust over which the
grantor held the power to revoke would be treated as if made di-
rectly by the grantor. Thus, an annual exclusion gift from such
trust is not included in the gross estate. It is intended that no in-
ference be drawn from the provision with respect to the treatment

of transfers from revocable trusts under present law. .
The bill also revises section 2035 to improve its clarity.

U Effective Date T

The provision applies to decedents dying after t_he’déte of ena4ct'-‘
- ment. R

132 See{e.g., Jalkut Estate v. Commissioner. 96 T.C. 675 (1991) (transfers from revocéble trust to
{)ermi;;sible beneficiaries of the trust includible in the grantor’s gross estate); LTR 9117003
same).
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3. Definition of qualified terminable interest property (sec. 703 of
the bill and secs. 2044, 2056(b)(7), and 2523(f) of the Code)

Present Law

A marital deduction is allowed for qualified terminable interest
property (QTIP). Property is QTIP only if the surviving spouse has
‘a qualifying income interest for life (e.g., the spouse is entitled to
all of the income from the property, payable at least annually).
QTIP generally is includible in the surviving spouse’s gross estate.

'The United States Tax Court has held that, in order to ‘satisfy
the QTIP requirements, the income accumulating between the last
distribution date and the date of the surviving spouse’s death (the
“‘gecumulated income”) must be paid to the spouse’s estate or be
subject to a power of appointment held by the spouse. See Estate of
Howard v. Commissioner, 91 T.C. 329, 338 (1988), rev'd, 910 F.2d 633
{(9th Cir. 1990). In contrast, proposed Treasury regulations present-
ly provide that an income interest may constitute a qualifying
income interest for life even if the accumulated income is not re-
quired to be distributed to the surviving spousé or the surviving

spouse’s estate. See Prop. Reg. secs. 20.2056(b)-7(c)(1), 25.2523(f)-1(b).
R " ' “‘Reasons for Simplification . o
It is believed that an income interest may constitute a qualifying
income interest for life éven if the accumulated income is not re-

quired to be distributed fo the surviving spouse or the surviving

spouse’s estate. The provision will alleviate the ‘uncertainty caused

by the Tax Court opinion in Estate of Howard as t6' when a trust

qualifies for the marital deduction. This uncertainty makes plan-

ning difficult and necessitates closing agreements designed to pre-

vent the whipsaw that would occur if a deduction is allowed for

property that is not subsequently included in the spouse’s estate.
© * 7 Explanation of Provision

Undet the bill, an income interest does not fail to be a qualified

income interest for life solely because the accumulated income is

not required to be distributed to the “surviving spouse. Such income

is includible in the surviving spouse’s gross estate. ] o
It is intended that no inference be drawn from the provision with
respect to the definition of a qualified income interest for life
under present law. ‘
R * Bffective Date T

The provision applies to decedents dying, and gifts made, after
the date of enactment. However, the bill does not include in the

surviving spouse’s gross estate property transferred before the date .

of enactment for which no marital deduction was claimed.
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4. Requlrements for qualified domestic trust (sec 704 of the bill
and sec. 2056A of the Code) o

Present Law

A deductlon generally is allowed for Federal e, f purposes'
for the value of property passing to a spouse. The Technical and
Miscellaneous Revenue Act of 1988 (“TAMRA”) denied the marital
deduction for property passing to an alien spouse outside a quali-
fied domestic trust (QDT). An’ estate tax is generally 1mposed on_
corpus distributions from a QDT. o

TAMRA defined a QDT as a trust that, among other thmgs, re-
qulred all trustees be U.S. citizens or domestic corporations. This
provision was modified in the Omnibus Budget Reconciliation Acts
of 1989 and 1990 to require that at least one trustee be a U.S. citi-
zen or domestic corporation and that no corpus distribution be
made unless such trustee has the right'to withhold any estate tax
imposed on the distribution (the “withholding requlrem nt”’)

Reasons for Stmpltfzcatmn

Wllls drafted under the TAMRA rules must be rev1sed to con-
form with the withholding requlrement even. though both the
TAMRA rule and its successor ensure that a U.S. trustee is person:’
ally liable for the estate tax on a QDT. Reinstatement of the
TAMRA rule for wills drafted in reliance upon it reduces the
number of will revisions necessary to comply with statutory
changes, thereby 51mp11fymg estate planning.

' Explanation of Provtszon

A trust created before the enactment of the Omnibus Budget
Reconciliation Act of 1990 is treated as satisfying the withholding
requirement if its governing instrument requires that all trustees
be U.S. citizens or domestic corporations.

Effective Date

The provision appiies as if included in the Omnibus Budget Rec-
onciliation Act of 1990.

5. Election of special use valuation of farm property for estate tax
purposes (sec. 705 of the bill and sec. 2032A of the Code)

Present Law

For estate tax purposes, an executor may elect to value certain
real property used in farming or other closely held business oper-
ations at its current use value rather than its highest and best use
(sec. 2032A). A written agreement signed by each person with an
interest in the property must be filed with the election.

Treasury regulations require that a notice of election and certain
information be filed with the Federal estate tax return (Treas. Reg.
sec. 20.2032A-8). The administrative policy of the Treasury Depart-
ment is to disallow current use valuation elections unless the re-
quired information is supplied.

62-209 0 - 93 - 8
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Under procedures prescribed by the Secretary of the Treasury,
an executor who makes the election -and substantially complies
with the regulations but fails to provide all required information or
the signatures of all persons with an interest in the property may
supply the missing information within a reasonable period of time
(not exceeding 90 days) after notification by the Secretary.

Reasbﬁs for Sim_plificatior_z

It is understood that executors commonly fail to include with the
filed estate tax return a recapture agreement signed by all persons
with an interest in the property or all information required by
Treasury regulations. It is believed that allowing such signatures
or information to be supplied later is consistent with the legislative
intent of section 2032A and eases return filing. .

Explanation of Provision

The bill extends the procedures allowing subsequent submission
of information to any executor who makes the election and submits
the recapture agreement, without regard to compliance with the
regulations. Thus, the bill allows the current use valuation election

-if the executor supplies the required information within a reasona-
ble period of time (not exceeding 90 days) after notification by the
IRS. During that time period, the bill also allows addition of signa-
tures to a previously filed agreement. :

_ Effective Date , ; ; ,
The provision applies to decedents dying after the date of enact-
ment. P GPRR0e e &

(SN
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“Code sectlon 409I nnposes a tax on the sale on
fuel by a producer The term producer generally includes refin-;
ers, compounders, blenders, and wholesalers who are registered
with the Internal Revenue Service. The term also includes persons

the Code w111 make the rules eas1er to find and understand" :

Explanatzon of Provzswn

The bill combines the diesel and aviation fuel tax provisions cur-
rently divided between Code sections 4041 and 4091 into a revised
section 4091. The use of diesel and aviation fuel in a taxable use by
producers ‘will be taxed under ‘section ‘4091, and the definition of
producer is clarified to include purchasers in tax-reduced sales. -

The bill also’ simplifies the Code by ehmmatmg two uﬁnecessary V
prov1smns “sections 4041(b)1)B) and (j) of the Code.” These pro
s1ons are redundant. :

1994.

2. Permlt refund of tax tomvtaxpayer for dlesel and avi ion )
resold_to certain exempt purchasers (sec. 802(a) of the bill

Present Lawr o

As a general matter, purchasers who use tax-paid fuels for an
exempt use are entitled to a refund or credit. Purchasers of tax-
paid fuels generally are not permltted a refund or credit ‘they
resell the fuels to another _person who subsequently use them in
anexemptuse . LT

(211)
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However, persons who buy and then resell (1) fuel subject to the

special motor fuel or gasoline taxes and (2) certain other articles
are permitted a refund or credit (in place of the ultimate users
claiming the credit or refund) if they resell the fuel or article for
use in the following exempt uses: (a) export, (b) supplies for aircraft
or vessels, (c) use by a State or local government, or (d) use by a
nonprofit educational organization for its exclusive use.

Reasons for Simplification

Diesel and" évia't_vioiir';ifuel sales are not subject to .the special

refund or credit procedures. The general rules require users of such
fuels for exempt purposes to bear the burden of filing for the
refund or credit themselves and, therefore, make such purchases

BaTEEES 3e

more difficult compared to purchases of gasoline and special motor.

fuels. -

Exﬁla- ation of Prdvi‘éiéh . .

The bill allows a refund or credit to sellers of diesel and aviation’
fuel who purchase the fuels tax-paid and re-sell the fuels ‘without

payment of tax for any of the exempt uses described above. =

|  Effective Date |
The provision is effective for sales on or after January 1, 1994,

3. Consolidate refund Aprdvisibns for fuel éXci’se tiixés (sec. 862(b)
of the bill and secs. 6420, 6421, and 6427 of the Code)

Pféseni de

. _As a general matter, purchasers who use fuels for an exempt use
are entitled to a refund if the fuels have been purchased tax-paid.
The refund provisions for the fu
al sections of the Code. ... . .t ..o o0 oo e 0 L

In general, a purchaser entitled to a refund may file a quarterly

refund claim for any of the first three quarters of the purchaser’s
tax year, if the claim exceeds a threshold dollar amount (with the’
lowest threshold being $750). The threshold amounts differ for dif-

ferent fuels and different exempt uses. A purchaser cannot file a
quarterly claim for refund for its fourth quarter, but must file the
claim as a credit on that year’s income tax return. -
There is an expedited procedure for gasohol blenders claiming a
refund of part of the excise tax included in the price of the gasoline
~used for blending into gasohol. _ o g

Finally, only an income tax credit, and not, arefund,may be
claimed for excise taxes on gasoline and special motor fuel used on
a farm for farming purposes. o

---... Reasons for Simplification

Consolidating the credit and Tefund provisions for fuel excise

taxes into one section-in the Code will make these provisions easier
to find and understand. Standardizing the refund procedures will
,rec!ulgle confusion and allow taxpayers to obtain refunds more
- quickly. ‘

]s. excise taxes-are found in sever-

5
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Explanation- of Provision

The bill consolidates the user credit and refund provisions for the
fuels excise taxes into one section of the Code. The bill also com-
bines the three refund procedures for fuels taxes into a uniform
refund procedure. The new uniform refund procedure permits an
exempt user to aggregate its refund claims for all fuels taxes and
file for a refund in any calendar quarter in which the amount of
the aggregate claim exceeds $750. The uniform refund procedure
also permits such a user to file for a refund for its fourth quarter ,
rather than apply for a credit. IR L N AR
The special expedited procedure for gasohol blenders is un-
changed.

"Effective Date =~
The prov151on 1s effectlve for salesf f ,

or after January 1' 1994 .

4, Repeal waiver requlrement for fuel tax refunds for cropdusters "
and other fertilizer applicators (sec. 802(c) of the bill and sec.
6420 of the Code) o

In general farmers who ga ] on
are entitled to a refund of ‘the tax that has been pald on that fuel.
Cropdusters. and ‘other fertilizer applicators that use gasolme and
aviation fuel on a farm‘are entitled to a refund of the tax pald on
that fuel in heu of the farmer, but onIy if t}ﬁefowner or operator of

The prov151on is effectwe for fuels purchased on or after January

5 Authorlze exceptlons from~ lnformatlon reportmg for certamd
“sales of diesel and awatlon fuel (séc. 803 of the bill and sec
U 4093(¢)(4) of the Code)-+ B

Present Law o

Certain producers and 1mporters and purchasers are requlredvvto‘
file mformatmn returns for reduced-tax sales of dlesel' and aviation
fuel
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Reasons for Simplification

Allowing the Internal Revenue Service to exempt certain classes
of taxpayers from the mandatory information return requirement
will simplify its administration of the registration requlrements

" and ehmmate unnecessary paperwork for taxpayers G e

- Explanatwn of Provzswn

The b1ll permlts the IRS by: regulatlon to prov1de exceptlons to
the mandatory information return requ1rement for certam sales of
' d1esel and av1at10n fuel el emL I '

Ny Yo B

"~ Effective 'Date ' :
The provision applies to sales on or after January 1, 1994.

B. Provisions Relating to Distilled Spirits, Wines, and Beer (secs.
811-821 of the bill, secs. 5008(c), 5044, 5053, 5055, 5115, 5175(c)

5207 and new 5222(b), sec. 5418(b) of the Code)
LNk FEIN £ PLEE Present Law 53(5

Return of imported bottled distilled spirits

Present law provides that when tax-pald distilled spirits which
have been withdrawn from bonded premises of a' distilled spirits
plant &ré returned for destruction or redistilling, the excise taxes
are ‘refunded (sec: 5008(c)). This provision“does not apply to import-
ed bottled distilled spirits, since they are w1thdrawn from customs
custody and not from bonded premises. o

Bond for exported dzstzlled spirits

Bond generally must be” furnished to' the Department of the
Treasury when distilled spirits are removed from bonded premises
for exportation without payment of tax. These botids ‘are’ canceled
or credited when evidence is submitted to the Depaftment of the
Treasury that the distilled spirits have been exported (sec. 517 5(c))

Distilled spirits plant records. . ... .. i e

Distilled spirits plant proprletors “are- requlred to malntam '

records of their production, storage, denaturation, and other proc-
essing activities on the premises where the operations covered by
the records are carned on (sec. 5207(c)) s s s e g

SHOSTO

Transfers from breweries to dzsttlled spmts plants
Under present law, beer may be transferred without payment of

tax from a brewery to a distilled spirits plant to be used in the pro- .

duction of distilled spirits, but only if the brewery is contlguous to
the distilled spirits plant (sec. 5222(b)).

Posting of sign by wholesale liquor dealers

Wholesale liquor-dealers (i.e:; dealers, other than wholesale deal-.
ers in beer alone, Wwho sell distilled spirits, wines; or beer to other’
persons who re-sell such products) are required to post a sign con-'
spicuously on the outside of their place of business indicating that
they are wholesale l1quor dealers (sec. 5115).

ViEEIVE i X
PC U2 5 B R
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' Refund of tax for wine returned to bond L
Under presert law, when unmerchantable wine is

bonded production premises, tax that has been paid is returned or
credited to the proprietor of the bonded wine cellar to w ich the

wine is delivered (sec. 5044). In contrast, when beer is

brewery, tax that has been paid is returned or credited, re

of whether the beer is unmerchantable (sec. 5056(a)).

Use of ameliorating material in certain wines

The Code contains rules governing the extent to which amelio-
rating material (e.g., sugar) may be added to wines made from high
acid fruits and the product still be labelled as a standard, natural
~ wine. In general, ameliorating material may not exceed 35 percent
of the volume of juice and ameliorating material combined (sec.
5383(b)(1)). However, wines made exclusively from loganberries,
currants, or gooseberries are permitted a volume of ameliorating
material of up to 60 percent (sec. 5384b)}2)D). = 7
Domestically produced beer for use by foreign embassies,

Undér present law, domestically produced distilled spirits and
wine may be removed from bond, without payment of tax, for
transfer to any customs bonded warehouse for storage pending re-
moval for the official or family use of representatives of foreign
governments or public international organizations (secs. 5066 and
5362(e)). (A similar rule also applies to imported distilled spirits,
wine, and beer.) No such provision exists under present law for do-
mestically produced beer. Al RS i B =

Withdrawal of beer for destruction
" Present law does not specifically permit beer to be removed from'

a brewery for destruction without payment of tax. .
Records of exportation of beer ~::x. i b owmeerm 5 e

Present law provides that a brewer is allowed a'refund of tax
paid on exported beer upon submission to' Department of the Treas-
ury 05% gg;"qain‘records indicating that the -beer has been exported
(sec..5055). e o S

Transfer to brewery of beer imported in bulk

WHED

- Imported beer brought into the Uhited States in bulk con

may not be transferred from customs custody to brewery prel‘h'ises“ —
without payment of tax. Under certain circumstances, distilled
spirits imported. into the United States in bulk containers may be

transferred from customs custody to bonded premises of a disti
spirits plant without payment of tax (sec. 5282). =~ .. | )

Reasons for Simplification

In addition to imposing taxes; the Internal Revenue Code regu-
lates many aspects of the alcoholic bevérage industry. These regu-

lations date in many cases from the Prohibition Era or earlier. In

1980, the method of collecting excise taxes on alcoholic beverages
was changed from a system under which Treasury Department in-
spectors regularly were present at production facilities to a bonded
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premises system, which more closely tracks the systems used in
connection with other Federal excise taxes. Many of the record-
keeping requirements and other regulatory measures imposed in
connection with these taxes have not been modified to conform to
these collection system changes. In addition, modification of statu-
tory provisions is warranted in view of advances in technology used

in the alcoholic beverage industry and environmental protection

~ concerns.
o Explanation of Provisions ' :
" Return of imported bottled distilled spirits

The procedures for refunds of tax collected on imported bottled
distilled spirits returned to bonded premises are conformed to the
rules for domestically produced and imported bulk distilled spirits.
Thus, refunds are available for all distilled spirits on their return
to a bonded distilled spirits plant.

Bond for exported distilled spirits

- For purposes of canceling or crediting bonds furnished when dis-

tilled spirits are removed from bonded premises for exportation,
the Department of the Treasury is authorized to permit records of
exportation to be maintained by the exporter, rather than requir-
ing submission of proof of exportation to Treasury in all cases.

Distilled spirits plant records

Distilled spirits plant proprietofs are permitted to maintain

records of their activities at locations other than the premises
where the operations covered by the records are carried on (e.g.,
corporate headquarters), provided that the records are available for
inspection by the Treasury Department during business hours.

Transfers from breweries to distilled spirits plants

The bill allows beer to be transferred without payment of tax
from a brewery to a distilled spirits plant to be used in the produc-
tion of distilled spirits, regardless of whether the brewery is contig-
uous to the distilled spirits plant. In the case of beer previously re-
moved from a brewery, the bill also provides that a transfer to a
- distilled spirits plant may occur without the beer being first re-
transferred to the brewery. \ : Co

Positin‘g of sign by wholesale liquor”dealers

The requirement that wholesale liquor dealers post a sign out-
side their place of business indicating that they are wholesale
liquor dealers is repealed. T ‘

Refund of tax for wine returned to bond

The bill deletes the requirement that wine returned to bonded
premises be “unmerchantable” in order for tax to be refunded to
the proprietor of the bonded wine cellar to which the wine is deliv-
ered. o RNV A

*

i
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Use of ameliorating material in eertain wines

. The wine labelling restrictions are J.:}odiﬁe“d,.i;q“al_lgmany wine

made exclusively from a fruit or berry with a natural fixed acid of

Domestically p
“The bill ‘&
rule “#pplicab :
(and imported distilled spirits, wine, and beer) which

products to be withdrawn from the place of production without
payment of tax for the official or family use of representatives of

foreign governments or public international organizgtions
Withdrawal of beer for destruction e

The bill allows beet to_be removed from

ment of tax for purposes of destruction
ment regulations. i

Records of exportation of beer -

[T

“The bill repeals the requirerient that proof of exportation be sub-
. mitted to the Treasury Department in all-cases as'a condition of

receiving a refund of tax. This proof will continue to be required to
be maintained at the exporter’s place of business.

Transfer to breiéry of beér imported in'bulk =

The bill extends the present-law rule applicable to d
its imported into the United States in bulk containers to beer im-
ported into the United States in bulk containers, so that imported
beer may, subject to Treasury regulations, be withdrawn from cus-
toms custody for transfer to a brewery without payment of tax. -

E’?‘;-fectwe Date

These provisions of the bill generally are effective beginning 180
days after date of the bill’s enactment. The provision deleting the
requirement that wholesale liquor dealers post a sign outside their
place of business is effective on the date of the bill’s enactment.

iR v

e A Ry
TR L C M LR e

1.. Authority ‘for TRS t¢ grant ‘exemptions from registration re-’

" quirements (s

. 831 of the bill and sec. 4222 of the Code)
Present Law™ = -

Under section 4222, certain sales of articles subject to Federal
excise taxes may not be made without payment of tax unless the
manufacturér, the first purchaser, and the second purchaser (if
any) are all registered under regulations prescribed by the Secre-
tary’ N . . . KT - ., i .

{stﬂled spir- B
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Reasons for Simplification

- Allowing the Internal Revenue Service to exémpt certain classes
of taxpayers from the registration requirements will simplify ‘the
IRS’s administration of the registration provisions. Also, the provi-
sion will reduce unnecessary paperwork for affected taxpayers.

Explanation of Provision

to provide exemption from generally ap-

The bill allows , mption from
€gistration requirements for certain classes of

plicable excise
taxpayers.

<o, : =T

., Effective Date -

The pio?isiont apphesto ééiéé occdi:;iﬁgwafter the 180 days afte;
the date of enactment. .. o

2 Repeal temporary reduction in tax on pigg&baék trail'e:frsA (sec
'832(a) of the bill and sec. 4051(d) of the Code) _ .

Present Law

Piggyback trailers and semitrailers sold within the 1-year period
beginning on July 18, 1984 were permitted a temporary reduction
in the retail excise tax on trailers, - S s e :

The bill repeals the temporary reduction in tax on piggyback
trailers as “deadwood.” ) T e

FRRERCRRIER ORI R s O S DR TR I
G P - Effective Date :
_The provision is éffective on the date of enactment.

3. Expiration of excise tax on deep Seabed- minerals (sé_é. 832(b) of

the bill and secs. 4495-4498 of the Code)

o Preéeht:L&ip M .

The Deep Seabed Mineral Resources Act (P.L. 96-283) imposed an
excise tax on certain hard minerals mined on the deep seabed. The
tax revenues were intended to fund obligations of the United
States under a contemplated Law of the Sea Convention.

The tax was scheduled to terminate on the earlier of the date on
which a U.N. international deep seabed treaty took effect with re-
spect to the United States, or June 28, 1990 (10 years after the date
of enactment of the tax). Because the United States did not sign
the treaty, the excise tax provisions expired on June 28, 1990.

Explanation of Provision

' Effective Date
The provision is effective on the date of enactment. -

The bill deletes the deep seabed hard mirerals oiciss tax provi-

P TR



 TITLE IX. ADMINISTRATIVE PROVISIONS

A. General Provisions

1. Simplify employment tax reporting for hoyseh(jld employees
- (sec. 901 of the bill and secs. 3102, 3121, 3306 and 6654 of the
Code) e R T s

Present Law -

- An employer who pays a household employee wages of $50 or

more in a calendar quarter for household work must withhold
social security taxes (including medicare taxes) from wages paid to
the employee during the quarter.-The employer must also pay an”
amount of tax that matches the tax withheld from the employee’s
wages. The employer must file an Employer’s Quarterly Tax
Return (Form 942) each quarter and a Wage and Tax Statement
(Form W-2) at the end of the year.

In addition, an employer must pay Federal unemployment taxes
if he or she paid cash wages to household employees totalling
$1,000 or more in a calendar quarter in the current or preceding
year: The employer must file-an Employer’s Annual Federal Un-

employment Tax Return (Form 940 or Form 940-EZ) at the end ¢

Reasons for Simplification

Employer return requirements are confusing and burdensome for
many individuals, who may be employers only because they employ
a domestic employee on an intermittent basis. Streamlining the
return requirements would reduce the filing burden for individuals

The bill changes the threshold for witht ocial
security taxes with respect to domestic s e émployment from
$50 a quarter to $300 a year. The bill requires an individual who
employs only household employees (regardless of the amount of the
remuneration) to report any social security or Federal unemploy-
ment tax obligation for wages paid to such employees on his or her
income tax return for the year. The bill includes a househo
ployer’s social security and unemployment taxes in’the estin
tax provisions. The bill also authorizes the Secretary to enter into
agreements with States to collect State unemployment taxes in the .

" same manner.

The bill provides that the Secretary may prescribe such regula-
tions as may be necessary or appropriate to carry out the purposes
of this provision. These regulations may treat domestic service em-
ployment taxes as taxes imposed by chapter 1 of subtitle A for pur-

: s (219) T ey ‘
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poses of coordinating the assessment and collection of domestic
service employment taxes with the assessment and collection of do-
mestic employers’ income taxes. -

Effective Date

‘The provision is effective for “remuneration pa1d in calendar
years beginning after December 31, 1993.

2, Clarify that reproductiopsfrqm digital images are reproduc-
tions for recordkeeping purposes (sec, 902 of the bill and sec.
6103(p) of the Code) . ‘

Present_ Law .

Reproductions of a return, document, and certain other ‘matters
have the same legal status as the original for purposes of judicial
and administrative proceedings. It is unclear whether reproduc-
tions made from digital images are also accorded the same legal
status-as originals. T A s G

2 SALE

v ; -~-Reasons for Simplification ,
. cgemns B Nl T SN L i
_Reducing the IRS’ need to maintain hard-copy originals of docu-
ments would simplify the administration of the tax laws. As'part of
its systems modernization plan, the IRS intends to store returns,
documents, and other materials in digital image format. This plan
will permit the IRS fo respond much more quickly to taxpayers’ in-’
quiries about the status of their accounts. It will facilitate imple-
mentation of this plan to clarify that reproductions made from
such images would be accorded the same legal status as other re-
productions. ‘ B o .

Explanation of Provision

‘The bill provides that the term reproduction includes a réproduc--
tion from a digital image. The bill also requires the Comptroller
General to conduct a study of available digital image technology
for the purpose of determining the extent to which reproductions of
‘documents stored using that technology accurately reflect the data
on the original document and the appropriate period for retaining
the original document. -7 U S et n TR

S EffectiveDate” o
The provision is effective _t;t‘ijthé déte df“gné.'é‘til;ént: s

3. Repeal of authority to ‘di‘scvigis?’e_e‘ fwl)e:theg_ aprospectlve Jurorhas
been audited (sec, 903 of the bill and sec. 6103(h)(5) of the"
COde) = B ,v - ; /‘ -’ '-‘\“z"é":,'.i ! i‘ : ,, . ]

.. Present Law

C e

In connection with a civil or criminal tax proceeding to which
the United States is a party, the Secretary must disclose, upon the
written request of either party to the lawsuit, whether an individ-
ual who is a prospective juror has or has not been the subject of an
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audit or othef tax investigation by the Internél RévvenueService
(sec. 6103(h)(5)). , o

Reasons for Simplification

This disclosure requirement, as it has been interpreted by sever- '
al recent court decisions, has created significant difficulties in the
civil and criminal tax litigation process. First, the litigation process
can be substantially slowed. It ean take the Secretary a consider-:
able period of time to compile the information necessary for a re-:
sponse (some courts have required searches going back as far as 25
years). Second, providing early release of the list of potential jurors
to defendants (which several recent court decisions have required
to permit defendants to obtain disclosure of the information. from
the Secretary) can provide an’ opportunity for harassment and in-
timidation of potential jurors in organized crime, drug, and some
tax protester cases. Third, significant judicial resources have been
expended in interpreting this procedural requirement that might
better be spent resolving substantive disputes. Fourth, differing ju-
dicial interpretations of the nature of this provision have caused
confusion. In some instances, defendants convicted of criminal tax.
offenses have obtained reversals of those convictions because of
failures to comply fully with this provision.

porations d of the
6243, 6244, and 6245 of the

S_—

“An S corporation generally is not subject to incom n its
taxable income. Instead, it files an information return and the

shareholders report their pro rata share of the S corporation’s
income and deductions on:their own tax returns.

The Subchapter S Revision Act of 1982 generally made the
TEFRA partnership audit and litigation rules applicable to S coFpo-
rations. These rules require the determination of all “Subchapter S
items™ at the corporate, rather than the sharehdlder, level. These
rules also require a shareholder to‘report all Subchapter S items’
consistently with the corporation’s informationi return or to notify’
the IRS of any inconsistency. Temporary regulations containan ex:'
ception from these rules for “small S corporations,” i.e., those with
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five or fewer sharecholders, each of whom is a natural person or an
estate. :

' Reasons for Simplifi'cation'
An S corporation generally is limited to 35 investors. In addition,
‘the vast majority of both existing and newly formed S corporations
are expected to qualify for the small S corporation exception from

the unified audit and litigation provisions. Consequently, a unified
aud1t procedure is'an unnecessary requlrement for S corporatlons

vy ek Explanatton of Provzswn o _
The bill” repeals the unified audit procedures for S corporatlons

The bill retains, however, the requirement that shareholders report

1tems in a manner con31stent w1th the corporatlon s return ,

Effective Date o

The prov1smn is effective. for taxable years begmmng afternthe"

date of enactment.

5. Clarify ‘statute of !umtatlons for ltems from pass-through entl-

ties (sec. 905 of the bill and sec. 6501(a) of the Code) et

Present Law

Passthrough entities (such as S corporatlons, partnershlps, and
certain trusts) generally are not subject to income tax on their tax-
able income. Instead, these entities file information returns and
the ‘entities’ shareholders (or beneficial owners) report their pro
rata share of the gross income and are liable for any taxes due.

Some believe that present law may be unclear as to whether the

statute of limitations for adjustments that arise from distributions

from passthrough entities should be applied at the entity or indi-
vidual level (i.e., whether the 3-year- statute of limitations for as-
sessments runs from the time that the entity files its information
return or from the time that a shareholder timely files his or her

income tax return). (Compare Fehlhaber v. Comm., 94 TC 863 (1990)

‘with Kelly v. Comm., 877 F.2d 7567 (9th Cir. 1989)).

" Reasons for Szmplzf‘ cation
Uncertainty regardmg the correct statute of limitations hinders

the resolution of factual and legal 1ssues and creates needless 11t1-,

gatlon over collateral matters

B A R T S W

Explanatwn of Prowswn

The bill clanfies that the return that starts the runmng of the
-statute of limitations for a taxpayer is the return of the taxpayer

and not the return of another person from whom the taxpayer has’
received an item of income, gain, loss, deduction, or credit. The pro- -
vision is not intended to create any mference as, to.the proper In-

terpretatlon of present law

PREFRPEN S
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g Effectwe Date ;

6 Interest rate on large corporate underpayme
blll and sec. 6621(c) of the Code)

tax

the Federal short-term rate plus ﬁve percentage points.” A large
corporate underpayment is any underpayment by a subchapter C
corporation of any tax imposed for any taxable period, if the
amount of such underpayment for such period exceeds $100,000.
The large corporate underpayment rate generally applies to peri-
ods beginning 30 days after the earlier of the date on which the
first letter of proposed deficiency, a- statutory notice of deficiency,
ora nondeﬁc1ency letter or hiotice of assessthent or proposed assess-
ment is sent. For this purpose, a letter or notice is disregarded if
the taxpayer makes a payment equal to the -amount shown on the
letter or notice within that 30 day perlod

The large corporate underpayment rate generally apphes if the
underpayment of tax for a taxable period exceeds $100,000, even if
the initial letter or notice of deficiency; ‘proposed deﬁclency, assess”
ment, oF ‘proposed assessment is for anamount less than $100,000.
Thus, for'example; under present law, a nondefic1ency notice relat~
ing to a relatively minor ‘mathematical error by the taxpayer may
result in the application of the large corporate underpayment rate
to a subsequently 1dent1fied income tax defimency'

h Explanation of Provtswn

For purposes of determmmg thf, pe ,the,‘large corpo-
rate underpayment rate applies, any letter ice will be disre-
garded if the amount of the deficiency,’ _propo: ed defic1ency, assess-““
ment, or proposed assessment set forth in the letter or notice is not
greater than $100,000 (determined by not ‘taking into unt any
mterest penaltles, or add1t1ons to tax). ER

ffe"tiv%!’.“fﬁ o

The provision is effectlve or purposes of determmmg mterest for‘
‘penods after December 31 1990 .

7. Slmphfy estlmated tax payment rules for S| porat _ons ‘
(sec. 907 of the blll and sec. 6655 of the Code)

ad tlon to tax for any underpay-
ment of estimated tax. For taxable years. beginning after June 30,
1992 and before 1997, a corporatmn does not have an underpay-
ment of estimated tax if it makes four timely estimated tax pay-

ments that total at least 97 percent of its tax liability for the cur-
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rent taxable year. In addition, a‘corporation that is not a “large

corporation” may avoid the addltlon to tax if it makes four timely
estimated tax payments each equal to at least 25 percent of its tax
liability for the preceding taxable year, so long as the preceding
‘year - was not a short taxable year and corporation filed a return
showing a tax liability for such year. A large corporation may use
_ this second rule only with respect to its estimated tax payment for
the first quarter of its current taxable year. A large corporation is
one that had taxable income of $1 million or more for any of the
three preceding taxable years. o , .

RS B

Reasons for Szmplzﬁcatwn

The calculatlon of estlmated tax payments may be dlfﬁcult for a
corporatlon (particularly a small corporation) that had no tax li-
ability in the preceding taxable year because it must use the cur-
rent taxable year rule; it is not allowed to use a-safe harbor that is
available to a corporatlon w1th a tax hablhty in the preceding tax-

able year

Explanatwn of Provision .

The bill provides that a_ small corporation (i.e., a corporatlon that
" is not a “large corporation” under present law) with no tax liabil-
ity in the preceding taxable year may avoid the addition to tax if it
makes four timely estimated tax payments each equal to at least
25 percent of its tax liability for the second preceding taxable
year.13 This rule will apply so long as (1) neither the preceding
taxable year nor the second preceding taxable year was a short tax
year, and (2) the corporation filed tax returns for both years. If the
corporation satisfies these two requirements and did not have a tax
liability for either of the two preceding taxable years, the corpora-
tion will not. be required to make est1mated tax payments for the
- current taxable year.

A large corporation may use thls expanded safe harbor with re-
spect to its estimated tax payment for the first quarter of 1ts tax-
able year, as under present law.

Effectwe Date

The prov1swn is effectlve “for taxable years begmmng after
date of enactment of this Act.

R T T R
EA: EXREE G TR ERI A i

B. Tax Court Prov1s1ons

1. Clarlfy Jurlsdlctlon of Tax Court w1th respect to overpayment
determinations (sec. 911 of the blll and sec. 6512(b) of the
Code) - :

Present Law

The Tax Court may order the refund of an overpayment deter-
mined by the Court, plus interest, if the IRS fails to refund such

overpayment and mterest w1th1n 120 days after the Court’s dec1-

192 A5 ‘under present law, a small oorporatxon may “Continue to use the' curtent taxable year
rule for estimated tak purposes. ,
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sion becomes final. Whether such an order is appealable is uncer-

* tain.

In addition, it is unclear whether the Tax Court has jurisdict
over the validity or merits of certain credits or offsets (e.g., provid-

‘ing for collection of student loans, child support, etc.) made by the

IRS that reduce or eliminate the refund to which the taxpayer was
otherwise entitled. S

.. Reasons for Simplification

Clarification of the jurisdiction of the Tax Court and the appeala-
bility of orders of the Tax Court would provide for greater certain-
ty for taxpayers and the Government in conducting cases before

the Tax Court. Clarification will also reduce litigation.

Explanation of Provision

. . e . : . L A YR KA L TR ) KA T B
The bill clarifies that an order to refund an overpayment is ap-

pealable in' the same manner as a decision of the Tax Court. The

bill also clarifies that the Tax Court does not have jurisdiction over

the validity or merits of the credits or offsets that reduce or elimi-

nate the refund to which the taxpayer was othegyise“eht;itlgd,, e
The prov1s1on is effective on the date of ':e‘r'liéétméht.m

2. Clarify proéedures for ‘administrat‘iyg cost awards (sec. 912 of

the bill and sec. 7430 6f the Code)

Any person who substantially prevails in any action brought by
or against the United States in connection with the determination,
collection, or refund of any tax, interest, or penalty may be award-
ed reasonable administrative costs incurred before the IRS and rea-
sonable litigation costs incurred in con i i ny court pro-

fedind -

No time limit is specified for the taxpayer to apply to the IRS for
an award of administrative costs. In addition, no time limit is speci-
fied for a taxpayer to appeal to the Tax Court an IRS decision de-
nying an award of administrative costs. Finally, the procedural
rules for adjudicating a denial of administrative costs are unclear.

" Reasons for Simiplification =~

The proper procedures for applying for a cost award are uncer-

tain in some instances. Clarifying these procedures will decrease

litigation over these procedural issues and will provide for expedit-
ed settlement of these claims. -~ * : BERCE

Exp[anatwn of Pf;viéibh‘ ; :

The bill provides that a taxpayer who seeks an award of adminis-
trative costs must apply for such costs within 90 days of the date

on which the taxpayer was determined to be a prevailing party.

The bill also provides that a taxpayer who s '

ks to appeal an IRS =~
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denial of an administrative cost award must petition the Tax Court

within 90 days after the date that the IRS mails the denial notice. .

"The bill clarifies that dispositions by the Tax Court of petitions
relating only to administrative costs are to be reviewed in the same
manner as other decisions of the Tax Court. =~ T

Effech_’ve Date v
The provision is effective on the date of enactment.

3. Clarify Tax Court jurisdiction over interest determinations (sec.
913 of the bill and sec. 7481(c) of the Code) o

" Present Law

A taxpayer may seek a redetermination of interest after certain

decisions of the Tax Court have become final by filing a petition

with the Tax Court. :
- ‘ Reasons for Simplification - e
1t would be beneficial 1o taxpayers if a ﬁfbégfé_eﬁi'ﬁgwfof' aredeter-
mination of interest supplemented the original deficiency action
brought by the taxpayer to redetermine the deficiency determina-

tion of the IRS. A motion, rather than a petition, is a more appro-

priate pleading for relief in these cases. -

N " Explanation of Provision R
The bill provides that a taxpayer must file a “motion” (rather
than a “petition”) to seek a redetermination of interest in the Tax
Court. . | .

) o ‘ Effective Date
The provision is effective on the date of enactment.

i3

4. Clarify net worth requirements for awards of administrative or
.- litigation costs (sec. 914 of the bill and sec, 7430 of the Code)

‘' Present Law -

Anyi person who substantlally 4preva%ilé 1n any actlon brought by

or against the United States in connection with the determination,
collection, or refund of any tax, interest, or penalty may be award-
ed reasonable administrative costs incurred before the IRS and rea-
sonable litigation costs incurred in connection with any court pro-

ceeding. A person who substantially prevails must meet certain net.

worth requirements to be eligible for an award of administrative or
litigation costs. In general, only an individual whose net worth
does not exceed $2,000,000 is eligible for an award, and only a cor-
poration or partnership whose net worth does not exceed 37,000,000
is eligible for an award. (The net worth determination with respect
to a partnership or S corporation applies to all actions that are in
substance partnership actions or S corporation actions,’including
unified entity-level proceedings under sections 6226 or 6228, that
~ are nominally brought in the name’of a partner or a shareholder)

'fl“
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Reasons for Simplificatiqn

Although the net worth requirements are explicit for individuals,
corporations, and partnerships, it is not clear which net worth re-
quirement is to apply to other potential litigants. It is also unclear
how the individual net worth rules are to apply to individuals
filing a joint tax return. Clarifying these rules will provide certain-
ty for potential claimants and will decrease needless litigation over
procedural issues. : ‘

e e - Explanation of Provis

"The bill provides that the net worth limitai
cable to individuals -also apply £ estates and trusts. The bill als
provides that individuals who file a joint tax returi’shall be treat-
ed as one individual for purposes of computirig the net worth limi-
tations. Consequeritly, the net worths of both spousés are aggregat-'
ed for purposes of this computation. An exception to this rule is’
provided in the case of a spouse otherwise qualifying for innocent
spouse relief. ' B - : o

ently appli-

_The bill also’

" Effective Date

The provision appiies to proceedings comrhenced after the date of
enactment. .

C. Permit IRS to Enter Into Cooperative Agreements With State
Tax Authorities (sec. 921 of the bill and new sec. 7524 of the
Code)

Present Law

The IRS is genérally not authorized to provide services to non-
Federal agencies even if the cost is reimbursed (62 Comp. Gen.
323,335 (1983)). '

Reasons for Simplification

Most taxpayers reside in States with an income tax and, there-
fore, must file both Federal and State income tax returns each
year. Each return is separately prepared, with the State return
often requiring information taken directly from the Federal return.
Permitting the IRS to enter into agreements that are designed to
promote efficiency through joint tax administration programs with
States would reduce the burden on taxpayers because much of the

. same information could be used by both Governments.

For example, the burden on taxpayers could be significantly re-
duced through joint electronic filing of tax returns, whereby a tax-
payer electronically transmits both Federal and State returns to
one location. Joint Federal and State electronic filing could simpli-
fy and shorten return preparation time for taxpayers. Also, State
governments could benefit from reduced processing costs, while the
IRS could benefit from the potential increase in taxpayers who
would elect to file electronically because they would be able to ful-
fill both their Federal and State obligations simultaneously.
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Explanation of Provision

The bill provides that the Secretary is authorized to enter into
cooperative agreements with State tax authorities to enhance joint
tax administration. These agreements may include (1) joint filing of
Federal and State income tax returns, (2) single processing of these
returns, and (8) joint collection of taxes (other than Federal income
taxes). SRR T o B L o

The bill provides that these agreements may require reimburse-
ment for services provided by either party to the agreement. Any
funds appropriated for tax administration may be used to carry out
the responsibilities of the IRS under these agreements, and any re-
imbursement received under an agreement shall be credited.to the
amount appropriated. '

No agreement may be entered into that does not provide for the.

protection of confidentiality of taxpayer information. that is re-
quired by section 6103. Lo . o

The provision is effective on the date of enactment.

s





