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LETTER OF TRANSMITTAL

Congress of the United States,
Joint Committee on Taxation,
Washington, D.C., December 31, 1982.

Hon. Robert Dole, Chairman,
Hon. Dan Rostenkowski, Vice-Chairman,
Joint Committee on Taxation,
U.S. Congress, Washington, D.C.

Dear Messrs. Chairmen: A committee report of a Congressional
committee sets forth the committee's explanation of a bill as re-

ported by that committee. In some instances, a committee report

does not also serve as an explanation of the final provisions of the
legislation enacted by the Congress. This is because the versions of

the bill reported by the House and Senate committees may differ

significantly from the versions of the bill passed by the House,
passed by the Senate, or enacted after action by a conference
committee.
The Tax Equity and Fiscal Responsibility Act of 1982, because of

its comprehensive scope and the numerous changes which were
made to the reported versions of the bill by the Senate and the con-

ference committee, is an example of legislation with respect to

which the differences between provisions of the reported bill and
provisions of the public law are significant. This document repre-

sents an explanation of the revenue provisions of the Act as en-

acted (Public Law 97-248).

This document was prepared by the staff of the Joint Committee
on Taxation, in consultation with the staffs of the House
Committee on Ways and Means and the Senate Committee on Fi-

nance. It is comparable to similar material prepared by the Joint
Committee staff with respect to other revenue acts in recent years.

The first part of the document is an overall chronology of the
legislative background of the revenue provisions of the Act in the
97th Congress. (In addition to this overall chronology, specific refer-

ences to the legislative background of each provision of the Act are
set forth in footnotes accompanying the explanations of the provi-

sions in the fourth part of the document.) The second part is a brief

summary of the principal provisions of the Act. The third part pre-

sents the general reasons for the legislation. The fourth part con-

sists of explanations of the provisions of the Act. The fifth part sets

forth the estimated revenue effects of the Act for fiscal years 1983-
1987 and for calendar years 1982-1987.

Sincerely yours,
Mark L. McConaghy,

Chief of Staff.
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I. LEGISLATIVE HISTORY OF THE ACT

The following is an overall chronology of the legislative back-

ground in the 97th Congress of the revenue provisions (titles II, III

and IV, and sec. 611) of the Tax Equity and Fiscal Responsibility

Act of 1982 (Public Law 97-248). ^

H.R. 4961 as Passed by the House

• Reported by Ways and Means Subcommittee on Select Revenue
Measures.—November 13, 1981 (WMCP: 97-25). H.R. 4961 was in-

troduced on November 13, 1981, and embodied 5 miscellaneous tax

bills as amended by the Subcommittee: H.R. 2397, H.R. 2860, H.R.

3262, H.R. 4408, and H.R. 4908. ^ Subcommittee hearings were held

on these bills, except for H.R. 3262, on October 19, 1981. A Subcom-
mittee hearing on H.R. 3262 (relating to attorney's fees) was held
on September 28, 1981.

• Markup by Committee on Ways and Means.—November 19,

1981. The Subcommittee bill was amended later to include provi-

sions of H.R. 4942 as agreed to by the committee (unemployment
compensation and welfare provisions—title II of H.R. 4961 as re-

ported).

• H.R. 4961 reported by the Committee on Ways and Means.—De-
cember 14, 1981 (H. Rep. 97-404).

• H.R. 4961 passed by the House.—December 15, 1981, by voice

vote, under suspension of the rules.

H.R. 4961 as Passed by the Senate

• Senate consideration of certain provisions of House-passed H.R.
4961.—On December 16, 1981, the Senate approved two provisions

from the House-passed H.R. 4961 (relating to (1) rental of resi-

dences to family members and other business uses of residences

and (2) 2-year postponement of effective date for 1976 Tax Reform
Act rules on net operating losses) as amendments to H.R. 5159, the

' In addition to this overall chronology, specific references to the legislative background of

each provision are set forth in footnotes accompanying the explanations of the provisions in

Part IV of this document. These legislative background references include, as appropriate, cita-

tions to the following: H.R. 4961 as reported by the House Committee on Ways and Means (H.

Rep. No. 97-404, December 14, 1981); H.R. 4961 as reported by the Senate Committee on Finance
(S. Rep. No. 97-494, Vol. 1, July 12, 1982); Senate floor amendments, if any, to H.R. 4961 as
reported by the Finance Committee; the Conference Report on H.R. 4961 (Joint Explanatory
Statement of the Committee of Conference) (H. Rep. No. 97-760, August 17, 1982); and H. Con.
Res. 398, which directed the enrolling clerk to make certain technical and clerical corrections to

the bill. Also, where applicable, the footnotes refer to the further technical corrections to the
Act made by the Technical Corrections Act of 1982 (H.R. 6056, P.L. 97-448).

^ These bills, incorporated in H.R. 4961, dealt with the following: H.R. 2397 (treatment of lend-

ing or finance businesses for purposes of the tax on personal holding companies); H.R. 2860 (lim-

itation on acceleration of accrual of taxes); H.R. 3262 (treatment of attorney's fees); H.R. 4408
(refunds of excise tax on buses); and H.R. 4908 (rental of residences to family members and
other business uses of residences, and 2-year delay in effective date of 1976 Tax Reform Act net
operating loss rules).

(3)



Black Lung Benefits Revenue Act of 1981 (subsequently enacted
after approval by the House as Public Law 97-119).

• Ways and Means Committee hearings on the "President's Eco-
nomic Proposals."—February 18-19 and 22-24, March 30-31, April
2, 5-6 and May 5, 1982.3

• Finance Committee hearings on "Administration's Fiscal Year
1983 Budget Proposal "—February 23-24 and March 9-12 and 16-

19, 1982.3

• Finance Committee hearing on "Federal Budget Crisis. "^June
10, 1982.

• Finance Committee markup of H.R. 4961.—July 1-2, 1982.

• H.R. 4961 reported by Finance Committee, with amendments in

the nature of a substitute, "The Tax Equity and Fiscal Responsibili-
ty Act of 1982. "—July 12, 1982 (S. Rep. No. 97-494, Volumes 1 and
2). Volume 1 included the report on the spending reduction provi-
sions (title I of the bill) and the revenue provisions (titles II and
III). Volume 2 was the report on title IV of the bill (relating to air-

port and airway improvements).
• Senate floor action on H.R. 4961 as amended by the Finance

Committee.—July 19-23, 1982. Passed by the Senate, with amend-
ments, July 23, 1982, by a record vote of 50-47.

Further House and Senate Action on H.R. 4961

• Senate requested a conference on H.R. 4961.—July 28, 1982.

Appointed as conferees: Senators Dole, Packwood, Roth, Danforth,
Long, Harry F. Byrd, Jr., and Bentsen on the entire bill; and on
title IV only (excluding sec. 406(e)), Senators Packwood, Kasse-
baum, and Cannon.
• House disagreed to Senate amendments and agreed to a confer-

ence on H.R. 4961.—July 28, 1982. Appointed as conferees: Repre-
sentatives Rostenkowski, Gibbons, Pickle, Rangel, Stark, Conable,
Duncan, and Archer for the entire bill and the Senate amendments
and modifications committed to conference, with the exception of

subtitle B (Medicaid) of title I and title IV (Airport and Airway
System Development), except for section 406(e) of that title, and
with the exception of section 395 (relating to reassignment of cer-

tain VHF television licenses) of the Senate amendments and modi-
fications committed to conference; Representatives Dingell,

Waxman, Scheuer, Broyhill, and Madigan solely for the considera-
tion of subtitle B of title I (Medicaid), subtitle C of title I (Utiliza-

tion and Quality Control Peer Review), such parts of subtitle A
(Medicare) of title I that related to amendments to the Supplemen-
tary Medical Insurance Program authorized under title XVIII of

the Social Security Act, and section 395 of the Senate amendments
and modifications committed to conference; Representatives
Mineta, Anderson, Levitas, Oberstar, Clausen, Snyder, and Ham-
merschmidt solely for the consideration of title IV, with the excep-
tion of sections 406(e) and 407(b), of the Senate amendments and
modifications committed to conference; and Representatives Fuqua,

^ Note.—There were additional public hearings held during 1982 by the Ways and Means
Committee and the Finance Committee (or by their respective Subcommittees) on topics that
eventually were included in the Act, but which are not referenced in this legislative history
chronology.



Glickman, and Winn solely for the consideration of section 407(b) of

title IV of the Senate amendments and modifications committed to

conference.
Agreed to a motion to instruct House conferees to insist that the

conference report result in attainment of expenditure reduction
levels no lower than those required by the conference report on the
First Concurrent Resolution on the Budget for fiscal year 1983, and
revenue raising levels equal to those required for fiscal year 1983
by the conference report on the First Concurrent Resolution on the
Budget for fiscal year 1983, by a record vote of 299-89.

Agreed to a motion to table H. Res. 541 (to return to the Senate
H.R. 4961 with the Senate amendments thereto, with the message
that the Senate amendments are an infringement of the privileges

of the House), by a record vote of 229-169.

Change of conferees solely for consideration of section 395 of the
Senate amendment to H.R. 4961 and modifications thereof commit-
ted to conference: Representatives Dingell, Wirth, and Broyhill.

(August 4, 1982).

• House-Senate Conference on H.R. 4961.—August 3-5, 9-10, 12-

13, and 15, 1982.

• Conference Report to accompany H.R. 4961, with Joint Ex-
planatory Statement of the Committee on Conference.—filed in the
House on August 17, 1982 (H. Rep. No. 97-760); filed in the Senate
on August 18, 1982 (S. Rep. No. 97-530).

• House Rules Committee action.—August 18, 1982. Hearing
before Rules Committee. H. Res. 569, as reported by the Rules
Committee, provided a rule waiving all points of order; 4 hours of
debate, 3 hours for the Ways and Means Committee and 30 min-
utes each for the Energy and Commerce Committee and the Public
Works and Transportation Committee; and one motion to recom-
mit, which may not contain instructions (H. Rep. No. 97-763).

• House action on Conference Report.—August 19, 1982. H. Res.
569 passed the House by a record vote of 253-176; House agreed to

a motion to table H. Res. 571 (to return to the Senate H.R. 4961
and Senate amendments thereto with a message that the Senate
amendments and conference action contravened the Constitution,
and were an infringement of the privileges of the House), by a
record vote of 268-144. The conference report passed the House by
a record vote of 226-207.

• Senate action on Conference Report.—August 19, 1982. The
Senate sustained the chair in rejecting a point of order that the
conference report contained matters not germane and thus not in

order by a record vote of 52-47. The conference report passed the
Senate by a record vote of 52-47.

• Action on H. Con. Res. 398.—August 19, 1982 House and
Senate passed concurrent resolution directing the enrolling clerk to

make certain technical amd clerical corrections to the bill.

• Enactment.—H.R. 4961 was signed into law by President
Reagan on September 3, 1982 (Public Law 97-248).

Subsequent Technical Corrections

Certain technical and clerical corrections to the Tax Equity and
Fiscal Responsibility Tax Act of 1982 were enacted by section 306



of the Technical Corrections Act of 1982 (H.R 6056; Public Law 97-
448).^

* The legislative background to the Technical Corrections Act references include, as appropri-
ate, citations to the following: H.R. 6056 as reported by the Senate Committee on Finance (S.

Rep. No. 97-592, Sept. 27, 1982); Senate floor amendments to H.R. 6056, 128 Cong. Rec. S. 12732-
12739; S. Res. 489, 128 Cong. Res. S. 12888; House floor amendments to H.R. 6056, 128 Cong. Rec.
H. 9600-9604; and the Conference Report to accompany H.R. 6056 (H. Rept. No. 97-986, Decem-
ber 21, 1982). (Further Note: H.R. 6056 as reported by the House Committee on Ways and Means
and as passed by the House did not include technical corrections to TEFRA.)



II. SUMMARY OF REVENUE PROVISIONS OF THE ACT

The following is a brief summary of the principal revenue provi-

sions of H.R. 4961, the Tax Equity and Fiscal Responsibility Act of

1982 (the "Act").i

A. Individual Income Tax Provisions

/. Individual minimum tax

The Act repeals the add-on minimum tax for individuals, adds
several new tax preferences to the alternative minimum tax, re-

structures the treatment of itemized deductions in the minimum
tax, establishes a flat 20-percent rate for the minimum tax, and in-

creases the minimum tax exemption from $20,000 to $30,000 for un-
married persons and $40,000 for married couples. These changes
generally apply beginning in 1983.

2. Medical expense deduction

The Act increases the floor under the itemized deduction for

medical expenses from 3 percent of adjusted gross income to 5 per-

cent, and it repeals the separate deduction for one-half of health
insurance premiums up to $150, for both changes beginning in

1983. It eliminates (after 1983) the 1-percent-of-income floor on de-

ductibility of expenditures for drugs and provides that only pre-

scription drugs and insulin will be eligible for the deduction.

3. Casualty loss deduction

The Act limits the itemized deduction for nonbusiness casualty
and theft losses to amounts in excess of 10 percent of adjusted
gross income, beginning in 1983.

4. Exclusion for unemployment compensation

The Act lowers the income levels at which the exclusion for un-
employment compensation begins to phase out from $20,000 to

$12,000 for single returns and from $25,000 to $18,000 for joint re-

turns, effective beginning in 1982.

B. Business Tax Provisions

/. Corporate tax preferences

The Act scales back the following corporate tax preferences by 15

percent: percentage depletion for coal and iron ore; excess bad debt
reserves of financial institutions; interest incurred by financial in-

stitutions to carry tax-exempt obligations acquired after 1982;
DISC; section 1250 recapture on real estate; rapid amortization of

' For a more detailed summary of the revenue provisions of the Act, see "Summary of Reve-
nue Provisions of H.R. 4961 (the Tax Equity and Fiscal Responsibility Act of 1982)," JCS-31-82,
August 24, 1982 (for sale by the Superintendent of Documents, Government Printing Office).

(7)
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pollution control facilities; intangible drilling costs of integrated oil

companies (which are to be amortized over 36 months); and mining
exploration and development costs. This cutback applies only to
corporations.

2. Basis adjustment for investment tax credits

The basis of assets (which is used to compute cost recovery deduc-
tions and gain or loss) is reduced by one-half of the amount of the
regular, energy, and historic structure investment tax credits.

3. Investment tax credit limitation

The percentage of tax liability which taxpayers may offset by the
investment tax credit is reduced from 90 percent to 85 percent.

4. Accelerated depreciation—1985 and 1986

The Act repeals the acceleration of depreciation currently sched-
uled for 1985 and 1986.

5. Construction period interest and taxes

Interest and taxes attributable to the construction period for
nonresidential real estate owned by a corporation must be capital-
ized and written off over 10 years.

6. Leasing rules

The Act repeals safe-harbor leasing after 1983. For the period be-
tween July 1, 1982, and January 1, 1984, a restricted form of safe-

harbor leasing is put into effect. After 1983, a liberalized form of
prior law leasing is permitted.

7. Foreign provisions

The Act provides rules under which companies with foreign oil

and gas extraction income will not be able to use tax benefits from
that income to reduce their taxes on other kinds of oil related
income and under which oil companies will be taxed on certain oil

related income of their foreign subsidiaries.

Also, the Act contains a series of rules to limit the extent to
which businesses can use operations in U.S. possessions to avoid
tax by transfering intangibles to their possession subsidiaries and
by allowing passive income to accumulate in a possession.

8. Tax-exempt obligations

The Act provides several restrictions on industrial development
bonds, including a sunset of the small issue exemption after 1986.

Investments financed with IDBs will, with certain exceptions, be
limited to straight-line depreciation over ACRS lives.

Also, the Act liberalizes several of the rules restricting the issu-

ance of tax-exempt bonds for both single-family and multi-family
housing.

9. Mergers and acquisitions

The Act makes a number of changes in the rules relating to par-
tial liquidations, stock redemptions, stock purchases, and other pro-
visions relating to mergers and acquisitions. These are designed to



limit the tax benefits which now arise from mergers, acquisitions,

and other corporate transactions.

10. Accounting for long-term contracts

The Act revises the rules for determining which costs are cur-

rently deductible and which must be allocated to long-term con-

tracts. Exceptions are provided for certain construction contractors.

11. Accelerated corporate tax payments

The Act increases the percentage of current year tax liability

which corporations must pay in estimated tax payments from 80 to

90 percent.

12. Original issue discount bonds

The Act eliminates certain tax benefits associated with original

issue discount, including zero coupon, bonds.

13. Coupon stripping

The Act eliminates special tax treatment afforded stripping of

coupons from bonds.

14. Targeted jobs credit

The Act extends the targeted jobs credit for 2 years, makes the
credit available for summer employment of economically disadvan-
taged 16 and 17 year olds, and makes several technical and admin-
istrative changes.

C. Compliance Provisions

/. Withholding on dividends and interest

Effective July 1, 1983, the Act imposes 10 percent withholding on
dividends and interest, similar to the withholding which now ap-

plies to wages. Exemptions are provided for persons 65 or older

whose income (not including exempt income such as social security)

is less than about $22,000 for a married couple, and there is an ex-

emption at a lower level of income for individuals under age 65.

2. Other compliance provisions

The Act includes a number of changes designed to improve tax-

payer compliance. These include additional reporting requirements,
changes in penalty provisions, modifications of voluntary withhold-
ing on pensions, partnership audits, and various taxpayer safe-

guards.

D. Pension Provisions

The Act reduces the limits on contributions to, and benefits from,
tax-qualified pension plans. The limit for annual additions under
defined contribution plans is reduced from $45,475 to $30,000, and
the limit on annual benefits in a defined benefit plan is reduced
from $136,425 to $90,000. The indexing of these limits is suspended
until 1986. Limits are placed on loans from retirement plans. Rules
are provided to achieve parity between corporate and noncorporate
pension plans. A $100,000 cap is placed on the estate tax exclusion
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for annuities. Finally, there are modifications in the rules relating

to retirement plans for church employees, State judicial retirement
plans, profit-sharing contributions for disabled employees, and
group trusts. A nondiscrimination rule is added for employer-pro-
vided group term life insurance.

E. Insurance Provisions

The Act makes a series of changes in the tax treatment of life

insurance companies and annuities. The modified coinsurance pro-

visions of present law are repealed, and the formula for revaluing
preliminary term reserves is changed. In addition, a number of pro-

visions are adopted to reduce insurance company taxes for a 2-year
period. There are also new rules relating to annuity contracts and
(for 2 years) flexible premium contracts.

F. Employment Tax Provisions

/. Independent contractors

The Act provides that certain sales persons who are licensed real

estate agents, and certain direct sellers, will be treated as self-em-

ployed persons, and not as employees. Also, the Act indefinitely ex-

tends the 1978 interim provisions relating to controversies as to tax
classifications of workers. In addition, the Act provides for reduced
employment tax liabilities in certain employment tax reclassifica-

tion cases.

2. Federal unemployment tax

Beginning in 1983, the wage base subject to the Federal unem-
ployment tax (FUTA) is increased to $7,000, the Federal tax rate is

increased to 3.5 percent (raising the net Federal tax from 0.7 per-

cent to 0.8 percent) and various changes are made in the conditions
which States must meet in order for their employers to receive the
maximum offset credit for State unemployment taxes. Changes are
made to the definition of wages subject to the FUTA tax.

3. Medicare coverage of Federal employees

Beginning in 1983, the Act subjects Federal employees to the hos-

pital insurance portion of the social security tax, and Federal em-
ployment will be used to determine eligibility for Medicare.

G. Excise Tax Provisions

1. Airport and airway taxes

The Act reauthorizes the Airport and Airway Trust Fund
through fiscal year 1987 and reinstates (with some modifications)

aviation excise taxes which were reduced in 1980, effective Septem-
ber 1, 1982 through December 31, 1987.

2. Cigarette excise taxes

The Act doubles the cigarette excise taxes (e.g., from 8 cents to

16 cents per pack on small cigarettes) for the period January 1,

1983, through September 30, 1985. It also imposes a floor stocks tax
on cigarettes (other than certain retail stocks) held on January 1,

1983, equal to the increase in the tax rate.
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3. Telephone excise tax

The Act increases the excise tax on local and long-distance tele-

phone services from 1 percent to 3 percent for the years 1983
through 1985 and terminates the tax after 1985.

4. Windfall profit tax provisions

The Act repeals the special windfall profit tax adjustment for

transportation costs applicable to Alaskan oil and clarifies the ex-

emption for Alaskan native corporations.

5. Refund of excise tax on buses

The Act provides for additional refunds in certain circumstances
relating to the 1978 repeal of the excise tax on buses.

H. Other Provisions

The bill includes additional provisions relating to the following:

a. Two-year extension of the income tax exclusion for National
Research Service Awards.

b. A change permitting use of the annual accrual accounting
method for certain partnerships growing sugarcane.

c. Modification of the provision disallowing deductions for certain

payments to foreign government officials.

d. Authorization for the Secretary of the Treasury to vary the
investment yield on savings bonds and to issue additional long-

term debt.

e. Revision of the rules limiting the disclosure of tax information
in nontax criminal investigations.

f. Modification of the rules under which veterans organizations
may qualify for tax-exempt status.

g. Tax-exempt status for certain amateur athletic organizations,

h. Modifications of the New Jersey general revenue sharing allo-

cation.

i. Payment of $50,000 to the Jefferson County Mental Health
Center, Lakewood, Colorado, to settle claims relating to social

security taxes.

j. Expansion of provisions for award of reasonable attorney fees

in civil tax cases, including U.S. Tax Court cases, where the gov-
ernment's position was unreasonable.

k. Modification of the definition of a lending or financial business
under the personal holding company provisions.
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I. Revenue Effect

The revenue provisions of the Act are expected to increase fiscal
year budget receipts by $18.0 billion in 1983, $37.7 billion in 1984,
and $42.7 billion in 1985, for an estimated total of $98.3 billion for
fiscal years 1983-1985.2 (See tables in Part V for details of estimat-
ed revenue effects.)

^ These totals do not include the change in the tax treatment of unemployment compensation
(Sec. 611 of the Act), which is estimated to increase fiscal year budget receipts by $0.8 billion in
1983, $0.7 billion in 1984, and $0.6 billion in 1985.



III. GENERAL REASONS FOR REVENUE PROVISIONS

The Tax Equity and Fiscal Responsibility Act of 1982 had four
principal objectives: to raise revenue as part of an effort to narrow
the unacceptably large budget deficits which would have resulted

from a continuation of prior spending and tax policies, to ensure
that all individuals and businesses pay a fair share of the tax
burden, to reduce the distortions in economic behavior that result-

ed from the tax system, and to increase the extent to which those
responsible for specific Federal Government spending pay the costs

of that spending. Congress believed that this Act made a major con-
tribution to each of these goals.

Revenue needs

Early in 1982, it became clear that, in the light of the recession,

high interest rates and the decline in inflation, continuing present
spending and tax policies would have resulted in unacceptably
large federal budget deficits. Projections by the Office of Manage-
ment and Budget and the Congressional Budget Office indicated
that federal deficits, if policy did not change, could reach $182 bil-

lion in fiscal year 1983, $216 billion in 1984 and $233 billion in

1985. By 1985, at a time when the economy was expected to be
prosperous, the Federal deficit was projected to be 5.6 percent of

gross national product—the largest deficit in peacetime history.

Such deficits would have had serious consequences. First, a stim-
ulative fiscal policy, in conjunction with the restrictive monetary
policy with which the Federal Reserve was attempting to control
inflation, could have led to continued very high interest rates.

These interest rates would have reduced business investment,
made it difficult for all but the most affluent Americans to acquire
their own homes, and caused the bankruptcy of many businesses,
both large and small.

Second, large deficits and high interest rates would have greatly
increased the costs of servicing what would have become a crush-
ing burden of the national debt. Outlays for net interest on the
debt had already grown from $52.5 billion in fiscal year 1980 to an
estimated $86.0 billion in 1982, or from 2.0 to 2.8 percent of GNP.
The current policy budget projections of OMB and the CBO were
that this debt service burden would grow to $147.1 billion in 1985,
or to 3.6 percent of GNP.

Third, large deficits could have put pressure on the Federal Re-
serve either to pursue very tight monetary policies or to accommo-
date the deficits with a monetary expansion that could rekindle
double-digit inflation. Fiscal restraint will permit the burden of
fighting inflation to be spread more evenly throughout the econo-
my.

Fourth, large deficits would have implied a lack of control by
Congress over government operations and fiscal policy, which

(13)
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would have caused uncertainty among those making financial and
investment decisions.

The first congressional budget resolution for fiscal year 1983 con-

tained an integrated set of spending and tax policies designed to

bring these deficits under control. The resolution provided for reve-

nue increases of $20.9 billion in fiscal year 1983, $36.0 billion in

1984 and $41.4 billion in 1985, a total of $98.3 billion over the

three-year period. The Act raises enough revenue to match the

three-year budget target.

It should be noted that these revenue increases are modest in re-

lation to the tax reductions enacted in the Economic Recovery Tax
Act of 1981. That Act provided tax reductions, broadly distributed

among individuals and businesses, of approximately $88 billion in

fiscal year 1983, $140 billion in 1984, and $190 billion in 1985. Thus,
the targeted revenue increases provided for in the budget resolu-

tion and the Act are only about one-fourth the size of last year's

tax cuts.

Tax equity

A widely accepted goal of tax policy is that the tax burden be
distributed fairly, in accordance with people's ability to pay. This is

particularly important in the United States, where tax collection

relies heavily on voluntary compliance. Several studies show that

taxpayers are more likely to comply voluntarily with the tax laws

if they believe that similarly situated taxpayers are bearing a com-
parable share of the tax burden.

Unfortunately, over the past several years, the trend had been
toward less equity. Dozens of special deductions, exclusions and tax

credits have been enacted, and while these generally have served

worthwhile purposes, their cumulative effect has been to make the

system less equitable and more complex. The Act attempts to re-

verse this trend by scaling back or repealing those tax preferences

which are no longer needed or which can no longer be justified in

light of the present budgetary situation.

A blatant inequity occurs when some people take advantage of

our voluntary compliance system to evade the tax laws. Statistics

prepared by the Internal Revenue Service indicate that noncompli-

ance with the tax laws is growing, and it is becoming an extremely
serious national problem. Congress believed that it would be unfair

to ask the majority of honest Americans to pay more taxes unless

every reasonable effort was being made to make sure that tax

evaders comply with the law. The cuts in marginal tax rates en-

acted last year, and the provisions of the Act which create a more
equitable distribution of the tax burden, will contribute to im-

proved compliance. However, Congress believed that more direct

action was needed to deal with this urgent national problem, and
the Act contains provisions to improve both the withholding and
information reporting systems.

A key goal of Congress was to achieve the revenue targets in the

budget resolution through tax changes which improved tax equity,

rather than to achieve them through broadly based tax increases,

such as increases in marginal individual income tax rates or taxes

on energy consumption.
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Economic distortions

In recent years, there has been considerable discussion and anal-

ysis of the various ways in which the tax system distorts economic
behavior in the private sector and the impact of such distortions on
economic growth. Much of this discussion has focused on how these

distortions might be alleviated by tax reductions, and the 1981 tax
reduction was a major step toward this goal. However, it is also

possible for economic distortions to result from overly generous tax
incentives. Congress reviewed existing tax incentives with this in

mind and decided to scale back several of those which increased,

rather than reduced, economic distortions.

One example of excessive incentives was the combination of ac-

celerated depreciation and the investment tax credit which, in

many cases, provided tax benefits more generous than deducting
the cost of equipment in the year it was placed in service (expens-

ing). Such treatment could have encouraged businesses to purchase
equipment which would not have been profitable on a pre-tax basis.

The basis adjustment for one-half of the investment tax credit in

the Act should reduce the combined benefits of depreciation and
the credit to the point where they are approximately equivalent to

expensing under conditions presently prevailing in the economy.
Other examples of tax provisions which created economic distor-

tions, and which the Act repeals or modifies, include the tax treat-

ment of original issue discount bonds, the tax treatment of mergers
and acquisitions, the tax treatment of the insurance industry, safe-

harbor leasing, and the completed contract method of accounting.
In each of these areas, the Act both raises revenues and improves
economic efficiency.

Allocation of the costs of government

A recurring issue for a democratic society is determining the ap-

propriate level of government services. One way to deal with this

problem is to raise revenues through user taxes in cases where
public spending is clearly allocable to specific beneficiaries, so that
those responsible for government spending pay for that spending.
For example, 80 percent of Federal retirees age 65 or over receive
Medicare, even though they make contributions during only part of

their careers; the typical private sector worker makes contributions
over his entire career. Thus, the Act subjects Federal employees to

the Medicare portion of the social security tax. Similarly, unem-
ployment benefits are supposed to be financed by a payroll tax on
employers, but tax revenues have been insufficient so that the un-
employment benefit system has had to borrow substantial revenues
from the Treasury, that is, from general taxpayers. Therefore, the
Act increases both Federal and State unemployment taxes. Like-
wise, the taxes applying to aviation users are also increased to

ensure that the users, rather than all taxpayers, pay for a greater
share of the expenses of developing and operating the airport and
airway control systems. Twelve percent of the revenue raised by
the Act comes from these provisions aimed at those responsible for

specific government spending.



IV. GENERAL EXPLANATION OF THE REVENUE
PROVISIONS OF THE ACT

A. Individual Income Tax Provisions

I. Alternative minimum tax (sec. 201 of the Act and sees. 55-58 of
the Code)*

Prior Law

Add-on minimum tax

Under prior law, individuals paid an add-on minimum tax on
certain tax preferences. This tax w^as in addition to the individual's
regular tax. The amount of the minimum tax was 15 percent of the
individual's tax preferences in excess of the greater of one-half of

the regular income tax paid or $10,000.

The tax preference items included in the minimum tax base
were:

(1) Accelerated depreciation on real property in excess of
straight-line depreciation over the useful life or recovery
period (in the case of property eligible for ACRS, 15 years);

(2) Accelerated depreciation on personal property subject to a
lease;

(3) Amortization of certified pollution control facilities (the

excess of 60-month amortization over depreciation otherwise al-

lowable);

(4) Percentage depletion in excess of the adjusted basis of the
property;

(5) Amortization of child care facilities (the excess of 60-

month amortization over depreciation otherwise allowable); ^

and
(6) Intangible drilling costs on oil, gas and geothermal wells

in excess of the amount amortizable with respect to the cost,

and in excess of net income from oil, gas and geothermal pro-

duction.

In computing the amount of the regular tax deduction from the
minimum tax base, the regular tax liability was reduced by nonre-
fundable credits. Credits (other than refundable credits) were not
allowed against the individual minimum tax.

Alternative minimum tax

Individuals also were subject to an alternative minimum tax
which was payable to the extent it exceeded the individual's regu-

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 201; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 107-112; Senate floor amend-
ments, 128 Cong. Rec. S8952-8960, 88987-8988, S9016 (July 22, 1982); and H. Rep. No. 97-760
(August 17, 1982), pp. 473-476 (Joint Explanatory Statement of the Committee of Conference).
•The rapid amortization of child care facilities terminated for expenditures made after 1981.

(16)
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lar tax owed.^ The alternative minimum tax was computed using
alternative minimum taxable income, which was the taxpayer's

taxable income increased by (1) the deduction for long-term capital

gains, and (2) the amount of the taxpayer's adjusted itemized de-

ductions. The tax rate was 10 percent of the alternative minimum
taxable income from $20,000 to $60,000 and 20 percent of the

amount in excess of $60,000. Tax credits, other than the foreign tax

credit, generally were allowable against this tax only if attributa-

ble to an active trade or business and only to the extent the tax
was not attributable to net capital gains or to adjusted itemized de-

ductions. Any credit disallowed by this rule increased the amount
allowed as a credit carryover.

The foreign tax credit was allowed in full against the alternative

minimum tax. In general, the regular foreign tax credit rules ap-

plied, but the foreign tax credit limitation was computed separately

with respect to the alternative minimum tax. Thus, the amount of

foreign tax that could be credited against the alternative tax was
limited to the same proportion of the gross alternative tax as the

taxpayer's alternative minimum taxable income from sources with-

out the United States bore to his entire alternative minimum tax-

able income. The taxpayer was then required to pay an amount
equal to the greater of the after-credit regular tax or the after-

credit alternative minimum tax. A special rule was also provided
for computing the amount of unused foreign taxes that could be
carried back or carried forward.

Generally, an individual's preference for adjusted itemized de-

ductions was the amount of a taxpayer's itemized deductions (other

than the deductions for medical expenses, casualty losses, and
state, local and foreign taxes) in excess of 60 percent of adjusted

gross income (as reduced by the itemized deductions just listed). In

the case of estates and trusts, certain additional adjustments were
made.

Reasons for Change

Congress amended the present minimum tax provisions applying
to individuals with one overriding objective: no taxpayer with sub-

stantial economic income should be able to avoid all tax liability by
using exclusions, deductions and credits. Although these provisions

provide incentives for worthy goals, they become counterproductive
when individuals are allowed to use them to avoid virtually all tax

liability. The ability of high-income individuals to pay little or no
tax undermines respect for the entire tax system and, thus, for the
incentive provisions themselves. Therefore, Congress provided an
alternative minimum tax which was intended to insure that, when
an individual's ability to pay taxes is measured by a broad-based
concept of income, a measure which can be reduced by only a few
of the incentive provisions, tax liability is at least a minimum per-

centage of that broad measure. The only deductions allowed, other

2 A taxpayer's regular tax means the taxes imposed by chapter 1 of the Code (other than the
alternative minimum tax and the penalty taxes applicable in certain circumstances for annu-
ities (sec. 72(mK5XB), lump-sum distributions from qualified pension plans (sec. 402(e)) and indi-

vidual retirement accounts (sec. 408(f) and 409(c))), reduced by all nonrefundable credits includ-

ing the foreign tax credit (sec. 33).
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than costs of producing income, are for important personal or un-

avoidable expenditures (housing interest, medical expenses and cas-

ualty losses) or for charitable contributions, the deduction of which
already is limited to a percentage of adjusted gross income.

The changes in the minimum tax also simplify the taxpayer's

computations, since the present law add-on minimum tax is re-

pealed. This change actually provides tax reductions for many
middle-income taxpayers who pay a minimum tax on some prefer-

ence income but also have substantial amounts of non-preference

income. By adding all preferences into the base of the alternative

minimum tax and focusing the minimum tax on high income indi-

viduals, the provision increases tax liability only for income classes

of taxpayers with over $50,000 of income.

Explanation of Provision

Overview

The Act repeals the present law "add-on" minimum tax for indi-

viduals beginning in 1983 and expands the alternative minimum
tax.

Generally, the tax base for the alternative minimum tax is an
individual's adjusted gross income (without regard to the net oper-

ating loss deduction, but using a negative amount where the tax-

payer's other "above-the-line" deductions exceed gross income) plus

the taxpayer's tax preferences for the year, reduced by certain

itemized deductions and a minimum tax net operating loss deduc-

tion. The resulting amount, called alternative minimum taxable

income, then is reduced by a $30,000 exemption ($40,000 in the case

of married taxpayers filing a joint return or a surviving spouse;

$20,000 in the case of a married individual filing a separate return

or a trust or estate) and is subject to tax at a 20-percent rate. The
taxpayer then may use the foreign tax credit and the refundable

credits to offset this tax.

The amount of minimum tax is the amount by which the tax

computed under this rate schedule exceeds the taxpayer's regular

tax. It was not intended that the regular tax, for this purpose, in-

clude any amount attributable to recapture of a prior year's

investment credit; a technical correction is necessary to achieve

this result. Although the tax is, in effect, a true alternative tax, in

the sense that it is paid only when the amount of tax computed
under the above schedule exceeds regular tax, technically the tax-

payer's regular tax continues to be imposed, and the amount of al-

ternative minimum tax is the excess of the amount computed under
the minimum tax over the amount of the regular tax.

Preferences

In general, the preferences for purposes of the alternative mini-

mum tax are the same as the preferences under prior law for the

add-on minimum tax, except that the preference for amortization

of child care facilities is deleted. Also, the preference for capital

gains remains subject to the alternative minimum tax, but the ad-

justed itemized deductions preference is repealed.

In addition, the Act adds several new minimum tax preferences

for individuals. Certain expenditures which the taxpayer expenses.
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in excess of the amount which would have been allowable for the
taxable year if the expenditures had been capitalized and amor-
tized on a straight-line basis over a 10-year period (beginning with
the year in which the expenditures are incurred), are made items
of tax preference. These include expenditures for mining explora-
tion costs (under sec. 617), development expenditures (under sec.

616), circulation expenditures (under sec. 173), and research and ex-

perimental expenditures (under sec. 174). Interest excluded under
the all-savers and net interest exclusions (sec. 128) and dividends
excluded under the dividend exclusion (sec. 116) are also items of

tax preference. Furthermore, a preference is added for the excess
of the fair market value of stock received upon the exercise of an
incentive stock option over the exercise price. It was not intended
that the incentive stock option preference apply, however, where
the special tax treatment for incentive stock options does not apply
because there is an early disposition, as specified in section
422A(a)(l), of the stock acquired through the exercise of the option.

Minimum tax itemized deductions

In computing the minimum tax base, certain itemized deductions
allowable under the regular tax will be allowed. These include the
deductions for casualty losses and wagering losses (sec. 165(c)(3) and
(d)), charitable contributions (sec. 170), the estate tax (sec. 691(c)),

housing interest, and other interest to the extent of net investment
income included in the minimum tax base. In addition, the deduc-
tion for medical expenses (sec. 213) is allowed but only to the
extent they exceed 10 percent of the taxpayer's adjusted gross
income. Deductions which are carried over under the regular tax,

such as disallowed investment interest (Sec. 163(d)), are not allow-
able in computing the minimum tax base.
Housing interest includes interest on debt incurred in acquiring,

constructing, or substantially rehabilitating a dwelling which is

used by the taxpayer or a member of his family and which is a
house, apartment, condominium, or mobile home not used on a
transient basis, or which is the taxpayer's principal residence. If

the taxpayer refinances a loan used to acquire, construct, or sub-
stantially rehabilitate the dwelling or residence and the principal
amount of the new loan is less than or equal to what the principal
amount of the old loan was immediately before the refinancing,
then all of the interest on the new loan is housing interest. The
same treatment applies if any increase in debt is used for acquir-
ing, constructing or substantially rehabilitating an eligible dwell-
ing or residence. However, if the principal amount on the new loan
exceeds that of the old loan and the excess is not applied to these
housing uses, then only a fraction of the interest on the new loan is

housing interest. The fraction that is housing interest is equal to

the ratio of the principal amount of the old loan (immediately
before the refinancing) to the principal amount of the new loan.
The Secretary may prescribe by regulation a similar rule for a tax-

payer who sells an old house and buys a new house, in a case
where Code section 1034 (rollover of gain on sale of principal resi-

dence) applies. A transition rule provides that housing interest also
includes interest on debt incurred before July 1, 1982, which was
secured before that date by a dwelling unit of the type listed above
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or by a principal residence, whether or not the proceeds of the debt
were used to purchase the taxpayer's housing.

Interest, other than housing interest, is deductible only to the
extent of net investment income. Net investment income means
the excess of qualified investment income over the deductions di-

rectly connected with the production of that income to the extent
that those deductions (including any deduction for interest) are
"above-the-line" deductions (i.e., deductions in arriving at adjusted
gross income) and are not items of tax preference. Qualified
investment income generally means interest, dividends, rents, roy-

alties and net gain from the disposition of property held for

investment to the extent that the items are not derived from the
conduct of a trade or business. The special rules under section

163(d) which treat property subject to a net lease as investment
property (rather than trade or business property) and which pro-

vide for the allocation of income and expense items of a partner-
ship or subchapter S corporation among partners and subchapter S
corporation shareholders are to be applicable for purposes of com-
puting net investment income under this provision of the minimum
tax.

Generally, the only interest subject to the net investment income
limitation is interest which is not deductible in arriving at adjusted
gross income under the regular tax and is not housing interest.

However, interest on indebtedness incurred to acquire or carry a
limited partnership interest or an interest in a subchapter S corpo-
ration (in the case of a person who does not actively participate in

the management of the corporation) is "below-the-line" interest for
purposes of the minimum tax and therefore is subject to the net
investment income limitation on the interest deduction. Further,
net income or loss taken into account, directly or indirectly, from
such an interest will be considered net investment income for the
purposes of the net investment income limitation on the interest
deduction.
Thus, for example, assume a taxpayer had $100,000 of dividend

income and also held a limited partnership interest in a partner-
ship all of whose income is derived from a trade or business. The
taxpayer's distributive share of partnership income included
$200,000 of gross income and $300,000 of deductions which are not
preferences (including partnership deductions for business inter-

est). Because the partnership items are treated as items of
investment income and investment expense to the limited partner
for purposes of computing net investment income, the taxpayer
would have no net investment income for the taxable year
($300,000 gross investment income less $300,000 investment ex-

penses) and, therefore, could deduct no "below the line" interest
(other than eligible housing interest), including interest on debt
used to purchase or carry the limited partnership interest.

Credits

A taxpayer paying the alternative minimum tax is not to obtain
the benefit of nonrefundable credits other than the foreign tax
credit, which is allowed to the extent of the minimum tax on the
taxpayer's foreign-source alternative minimum taxable income.
However, as under prior law, the Act provides that credit carry-
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backs or carryovers to other years from a year in which the tax-

payer is Hable for some amount of alternative minimum tax are

not to be reduced to the extent of the taxpayer's alternative mini-

mum tax liability. For example, if a taxpayer has a regular tax lia-

bility before credits of $10,000, investment tax credits of $5,000, and
alternative minimum tax before regular tax offset of $8,000, the
taxpayer will pay a tax of $8,000 (consisting of regular tax of $5,000

and alternative minimum tax of $3,000). In this case, the taxpayer
has used up all $5,000 of investment tax credits against regular tax

but has received a benefit only from $2,000 ($10,000 minus $8,000)

of credits. Thus, if the credit would not otherwise expire,^ the re-

maining $3,000 of credit for which no tax reduction was obtained is

to be available as an additional carryover to the next year to which
the credit would be carried over under the usual credit carryover
rules.

The foreign tax credit and refundable credits are allowable
against the alternative minimum tax in accordance with the rules

of prior law.

Net operating losses

The provision adopts special rules for net operating losses. For
purposes of the alternative minimum tax, net operating loss deduc-
tions will be determined by using a separate computation of mini-
mum tax net operating losses and loss carryovers. Generally, this

computation will take into account the differences between the reg-

ular tax base and the minimum tax base.

The amount of the net operating loss (under sec. 172(c)) for any
taxable year, for purposes of the minimum tax, generally will be
computed in the same manner as the regular net operating loss

with two exceptions. First, the items of tax preference arising in

that year are added back to taxable income, and, second, only those
itemized deductions (as modified under sec. 172(d)) allowable in

computing alternative minimum t£ixable income are taken into ac-

count. In computing the amount of deduction for years other than
the year of the loss (i.e., carryover years), the recomputed loss is

deducted from the alternative minimum taxable income (as modi-
fied under sec. 172(b)(2)(A)) in the carryover year (whether or not
the taxpayer is subject to the minimum tax that year). A transi-

tional rule allows, for purposes of the minimum tax, all pre-effec-

tive date regular tax net operating losses to be carried forward as
minimum tax NOLs to the first taxable year for which the new
minimum tax applies (smd to subsequent years until used up). The
pre-effective date losses will continue to be subject to the add-on
minimum tax, as under prior law (sec. 56(b)).

For example, if in year one a taxpayer has $20,000 of income and
$35,000 of losses, of which $10,000 are preference items, the mini-
mum tax net operating loss for the year is $5,000. Thus, in any sub-
sequent (or prior) year to which the loss can be carried, a $5,000

^ Where the amount of credits allowed under the regular tax from which no benefit is ob-

tained involves more than one tax credit, the additional credit allowed as a carryback or car-

njover is first to be allocated to the credit which is taken last under the normal Ckxle rules.

"Hius, any additional credit is first allocated to the research and experimental credit, then to the
alcohol fuels credit, the residentisd energy credit, the targeted jobs credit, the WIN credit (to the
extent of carryovers used) and finally to the investment tax credit.
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net operating loss deduction will be allowed to reduce income sub-

ject to the alternative minimum tax.

Assume that in year two, the taxpayer has $20,000 of minimum
taxable income (without regard to the net operating loss deduc-

tion). The taxpayer will be allowed to reduce his minimum taxable

income to $15,000 by the $5,000 net operating loss deduction. The
net operating loss deduction for purposes of the regular tax will not

be affected by this computation (i.e., the taxpayer will have a loss

carryover of $15,000 from year one to be used under the regular

tax).

Trusts and estates

The provision also contains certain conforming rules relating to

the application of the alternative minimum tax to trusts and es-

tates. A trust or estate is to be allowed as itemized deductions (in

addition to those allowed to an individual) the charitable deduction

under section 642(c) and the distribution deductions under sections

651(a) and 661(a). Costs paid or incurred in connection with the ad-

ministration of the estate or trust are to be treated as deductions

allowed in computing adjusted gross income. Also, as under prior

law, items of tax preference are to be allocated between the trust

or estate and the beneficiaries in accordance with regulations, and
accumulation distributions are not included in the minimum tax

base.

Election to amortize certain tax preferences

An election is provided for individuals to amortize mining explo-

ration and development costs, circulation expenditures, research

and experimental expenditures, and intangible drilling costs, for

purposes of the regular tax and minimum tax, over a 10-year

period beginning with the year the expenditure occurs. Individuals

will not have a preference from these costs to the extent that they

elect 10-year amortization. This election may be made for any por-

tion of costs that the taxpayer selects.

The Act also provides that instead of being amortized over 10

years, all or a part of the amounts otherwise deductible as intangi-

ble drilling costs (IDCs) may be treated as if such amounts were
used to acquire recovery property assigned to the 5-year class.

ACRS deductions are allowed beginning with the year the expenses

are paid or incurred and the investment tax credit is available in

the year the property is placed in service. The investment tax

credit basis adjustment provisions (sec. 48(q)), including the election

to claim a reduced credit, are to apply. If property to which the

IDCs are allocable is disposed of, the deduction will be subject to

recapture (under sec. 1254) and the credit will be subject to recap-

ture (under sec. 47) in accordance with the usual recapture rules.

This election to treat part or all of IDCs as 5-year recovery proper-

ty is not available with respect to interests in which the taxpayer

is a limited partner. This election was not intended to be available

with respect to IDCs incurred outside the United States, and a

technical correction may be necessary to clarify this point.

Amounts capitalized and expensed under the ACRS schedule will

not be an item of tax preference.
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In the case of a partnership, each partner may elect separately
the portion of the expenses to be capitalized and treated under the
rules applicable to that partner's interest.

Effective Date

The provision applies to taxable years beginning after December
31, 1982.

Preferences arising under present law in pre-1983 years and cre-

ating net operating loss carrjrforwards to post-1982 years will

continue to be subject to the add-on minimum tax to the extent
provided in prior law under section 56(b).

Revenue Effect

These changes are expected to increase fiscal year receipts by
$659 million in 1984, $701 million in 1985, $741 million in 1986 and
$729 million in 1987.



2. Limitation on deduction for medical expenses (sec. 202 of the
Act and sec. 213 of the Code)*

Prior Law

Individuals who itemized deductions were able to deduct two cat-

egories of medical expenses. First, a deduction of up to $150 was
allowed for one-half of health insurance premiums. Second, a de-

duction was allowed for all other unreimbursed medical expendi-
tures, including health insurance premiums not allowed in the first

category, to the extent that these expenses exceeded 3 percent of
adjusted gross income. Drug and medicine expenditures could be
included in the second category only to the extent the total of these
expenditures exceeded 1 percent of adjusted gross income.

Reasons for Change

The primary rationale for allowing an itemized deduction for

medical expenses is that "extraordinary" medical costs—those in

excess of a floor designed to exclude predictable, recurring ex-

penses—reflect an economic hardship, beyond the individual's con-

trol, which reduces the ability to pay Federal income tax. In recent
years, however, because medical costs have risen faster than in-

comes and because of the broad coverage of expenses (such as capi-

tal expenses and transportation expenses), an increasing number of

individuals have claimed deductions for expenses in excess of the
floor of 3 percent of adjusted gross income. As a result, a larger

number of individuals have, in effect, received partial reimburse-
ment for their medical expenses, thereby creating an incentive for

further health care spending and exacerbating the problem of

rising medical care expenditures. Further, many of the expenses
which are small relative to income do not significantly reduce abili-

ty to pay taxes, especially since they could have been avoided by
the purchase of insurance. Finally, the medical expense deduction
is complex, since detailed records must be kept and difficult distinc-

tions must be made between expenses for medical treatment (de-

ductible) and expenses for ordinary consumption (nondeductible).

For these reasons, Congress decided to limit the use of the medical
expense deduction by raising the floor from 3 to 5 percent of ad-

justed gross income.
Further, the separate deduction for health insurance premiums

and the separate 1-percent floor for drugs complicated the compu-
tation of the deduction, and Congress decided to eliminate them.
Finally, Congress eliminated the deduction for non-prescription

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 202; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 113-114; Committee amend-
ment, 128 Cong. Rec. 88642-44 (July 19, 1982); and H. Rep. No. 97-760 (August 17, 1982), p. 476
(Joint Explanatory Statement of the Committee of Conference).
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drugs other than insulin to simplify the deduction, to conform its

coverage more closely to the coverage of private health insurance

policies, and because expenses for non-prescription drugs are more
likely to represent expenses for ordinary consumption than "ex-

traordinary" medical costs that should be deductible.

Explanation of Provision

The Act makes three changes in the medical expense deduction.

First, the separate $150 deduction for one-half of health insurance
premiums is eliminated (health insurance premiums continue to be
counted as medical expenses that may be deducted subject to the
adjusted gross income floor). Second, the floor for deductible medi-
cal expenses is raised from 3 to 5 percent of adjusted gross income.
Third, the 1-percent floor under drug expenditures is eliminated,

and the only drug expenditures which will be deductible will be ex-

penditures for drugs which legally require a prescription or for in-

sulin.

Effective Date

The elimination of the health insurance premium deduction and
the increase in the floor for deductible medical expenses are effec-

tive for taxable years beginning after December 31, 1982. The
elimination of the deduction for non-prescription drug expenditures
and the elimination of the separate 1-percent floor are effective for

taxable years beginning after December 31, 1983.

Revenue Effect

It is estimated that this provision will increase fiscal year budget
receipts by $272 million in 1983, $1,788 million in 1984, $l,(i71 mil-
lion in 1985, $1,795 million in 1986, and $1,947 million in 1987.



3. Limitation on deduction for non-business casualty losses (sec.

203 of the Act and sec. 165 of the Code)*

Prior Law

Individuals who itemize deductions may deduct unreimbursed
losses of nonbusiness, noninvestment property resulting from fire,

storm, shipwreck, or other casualty, or from theft. For tax pur-

poses, the amount of the loss is considered to be the lower of (1) the

fair market value of the property immediately before the casualty,

reduced by the fair market value of the property immediately after

the casualty (zero in the case of a theft), or (2) the property's ad-

justed basis. For any one casualty, the deduction is allowed only to

the extent that the amount of the loss exceeds $100. Under prior

law, the remainder of all losses was deductible in full.

Reasons for Change

The itemized deduction for personal casualty losses created sig-

nificant problems of complexity, recordkeeping, and audit for both

individuals and the Internal Revenue Service. Arbitrary lines must
be drawn between deductible expenditures for sudden casualty

losses and nondeductible expenses for losses caused by gradual de-

terioration. Taxpayers must be prepared to document and defend
estimates of fair market value of lost and damaged property for

purposes of the deduction. As a result of this complexity, under
prior law, a very high percentage (about 35 percent, according to

Internal Revenue Service estimates) of amounts claimed as deduc-

tions were not properly deductible.

In addition, Congress was aware that the casualty loss floor had
not been raised from $100 since 1964, despite the inflation of recent

years. Furthermore, Congress was concerned with the fact that the

deduction offset a higher percentage of losses for high-bracket than
for low-bracket taxpayers, even though the latter are less able to

purchase insurance to avoid losses and also are more likely to need
assistance in coping with expenses. In addition, Congress believed

that the $100 floor was not an appropriate way to identify extraor-

dinary casualty losses that should be taken into account by the tax

system because of their impact on an individual's ability to pay
taxes.

In order to reduce the number of users of this complex deduction

and the partial reimbursement of losses provided by the tax

system, while maintaining the deduction for losses which signifi-

cantly affect an individual's ability to pay taxes, Congress decided

•For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Ckjmmittee, sec. 203; S. Rep. No. 97-494, Vol. 1 (July 12. 1982), pp. 115-116; Senate floor amend-
ment, 128 Cong. Rec. S9016 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 476-

477 (Joint Explanatory Statement of the Committee of Conference).
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to put a percentage-of-adjusted-gross-income floor under the casual-

ty loss deduction similar to the floor under the medical expense de-

duction. A floor of this type is fair to taxpayers of all income levels

because the size of a loss that significantly reduces an individual's
ability to pay tax varies with his income.

Explanation of Provision

The Act provides that the deduction for casualty and theft losses

is allowed only to the extent that the total amount of such losses

sustained during the taxable year exceeds 10 percent of the taxpay-
er's adjusted gross income. As under prior law, a casualty or theft

loss is taken into account only to the extent that the loss exceeds
$100 for any occurrence. Individuals who elect to take into account
a nonbusiness disaster loss for the taxable year prior to the taxable
year in which the disaster occurred must use the adjusted gross
income of the prior taxable year in determining the extent to

which the loss is deductible.

Effective Date

The amendments made by the Act generally apply to taxable
years beginning after December 31, 1982. However, the amend-
ments also apply to the taxpayer's last taxable year beginning
before January 1, 1983, for a taxpayer who elects to take into ac-

count a disaster loss in such a taxable year. For example, if a cal-

endar year taxpayer experiences a disaster loss in 1983 and elects

to claim the loss for calendar year 1982, the loss is deductible only
to the extent it exceeds 10 percent of the taxpayer's 1982 adjusted
gross income.

Revenue Effect

It is estimated that the provision will increase fiscal year budget
receipts by $666 million in 1984, $734 million in 1985, $800 million
in 1986, and $880 million in 1987.



4. Taxation of unemployment compensation (sec. 611 of the Act
and sec. 85 of the Code)*

Prior Law

All or a portion of unemployment compensation benefits paid

pursuant to government programs may be included in the recipi-

ent's gross income. The amount of unemployment compensation

that is included in adjusted gross income generally is limited to

one-half of the excess of (1) the sum of the taxpayer's adjusted

gross income, all unemployment compensation paid pursuant to

government programs, all disability income of the type eligible for

exclusion from income (under Code sec. 105(d)), and the amount al-

lowed under the deduction for two-earner married couples over (2)

the taxpayer's base amount.
The base amount was $25,000 in the case of a married individual

filing a joint return; zero in the case of a married individual filing

a separate return (unless he or she lived apart from his or her

spouse for the entire taxable year); and $20,000 in the case of all

other individuals.

An individual may be subject to an estimated tax penalty to the

extent that estimated tax payments and withholding for a taxable

year are less that 80 percent of actual tax liability for that year.

Reasons for Change

In order to increase cumulative revenues during fiscal years 1983

to 1985 by an amount approximately equal to the increased outlays

resulting from the Act's provision of additional unemployment
benefits (sees. 602-606), the Act lowers the income thresholds which
determine the amount of unemployment compensation includible

in adjusted gross income. By extending the duration of unemploy-

ment benefits for those who cannot find work, while simultaneous-

ly increasing the taxation of benefits for those who have substan-

tial amounts of other income during the year, the Act improves the

targeting of available resources to those who are most in need.

Explanation of Provision

The Act reduces the base amounts for purposes of computing the

amount of unemployment compensation included in adjusted gross

income from $20,000 to $12,000 for single taxpayers and from

$25,000 to $18,000 for married taxpayers filing joint returns. The
base amount remains zero for married taxpayers who file separate-

ly-

•For legislative background of the provision, see: H. Rep. No. 97-760 (August 17, 1982), p. 461

(Joint Explanatory Statement of the Committee of Conference).
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Effective Date

General rule.—The provision applies to payments of unemploy-
ment compensation made after December 31, 1981, in taxable years
ending after that date.

Special rule for underpayment of estimated tax.—An individual is

not to be penalized for an underpayment of estimated tax to the
extent that the underpayment is attributable to the inclusion in
income of unemployment compensation received during 1982 that,

but for the provision lowering the base amounts, was not includible
in income.

Special rule for fiscal year taxpayers.—A fiscal year taxpayer
whose taxable year includes January 1, 1982, takes into account
the entire amount of unemployment compensation received during
the fiscal year for purposes of determining how much to include in
income. However, the increase in adjusted gross income for that
fiscal year which can occur as a result of this section of the Act is

limited to the amount of unemployment compensation paid after
December 31, 1981.

Revenue Effect

The provision will increase fiscal year receipts by $763 million in

1983, $734 million in 1984, $611 million in 1985, $618 million in
1986, and $650 million in 1987.



B. Business Tax Provisions

1 Corporate tax preferences (sec. 204 of the Act and new sec. 291
of the Code)*

Prior Law

Under prior law, corporations paid a minimum tax on certain

tax preferences. The tax was in addition to the corporation's regu-

lar tax. The amount of the minimum tax was 15 percent of the cor-

poration's tax preferences in excess of the greater of the regular

income tax paid or $10,000.

The tax preference items included in this base of the minimum
tax for corporations were:

(1) Accelerated depreciation on real property in excess of

straight-line depreciation over the useful life or recovery

period (in the case of property eligible for ACRS, 15 years);

(2) Amortization of certified pollution control facilities (the

excess of 60-month amortization over depreciation otherwise al-

lowable);

(3) In the case of certain financial institutions, the excess of

the bad debt deductions over the amount of those deductions

computed on the basis of actual experience;

(4) Percentage depletion in excess of the adjusted basis of the

property;

(5) ^%6 of the corporation's net capital gain; ^ and
(6) Amortization of child care facilities (the excess of 60-

month amortization over depreciation otherwise allowable).^

In computing the amount of the regular tax deduction from the

corporation's minimum tax base, the corporation's regular tax lia-

bility was reduced by nonrefundable credits other than the credits

relating to ESOPs. Credits (other than refundable credits) were not

allowed against the corporate minimum tax.

Reasons for Change

Numerous corporate tax preferences have been enacted over the

years in order to stimulate business investment and advance other

worthwhile purposes. For several reasons, Congress believed that

some of these tax preferences should be scaled back. First, the
Federal budget faced large deficits, which will require large reduc-

tions in direct Federal spending. In addressing these deficits, Con-

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 206; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 118-121; Senate floor amend-
ments, 128 Cong. Rec. 88898 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 478-

481 (Joint Explanatory Statement of the Committee of Conference).
' Special rules applicable to capital gains from timber have the effect of reducing the tax rate

to 10 percent, increasing the exemption to $30,000, and allowing a regular tax carryover.
^ The rapid amortization for child care facilities terminated for expenditures made after 1981.
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gress believed that tax preferences should also be subject to careful

scrutiny. Second, in 1981 Congress enacted the Accelerated Cost
Recovery System, which provided very generous incentives for

investment in plant and equipment. ACRS makes some corporate
tax preferences less necessary. Third, there was increasing concern
about the equity of the tax system, and cutting back corporate tax
preferences was a valid response to that concern.
For these reasons, the Act contains a 15-percent cutback in cer-

tain corporate tax preferences.

Explanation of Provisions

Overview

The Act provides for a 15-percent cutback in certain corporate
tax preferences. Generally, the cutback applies to preferences not
otherwise dealt with in the Act. Adjustments are made to the cor-

porate minimum tax to prevent the combination of that tax and
this provision from unduly reducing the tax benefit from a prefer-

ence. The changes apply only to corporations other than sub-

chapter S corporations.

Depletion for coal and iron ore

The excess of percentage depletion otherwise allowable for iron

ore and coal (including lignite) over the adjusted basis of the prop-
erty is reduced by 15 percent. However, only 71.6 percent ^ of the
excess of the allowable depletion allowances for these minerals
over the adjusted basis of the property will be treated as a corpo-

rate tax preference under the minimum tax (under section 57(a)(8)).

Bad debt reserves

The bad debt reserve deduction (under sec. 585 or 593) will be re-

duced by 15 percent of the amount by which the otherwise allow-

able deduction exceeds the amount which would have been allow-

able on the basis of actual experience. Only 71.6 percent of the
excess of the allowable deduction over what would be allowable
based on actual experience will then be treated as an item of tax
preference under the minimum tax (under sec. 57(a)(7)).

^ The 71.6 percent figure is what is needed to prevent the combination of the add-on minimum
tax and the 15-percent preference cutback from reducing the tax benefit from the taxpayer's
marginal dollar of preference by more than it is currently cut back by the minimum tax for a
taxpayer who has a 46-i)ercent marginal regular tax rate, paid more than $10,000 of regular tax
and had tax preferences in excess of regular tax. liability.

Consider, for example, a taxpayer with $100 of percentage depletion. He received a regular
tax benefit of $46 from the preference under prior law. However, the preference led to a direct
minimum tax of $15 (the 15-percent minimum tax rate times the $100 preference), as well as an
indirect minimum tax of $6.90 through the reduction in the deduction for regular taxes under
the minimum tax ($46 times 15 percent). Thus, the net tax benefit from the preference, at the
margin, was $24.10.

Under the Act's preference cutback, the depletion deduction is reduced to $85, reducing its

regular tax benefit to $39.10 (46 percent times $85). Including only 71.6 percent of the preference
($60.86) in the minimum tax reduces the direct minimum tax to $9.13 (15 percent times $60.86).

Together with the indirect minimum tax through the reduction in the deduction for regular
taxes (15 percent times $39.10, or $5.87), this reduces the total teix benefit from the preference to

$24.10 ($39.10 minus $9.13 minus $5.8'7). Thus, the tax benefit from this taxpayer's marginal
dollar of percentage depletion will be the same as under prior law.
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Tax-exempt interest

In the case of a financial institution, 15 percent of the otherwise
allowable interest deduction allocable to debt incurred or continued

to purchase tax-exempt obligations acquired after 1982 will be dis-

allowed.
The interest allocable to tax-exempt obligations shall be deter-

mined, except as otherwise provided in regulations prescribed by
the Treasury Department, by allocating the taxpayer's otherwise

allowable interest deduction (including the deduction for dividends

under section 591) to post-1982 tax-exempt obligations by compar-
ing the adjusted basis of those obligations to the adjusted basis of

all the taxpayer's assets. For this purpose, calculations of adjusted

basis shall be made by averaging adjusted bases of obligations and
assets over the course of the taxable year.

DISC

The deemed dividend distribution by a domestic international

sales corporation (DISC) to a corporate shareholder (under sec.

995(b)(l)(F)(i)) is increased by 15 percent, to UIV2. percent of certain

taxable income. This change has the effect of reducing the tax

benefit from DISC by 15 percent.

Section 1250 property

The amount treated as ordinary income on the sale or other dis-

position of section 1250 property (real estate) by a corporation will

be increased by 15 percent of the additional amount which would
be treated as ordinary income if the property were subject to recap-

ture under section 1245 (the rule applicable to personal property).

CThis provision will not apply to section 1250 property already sub-

ject to full recapture under section 1245.) The minimum tax prefer-

ence for the remaining 85 percent of the capital gain which would
have been ordinary income under section 1245 will be reduced by
28.4 percent (i.e., will equal 71.6 percent of ^%6 of the gain, or ap-

proximately 28 percent of the gain).

In the case of a real estate investment trust (REIT), the amount
subject to the 15-percent ordinary income treatment is reduced by
the amount of section 1250 capital gain which is distributed to

shareholders and is designated as a capital gain dividend. For this

purpose, capital gain dividends are deemed to be paid first from
section 1250 capital gain. Thus, no section 1250 capital gain is

treated as ordinary income where capital gain dividends for the

year are more than the section 1250 capital gain. Any gain treated

as ordinary income is considered as real estate investment trust

tgixable income.
Individual shareholders of a REIT continue to treat capital gain

dividends as capital gains for purposes of the individual minimum
tax. Corporate shareholders of a REIT treat the portion of the capi-

tal gain dividend attributable to gain from the sale or exchange of

section 1250 property as subject to the 15-percent ordinary income
rule. It is expected that the Internal Revenue Service will modify

its regulations to require REITs to designate which portion of their

capital gain dividends are paid from section 1250 capital gain and
the amount of such gain that would be ordinary income if the prop-
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erty were subject to section 1245 recapture so that their corporate
shareholders will know the amount of their preference for section

1250 capital gain treatment.

Pollution control facilities

Fifteen percent of the basis of pollution control facilities to which
an election under section 169 applies shall be treated as if the elec-

tion did not apply. The usual rules of ACRS will apply to that por-

tion of the facility (without the 15-percent cutback in the benefit

from section 1250 when the property is sold). The minimum tax
preference for the remaining property for which 5-year amortiza-
tion is elected will be reduced by 28.4 percent.

Intangible drilling costs

In the case of an integrated oil company, 15 percent of the
amount otherwise allowable as a deduction for intangible drilling

costs under section 263(c) will be capitalized to the oil, gas or geo-
thermal property and deducted ratably over a 36-month period be-

ginning with the month the costs are paid or incurred. This provi-

sion will not apply to nonproductive wells.

Integrated oil producers are defined as persons who are not inde-

pendent producers for purposes of the special windfall profit tax
rates. Thus, persons with retail sales of $5 million or less and refin-

ing of 50,000 barrels per day or less for the taxable year are not
subject to the provision.

Mineral exploration and development costs

Fifteen percent of the amounts otherwise allowable as deductions
under sections 616 and 617 to a corporation are to be capitalized

and treated as if they were used to acquire recovery property as-

signed to the 5-year class. ACRS deductions (adjusted as provided
in sec. 48(q)) will be allowed beginning with the year the expenses
are paid or incurred and the investment tax credit will be available
in the year the expenses are paid or incurred. However, these costs

will not be eligible for safe-harbor leasing. If the property is dis-

posed of, the deductions will be subject to recapture (under sec.

617(d)) and the credit will be subject to recapture under sec. 47 in

accordance with the usual recapture rules.

Child care facilities

The minimum tax preference for rapid amortization of child care
facilities is deleted.

Effective Dates

The provisions generally apply to taxable years beginning after

December 31, 1982. However, the provision relating to deductions
under sees. 263(c), 616 and 617 applies to expenditures made after

that date; the provision relating to pollution control facilities ap-

plies to property placed in service after that date; the provision re-

lating to section 1250 property applies to dispositions after that
date; and the provision relating to depletion applies to taxable
years beginning after December 31, 1983. The DISC provision ap-
plies to taxable years of DISCs beginning after December 31, 1982.
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Revenue Effect

The revenue gain is expected to be $515 million in fiscal year
1983, $936 million in 1984, $948 million in 1985, $918 million in

1986, and $995 million in 1987.



2. Basis adjustment for investment tax credits (sec. 205(a) of the
Act and sec. 48 and new sec. 196 of the Code)*

Prior Law

In general, under prior law a taxpayer was allowed cost recovery
deductions for 100 percent of the cost (or basis) of a depreciable
asset, including property for which a regular or energy investment
tax credit, or the 25-percent investment credit for rehabilitation ex-

penditures for certified historic structures, was allowed.
However, under both prior law and present law, if the 15- or 20-

percent investment credit was claimed for qualified rehabilitation

expenditures on a nonresidential building, the basis of the property
was reduced by the amount of credit earned. The lower basis was
used to compute cost recovery deductions and gain or loss on dispo-

sition of the property.
When the investment tax credit was enacted in the Revenue Act

of 1962, the basis of the asset was reduced by the full amount of

the then 7 percent credit that could be earned. The basis adjust-

ment was repealed in the Revenue Act of 1964.

Reasons for Change

Cost recovery deductions for most personal property allowed
under ACRS, in combination with the regular investment tax
credit, generated tax benefits which had a present value that was
more generous than the tax benefits that would be available if the
full cost of the investment could be deducted in the year when the
investment was made; i.e., more generous than the tax benefits of

expensing. As a result, investments that would not be undertaken
in the absence of an income tax became worthwhile because of the
excess tax benefits they generated. The allocation of scarce capital

resources was distorted, and economic efficiency was reduced.
This incentive for uneconomic investments can be shown with a

simple example. Consider a hypothetical system in which taxpayers
can claim a deduction for 120 percent of the cost of an asset and
there is a 50-percent tax rate. A taxpayer purchases an asset for

$100 which earns only $98 in the subsequent year, after which it is

scrapped. This investment would clearly be unprofitable in a tax-

free world because the $98 return would not be enough even to

recoup the $100 paid for the asset, much less any return on the
investment. However, in this hypothetical tax system, the $60 tax
benefit that the taxpayer receives from the $120 tax deduction re-

duces his net cost of the asset to $40. Thus, the $49 after tax cash

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fineince
Committee, sec. 207; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 122-123; and H. Rep. No. 97-
760 (August 17, 1982), pp. 481-482 (Joint Explanatory Statement of the a)mmittee of Confer-
ence).
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flow in year two is enough to yield a 22.5 percent return after

taxes on the investment—enough to make the investment attrac-

tive to the taxpayer. This incentive for uneconomic investment
would be eliminated if the taxpayer were allowed to expense his

$100 investment in the year he made the investment.
In evaluating alternative ways to correct this distortion, Con-

gress concluded that a basis adjustment for one-half of the amount
of the regular investment credit allowed would make the combina-
tion of ACRS cost recovery deductions and the regular investment
credit no more generous than expensing at a 10-percent after-tax

discount rate.

Explanation of Provision

The Act requires a taxpayer to reduce the basis of assets by 50

percent of the amount of regular, energy and certified historic

structure investment tax credits earned with respect to the proper-

ty. This applies to credits claimed on qualified progress expendi-

tures as well as on ordinary credits. The basis adjustment applies

to all depreciable assets regardless of whether they are eligible for

ACRS. The lower basis will be used to compute cost recovery deduc-

tions and gain or loss when the asset is disposed of. The Act does

not change the full basis adjustment for the 15- and 20-percent re-

habilitation credits.

If a credit for which a basis adjustment was required is recap-

tured, there is an upward basis adjustment of 50 percent of the re-

capture amount immediately prior to the disposition of the proper-

ty. Similarly, if a credit for which a basis adjustment was required

expires at the end of the carryover period, a deduction is allowed

for one-half of the unused credit.

For purposes of determining the amount of ordinary income re-

captured under sections 1245 and 1250, the amount of the basis ad-

justment will be treated as a deduction allowed for depreciation.

Taxpayers are given an opportunity with respect to the regular

investment credit on recovery property to elect a 2-percentage

point reduction in the credit instead of the basis adjustment. The
election is made on a property-by-property basis. In the case of

partnerships, the election is made at the partnership level. The
election was intended to deal with the case in which a taxpayer
cannot claim all the regular investment credits he earns because of

the 85-percent-of-tax-liability limitation. In these cases, taxpayers

will be able to avoid having to make a basis adjustment by electing

the reduced credit.

When lessors elect to pass through the investment credit to les-

sees under section 48(d), the lessor does not have to make a basis

adjustment. Instead, the lessee includes in income ratably over the

ACRS recovery period for the property an amount equal to one-half

of the credit allowable. ^ Lessees are eligible to elect the 2-percent-

age point reduction for the regular investment credit, in which
case they are not required to include this amount in income. If the

credit is recaptured, the income inclusions will be adjusted, in ac-

' Ojngress intended that in the case of the 15- or 20-percent rehabilitation credit, the lessee

must include in income an amount equal to the full credit allowable.
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cordance with regulations, to take account of the amount of the
credit recaptured.

Effective Date

The requirement for this reduction in basis will generally be ef-

fective for property placed in service after December 31, 1982.

Rules similar to those under section 48(m) apply. Thus, the basis

adjustment will not apply to qualified progress expenditures made
before 1983 or to expenditures incurred before 1983 with respect to

property constructed by the taxpayer. However, the basis adjust-

ment applies to all amounts paid for property acquired by the tax-

payer and placed in service after 1982.

In addition, a transition rule exempts property (which is not
public utility property or property subject to a safe-harbor lease)

placed in service before January 1, 1986, if the property is acquired
or constructed pursuant to a contract entered into after August 13,

1981 (the date of enactment of the Economic Recovery Tax Act of

1981), and which was binding on July 1, 1982, and at all times
thereafter.

Generally, the transition rule applies on a property-by-property

basis. However, in the case of an integrated manufacturing facility

the requirements of the transitional rule are treated as met for all

property in the facility if (1) before July 1, 1982, the taxpayer
began on-site construction of the facility, (2) during the period be-

tween August 13, 1981, and July 2, 1982, the taxpayer constructed
(or entered into binding contracts for the construction of) more
than 20 percent of the cost of the facility, and (3) all property in

the facility was placed in service before January 1, 1986. An inte-

grated manufacturing facility is one or more facilities located on a
single site for the manufacture of one or more manufactured prod-

ucts from raw materials by the application of two or more integrat-

ed manufacturing processes. For example, an integrated facility for

the manufacture of steel or steel products from raw materials

would qualify as an integrated manufacturing facility.

There also is a transition rule for rehabilitations of certified his-

toric structures. Expenditures for rehabilitation are exempt from
the basis adjustment if the general transitional rule would apply
by substituting December 31, 1980, for the August 13, 1981, date in

the general rule.

Expenditures for rehabilitations of certified historic structures

placed in service before July 1, 1984, also are exempt if, before July
1, 1982, (1) a public offering with respect to interests in the proper-

ty was registered with the Secutities and Exchange Commission
and (2) an application with respect to the property was filed under
section 8 of the United States Housing Act of 1937.

Revenue Effect

This provision will increase fiscal year budget receipts by $362
million in 1983, $1,374 million in 1984, $2,658 million in 1985,

$4,109 million in 1986, and $5,579 million in 1987.



3. Limitation on investment tax credit (sec. 205(b) of the Act and
sec. 46 of the Code)*

Prior Law

The investment tax credit earned by a taxpayer can be used to

reduce tax liability up to certain limits. The limit for taxable years
ending after 1981 was $25,000 plus 90 percent of tax liability in

excess of $25,000 (increased from 80 percent in 1981). Unused cred-

its for a taxable year may be carried back to each of the 3 taxable
years preceding the unused credit year and then carried fonvard to

each of the 15 following taxable years.

Reasons for Change

The 90-percent limit on the amount of tax which a taxpayer may
offset with the investment credit enables corporations to reduce
their tax liability to very low percentages of their taxable income
and even lower percentages of their book income as reported to

shareholders on financial statements. Congress was concerned that

this reduces confidence in the equity of the tax system.

Explanation of Provisions

The limitation on the amount of income tax liability (in excess of

$25,000) of an individual or corporate taxpayer that may be offset

by the investment tax credit is reduced from 90 percent to 85 per-

cent.

Effective Date

This provision will apply to taxable years that begin after De-
cember 31, 1982.

Revenue Effect

This provision will increase budget receipts by $152 million in

fiscal year 1983, $259 million in fiscal year 1984, $213 million in

fiscal year 1985, $178 million in fiscal year 1986, and $164 million

in fiscal year 1987.

•For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 207; S. Rep. No. 97-494, Vol. 1 (Jtdy 12, 1982), p. 124; and H. Rep. No. 97-760

(August 17, 1982), pp. 482-483 (Joint Explanatory Statement of the Committee of Conference).

(38)



4. Accelerated Cost Recovery System (ACRS) changes for 19H5
and 1986 (sec. 206 of the Act and sec. 168 of the (^)de)*

l*rior Law

Overview

The Accelerated Cost Recovery System (ACRS) was enacted in

the Economic Recovery Tax Act of IDSl (ERTA). ACRS is a system
for recovery of capital costs using accelerated methods over prede-

termined recovery periods that are generally shorter than were
useful lives under pre-ERTA law. The ACRS methods of cost recov-

ery and recovery periods are the same for both new and used prop-

erty. Recovery of costs generally is determined by using a statutory

accelerated method. As an option, the taxpayer may choose to re-

cover costs using the straight-line method over either the regular

recovery period or one of the longer recovery periods provided.

Accelerated methods of coat recovery for personal property

In general, the recovery deduction for personal property in each
year of the recovery period was, and continues to be, determined by
applying a statutory percentage to the unadjusted basis of the

property. The applicable percentage depends on the property's class

and the number of years since the property was placed in service

by the taxpayer.
Three statutory schedules of accelerated recovery percentages

were provided for each class of recovery property. One schedule ap-

plied to recovery property placed in service in the years 1981

through 1984. The second schedule applied to recovery property
placed in service in 1985. The third schedule for each class applied

to recovery property placed in service after 1985.

The schedules for personal property placed in service in 1981

through 1984 were developed to approximate the benefits of using
the 150-percent declining balance method for the early recovery
years and the straight-line method for the later recovery years.

The schedules for personal property placed in service in 1985 were
developed to approximate the use of the 175-percent declining bal-

ance method for the early recovery years and the sum-of-the-years-

digits method for the later recovery years. The schedules for per-

sonal property placed in service after 1985 were developed to ap-

proximate the use of the 200-percent declining balance m.ethod for

the early recovery years and the sum-of-the-years-digits method for

the later recovery years. All of the schedules reflected the allow-

ance of only a half-year of depreciation for the first recovery year

"For legislative background of the provision, see: H R 4!t()l, as reported by the Senate Finance
Committee, sec. 208; S. Rep. No 97-4!)4, Vol. 1 (July 12, 1!)K2), pp. 12.'')-12(i; and H. Rep. No. 97-

7fiO (August 17, 1982), p. AK\ (Joint Explanatory Statement of the Committee of Conference).

(39)
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and the allowance of the remaining recovery deductions over the
remaining recovery years.

Reasons for Change

As explained in the discussion of the basis adjustment (item 2,

above), there are strong economic reasons why the combined effect

of the investment credit and accelerated depreciation should not be
more generous than expensing. Repeal of the scheduled accelera-

tions of depreciation was needed to accomplish Congress' goal of es-

tablishing a system that was no more generous than expensing for

assets in the 3- and 5-year ACRS classes.

Also, the acceleration of cost recovery deductions after 1984
could have encouraged taxpayers to delay making investments
until after that year. Repeal of the scheduled accelerations elimi-

nated that incentive.

Explanation of Provision

The Act repeals the provisions of ACRS that would have acceler-

ated cost recovery rates for personal property to rates approximat-
ing the benefits of using a 175-percent declining balance method in

1985 and the 200-percent declining balance method after 1985.

Effective Date

The provisions apply for taxable years ending after the date of

enactment.

Revenue Effect

The revenue gain is expected to be $1,541 million in fiscal year
1985, $9,907 million in 1986, and $18,442 million in 1987.



5. Construction period interest and taxes (sec. 207 of the Act and
new sec. 189 of the Code)*

Prior Law

Under both present and prior law, individuals, personal holding
companies, and subchapter S corporations are required to capital-

ize interest and real property taxes attributable to the construction

period of real property (other than low-income housing) to be used
in a trade or business or held for investment (Code sec. 189). The
capitalized interest and taxes are amortized (i.e., deducted in equal
portions) over certain periods, generally 10 years. The interest that

must be capitalized is interest which is attributable to the con-

struction period on any debt incurred or continued for the purpose
of acquiring, constructing, or carrying real property other than low
income housing. The construction period is defined as the period
beginning on the date construction of the building or improvement
begins and ending on the date the property is ready to be placed in

service or is ready to be held for sale.

The amortization of capitalized interest and taxes begins in the
year the interest or taxes were paid or accrued. However, the am-
ortization of capitalized interest and taxes then is suspended until

the year the building or improvement is ready to be placed in serv-

ice or to be sold, and amortization resumes at that time.

Under prior law, corporations, other than personal holding com-
panies and subchapter S corporations, were not subject to the cap-

italization requirement of section 189. For these corporations,

amounts paid or accrued for interest and real property taxes were
allowed as deductions for the year in which paid or accrued. How-
ever, under both present and prior law, certain prepaid interest

must be capitalized and deducted in the years to which properly al-

locable. In addition, under both present and prior law, taxpayers
may capitalize certain taxes and interest attributable to both real

and personal property and include the capitalized items in the
basis of the property (Code sec. 266).

Reasons for Change

The allowance of a deduction for construction period interest and
taxes is contrary to the fundamental accounting principle of

matching income and expenses. Generally, a current expense is de-

ductible in full in the taxable year paid or accrued because it is

necessary to produce income and is usually consumed in that proc-

ess. However, some expenditures are made prior to the receipt of

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 209; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 127-129; Senate floor amend-
ments 128 Ckjng. Rec. 88961-8962 (July 22, 1982) and S 8977-8982 (July 22, 1982); and H. Rep.
No. 97-760 (August 17, 1982), pp. 484-486 (Joint Explanatory Statement of the Committee of

(inference).

(41)
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income attributable to the expenditures and, under the matching
concept, these expenditures should be treated as a future expense
when the income "resulting" from the expenditure is received.

In the case of a taxpayer who constructs a building and subse-
quently receives income in the form of rents from that building,

the accounting concept of matching income against expenses re-

quires that the expenses incurred during the construction period be
deducted against the rental income which is received over the life

of the building, to the extent the expenses are attributable to a de-

preciable or wasting asset. The general construction costs of the
building are treated this way, being capitalized and subsequently
deducted as depreciation expenses. Similarly, certain pre-opening
or start-up expenses for a new trade or business are required to be
capitalized for tax accounting purposes.
Congress believed that construction period interest and taxes, as

other costs of construction such as labor and materials, generally
should be capitalized and deducted only when the real property is

sold or is used to produce income. In the case of real property other
than low-income housing, these rules have applied to individuals,

subchapter S corporations, and personal holding companies since
section 189 was added to the Code in the Tax Reform Act of 1976.

Corporations, other than personal holding companies and sub-
chapter S corporations, were not required to capitalize construction
period interest and taxes. The ability to deduct currently construc-
tion period interest and taxes permitted the deferral of tax on cur-

rent income, which was the equivalent of an mterest-free loan from
the Government that could be a significant economic benefit. Con-
gress believed that this situation was not compatible with the gen-
eral objective of matching income and expenses. Congress, there-

fore, decided that corporations should be required to capitalize con-
struction period interest and taxes. However, Congress also be-

lieved, that, it was appropriate to limit this requirement to nonresi-
dential construction.

Explanation of Provision

Section 189 is extended to require corporations (other than sub-
chapter S corporations and personal holding companies) to capital-

ize construction period interest and taxes for nonresidential real

property. The definition of the construction period for corporations
is the same as under present section 189.^ Construction period in-

terest and taxes for nonresidential real property are real property
taxes for nonresidential real property and interest paid or accrued
on debt incurred or continued to acquire, construct, or carry nonre-
sidential real property, but only to the extent such taxes and inter-

est are attributable to the construction period for such property.
The Act requires the Treasury Department to issue regulations al-

locating interest to expenditures for real property during construc-
tion. Congress expected that these regulations will adopt rules sim-
ilar to those contained in Financial Accounting Standards Board
Statement Number 34, as amended. Under those rules, the amount

' For purposes of this provision, the growing of trees or other crops is not to be considered an
improvement in real property.
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of interest to be capitalized is the portion of the total interest ex-

pense incurred during the construction period that could have been
avoided if funds had not been expended for construction. Interest

expense that could have been avoided includes interest costs in-

curred by reason of additional borrowings to finance construction

and interest costs incurred by reason of borrowings that otherwise
could have been repaid with funds expended for construction.

Congress understood that the construction period commences
with the date on which the construction of a buildmg or other im-
provement begins and ends on the date that the building or im-

provement is ready to be placed in service or is ready to be held for

sale. For this purpose, the construction period is not to be consid-

ered to have commenced solely because drilling is performed to de-

termine soil conditions, architect's sketches or plans are prepared,
or a building permit is obtained. Generally, the construction period
will be considered to have commenced when land preparations and
improvements, such as clearing, grading, excavation, and filling,

are undertaken. However, the construction period will not be con-

sidered to have commenced solely because clearing or grading work
is undertaken, or drainage ditches are dug, if such work is under-
taken primarily for the maintenance or preservation of raw land
and existing structures and is not an integral part of a plan for the
construction of new or substantially renovated buildings and im-
provements. In the case of the demolition of existing structures

where the construction period has not otherwise commenced, the
construction period is considered to commence when demolition
begins if the demolition is undertaken to prepare the site for con-

struction. The construction period will not be considered to com-
mence solely because of the demolition of existing structures if the
demolition is not undertaken as part of a plan for the construction
of new or substantially renovated buildings or improvements.

Effective Date

The Act generally applies to interest and taxes paid or incurred
in taxable years beginning after December 31, 1982, for the con-
struction of nonresidential real property begun after December 31,

1982. The Act does not apply, however, to the construction of the
Alaska Natural Gas Transportation System (15 U.S.C. 719) and its

related facilities (e.g., compressor stations and conditioning plants).

In addition, the Act does not apply to the construction of hotels or
motels (described in Code sec. 48(a)(3)(B)), or the construction of

hospitals and nursing homes, begun before January 1, 1984, if the
construction is done under a written plan of the taxpayer in exist-

ence on July 1, 1982, and if the taxpayer has requested in writing
approval from a governmental unit for such construction.

Congress intended that the construction of property is considered
to have begun before January 1, 1983, if the property is an integral

part of an integrated facility and construction of part of that facili-

ty began before January 1, 1983. An integrated facility is a multi-
property facility constructed as a single project on a single site and
operated as a single, unitary facility as described in a written plan
(evidenced by internal documents of the taxpayer such as purchas-
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ing and financing documents) exisiting on July 1, 1982. Property is

an integral part of an integrated facility if:

(1) the property is described as part of the same project in
written plans of the taxpayer in existence on July 1, 1982;

(2) the property is an integral part of the planned operation
of the project when the project will first be placed in service;

and
(3) the property will be constructed during the same con-

struction period as the rest of the project.

Thus, for example, three nuclear reactors are not part of one in-

tegrated facility for the production of electricity if it is planned
that only one reactor will be placed in service initially. On the
other hand, if a taxpayer plans to construct a facility to produce
sheet steel from iron ore, then both a blast furnace and rolling mill
to be constructed during the same construction period on a single
site are part of the same integrated facility because both properties
are necessary to produce sheet steel from iron ore as contemplated
in the taxpayer's plan. However, if the blast furnace is planned to

be ready to be placed in service in 1985 and construction of the
rolling mill is not planned to begin until 1986, then those proper-
ties are not part of one integrated facility.

Although improvements such as parking lots, access roads, and
utility hook-ups may be part of an integrated facility, the start of
construction of such property (which can be used in connection
with any type of facility) is not considered the start of construction
of other property in the facility for purposes of the effective date of
the provision.

Revenue Effect

This provision is expected to increase fiscal year budget receipts
by $555 million in 1983, $1,179 million in 1984, $1,206 million in

1985, $1,084 million in 1986, and $819 million in 1987.



6. Modification to leasing rules (sees. 208, 209, 210, and 217(c) of
the Act and sees. 48(b), 103(b)(9) and 168 of the Code)*

Prior Law

Overview

Prior to the enactment of the Economic Recovery Tax Act of
1981 (ERTA), the law contained rules (non-safe harbor lease rules)

to determine who owns an item of property for tax purposes when
the property is subject to an agreement which the parties charac-
terize as a lease. Such rules are important because the owner of
the property is the person entitled to claim cost recovery (depreci-

ation) deductions and investment tax credits. The non-safe harbor
lease rules attempted to distinguish between true leases, in which
the lessor owned the property for tax purposes, and conditional
sales or financing arrangements, in which the user of the property
owned the property for tax purposes. These rules generally were
not written in the Internal Revenue Code; instead they evolved
over the years through a series of court cases and revenue rulings
and revenue procedures issued by the Internal Revenue Service.
Essentially, the law was that the economic substance of a transac-
tion, not its form, determined who was the owner of property for
tax purposes. Thus, if a transaction was, in substance, simply a fi-

nancing arrangement, it would be treated that way for tax pur-
poses regardless of how the parties chose to characterize it. Lease
transactions could not be used solely for the purpose of transfer-
ring tax benefits. They had to have nontax economic substance.
The specific prior law rules are discussed below.
ERTA provided a new set of rules which represented a major de-

parture from the prior law. These provisions were intended to be a
means of transferring tax benefits rather than a means of deter-
mining which person is in substance the owner of the property.
Under these rules, certain transactions involving tangible personal
property were treated as leases for Federal income tax purposes re-

gardless of their nontax economic substance. If a transaction met
these safe harbor requirements, the lessor in the agreement was
treated as the property owner for Federal income tax purposes and
was entitled to cost recovery deductions and investment credits.

Under these rules, by entering into a nominal sale and safe-harbor

•For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sees. 211, 212, and 213; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 130-145; Senate
noor amendments, 128 Cbng. Rec. S. 8642-43 (July 19, 1982), S 8913, S 8915, S 8971-8973, S 8983,
and S 9016-9017 (July 22, 1982); H. Rep. No. 97-760 (August 17, 1982), pp. 487-500 (Joint Ex-
planatory Statement of the Committee of Conference); and H. Con. Res. 398, 128 Con. Rec.
H6636 (August 19, 1982).

Also, see H.R. 6056, Technical Corrections Act of 1982, as reported by the Senate Finance
Committee, sec. 306, S. Rep. No. 97-592 (Sept. 27, 1982), pp. 53-54; House floor amendments, 128
Cong. Rec. H9600-9604; H. Rep. No 97-986 (Dec. 21, 1982), pp. 19-20, 26-27 (Joint Explanatory
Statement of the (Committee of Conference).

(45)
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leaseback, a person who acquired and used the property could

have, in effect, sold some of the tax benefits associated with the

property to a corporation, while retaining all other economic bene-

fits and burdens of ownership. The non-safe harbor leasing rules

continued to apply for transactions not qualifying for the safe

harbor or when the safe harbor was not elected.

Non-safe harbor leasing rules

Underlying principles

In general, the determination of lease treatment under the non-
safe harbor leasing rules required a case-by-case analysis based on
all facts and circumstances. Although the determination of wheth-
er a transaction was a lease was inherently factual, a series of gen-

eral principles was embodied in court cases, revenue rulings, and
revenue procedures. Those principles are still used in determining
the character of transactions that are not eligible for the safe-

harbor rules or for which the safe-harbor election is not made.
For a transaction to be a lease under non-safe harbor lease rules,

the lessee could not hold title to or have an equity interest in the

property. However, the fact that the lessor had title did not guar-

antee that the lessor was the owner for Federal income tax pur-

poses. Both the courts and the IRS looked to additional criteria in

determining whether a transaction was a lease. These criteria fo-

cused on the substance of the transaction rather than its form. The
courts did not disregard the form of a transaction simply because
tax considerations were a significant motive so long as the transac-

tion also had a bona fide business purpose and the lessor retained

sufficient burdens and benefits of ownership. ^

To be entitled to depreciation deductions as the owner of the

property, the lessor had to show that the property was being used
for a business or other income-producing purpose. To have had a
business purpose, the person claiming ownership (i.e., the lessor) at

least had to have a reasonable expectation that he would derive a
profit from the transaction independent of tax benefits. ^ This re-

quirement precluded lease treatment for a transaction intended

merely to reduce the user's costs by utilizing the lessor's tax base.

For a sale-leaseback, other nontax business motives were consid-

ered in determining the substance of the transaction.

The fact that the lessor in a lease financing transaction could

show a profit or business purpose, however, did not automatically

result in lease treatment under prior law rules, since a profit or

business motive could also exist in a financing arrangement. In ad-

dition, the lessor had to retain meaningful benefits and burdens of

ownership. 3 Thus, lease treatment was denied under prior law
rules if the user had the option to obtain title to the property at

the end of the lease for a price that either was nominal in relation

to the value of the property at the time when the option could be

' See, Hilton v. Commissioner, 74 T.C. 305 (1980), aff'd 671 F.2d 316 (9th Cir. 1982); Frank Lyon
Co. V. United States. 435 U.S. 561 (1978), rev'g. 536 F.2d 746 (8th Cir. 1976); Rev. Rul. 55-540,

1955-2 C.B. 39 (and cases cited therein); see generally, Gregory v. Helvering, 293 U.S. 465 (1935).

2 See, Hilton v. Commissioner, 74 T.C. 305 (1980), aff'd, 671 F.2d 316 (9th Cir. 1982).

3 See, Frank Lyon Co. v. United States, 435 U.S. 561 (1978), rev'g 536 F.2d 746 (8th Cir. 1976);

Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein).
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exercised (as determined at the time the parties entered into the
agreement) or which was relatively small when compared with the

total payments required to be made.^
Where the residual value of the property to the lessor was nomi-

nal, the lessor was viewed as having transferred full ownership of

the property for the rental fee. Where the purchase option was
more than nominal but relatively sniall in comparison with fair

market value, the lessor was viewed as having transferred full

ownership because of the likelihood that the lessee would exercise

the bargain purchase option.^ Furthermore, if the lessor could

force the lessee to purchase the property at the end of the lease (a

"put"), the transaction might also be denied lease treatment under
prior law because the put eliminated the risk borne by owners of

property that there would be no market for the property at the end
of the lease.

Objective guidelines used in structuring transactions

The question of exactly what burdens and benefits of ownership
had to be retained by the lessor under non-safe harbor lease rules

created some confusion for people trying to structure leases that, at

least in part, were motivated by tax considerations. To give taxpay-
ers guidance in structuring leveraged leases (i.e., where the proper-

ty is financed by a nonrecourse loan from a third party), the Inter-

nal Revenue Service in 1975 issued Revenue Procedure 75-21,

1975-1 C.B. 715, and a companion document. Revenue Procedure
75-28, 1975-1 C.B. 752 (the guidelines). If the requirements of the
guidelines were met and if the facts and circumstances did not in-

dicate a contrary result, the Service issued (and continues to issue)

an advance letter ruling under the prior law rules that the transac-

tion was a lease and that the lessor was the owner for Federal tax
purposes.
The guidelines applied only to leveraged leases of equipment.

The general principles described above continued to govern nonle-

veraged leases and leases of real property. The guidelines were not
by their terms a definitive statement of legal principles and were
not intended for audit purposes. If all requirements of the guide-

lines were not met, a transaction might still be considered a lease

if, after considering all facts and circumstances, the transaction

was a lease under the general principles discussed previously. How-
ever, in practice, many taxpayers took into account the guidelines'

requirements in structuring transactions. The guidelines may be
viewed as a type of safe harbor.
The specific requirements for obtaining a ruling under the guide-

lines are as follows:

1. Minimum investment.—The lessor must have a minimum 20
percent unconditional at-risk investment in the property. This rule

represents an attempt to ensure that the lessor suffers some signifi-

cant loss if the property declines in value.

2. Purchase options.—In general, the lessee may not have an
option to purchase the property at the end of the lease term unless,

* See, Rev. Rul. 55-540, 1955-2 C.B. 39 (and cases cited therein).

5 See, M&WGear Co. v. Commissioner, 446 F.2d 841 (7th Cir. 1971).
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under the lease agreement, the option can be exercised only at fair

market value (determined at the time of exercise). This rule pre-

cludes fixed price purchase options, even at a bona fide estimate of

the projected fair market value of the property at the option date.

In addition, when the property is first placed in service by the
lessee, the lessor cannot have a contractural right to require the
lessee or any other party to purchase the property, even at fair

market value (a put).

The fair market value purchase option requirement fulfills three
purposes related to the determination of the economic substance of
the transaction. First, it ensures that the lessor bears the risk im-
plicit in ownership that no market will exist at the end of the
lease. The owner of depreciable property is the person who bears
any decline in value of the asset. Second, it ensures that the lessor

has retained an equity interest in the property. Any fixed price

option represents a limitation on the lessor's right of full enjoy-

ment of the property's value. Third, it limits the ability of the par-

ties to establish an artificial rent structure to avoid the cash flow
test (described below). However, several courts have held that the
mere existence of a fixed price purchase option does not prevent
lease treatment so long as the lessor retains other significant bur-
dens and benefits of ownership.^

3. Lessee investment precluded.—Neither the lessee nor a party
related to the lessee may furnish any part of the cost of the proper-
ty. The rationale is that a lessee investment may suggest that the
lessee is in substance a co-owner of the property.

4. No lessee loans or guarantees.—As a corollary to the prior rule,

the lessee must not loan to the lessor any of the funds necessary to

acquire the property. In addition, the lessee must not guarantee
any lessor loan.

5. Profit and cash flow requirements.—The lessor must expect to

receive a profit from the transaction and have a positive cash flow
from the transaction independent of tax benefits. As mentioned
previously, a profitability requirement is based on the requirement
that lease transactions must have a business purpose independent
of tax benefits.

6. Limited use property.—Under Revenue Procedure 76-30, 1976-
2 C.B. 647, property that can be used only by the lessee (limited use
property) is not eligible for lease treatment. The rationale is that if

the lessee is the only person who could realistically use the proper-
ty, the lessor has not retained any significant ownership interest.

Recent developments in the case law

There have been several recent decisions by the courts relating

to the characterization of transactions as leases under non-safe
harbor lease rules. The first of these cases is the Supreme Court
decision in Frank Lyon v. United States,"^ which deals with a sale-

leaseback of real property financed by the lessor with cash and re-

course debt. In Frank Lyon, the Supreme Court held that the trans-

action was a lease and stated that where there is a genuine multi-

6 See, e.g.. Northwest Acceptance Corp. v. Commissioner. 58 T.C. 836 (1972), aff'd, 500 F. 2d
1222 (9th Cir. 1974).

' 435 U.S. 561 (1978), rev'g, 536 F.2d 746 (8th Cir. 1976).
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pie-party transaction with economic substance which is compelled
or encouraged by business or regulatory realities, is imbued with
tax-independent considerations, and is not shaped solely by tax-

avoidance features that have meaningless labels attached, the Gov-
ernment should honor the allocation of rights and duties effectuat-

ed by the parties. Among the many factors the court cited for its

decision was the fact that there was a business purpose for the
sale-leaseback, as evidenced by the fact that State and Federal reg-

ulations prohibited the lessee-bank from borrowing a sufficient

amount to finance construction, that diversification was the lessor's

principal motive, and that the depreciation deductions would have
been equally available to the lessee-bank had it retained title. The
court also held that the lessee's option to purchase, though fixed,

was for a reasonable amount, and that the lessor bore the risk that

the lessee would not exercise that option if the price was more
than the fair market value of the property. The facts in Frank
Lyon indicated that the lessor would realize an overall profit from
the transaction independent of tax benefits if the lessee exercised

its option to purchase.®
Another important decision dealing with non-safe harbor lease

rules is Swift Dodge v. Commissioner^ In Swift Dodge, an auto-

mobile dealership operated a separate leasing business. The compa-
ny acquired most of its cars for lease from amounts borrowed from
banks on a recourse basis. The auto dealer-lessor obtained a profit

from the leases independent of tax benefits. The lease contained a
terminal rental adjustment clause that permitted an upward or
downward adjustment of rent to make up for any difference be-

tween the projected value of the property at the end of the lease

and the actual value of the property upon lease termination.
The Tax Court held that these nonleveraged transactions were

leases and not conditional sales. It cited the general rule that eco-

nomic substance prevails over form and cited Frank Lyon for its

statements regarding the necessity of the lessor retaining signifi-

cant and genuine attributes of the traditional lessor form. It stated

that a transaction is a lease if the lessor assumes burdens other
than those of a lender and is subject to significant risk not ordinar-

ily incident to a secured loan.

Safe harbor leasing rules

Overview

The safe-harbor leasing provisions of ERTA were intended to

permit owners of property who were unable to use depreciation de-

ductions and investment credits to transfer those benefits to per-

sons who were able to use them, without having to meet the prior

8 In Hilton \.- Commissioner, 74 T.C. 305, 348-49 (1980), aff'd., 671 F.2d 316 (9th Cir. 1982), the
court, in applying the Frank Lyon test to deny lease treatment, stated that the tatxpayers must
show not only that their participation in a sale-leaseback was not motivated by tax avoidance
features that have meaningless labels attached, but also that there is economic substance to the
transaction independent of the apparent tax shelter potential.

9 76 T.C. .547 (1981), rev'd. Docket No. 81-7440 (9th Cir. November 19, 1982). After the enact-

ment of the Tax Ekjuity and Fiscal Responsibility Act of 1982, the ninth circuit reversed the Tax
Court, holding that the transaction was in substance a conditional installment sale with a lum{>
sum final payment. The court concluded that the only risk borne by the lessor was the risk of

default by the lessee, which is the same risk that would be assumed by the holder of a security

interest.
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law requirements for characterizing the transaction as a lease. The
safe-harbor leasing provisions operated by guaranteeing that, for

Federal income tax purposes, qualifying transactions were treated
as leases, and that the nominal lessor was treated as the owner of
the property, even though the lessee was in substance the owner of
the property and the transaction otherwise would not have been
considered a lease.

Eligibility requirements

To qualify for the safe harbor, a transaction had to meet the fol-

lowing requirements:
1. All parties to the agreement had to elect to have the

transaction treated as a lease for Federal income tax purposes;
2. The nominal lessor had to be (a) a corporation (other than

a subchapter S corporation or a personal holding company), (b)

a partnership all of the partners of which were one of the cor-

porations described in (a), or (c) a grantor trust with respect to

which the grantor and all beneficiaries of the trust were corpo-
rations or a partnership comprised of corporations;

3. The lessor had to have a minimum at-risk investment in

the property at all times during the lease term of at least ten
percent of the adjusted basis of the property; ^°

4. The lease term could not exceed the greater of 90 percent
of the property's useful life or 150 percent of the ADR mid-
point life of the property; and

5. The property had to be "qualified leased property."

Qualified leased property

In general, qualified leased property meant new equipment eligi-

ble for both ACRS and the investment credit. The equipment could
be leased within 3 months after the property was placed in service

without violating the requirement that the equipment be new
equipment (called the 3-month window).
Property used by a tax-exempt organization or a U.S. Federal,

State, or local governmental unit generally was ineligible. Howev-
er, under a special exception, qualified mass commuting vehicles fi-

nanced in whole or in part by tax-exempt bonds were eligible even
though the property was used by a tax-exempt organization or gov-
ernmental unit. For mass commuting vehicles, the lessor was eligi-

ble for ACRS deductions but not the investment credit.

Factors disregarded

If a transaction met the safe-harbor requirements, the transac-
tion was treated as a lease entered into by the parties to the agree-
ment, and the nominal lessor was treated as the owner for Federal
income tax purposes. Thus, the nominal lessor was entitled to the
associated cost recovery allowances and investment credit. The fol-

lowing factors, therefore, were not taken into account in determin-

'" This safe-harbor rule differed from the corresponding non-safe harbor lease rule in two re-

spects. First, the minimum investment was reduced from 20 percent to 10 percent under the
safe harbor. Second, the minimum investment did not have to be maintained at the same level

throughout the lease term since the test was applied with reference to adjusted basis (original

basis reduced by depreciation deductions).
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ing whether a transaction was a lease, as they had been under the
non-safe harbor lease rules:

1. The fact the lessor or lessee had to take the tax benefits

into account in order to realize a profit or positive cash flow
from the transaction;

2. The fact the lessee had to be the owner of the property for

State or local law purposes (e.g., had title to the property and
retained the burdens, benefits, and incidents of ownership,
such as payment of taxes and maintenance charges with re-

spect to the property);

3. The fact that no person other than the lessee was able to

use the property after the lease term;
4. The fact the property was, or had to have been, bought or

sold at the end of the lease term at a fixed or determinable
price or the fact that a rental adjustment was made upward or
downward to reflect the difference between the expected resid-

ual value of the property and the actual sales price; and
5. The fact the lessee, or a related party, provided financing

or guaranteed financing for the transaction (other than the les-

sor s minimum 10 percent investment).

Amount and timing of deductions and credits

The legislative history of the safe-harbor provisions suggested
that a lessor's basis in the leased property included the entire

amount of any obligation with respect to the property even if the
obligation of the lessor was contingent or offset by rental pay-
ments. This rule, which overrode prior case law, eliminated the
need for the parties to actually make the offsetting payments to

ensure the tax consequences of basis, income, and deductions that
would have occurred if the payments had been made. However, the
lessor had to report as income all rental payments due, even if not
actually received because of the offset agreement.

In addition, the legislative history suggested that the lessor had
to report the rental income on a ratable basis, eliminating the de-

ferral of income to the lessor that would result by virtue of, for ex-

ample, a balloon payment agreement. With respect to interest de-

ductions, calculations under a level payment mortgage assumption
were permitted.

Description of safe-harbor transactions

The safe-harbor rules were used to guarantee lease treatment for

several types of transactions. Most of these transactions fell into

two categories. The transactions in the first category were often re-

ferred to by practitioners as tax benefit transfers because their

only purpose was the transfer of tax benefits. (Another name used
was wash sale-leasebacks.) Although the safe harbor was used pri-

marily for this purpose, it also was used to guarantee lease treat-

ment for lease financings, which involve nontax business consider-
ations.

Tax benefit transfers

Treasury regulations contemplated that those who used the safe-

harbor leasing rules for tax benefit transfers would structure their

transactions as a particular kind of sale and leaseback. This type of
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transaction involved three steps. First, the seller/lessee (who may
be either an individual or a corporation) acquired the property
with its own funds or borrowed funds and then, within three
months, transferred it in a nominal "sale" to the buyer/ lessor. In
exchange, the seller/lessee received cash for a part of the selling

price and a level payment nonrecourse note for the balance. The
seller/lessee continued to use the property and typically enjoyed all

the economic benefits and burdens of ownership. In the standard
transaction, the user of the property retained all incidents of State
law ownership. For Federal income tax purposes, however, the
buyer/lessor claimed the cost recovery deductions and investment
credits allowable for the property. The second step was that the
seller/lessee nominally leased the property back from the buyer/
lessor. The lease rental payments to the buyer/lessor were struc-

tured so as to equal the debt service payments to the seller/lessee

arising from the nonrecourse note in stage one. Thus, no cash
changed hands during this second stage. However, because the debt
service payment consisted of both interest and principal, the excess
of lease rent over interest for any taxable year (which equals the
principal repaid in the year) was treated for Federal income tax
purposes as income to the buyer/lessor and as a deduction for the
seller/ lessee. Third, at the end of the lease, the seller/lessee nomi-
nally repurchased the property for a token amount, such as $1.

The substantive effect of this sale-leaseback transaction was that
the buyer/lessor had purchased a stream of tax benefits from the
seller/lessee for an amount equal to the cash paid for the property
during the first stage of the transaction. (This is the only cash
which changed hands, apart from the nominal amount paid for re-

purchase of the property in stage three.) The stream of tax benefits

purchased by the buyer/lessor equaled the ACRS cost recovery de-

ductions, plus the investment tax credit (including the energy
credit if applicable), minus the net rental income arising from the
lease (the excess of lease rentals over interest on the nonrecourse
note, which precisely equaled the principal payments on the
note). 11

Lease financing

In addition to tax benefit transfers, the safe-harbor leasing provi-

sions were used to guarantee lease treatment for lease financing
transactions that failed to meet all of the requirements of the
guidelines. Often, the requirement of the guidelines that these les-

sors and lessees wanted to avoid was the prohibition on options for

the lessee to purchase the property at a fixed price determined at

the time of the agreement. The safe harbor also was used to guar-
antee lease treatment for lease financings that involved terminal
rental adjustment clauses.

" As an alternative to this type of transaction, in which the user held State law title to the
property, a tax benefit transfer could have been structured in the following manner: First, a
bank or other financing party acquired the property and leased it to the user in a transaction
that met the requirements for lease treatment under Rev. Proc. 75-21. Second, the lessor did a
safe-harbor sale and leaseback to transfer the tax benefits to another party. The distinguishing
feature of this type of tax benefit transfer was that the bank or other financing party rather
than the user wais the actual owner of the property.
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Also, the 3-month window in the safe-harbor rules encouraged
businesses to use the safe harbor because they did not have to fi-

nalize their lease by the exact date on which the property was put
in service. Under the non-safe harbor rules, if a sale and leaseback
was entered into after the property was placed in service, the prop-
erty could be characterized as used property and subjected to the
limits on the investment credit for used property.

Recapture rules

If the lessee acquired the property from the lessor at the end of
the lease and subsequently disposed of it, the lessee was subject to
the recapture rules under sections 47 and 1245 as if the lessee had
been considered the owner of the property for the entire term of
the lease, except that any amount recaptured by the lessor was not
recaptured again by the lessee. For example, assume the lessor
claimed $100 of cost recovery allowances for 5-year recovery prop-
erty over the lease term and had a zero adjusted basis in the prop-
erty at the end of the lease. The lessor sold the property to the
lessee for $1.00. The lessee subsequently sold the property to a
third party for $80. The lessor would have had a $1 gain on the
sale to the lessee, all of which would have been treated as ordinary
income under the section 1245 recapture rules. The lessee would
have had $79 gain ($80 sales price—$1 cost basis) all of which
would have been treated as ordinary income under the section 1245
recapture rules.

Reasons for Change

Congress concluded that it was necessary to reduce safe-harbor
leasing and ultimately to repeal it. The principal considerations
were the tax avoidance opportunities that safe-harbor leasing had
created, the adverse public reaction to the sale of tax benefits, the
revenue loss, the equitable transition to repeal and the feasibility

of alternative approaches.
Congress was concerned that the prior law safe-harbor rules had

enabled some taxpayers to avoid their equitable share of tax. This
included the use of safe-harbor leasing to increase tax benefits not
associated with investment in machinery and equipment (like per-
centage depletion), to avoid payment of any tax and to generate tax
refunds. In addition. Congress believed that the adverse public re-

action to such practices and to the institutionalized commerce in
tax deductions and credits was too likely to diminish respect for
and compliance with the tax laws on the part of the general tax-
payer.
Congress also was concerned that the revenue cost of the prior

law safe-harbor rules was too large, in light of projected budget
deficits, the uncertain public benefits and the feasibility of less

costly approaches. Congress decided that one objective of safe-

harbor leasing, to forestall tax-motivated mergers, could be
advanced directly by tighter legislation in that area, as provided in
the Act. It decided that the other objective, to assist businesses that
could not currently make full use of ACRS deductions and credits,

could be advanced at a smaller cost by liberalizing rules relating to
the t£ix treatment of leases that have economic substance.
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Therefore, Congress concluded that safe-harbor leasing should be
restricted and then repealed, under transition rules that restrict

tax avoidance possibilities, lessen the revenue loss, and afford tax-

payers equitable opportunities to adjust to the change in law.

Explanation of Provisions

The Act modifies in two basic steps the rules relating to lease

treatment for Federal income tax purposes. First, it provides new
rules that reduce the tax benefits of safe-harbor leasing. These
rules generally apply to agreements entered into between July 1,

1982 (or property placed in service after that date) and January 1,

1984. Second, the Act repeals safe-harbor leasing on January 1,

1984, and provides liberalized rules for leases with economic sub-

stance that are entered into on or after that date.

a. Safe harbor leasing rules

Overview

Prior to the repeal of safe-harbor leasing, the Act modifies the
rules governing safe-habor leases in several respects.

To limit the present value of the tax benefits under a safe-harbor
lease, the Act generally reduces the maximum allowable lease term
and interest rate and slows down the timing of ACRS deductions
and investment credits that may be claimed by the lessor. The Act
also limits the extent to which the lessor may reduce its tax liabili-

ty through safe-harbor leasing.

The Act excludes certain types of property from the definition of

qualified leased property. Public utility property is made ineligible

for safe-harbor lease treatment, as is property used by a person
other than a U.S. person if the income from use of the asset by
that person is not subject to U.S. tax. Certain formerly tax-exempt
organizations are prevented from using safe-harbor leasing.

The Act limits the amount of the lessee's property that may be
leased, restricts the ability of lessees to increase percentage deple-

tion through safe-harbor leasing and prohibits the lessee from en-

tering into a safe-harbor lease with a related party.

Investment tax credit strips, which are transactions intended to

permit the lessee to transfer the investment credit only, are allowed
for transactions entered into before October 20, 1981. Also, the Act
liberalizes the at-risk rules for closely-held lessors.

The modifications of the safe-harbor lease provisions apply gener-

ally for leases entered into, or property placed in service, after July
1, 1982. However, the Act provides transitional rules, which ex-

clude certain property from most of these modifications.

Eligibility requirements

The Act retains the election requirement, the minimum
investment requirement, and the requirement that the lessor in a
safe-harbor lease must be a corporation, a partnership of corpora-

tions, or a grantor trust all beneficiaries of which are corporations.

However, the Act modifies the rules relating to the maximum lease

term.
The Act generally reduces the maximum allowable term of a

safe-harbor lease. This term canno* exceed the greater of (1) 120
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percent of the asset depreciation range (ADR) midpoint life of the
leased property (as of January 1, 1981) or (2) the extended recovery
period over which ACRS deductions are allowed under the Act for

the leased property. As discussed below, the extended recovery pe-
riods applicable to property under a safe-harbor lease are 5 years
for 3-year property, 8 years for 5-year property, and 15 years for 10-

year property.

Qualified leased property

In general, qualified leased property eligible for safe harbor leas-

ing is defined the same as under prior law. Thus, the property
must be new property eligible for ACRS and the investment credit
(other than a rehabilitated building) or must be a mass commuting
vehicle. However, the Act excludes a number of categories of previ-

ously eligible property, as described below.

Property used by former tax-exempt organizations

Under the Act, qualified leased property does not include proper-
ty (other than mass commuting vehicles) leased to a person cur-
rently subject to Federal income tax that was a tax-exempt organi-
zation at any time within the 5-year period preceding the date of
the lease agreement. This rule also applies where a predecessor of
the lessee, within the 5-year period, was a tax-exempt organization
and was engaged in activities substantially similar to the activities

in which the lessee is engaged. However, the Act does not exclude
from eligible property any property used by a former tax-exempt
organization in a trade or business unrelated to its former exempt
function if the income from that trade or business was subject to

tax under section 511. Also, property used by certain farmers coop-
eratives is eligible for safe-harbor leasing whether or not the coop-
erative is tax exempt. The Secretary shall have authority to pre-
scribe appropriate rules to carry out the purposes of this provision.

Public utility property

Public utility property, as defined in section 167(1)(3)(A), is made
ineligible for safe-harbor leasing.

Property used by a foreign person

Under the Act, qualified leased property does not include proper-
ty used by a person other than a U.S. person if the income from
use of the asset by that person is not subject to U.S. tax.

Mass commuting vehicles

The Act clarifies that ferries used for mass transportation serv-
ices qualify as mass commuting vehicles. However, as under prior
law, all other vehicles must be used for mass commuting services
to qualify. For example, school buses do not qualify.

Limitations on lessee

Lessee cap on amount of eligible property

Under the Act, the safe harbor will applv with respect to no
more than 45 percent of the cost of the lessee s qualified base prop-
erty placed in service during any calendar year. Qualified leased
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property that is not subject to the amendments made by the Act by
virtue of the July 1, 1982, general effective date rule or the transi-

tional rules counts toward the lessee cap, but the rule does not op-

erate to deny safe-harbor lease treatment for leases of that proper-

ty. For example, if 50 percent of a lessee's qualified base property
placed in service in 1982 were subject to the transitional rules, that
property would not be affected by the cap. However, the lessee

could not safe harbor lease any more of its property in 1982. If

only 25 percent of a lessee's qualified base property placed in serv-

ice in 1982 were subject to the transitional rules, it could safe

harbor lease an additional 20 percent of its eligible property during
the remainder of 1982.

For this purpose, the lessee's qualified base property includes the

cost basis of all qualified leased property leased by the lessee under
a lease for which a safe-harbor election has been made and all

other new section 38 property owned by the lessee and placed in

service during the calendar year. A lessee's qualified base property
for this purpose also includes designated leased property with re-

spect to which the taxpayer is the lessee. Designated leased proper-

ty is new section 38 property leased under a non-safe harbor lease

for a term that is more than 50 percent of the ADR midpoint life

(or, if there is no ADR life, 50 percent of the extended ACRS period

applicable to a lessor under the new safe-harbor rules). The lessor

must be treated as the owner of the property without regard to the

safe-harbor lease provisions.

The Secretary shall prescribe rules for applying this limitation

on a consolidated basis for companies filing consolidated returns.

For any year in which this limitation applies, property leased

last during the year is the first property to be excluded from the

safe harbor. The exclusions thus occur in reverse chronological

order. If the limitation applies to a portion of leased property, the

safe harbor will continue to apply to the portion that does not

exceed the limitation.

Limitations on lessee's percentage depletion

The Act limits the extent to which the lessee can use safe-harbor

leasing to increase its percentage depletion deductions. Under the

Act, the lessee must compute both the 50-percent and 65-percent

taxable income limitations on percentage depletion deductions as if

it were the owner of the property. Thus, for this purpose, the lessee

must take into account ACRS deductions for the property and must
disregard lease rentals and interest on lessee financing. In comput-
ing the imputed ACRS deductions for the property, the lessee must
use the recovery period and method applicable to the lessor under
the new safe-harbor rules.

Limitations on use by lessor

Lessor cap on current tax liability

The Act provides a 50-percent limit on the amount by which a

lessor can reduce its income tax liability (including any liability

under the add-on minimum tax) through safe-harbor leasing in tax-

able years ending after July 1, 1982 (lessor cap). That is, a lessor's

tax liability is the greater of (1) 50 percent of the liability computed
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without regard to any rental income, interest deduction (if paid or
incurred to the lessee), cost recovery deduction, and investment
credit taken into account for the taxable year pursuant to a safe-

harbor lease (safe-harbor lease items), or (2) the taxpayer's liability

computed with regard to those safe-harbor lease items.

When tax liability is determined by operation of the 50-percent
limitation, deductions or credits from safe-harbor leases are not al-

lowable in the current taxable year to the extent they reduce the
lessor's tax liability below the proper amount of tax determined
under the lessor cap. Such deductions or credits may be carried for-

ward and treated as allocable to safe-harbor lease property in the
taxable year to which they are carried. The Secretary shall pre-

scribe regulations for determining what deductions or credits are to

be allowed in the current year and what deductions or credits are
to be carried forward.
For example, assume that a lessor's tax would be $100 if safe-

harbor lease items were excluded and $30 if they were included.
The 50-percent limit would apply in this case and the lessor's tax
liability would be $50 (50 percent of $100). Under regulations pre-

scribed by the Secretary, deductions or credits are to be disallowed
in the current taxable year to the extent they reduce the lessor's

tax liability from $50 to $30. The unused deductions and credits

may be carried forward.
No deferral of safe-harbor lease benefits will be required with re-

spect to a safe-harbor lease that is not subject to the amendments
made by the Act by virtue of the July 1, 1982, general effective

date rule or the transition rules (as described below). However,
these leases are taken into account first for taxable years ending
after July 1, 1982, in determining whether there is a deferral of
safe-harbor lease benefits for leases that are subject to the amend-
ments made by the Act.

For example, assume all of a lessor's safe-harbor lease items are
attributable to transitional rule leases. The lessor's tax liability

would be $100 if those items were excluded and $50 if they were
included. Under those facts, no deductions or credits would be dis-

allowed. However, if in addition the lessor had entered into any
safe-harbor leases not covered by the transitional rules, all deduc-
tions and credits attributable to those leases would be denied.

Restrictions on carrybacks

The Act contains rules to prevent safe-harbor lessors from using
tax benefits obtained through safe-harbor leasing to generate net
operating loss or investment credit carrybacks to prior taxable
years. Under these rules, a taxpayer's net operating loss carryback
for any taxable year is reduced (and cannot be increased) by the
portion of the carryback which is due to rental income, interest de-
ductions attributable to interest paid to the lessee, depreciation de-

ductions and investment credits relating to property with respect
to which the taxpayer is the safe-harbor lessor. In determining the
credit carryback, tax liability for the taxable year from which cred-
its are to be carried is reduced first by credits not allocable to safe-

harbor leases, and no credit allocable to a safe-harbor lease may be
carried back.

11-324 0-83-5
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ACRS deductions

The Act lengthens the recovery period that applies to property in

a safe-harbor lease to 5 years for 3-year property, 8 years for 5-year
property, and 15 years for 10-year property. Cost recovery allow-
ances are determined over the appropriate recovery period by ap-
plying prescribed percentages to the unadjusted basis of the proper-
ty (as reduced for investment credits in accordance with the basis
adjustment rules provided by the Act). These percentages, which
are based on the use of a half-year convention in the first recovery
year, the 150-percent declining balance method in early recovery
years and the straight-line method in the remaining recovery
years, are as follows:



59

purposes of determining the order in which credits may be used,
the portion of the credit earned but not allowable in the first tax-
able year is treated as an unused credit carried over from the first

taxable year. Thus, in the taxable year it is first allowable, this
portion carried over is applied against the investment credit tax li-

ability limitation before credits earned for that year.

Maximum interest rate

The Act generally reduces the maximum rate of interest allowed
on obligations of the lessor (or a person related to the lessor) to the
lessee (or a person related to the lessee) in a safe-harbor sale-lease-

back. For the purpose of determining the lessor's interest deduc-
tions from the agreement, this rate of interest cannot exceed the
interest rate applicable to underpayments and overpayments of tax
at the time the agreement was entered into. This interest rate limi-

tation does not apply to a safe-harbor lease where there is no lessee
financing. For purposes of this provision, the definition of a related
person is the same as under section 168(e)(4)(D).

Related person transactions

The Act also prevents the lessee from entering into a safe-harbor
lease with a related person. For this purpose, persons are related if

they are part of an affiliated group as defined in section 1504, even
if the persons are not "includible corporations" (as defined in
section 1504(b)) and even though the group does not file a consoli-
dated return.

ITC strip

The Act allows safe-harbor lease treatment for transactions re-

ferred to as lease-leasebacks or ITC strips entered into before
October 20, 1981, which is the date Treasury issued its temporary
regulations dealing with the safe-harbor provisions. An ITC strip is

intended to permit the lessee to transfer the investment credit
only. The Act does not alter the ability of the parties to structure a
lease outside of the safe harbor so that the lessee retains the
investment credit and the lessor the depreciation deductions (sec.

48(d)).

Closely held lessors

In general, the Act provides that under certain circumstances a
closely held lessor will be considered at risk under section 465 with
respect to qualified leased property for which a safe-harbor election
is in effect in an amount equal to the at-risk investment of the
lessee. If the lessee is not a person described in section 465(a)(1),

and thus not a person subject to the at-risk limits, the closely held
lessor will be considered fully at-risk. The provision applies only if

the lessee would, without regard to the safe harbor rules, be consid-
ered the owner of the property.
Because a taxpayer's at-risk amount for purposes of the limita-

tion on investment credits under section 46(c)(8) generally is the
taxpayer's at-risk amount under section 465(b), the provision af-

fects the at-risk limit on both losses and credits.

The provision does not apply to a corporation, the principal func-
tion of which is the performance of services in the field of health,
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law, engineering, architecture, accounting, actuarial science, per-

forming arts, athletics, or consulting.

Effective dates for safe harbor lease provisions

General rule

The modifications to the safe-harbor lease rules, in general,
apply if either the lease is entered into or the property is placed in

service after July 1, 1982. For this purpose (and for purposes of the
transitional rules described below), the property is considered
placed in service when placed in a state of readiness and availabil-

ity for a specifically assigned function, whether in a trade or busi-

ness, in the production of income, in a tax-exempt activity, or in a
personal activity ("actual placed-in-service rule").*

Anti-abuse rules

The limitation on a lessee's percentage depletion deductions and
the limitation on related party transactions apply to leases entered
into after February 19, 1982.

Closely held lessors

The provision relating to the at-risk limits on closely held lessors

generally applies to property placed in service after September 3,

1982, the date of enactment. The provision applies even if the prop-
erty is otherwise excluded from the safe-harbor lease changes be-

cause it is transitional safe-harbor lease property (described below)
or it is a mass commuting vehicle covered by a transitional rule. In

addition, the provision applies to property placed in service on or
before September 3, 1982,^ if the lessor with respect to the property
first becomes a closely-held corporation after September 3, 1982.

For purposes of applying the effective date for this provision, prop-
erty is considered placed in service no earlier than when the par-
ties enter into the lease agreement ("deemed placed-in-service
rule").3

Transitional safe-harbor lease property

General rule.—The modifications made by the Act do not apply
to transitional safe-harbor lease property. In general, transitional
safe-harbor lease property is property placed in service before Jan-
uary 1, 1983, if after December 31, 1980, and before July 2, 1982, (1)

the lessee entered into a binding contract to acquire or construct
the property, (2) the property was acquired by the lessee or (3) con-
struction was commenced by or for the lessee.

A contract that limits damages to a specified amount (e.g., by a
liquidated damages clause) is not considered binding unless the
lessee may be liable for damages in an amount equal to at least 5

percent of the cost of the property.

' See Treas. Reg. § 1.46-3(d)(lKi). (2).

^The Technical Corrections Act of 1982 added language to clarify that the provision applies
even if the property is placed in service before July 1, 1982, the general effective date.

^ This deemed placed-in-service rule generally applies for safe-harbor leases for all purposes of
the Internal Revenue Code. The at-risk effective date rule is contained in a Code provision,

unlike the general effective date and transitional rules, which are non-Code statutory provi-

sions. Thus, the deemed placed-in-service rule applies, rather than the actual placed-in-service
rule applicable to the general effective date and transitional rules.
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For the transitional rule, the actual placed-in-service date (de-

scribed above) applies.

In addition to property that meets this general rule, transitional

safe-harbor lease property includes property described under one of

the categories described below.

Aircraft.—Transitional safe-harbor lease property includes com-
mercial passenger aircraft (other than helicopters) placed in service

before January 1, 1984, if after June 25, 1981, and before February
20, 1982, either (1) the property was acquired by the lessee or con-

struction was commenced by or for the lessee.

For this purpose, construction is considered to have commenced
if construction or reconstruction of a subassembly was commenced
or the stub wing join occurred. Construction of a subassembly
means the joining of two or more separate parts to form an assem-
bly by welding, riveting, bolting, or by other standard fastening
methods in airframe or engine manufacturing procedures, includ-

ing but not limited to bonding of fiberglass or graphite composites.
Subassemblies may be built singly or in lot increments. The stub
wing join occurs when the center wing section of the aircraft is

joined with the right- and left-hand wings.
Auto manufacturing property.—Transitional safe-harbor lease

property includes certain automobile manufacturing property
placed in service before July 1, 1982, and leased before August 15,

1982.^ In addition, it includes automobile manufacturing property
that would meet the requirements of the general transitional rule

above if October 1, 1983, were substituted for the January 1, 1983,

placed-in-service date.

Steel.—Transitional safe-harbor lease property includes property
used by the taxpayer directly in connection with the trade or busi-

ness of the manufacture or production of steel that would meet the
requirements of the general transitional rule if January 1, 1984,

were substituted for the January 1, 1983, placed-in-service date.

Property that is not used directly in connection with the produc-
tion or manufacture of steel does not qualify for this rule.

Boilers and turbines of rural electric cooperatives.—Transitional
safe-harbor lease property includes turbines and boilers of certain
cooperative organizations. Congress intended that this provision
apply only to cooperative organizations engaged in furnishing elec-

tric energy to persons in rural areas. ^ To qualify, the property
must be property that would be transitional safe-harbor lease prop-
erty by substituting July 1, 1983, for the January 1, 1983, placed-in-

service date. For purposes of determining under this rule whether
a boiler or turbine would be transitional safe-harbor lease property,
the property will be considered acquired during the period between

** The Technical Corrections Act of 1982 clarifies the type of property eligible under the provi-
sion by referring to property used principally by the taxpayer directly in connection with the
trade or business of manufacturing automobiles or light-duty trucks, and which is equipment,
machinery, or tools of the type included in the former ADR classification for motor vehicles (in-

cluding property owned by an automobile manufacturer and used by a vendor solely for the pro-

duction of component parts to be sold to such manufacturer for inclusion in the finished auto-
mobiles or trucks.

^ The Technical Corrections Act of 1982 add language which explicitly states that coop)eratives
to which the provision applies must be engaged in the furnishing of electric energy to persons in

rural are£is.
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December 31, 1980, and July 2, 1982, if at least 20 percent of the

cost of such property was paid during that period.

Property-by-property determination.—The transitional rules are

applied for each separate item of property. For example, construc-

tion of a machine that will be placed in service in a plant com-
mences when physical work on that machine begins. Commence-
ment of construction of the machine is not considered to be com-
mencement of construction of any other property in the plant. Sim-

ilarly, the transitional rules regarding acquisitions and binding

contracts apply for each separate unit of property.

Definition of construction.—For purposes of the transitional

rules, construction is considered to have commenced when physical

work on construction of the property commences. Physical work
does not include planning, research, design, engineering studies, se-

curing financing, test drilling, or any other activity that does not

involve physical work. Clearing land for a separate item of proper-

ty constitutes commencement of physical work on construction for

that property.

Mass commuting vehicles

In general, the modifications to the safe-harbor lease provisions

do not apply to mass commuting vehicles placed in service before

January 1, 1988.

In addition, these modifications do not apply to a mass commut-
ing vehicle placed in service after December 31, 1987, if (1) the

property was not placed in service before January 1, 1988, solely

because of conditions that are not within the control of the lessor

or lessee, and (2) the property was placed in service pursuant to a

binding contract or commitment entered into before April 1, 1983.

For purposes of the transitional rule, a binding commitment in-

cludes bids that have been accepted by the transit system but that

may be challenged by third parties. Change orders that do not

affect the substance of a contract or commitment are permitted.

Under an exception to the general rule that the modifications to

the safe-harbor lease provisions do not apply to mass commuting
vehicles that meet one of the requirements described above, the

lessor cap on tax liability imposed by the Act applies to a mass
commuting vehicle that is not also transitional safe-harbor lease

property as described above.''

Repeal

The Act repeals the safe-harbor lease provisions for leases (other

than for leases covered by a transitional rule) entered into after

December 31, 1983.

« Pursuant to the Technical Corrections Act of 1982, the provision relating to at-risk limits on

closely-held lessors applies to mass commuting vehicles covered by this transitional rule if the

effective date requirements of the at-risk change described above are met.



-b. Changes to non-safe harbor leasing rules

Overview

Beginning in 1984, after the repeal of safe-harbor leasing, the
Act liberalizes the non-safe harbor lease rules for a new category of

property referred to as finance lease property. In addition to the
changes with respect to finance lease property, the Act modifies
the non-safe harbor lease rules for all property by permitting a 3-

month window period to apply in determining whether property is

new property in the hands of the lessor.

These rules generally apply to leases entered into after Decem-
ber 31, 1983. However, the finance lease rules apply to leases en-

tered into after July 1, 1982, for up to $150,000 of a lessee's farm
property.

The Act also prevents the IRS from retroactively denying lease

treatment to motor vehicle leases that contain terminal rental ad-

justment clauses, provided that the property is used for business
purposes and is not financed with nonrecourse debt.

Finance leases

Under the non-safe harbor lease rules for finance lease property,
the fact that the lessee has a 10-percent fixed price purchase option
or that the property is limited use property shall not be taken into
account in determining whether the agreement is a lease.

A 10-percent fixed price purchase option means an option of the
lessee (i.e., a call option) to purchase the property at the end of the
lease for an amount fixed at the beginning of the lease at an
amount that is not less than 10 percent of the original cost of the
property to the lessor. Limited use property is property readily
usable only by the lessee.

For 1984 and 1985, a lessor cap, a lessee cap, and an ITC spread
(similar to limitations imposed on safe-harbor leases under the Act)
apply for finance lease property.
No election of finance lease treatment is required for qualified

agreements with respect to finance lease property. However, if the
agreement is not a qualified agreement or the property is not fi-

nance lease property, the treatment of the transaction is deter-
mined under prior law without regard to these provisions of the
Act.

In general, the finance lease provisions apply to leases entered
into after December 31, 1983. However, the finance lease provisions
apply after July 1, 1982, for leases of up to $150,000 of a lessee's

farm property.

Finance lease property

In general, finance lease property is recovery property (as de-

fined in section 168(c)) that is subject to a qualified agreement (de-

(63)
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scribed below) and that meets the requirements imposed in the fol-

lowing two situations.

First, for a transaction other than a sale-leaseback, finance lease
property must be new section 38 property placed in service by the
lessor and leased within 3 months after the lessor placed the prop-
erty in service. To be new section 38 property, the original use of
the property must commence with the lessor.

Second, in a sale-leaseback transaction, finance lease property
must be new section 38 property when acquired by the lessee. The
sale and leaseback must occur within 3 months after the lessee

placed the property in service. The adjusted basis to the lessor

must not exceed the adjusted basis to the lessee.

For purposes of determining whether property is finance lease
property, the term "placed in service" generally means the time
when the property is placed in a state of readiness and availability

for a specifically assigned function, whether in a trade or business
in the production of income, in a tax-exempt activity or in a per-

sonal activity (actual placed-in-service rule).''

Property excluded from the safe-harbor lease provisions (as re-

vised by the Act) is also excluded from the finance lease provisions.
For example, finance lease property does not include public utility

property (as defined in section 167(1)(3)(A)), or property used by
former tax-exempt organizations (other than property used in an
unrelated trade or business the income from which is subject to tax
under section 511 or property used by a farmer's cooperative de-

scribed in section 521). Unlike the safe-harbor lease provisions,

mass commuting vehicles are ineligible for finance lease treatment.

Qualified agreement

To be finance lease property, the property must be subject to an
agreement characterized by the parties as a lease for Federal
income tax purposes although no election is required. The lessor

under the agreement must be a corporation, partnership of corpo-

rations, or a grantor trust all beneficiaries of which are corpora-
tions. The agreement must either contain a 10-percent fixed price

purchase option or apply with respect to limited use property, or
both.

The agreement must be a lease determined without taking into

account the fact that it contains a fixed price purchase option or

that the property is limited use property. Thus, the transaction
must have economic substance independent of tax benefits. The
lessor must reasonably expect to derive a profit independent of tax
benefits. In addition, the transaction must not (without taking into

account the fact the agreement contains a fixed price purchase
option or that the property is limited use property) otherwise be
considered a financing arrangement or conditional sale.

'See. Treas. Reg. § 1 4()-,'i(d){l Kill, 2 However, for all other purposes of the Internal Revenue
Code (such as determining whether the prop>erty is new property for investment credit purposes
or for determining the time when depreciation and investment credit may be claimed) finance
lease property is considered placed in service not earlier than when it is used under the lease

("deemed placed-in-service rule"). (Sec. 168(f) (8) (B) (vii) (III)).
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Investment tax credit spread

The Act provides that only 20 percent of an investment credit
earned for property subject to a finance lease is allowable in the
first taxable year, and 20 percent of the credit is allowable in each
of the four succeeding years. This provision operates in the same
way as the provision relating to the 5-year spread of investment
credits for safe-harbor lease property. The provision does not apply
to property placed in service after September 30, 1985.

Lessor cap on current tax liability

The Act provides a 50-percent limit on the amount by which a
lessor can reduce its income tax liability (including any liability

under the add-on minimum tax) through finance leasing in taxable
years ending after December 31, 1983 (lessor cap). Under these
limitations, a lessor's tax liability is the greater of (1) 50 percent of
the liability computed without regard to rental income, deductions
and investment credits taken into account for the taxable year pur-
suant to a finance lease (finance lease items), or (2) the taxpayer's
liability computed with regard to those finance lease items. Under
regulations prescribed by the Secretary, safe-harbor lease items are
taken into account in applying this limit such that the combined
effects of safe-harbor leasing and finance leasing do not reduce a
lessor's tax liability by more than 50 percent.
When tax liability is determined by operation of the 50-percent

limitation, deductions or credits from finance leases are not allow-
able in the current taxable year to the extent they reduce the les-

sor's tax liability below the proper amount of tax determined under
the lessor cap. Such deductions or credits may be carried forward,
and shall be treated as allocable to finance lease property in the
taxable year to which they are carried. The Secretary shall pre-
scribe regulations for determining what deductions or credits are
allowable in the current year and what deductions or credits must
be carried forward.

This 50-percent limitation does not apply to property placed in
service after September 30, 1985, in taxable years beginning after
that date.

Lessee limitations

Lessee cap on amount of eligible property.—The Act imposes a 40-

percent limit on the amount of a lessee's "qualified base property"
that may be treated as finance lease property during any calendar
year. Qualified base property for this purpose means property
placed in service during the calendar year that falls within any one
of the following mutually exclusive categories of property: (1) new
section 38 property that is considered to be owned by the lessee; (2)

finance lease property leased to the lessee; or (3) designated leased
property leased to the lessee. Designated leased property generally
has the same meaning given that term in the lessee cap applicable
to safe-harbor leases under the Act. Thus, in general, designated
leased property means new section 38 property that is considered
to be owned by the lessor (without regard to the finance lease pro-
visions) and leased for a term that is more than 50 percent of the
ADR midpoint life of the property (or, more than 50 percent of the
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recovery period of the property if it has no ADR Ufe). The lessee
cap does not apply for property placed in service after calendar
year 1985.

Limitation on lessee's percentage depletion.—The Act limits the
ability of a lessee to increase its percentage depletion through the
use of finance leasing. The lessee must compute its 50-precent and
65-percent taxable income limitations on percentage depletion de-
ductions as if it were the owner of the property. Thus, for this pur-
pose, the lessee must take into account ACRS deductions for the
property and must disregard lease rentals. In computing the imput-
ed ACRS deductions for the property, the lessee must use the regu-
lar ACRS deductions set forth in section 168(b)(1).

Related party transactions

The finance lease rules do not apply to transactions between re-

lated persons. For this purpose, persons are related if they are part
of an affiliated group as defined in section 1504 even if the persons
are not includible corporations (as defined in section 1504(b)) and
even through the group does not file a consolidated return.

Farm finance leases

The finance lease provisions apply after July 1, 1982, for leases of
up to $150,000 of a lessee's farm property. To be eligible, the cost

basis of the property subject to the agreement must not, when
added to the cost basis of farm property subject to a finance lease
agreement entered into earlier in the taxable year by the lessee (or

a related person), exceed $150,000.

For example, if a lessee buys two tractors each for $100,000, fi-

nance lease treatment is available only for the first tractor placed
in service. Because the cost of the second tractor when added to the
cost of the first tractor exceeds $150,000, no portion of the cost of
the second tractor is eligible for finance lease treatment.
For this purpose, the definition of a related person in section

168(e)(4)(D) applies, except that an individual is not considered re-

lated to the lessee if the property is used in a trade or business of
farming that is separate from the trade or business of farming of
the lessee.

Other non-safe harbor lease rules unaffected

Except for the provision described below permitting a 3-month
window for all leases, the Act does not affect the treatment of non-
safe harbor leases that do not involve finance lease property. For
example, a lease agreement that does not contain a fixed price pur-
chase option and that does not involve limited use property is not
subject to the lessor cap, lessee cap, or ITC spread imposed on a
lease of finance lease property. Similarly, the treatment of an
agreement that contains a fixed price purchase option but that
does not otherwise meet the requirements for a qualified agree-
ment (and the treatment of an agreement that does not apply to

finance lease property) will be determined without regard to the
provisions of the Act.
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3-month window

In determining whether section 38 property subject to a lease is

new section 38 property for purposes of the investment credit, the
Act provides that the property is considered originally placed in

service not earlier than the time it is used under the lease, if

leased within 3 months after the actual place-in-service date as
described above.

Terminal rental adjustment clauses

The Act prevents the IRS from retroactively denying lease treat-

ment for certain motor vehicle leases, including leases of trailers,

by reason of the fact that those leases contain terminal rental ad-
justment clauses that require or permit the rent to be adjusted
upward or downward by reference to an amount realized by the
lessor upon sale or other disposition of the property. The Act does
not address the legal effect of these clauses and does not prevent
the Treasury from issuing regulations on a prospective basis ad-
dressing the legal effect of these clauses.

The provisions of the Act regarding terminal rental adjustment
clauses apply only to operating leases in which the lessee uses the
property for business, as opposed to personal, purposes. For this

purpose, a lease is an operating lease if the lessor acquires the
property with cash or recourse indebtedness. Thus, the provision
does not apply to leveraged leases financed with nonrecourse debt.

Effective dates for non-safe harbor leasing provisions

The finance lease provisions generally apply to leases entered
into after December 31, 1983. However, for farm finance leases of

up to $150,000, the provisions apply for leases entered into after

July 1, 1982.

The provision permitting a 3-month window for all leases applies
to property placed in service after December 31, 1983.

The provision relating to motor vehicle leases applies to any
open taxable years.

Revenue Effect

The leasing provisions are expected to increase fiscal year budget
receipts by $1,036 million in 1983, $2,649 million in 1984, $4,252
million in 1985, $5,496 million in 1986, and $7,000 million in 1987.



7. Foreign Tax Provisions

a. Limitation on credit for foreign income taxes imposed on for-

eign oil extraction income and current taxation of foreign oil-

related income (sees. 211 and 212 of the Act and sees. 904, 907
and 954 of the Code) *

Prior Law

Foreign tax credit

The foreign tax credit was enacted to prevent U.S. taxpayers
from being taxed twice on their foreign income—once by the for-

eign country where the income is earned and again by the United
States as part of the taxpayer's worldwide income. The foreign tax
credit is intended to allow U.S. taxpayers to offset the U.S. tax on
their foreign income by the income taxes paid to a foreign country.
Foreign tax credits may not be used to offset U.S. tax on domestic
income.
The credit is available only with respect to foreign income, war

profits, or excess profits taxes and certain "in lieu of taxes (for

ease of reference, referred to generally as foreign income taxes).

Other taxes paid by the taxpayer are generally not creditable but
are treated only as deductible expenses.^
A fundamental premise of the foreign tax credit is that it should

not offset the U.S. tax on U.S. source income. Accordingly, the com-
putation of the foreign tax credit provides for a limitation to

ensure that the credit offsets the U.S. tax on only the taxpayers'
foreign income. The limitation operates by prorating the taxpayer's
total U.S. tax liability before foreign tax credits ("pre-credit U.S.
tax") between his U.S. and foreign source taxable income. The limi-

tation is determined by using a simple ratio of foreign source tax-

able income divided by total worldwide taxable income. The result-

ing fraction is multiplied by the total pre-credit U.S. tax to estab-

lish the amount of U.S. taxes that, absent a foreign tax credit,

would be paid on the foreign income and, thus, the upper limit on
the foreign tax credit.

Prior law provided that a taxpayer was to compute the foreign
tax credit limitation on a worldwide basis separately for his foreign

• For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sees. 216 and 217; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), pp. 146-154; H.
Rep. No. 97-760 (August 17, 1982), pp. 501-503; H. Cbn. Res. 398, 128 Cong. Rec. H6636 (daily ed.

August 19, 1982). Also, see H.R. 6056, House floor amendments, 128 Cong. Rec. H9600-9604 (De-
cember 13, 1982); H. Rep. No. 97-986 (December 21, 1982), p. 28 (Joint Explanatory Statement of
the Committee of Conference).

' No inference should be drawn from the Act, its legislative history, or this explanation that
Congress agrees or disagrees that any particular pajrments to foreign governments are prop)erly
treated as income taxes.

(68)



69

oil-related income. ^ Thus, foreign taxes paid on the taxpayer's for-

eign oil-related income could not offset his U.S. tax on his other
income and vice versa. A similar rule is applied with regard to cer-

tain interest income and DISC dividends. In general, the foreign
tax credit limitation must be computed separately for passive inter-

est income and for dividends from a DISC.
An additional special limitation is placed on foreign income taxes

on income from oil and gas extraction (section 907, added to the
Code in 1975 and later amended). Under this special limitation,

amounts claimed as taxes paid on foreign oil and gas extraction
income of a U.S. company qualify as creditable taxes (if they other-
wise so qualify) only to the extent they do not exceed 46 percent
(the highest U.S. corporate tax rate) of such extraction income.^
Foreign taxes paid in excess of that amount on such income are, in
general, neither creditable nor deductible. However, a foreign tax
credit carryover or carryback was allowed for excess extraction
taxes paid to the extent of 2 percent of foreign oil extraction
income.
The taxpayer's foreign extraction income is generally the sum

total of the taxpayer's income and loss from worldwide foreign ex-
traction operations. However, under prior law, if the extraction ac-

tivities and the sales of extraction assets in any single country re-

sulted in a net loss for any year, the loss from that country was not
taken into account in the computation of the foreign oil extraction
income for the year. This special rule was referred to as the "per-
country extraction loss rule" (sec. 907(c)(4)). It had the effect of in-

creasing a taxpayer's oil and gas extraction tax limitation by 46
percent of the nonincluded loss, which in turn generally increased
the amount of oil and gas extraction taxes that the taxpayer could
treat as creditable taxes. The per-country extraction loss was in-

cluded, however, in computing the taxpayer's overall foreign tax
credit limitation for foreign oil-related income for the year.
The effect of the per-country extraction loss rule was to allow a

company to use foreign oil extraction tax credits not only against
foreign extraction income, but also, in certain cases, against low-
taxed non-extraction foreign oil-related trading, refining or ship-
ping income. This occurred because foreign oil extraction income
was not computed on a worldwide basis where there was a net loss

in any country. To illustrate, if a company's extraction activities

had generated $300 income in country A on which it had paid $138
of foreign income tax, and a $100 loss in country B, it would have
had net income of $200 from those foreign extraction activities on

^The term "foreign oil-related income" included the income derived from sources outside the
United States and its possessions from the extraction (by the taxpayer or any other person) of
minerals from oil or gas wells, the processing of these minerals into their primary products, and
the transportation, distribution, and sale of these minerals or primary products. The term also
included income from the sale or exchange of assets used in these activities. Finally, the term
included certain other income indirectly derived from these activities: in general, dividends (in-

cluding deemed dividends under subpart F) and interest from foreign corporations in which the
taxpayer had a 10-p>ercent stock interest, foreign source dividends from a U.S. corpK)ration, and
the taxpayer's distributive share of the income of partnerships, to the extent the dividends, in-

terest, or distributive share was attributable to foreign oil-related income of the intermediate
corpKjration or partnership.

^ For purposes of this limitation, "foreign oil and gas extraction income" is the foreign source
taxable income from extraction of minerals from oil and gas wells or from the sale of extraction
assets. The term also includes certain other indirect income derived from these activities.



70

which it would have paid $92 of U.S. tax (at a 46-percent rate)

before the foreign tax credit. However, because the $100 loss would
not have been taken into account in computing the 46-percent ex-
traction limitation under prior law, the company could have been
entitled to claim oil tax credits of $138 (46 percent of $300)—using
$92 in credits against the U.S. tax on the net extraction income
and the $46 excess credits against other oil-related income. The use
of $46 of extraction tax credits to reduce U.S. tax on other oil relat-

ed income was generated only as a result of the per-country extrac-
tion loss rule.

If a taxpayer sustains an overall foreign loss in any taxable year,
the taxpayer in succeeding taxable years must generally treat for-

eign source taxable income as U.S. source income in an amount
which is equal to the lesser of (1) the remaining balance of the
overall foreign loss, or (2) 50% of the taxpayer's taxable income
from foreign sources for the succeeding taxable year in question.
(Section 904(f), added to the Code in 1976.) The overall foreign loss

had to be determined separately for foreign oil and non-oil related
income.

Subpart F income

The United States subjects to tax the worldwide income of any
corporation organized under the laws of the United States. Howev-
er, foreign corporations (even those that are subsidiaries of U.S.
companies) generally are taxed by the United States only to the
extent they earn income from a business in the United States or
derive investment income here. As a result, the United States usu-
ally does not impose a tax on the foreign source income of a foreign
corporation even though it is owned or controlled by U.S. persons.
Instead, the foreign source earnings of a foreign corporation gener-
ally are subject to U.S. income taxes only when and if they are ac-

tually remitted to U.S. shareholders as dividends. The tax in this

case is imposed on the U.S. shareholder and not the foreign corpo-
ration. U.S. tax on the dividend income may be offset by foreign
tax credits.

An exception to the general rule is provided for certain "tax
haven" base company type activities of controlled foreign corpora-
tions (sec. 951). These are foreign corporations more than 50 per-
cent of the stock of which is owned by U.S. shareholders each of
which owns at least 10 percent of the corporation's stock. The U.S.
shareholders of these corporations are taxed under the subpart F
provisions of the Code. Under these provisions, certain earnings
and profits of the controlled foreign corporation ("subpart F
income") are deemed to be distributed to the U.S. shareholders,
and are subject to taxation currently whether or not the share-
holders actually receive the income in the form of a dividend.
There were five categories of subpart F income taxed currently

to U.S. shareholders of controlled foreign corporations: (1) income
from the insurance of U.S. risks; (2) passive investment income
such as dividends, interest, royalties, and rents; (3) sales income
earned by the foreign subsidiary on the sale of property purchased
from, or sold to, a related company if the property was neither
manufactured in nor sold for use in the country in which the sub-
sidiary is incorporated; (4) income from services performed for or
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on behalf of a related person by the foreign subsidiary outside of

the country in which it is incorporated; and (5) shipping income
earned by a foreign subsidiary outside of the country in which it is

incorporated, if that income is not reinvested in shipping assets.

Reasons for Change

Foreign tax credit

The Code has been amended in recent years to restrict further

the foreign tax credit limitation in cases where the amount of for-

eign source income could be manipulated for tax purposes and in

cases where certain types of income often bear a rate of tax which
is abnormally high or in excess of rates on other types of income."*

These further limitations segregate different types of income, such

as certain passive interest income or oil-related income, and at-

tempt to permit foreign taxes on only the segregated type of

income to be credited against U.S. tax on that type of income.

Taxes on foreign oil and gas extraction income, under one of these

rules, are generally intended to be creditable only against U.S. tax

on foreign oil and gas extraction income, and not against U.S. tax

on low-taxed, non-extraction trading, refining, shipping or non-oil-

related income.
Congress concluded that the special per country extraction loss

rule prevented the effective application of the special rule segregat-

ing oil and gas extraction income. By allowing extraction losses in-

curred in one country not to offset extraction income in another,

creditable extraction taxes were overstated. This overstatement

permitted foreign taxes on extraction income to offset U.S. tax on
foreign income from non-extraction sources, contrary to the gener-

al goal of segregating oil and gas extraction income and taxes.

Accordingly, Congress believed it appropriate to repeal the spe-

cial per country extraction loss rule in order to limit the amount of

creditable extraction taxes to no more than the taxpayer's U.S. tax

on extraction income. In this manner Congress intended to assure

that high-rate foreign taxes on extraction income could not be used

to offset U.S. tax liability on other foreign source income subject to

a low rate of foreign tax.

Congress believed that the separate foreign tax credit limitation

for foreign oil related income was no longer necessary. The purpose

of that separate limitation was to prevent the use of excess credits

from foreign oil related income against taxes on other kinds of

income. The limits imposed by the Act on the use of excess credits

from foreign oil related income remove the opportunities for use of

* When U.S. oil companies began operations in a number of major oil exporting countries,

they paid only a royalty for the oil extracted since there was generally no applicable income tax

in those countries. However, in part because of the benefit to the oil companies of imposing an
income tax, as opposed to a royalty, those countries have adopted taxes applicable to extraction

income and have labeled them income taxes. Moreover, because of this relative advantage to the

oil companies of paying income taxes rather than royalties, many oil-producing nations in the

post-World II era have tended to increase their revenues from oil extraction by increasing their

taxes on U.S. oil companies.
As the result of these increases in the effective tax rate, many oil-producing countries now

impose taxes on oil income at effective rates as high as 80 percent or more, while the charges

designated as royalties are imposed at relatively low rates (usually 20 percent or less) as com-

pared to the generally applicable income taxes paid to those countries.
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such credits against taxes on other kinds of income. Therefore,
Congress repealed that separate Hmitation.
Congress beUeved it appropriate to permit overall extraction

losses in excess of overall extraction income to offset other income.
However, Congress also believed it appropriate to, in effect, recap-

ture these losses so that timing differences would not prevent effec-

tive application of the special extraction tax limitation.

Subpart F income

In addition to extraction income, multinational oil companies
earn significant revenues from so-called downstream activities such
as the transportation, shipping, refining, trading and retail sale of

petroleum. Prior to 1975, the multinational oil companies had un-
fettered discretion to offset tax on their downstream income (often

earned in low tax countries) with credits from high extraction

taxes. In addition, they were able to use foreign losses to offset U.S.

income.
Even with the changes made in 1975 and succeeding years that

limited the opportunity to use excess credits to shelter non-extrac-

tion income, multinational oil companies had paid relatively little

U.S. tax on their foreign operations. In part, this was due to the
special per country extraction loss rule, which provided that in

computing the 46-percent limitation on extraction taxes, extraction

losses were not taken into account if they arose in a country for

which the taxpayer had a net extraction loss for the year, and
which this Act repeals (section 907(c)(4)). When the downstream ac-

tivities were conducted in a foreign subsidiary, however, U.S. tax
generally could be avoided even if foreign income taxes were not

sufficient to shelter all of the foreign income, since income of a

U.S.-controlled foreign subsidiary was not subject to U.S. tax until

that income was paid to its shareholders. Also, because of the fun-

gible nature of oil and because of the complex structures involved,

oil income is particularly suited to tax haven type operations. In

addition, because oil is fungible, downstream income can be manip-
ulated—directly, if the taxpayer produced the oil, or indirectly,

through swapping or similar practices. Therefore, Congress did not
limit Subpart F treatment to oil income associated with oil produced
by the taxpayer.

The net result has been that the petroleum companies have paid

little or no U.S. tax on their foreign subsidiaries' operations despite

their extremely high revenue. Congress believed that all integrated

oil companies should pay U.S. tax on foreign oil related income
earned in countries with taxes on that income below the U.S. rate.

Accordingly, the Act applies the present law anti-tax haven provi-

sions (subpart F) to tax currently certain low taxed foreign oil re-

lated income earned by foreign corporations controlled by U.S. per-

sons. Congress recognized that international shipping, because it is

highly competitive and is generally not taxed by other countries,

presents special problems. Accordingly, Congress decided that the

tax treatment of that income should not be changed without fur-

ther study.
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Explanation of Provisions

Repeal of the per-country extraction loss rule

The Act repeals the special per-country extraction loss rule. Ac-

cordingly, when a taxpayer has a net extraction loss from a coun-

try for a year, the loss from that country will be taken into account

in the computation of the foreign oil extraction income of the tax-

payer for the year. For example, if a company's extraction activi-

ties generated $300 income in country A, on which it paid $138 of

foreign income tax, and a $100 loss in country B, it will have net

income of $200 from those foreign extraction activities on which it

would pay $92 of U.S. tax (at a 46 percent rate) before the foreign

tax credit. Because the $100 loss would be taken into account in

computing the 46 percent extraction limitation, the company would
be entitled to claim oil tax credits of up to only $92 (46 percent of

$200). Therefore, the taxpayer would use $92 in credits against U.S.

tax on net extraction income and could not use any excess extrac-

tion credits against other income.
The present law definition of the term "foreign oil and gas ex-

traction income" for purposes of the special foreign tax credit limi-

tation is retained.

The Act provides that in cases where a taxpayer has an overall

foreign extraction loss in a year that reduces nonextraction

income, the loss is, in effect, to be recaptured in a subsequent year

in which the taxpayer has overall foreign oil and gas extraction

income. The recapture provision operates in substantially the same
fashion as the overall foreign loss recapture provision in the Code
(sec. 904(f)).

The loss recapture is accomplished by recharacterizing a portion

of the foreign oil and gas extraction income earned in later years

as foreign-source income that is not oil and gas extraction income.

The amount of the foreign extraction income which is to be rechar-

acterized as nonextraction income is equal to the amount of the ex-

traction losses from prior post-1982 years, but only to the extent

that the losses have not been recharacterized in such prior years.

Recharacterization is to occur even though the taxpayer obtained

no tax benefit from the loss.

For the purposes of this recapture provision, the term "overall

foreign extraction loss" means the amount by which the taxpayer's

(or in the case of an affiliated group filing a consolidated return,

the group's) gross income from activities giving rise to foreign oil

and gas extraction income is exceeded by the sum of the expenses,

losses, and other deductions properly apportioned or allocated to

that income and a ratable part of any expenses, losses or other de-

ductions which cannot definitely be allocated to some item or class

of gross income (under sec. 862(b) or 863 of the Code). If no overall

foreign extraction loss has been sustained in the case of an affili-

ated group of corporations filing a consolidated return, then no
such loss is subject to recapture under this provision even if a
member of the group had an extraction loss and the mernber is

subsequently sold or otherwise leaves the group. In computing the

amount of the foreign extraction loss, the net operating loss deduc-

tion (under sec. 172(a)) is not to be taken into account. In addition,

foreign expropriation losses (as defined in sec. 172(h)(1) of the Code)
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or an extraction loss which arises from fire, storm, shipwreck, or
other casualty, or from theft (to the extent the loss is not compen-
sated for by insurance or otherwise) are not subject to the recap-
ture provision. A taxpayer is to be treated as sustaining a foreign
extraction loss whether or not he claims a foreign tax credit for the
year of the loss.

In cases where the taxpayer realizes an overall foreign loss, part
or all of which is a foreign extraction loss, both the overall foreign
loss recapture rule and the extraction loss recapture rule will

apply. For example, if a company has an overall foreign extraction
loss for a year of $100, $75 of other foreign income, and also $100 of
U.S. income, the extraction loss first offsets the $75 of other foreign
income and then offsets $25 of U.S. income. If in the subsequent
year that company has $100 of foreign oil extraction income the
prior year's overall foreign extraction loss would first recharacter-
ize $25 of income as U.S. source income (sec. 904(f)) and would then
recharacterize $75 of foreign oil extraction income as other foreign
income. However, any foreign taxes imposed on the income that is

recharacterized would not be recharacterized as anything other
than extraction taxes; that is, extraction taxes always retain their
character as extraction taxes.

The separate foreign tax credit limitation for oil and gas income
is repealed and the general foreign tax credit rules and the overall
limitation of the Code apply to oil and gas related income. The Act
contains, however, a special rule to prevent the immediate recap-
ture of non-oil related overall foreign losses. For this purpose, this

special rule maintains the distinction between non-oil related and
oil related overall foreign losses incurred in taxable years begin-
ning on or before January 1, 1983, and subject to recapture in tax-

able years beginning after December 31, 1982. However, in order to

assure that this special rule does not have an indefinite life, a pro-
vision to phase-in the recapture of any pre-1983 overall foreign
non-oil related losses over a period of 8 years (generally, at a rate
of 12y2% a year) has been included in the Act. This special rule
provides that in computing the recapture of an overall foreign non-
oil related loss incurred in a taxable year beginning before 1983,
the separate foreign tax credit limitation for non-oil related income
as in effect under prior law will generally apply. However, for pur-
poses of applying the foreign tax credit foreign loss recapture rules
with respect to taxes paid or accrued in a taxable year beginning
after December 31, 1982, an additional amount of pre-1983 non-oil
related losses (in addition to the full amount of such losses recap-
tured under the separate limitation rule by virtue of post-1982 non-
oil related income) will be recaptured. This additional amount shall

at least be equal to the lesser of: (1) an amount equal to 12V2% of
such pre-1983 overall foreign non-oil related loss multiplied by the
number of taxable years that have elapsed since December 31,

1982, but less the amounts (if any) previously recaptured under the
12 ¥2% rule; or (2) the taxpayer's taxable income from sources with-
out the United States that is not recaptured under the separate
limitation rule above.
The Technical Corrections Act of 1982, H.R. 6056, conforms the

treatment of pre-TEFRA foreign oil related losses to the treatment
of pre-TEFRA foreign non-oil related losses.Thus, it provides that a
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pre-TEFRA foreign loss from either of the two separate baskets
(the foreign oil related basket and the foreign non-oil related
basket) will be recaptured from post-TEFRA income from the other
basket will be in addition to (and not in lieu of) recapture of losses

ginning with the first taxable year beginning after December 81,

1982. Such recapture of losses against income from the other
basket willb e in addition to (and not in lieu of) recapture of losses

against income from the same basket.
While the Act limits substantially the foreign tax credit for taxes

paid to foreign countries with respect to foreign oil and gas extrac-
tion income, foreign tax credits are still permitted, subject to the
general rules and the overall limitation, for taxes paid with respect
to non-extraction oil related income.
Under the Act, any foreign income taxes otherwise creditable

under the Code which are paid or accrued to any foreign country
with respect to foreign oil related income generally will be credit-

able against U.S. income taxes. Under a grant of regulatory au-
thority, however, amounts are not creditable to the extent that the
Secretary determines that the foreign law that imposes the tax is

structured, or in fact operates, so that the amount imposed with re-

spect to foreign oil related income will in most cases be materially
greater than the amount generally imposed on income that is not
oil-related income. The amount not treated as a creditable tax
under this provision will be treated as a business expense. Accord-
ingly, the excess amount will be deductible for purposes of comput-
ing an appropriate level of foreign income tax and for U.S. tax pur-
poses.

In determining the amount of taxes which is creditable, the Sec-
retary will take into account the deemed foreign law deduction for

amounts treated as excess payments under the provision when he
recomputes the foreign tax paid. This is to assure that the rate of
foreign tax on the oil profits after the deduction will not exceed the
rate of tax generally imposed by the country on other income. This
amount must be computed by the use of simultaneous equations.
For example, assume a foreign country has a generally applica-

ble income tax of 40 percent but imposes an additional "tax" on oil

related income which results in a total of 55 percent. A company
earning $100 of oil related income on which it paid oil "taxes" of

$55 will, for purposes of computing the amount creditable as a for-

eign income tax, treat $25 of that payment as a deductible excess
payment, leaving U.S. taxable income and foreign law taxable
income for purposes of this computation of $75. The company will

be entitled to treat the remaining $30 of the foreign tax as a credit

against the $34.50 precredit U.S. tax on that $75 taxable income

—

leaving a net U.S. tax liability of $4.50. The amount of the foreign
tax allowed as a credit ($30) will be 40 percent (the generally appli-

cable tax rate of that country) of the $75 net taxable income from
that country.
The present law definition of foreign oil related income generally

is retained under the Act. However, foreign oil extraction income is

excluded and related services income is included.
The provision contains special rules for the carr^ uver of certain

oil taxes. These rules provide that credits available for carryover
from pre-enactment years to post-enactment years are calculated
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by applying the rules in effect before the date of enactment. That
is, the separate characterization of credits carried over to post-en-
actment years as oil-related or non-oil-related will be maintained. In
the post-enactment year, the oil-related credits carried forward
cannot be applied against the U.S. tax on non-oil-related income,
and non-oil related credits carried forward cannot be applied
against the U.S. tax on oil-related income. Thus, for example, in de-
termining the amount of the carryovers to be applied against post-

enactment taxes on income from post-enactment years, pre-enact-
ment oil-related taxes available for carryover cannot be applied
against taxes on income that would have been non-oil-related
income under prior law. A similar rule is provided to limit carry-
backs of taxes paid after 1982 to pre-enactment years.
The Act repeals the limitation (to 2 percent of foreign extraction

income) on carrybacks and carryovers of excess foreign oil and gas
extraction taxes. The 2 percent limitation (as well as the separate
oil related income limitation) remains in effect, however, for carry-
backs to taxable years beginning before January 1, 1983. Moreover,
taxpayers may not carry forward to taxable years beginning on or
after January 1, 1983, credits from taxable years beginning before
that date in excess of the current 2 percent limitation.

The taxpayer may not use any excess foreign oil and gas extrac-
tion taxes carried over from years beginning on or after January 1,

1983, to offset U.S. tax on any nonextraction income, but only to

offset U.S. tax on foreign oil and gas extraction income. Thus, these
taxes retain their character as extraction taxes in any year in

which they are deemed paid (sec. 904(c)).

Congress intended that the Department of the Treasury review
the impact and effect of the foreign oil and gas tax credit provi-

sions of the Act on multinational oil companies and report its con-
clusions to Congress by December 1, 1983.

Current taxation of foreign oil and gas related income of foreign
subsidiaries

The Act generally imposes current U.S. tax on foreign oil related
income earned by a controlled foreign corporation. This is accom-
plished by treating certain foreign oil related income as an addi-

tional category of foreign base company income currently included
in the U.S. shareholder's income under subpart F. This additional
category of income is called foreign base company oil related
income.
Foreign base company oil related income includes income derived

from sources outside the United States from the processing of min-
erals extracted (by the taxpayer or any other person) from oil or
gas wells into their primary products and the distribution of oil or

gas minerals or primary products. Income from the performance of

services related to oil and gas extraction or oil related activities is oil

related income if the person performing the services or a related
person is engaged in oil and gas extraction activities. Thus, for

example, income of a contract driller will not be foreign oil

related income (or extraction income). Services include, for exam-
ple, transportation of oil (other than foreign base company ship-

ping income), accounting or managerial services, or insuring oil ex-

traction or nonextraction assets. Foreign base company oil related
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income also includes the sale or exchange of an asset used by the
taxpayer in a trade or business encompassing one of these activi-

ties.

Foreign base company oil related income also includes dividends
and interest from a foreign corporation with respect to which taxes
are deemed paid by the taxpayer, dividends from a domestic corpo-
ration which are treated as income from sources without the
United States under the Internal Revenue Code, amounts with re-

spect to which taxes are deemed paid under the present subpart F
provisions of the Code, and the taxpayer's distributive share of the
income of partnerships. These amounts are treated as foreign oil

related income, however, only to the extent they are attributable to

foreign oil related income. In addition, interest from a foreign cor-

poration and dividends from a domestic corporation which are
treated as foreign source are foreign base company oil related
income to the extent attributable to foreign oil and gas extraction
income. Thus, such interest and dividends are oil related income
even though foreign oil and gas extraction income is not foreign
base company oil related income.

Consistent with the base company concept, two exceptions to cur-

rent taxation are provided. First, foreign oil related income derived
from sources within a foreign country in connection with oil or gas
which was extracted by anyone from an oil or gas well in that for-

eign country is not subject to the current taxation rules. For exam-
ple, income derived in a foreign country by a subsidiary from the
purchase and sale of oil extracted in that country is not treated as
subpart F income. However, income the subsidiary derives from the
purchase and sale in one country of oil extracted in a second coun-
try (for ultimate consumption in a third country) is subpart F
income. Thus, if a controlled foreign corporation has income from
refining in country A, and half of the income of the corporation is

from refining oil extracted by the corporation in country A and
half elsewhere, half of its income is not base company income.
Second, foreign oil related income derived from sources within a
foreign country in connection with oil, or gas, or a primary product
of oil or gas which is sold by that foreign corporation or by a relat-

ed person for use or consumption in that country is not subject to

the current taxation rules. Fuel transferred into the fuel tank of a
vessel or an aircraft (e.g., bunkers with respect to a vessel) for con-
sumption by such vessel or aircraft is considered to be consumed in

the country in which that transfer occurs.
In addition, the Act exempts the U.S. shareholder of a controlled

foreign corporation from current tax if neither the controlled for-

eign corporation nor any related person (as defined in subpart F)
has substantial foreign oil or gas extraction income. The exemption
will apply if the aggregate average daily production of foreign
crude oil and natural gas by the foreign corporation and related
persons for the current or the preceding taxable year is less than
1000 barrels per day (or its equivalent in gas).

Shipping income which is foreign base company shipping income
is not subject to current tax in the hands of U.S. shareholders as
foreign base company oil related income. It will, however, continue
to be subject to the provisions of subpart F relating to foreign base
company shipping income.
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The exception from foreign base company income in subpart F
for foreign corporations not availed of to reduce taxes does not
apply to foreign base company oil related income.

Effective Date

The provision generally applies to taxable years beginning on or

after January 1, 1983, and to losses realized after that date. The
provision relating to excess payments of foreign oil related taxes
applies to payments made on or after January 1, 1983. The provi-

sion relating to current taxation of certain oil related income of

foreign subsidiaries of U.S. oil companies applies to taxable years
of foreign corporations beginning on or after January 1, 1983, and
to taxable years of United States shareholders within which or

with which such taxable years of foreign corporations end.

Revenue Effect

It is estimated that this provision will increase budget receipts

by $200 million in fiscal year 1983, $438 million in 1984, $508 mil-

lion in 1985, $569 million in 1986, and $621 million in 1987.



b. Possession tax credit; Income tax liability incurred to the
Virgin Islands (sec. 213 of the Act and sees. 246, 367, 934, and
936 of the code)*

Overview

Prior Law

The possessions of the United States, including Puerto Rico, the
U.S. Virgin Islands, Guam, and American Samoa, are subject to

tax rules sometimes different from those generally in effect in the
50 States and the District of Columbia. Through some of these spe-

cial rules, Congress has sought to encourage U.S. corporate
investment in the possessions. Certain investment incentive pro-

grams established by the possessions have complemented the spe-

cial Federal tax rules in inducing U.S. corporate investment.

Puerto Rico and the other possessions (except the Virgin Islands)

Section 936 of the Internal Revenue Code provides a special tax
credit for certain income of certain U.S. corporations operating in

Puerto Rico or other possessions of the United States, other than
the Virgin Islands. This tax credit (called the section 936 credit) is

given in lieu of the ordinary foreign tax credit provided in section

901 of the Code.
Any domestic corporation which elected to be a section 936 corpo-

ration could receive the section 936 tax credit if it satisfied two
conditions. First, 80 percent or more of its gross income for the 3-

year period or applicable part thereof immediately preceding the
close of the taxable year had to be from sources within a possession

(or possessions). Second, 50 percent or more of its gross income for

that period had to be derived from the active conduct of a trade or

business within a possession (or possessions).

A section 936 corporation is generally subject to tax on world-
wide income in a manner similar to that applicable to any other
U.S. corporation, but a full credit was given for the U.S. tax on the
business and qualified investment income from possessions regard-

less of whether any tax had been paid to the governments of the
possessions. The effect of this treatment was to exempt from tax
the income from business activities and qualified investments in

the possessions and the income from disposition of a possession
business. All other income of section 936 corporations (with allow-

ance for the usual foreign tax credit for foreign taxes paid with re-

spect to foreign source income) was taxed currently.

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 218; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), pp. 155-163; Senate floor amend-
ment, 128 Ck)ng. Rec. S9017 (daily ed. July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982),

pp. 504-513.

(79)
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Qualified possession source investment income includes only
income from sources within a possession in which the possessions
corporation actively conducts a trade or business (whether or not
such business produces taxable income that taxable year). The tax-
payer must establish to the satisfaction of the Secretary that the
funds invested were derived from the active conduct of a trade or
business within that same possession and were actually invested in

assets in that possession. Income from sources within the posses-
sion attributable to reinvestments of qualified possession source
investment income is also treated as qualified possession source
investment income. Funds placed with an intermediary (such as a
bank located in the possession) are treated as invested in that pos-
session only if it can be shown that the intermediary did not rein-

vest the funds outside the possession.

To avoid a double credit against U.S. taxes if a corporation is eli-

gible for the section 936 credit, any actual taxes paid to a foreign
country or a possession with respect to the gross income taken into

account for the credit are not treated as a creditable tax under
section 901 of the Code, and no deduction is allowed with respect to

that tax. Thus, the section 936 credit replaces entirely any regular
foreign tax credit and any deduction for foreign income taxes paid
which otherwise would be allowed with respect to the income taken
into account.

Since the section 936 tax credit is separate from the tax credit

permitted under section 901, and since most of a possessions corpo-
ration's income must be foreign source, the limitation under
section 904 of the Code does not apply to income subject to a
section 936 credit, and such income is not taken into account in

computing the limitation on the amount of allowable tax credits

(under sec. 904 of the Code).
The section 936 credit generally is allowed against taxes imposed

by chapter 1 of the Internal Revenue Code. However, the credit is

not available against any minimum tax for tax preferences (sec. 56
of the Code), any tax on accumulated earnings (sec. 531 of the
Code), taxes relating to recoveries of foreign expropriation losses

(sec. 1351 of the Code), or the personal holding company tax (sec.

541 of the Code). In computing the amount of U.S. tax paid by the
corporation which is attributable to active trade or business in a
possession and qualified investment income, taxes paid relating to

the items described above are not taken into account.
An electing section 936 corporation cannot join in a consolidated

U.S. tax return with related taxpayers. The election must remain
in effect for 10 taxable years (so long as the corporation meets the
income qualifications) unless the Secretary consents to revocation.

Dividends received from a section 936 corporation are eligible for

the 100-percent dividends-received deduction or the 85-percent divi-

dends-received deduction under section 243. No credit or deduction
is allowed for income taxes paid to a possession or foreign country
with respect to repatriation of the earnings of a section 936 corpo-
ration, however.
Puerto Rico generally has matched the United States' tax incen-

tives with incentives of its own. Puerto Rico grants tax exemptions
of up to 90 percent for income of certain approved enterprises for

specified periods of time (generally 10 to 25 years). In addition.
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Puerto Rico exempts from income taxation certain passive income,
such as interest on fixed-term deposits in qualifying banks, in the
hands of certain companies to which it has granted investment in-

centives.

The U.S. Virgin Islands

Although the section 936 possession corporation rules do not
apply in the Virgin Islands, a different set of rules provides similar

tax incentives for U.S. investment there.

In the Virgin Islands, the U.S. Internal Revenue Code is general-

ly applied as a local territorial tax code, except that tax proceeds
are paid into the treasury of the Virgin Islands. In applying the In-

ternal Revenue Code in the Virgin Islands, the name "Virgin Is-

lands" is generally substituted for the name "United States" wher-
ever it appears in the U.S. Code.

Corporate and individual "inhabitants" of the Virgin Islands sat-

isfy their U.S. income tax obligations by paying tax to the Virgin
Islands on their worldwide income, including U.S. source income.
All corporations chartered in the Virgin Islands are considered to

be "inhabitants" of the Virgin Islands. In certain circumstances a
United States corporation may also qualify as an "inhabitant" of

the Virgin Islands.

The United States subjects to tax dividends paid by a Virgin Is-

lands ("V.I.") subsidiary to a U.S. parent. Dividends paid by a U.S.
subsidiary that is a V.I. inhabitant to its U.S. parent qualify for the
dividends received deduction under section 243.

The Internal Revenue Code limits the power of the Virgin Is-

lands government to grant relief from its income tax (sec. 934). The
Virgin Islands is prohibited from granting rebates for taxes attrib-

utable to income derived from sources within the United States.

With respect to non-U.S. source income, the Virgin Islands was
precluded from granting corporate tax rebates except to U.S. and
V.I. corporations that had derived for the past 3 taxable years (or

applicable part thereof) at least 80 percent of their gross income
from V.I. sources and at least 50 percent of their gross income from
the active conduct of a trade or business within the Virgin Islands
(sec. 934). Acting within the constraint of this test, the Government
of the Virgin Islands established further criteria for rebates of tax
on V.I. source business income, such as a $50,000 minimum
investment and certain employment criteria.

In effect, U.S. corporate inhabitants of the Virgin Islands could
obtain tax benefits substantially similar to those available under
section 936 for possessions corporations. However, unlike Puerto
Rico, the Virgin Islands had not provided tax relief for interest

income.

Reasons for Change

Overview

In connection with the Tax Reform Act of 1976, Congress direct-

ed the Department of the Treasury to report annually on the pos-

sessions corporation system of taxation. Treasury's three reports
issued prior to passage of the Act confirmed the existence of two
problems in that system: (1) unduly high revenue loss attributable
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to certain industries due to positions taken by certain taxpayers
with respect to the allocations of intangible income among related
parties, and (2) continued tax exemption of excessive possession
source investment income.

Qualified possession source investment income

Treasury's third annual report, the latest issued to date,
indicates that by the end of 1979, financial (as opposed to physical)
investment of section 936 corporations in Puerto Rico amounted to
some $4.6 billion, of which some $2.9 billion was in certificates of
deposit in Puerto Rican banks. ^ These financial investments were
generally subject to no U.S. or Puerto Rican tax. According to the
third Treasury report, this benefit apparently did not greatly in-

crease net capital flows into Puerto Rico over what they otherwise
would have been. Funds which flowed into Puerto Rico through fi-

nancial investments by section 936 corporations tended to flow out
again through the banking system. Therefore, the exemption of
qualified possession source investment income from U.S. tax appar-
ently provided little net new capital to allow investors to acquire
new plant and equipment. In fact, the exemption appeared to be
permitting taxpayers to shelter significant amounts of passive
income. Therefore, Congress believed that some limitation of the ef-

fective exemption of investment income was necessary.

Allocation of intangibles income

Under prior law, some taxpayers had taken the position that
they could make tax-free transfers of intangible assets created or
acquired in the United States (such as patents, secret processes,
and trademarks) to an electing section 936 corporation, and that no
allocation of income generated by those intangibles to the U.S.
parent was required. The view of the Internal Revenue Service was
that the Service had to make an allocation to the U.S. parent of all

or a portion of the income attributable to the intangibles. This
issue was before the U.S. Tax Court at the time the Act passed,
and had created widespread uncertainty among taxpayers. It could
take many more years before this issue is ultimately resolved by
the judicial process. ^ Because a section 936 corporation is a domes-
tic corporation, a filing is not required to obtain tax-free treat-

ment on the transfer.

For instance, a U.S. pharmaceutical company could spend (and
deduct or amortize and take a research and development tax credit

for) large sums on research and development of new drugs. When it

developed an effective drug, it could transfer the patent on the
drug and the know-how to manufacture the drug to a section 936
subsidiary in a purportedly tax-free exchange. Thereafter, the 936
company could manufacture the drug and claim for itself the ex-

' The Treasury report indicated that this accumulation of financial assets distorted the bal-

ance sheets of both banks and investing section 936 corporations. The $2.9 billion of bank depos-
its by possessions corporations at the end of 1979 constituted some 34 percent of all deposits in

Puerto Rican banks. At the end of 1978, retained earnings represented 77 percent of total liabil-

ities and shareholders' equity of all manufacturing possessions corporations. The comparable
figure for all U.S. manufacturing corporations was approximately 40 {percent.

^ No inference should be drawn from the Act, its legislative history, or this explanation that
Congress agrees or disagrees with either the taxpayers involved or the Interned Revenue Service
about this issue.
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tremely high profits which typically result from the sale of phar-

maceutical products. It was Congress' understanding that high
profits on certain pharmaceutical products must be realized be-

cause, according to the industry, the profits from the relatively few
successful drugs must, in effect, amortize the development costs of

all the unsuccessful products and finance the necessary research

and development for future products. This results in the creation of

extremely valuable intangibles (e.g., patents and trademarks) in

the drug industry. If there is no allocation of income from the in-

tangibles to their developer (the U.S. parent), a distortion of

income results, with the parent obtaining deductions for its efforts

while the 936 company realizes tax-free income.
The Treasury Department's annual reports have documented the

cost of increased Puerto Rican employment in terms of U.S. reve-

nue loss from section 936. While the possession credit has attracted

Puerto Rican investment that has increased employment, the reve-

nue cost per affected employee is greater than average wages paid,

particularly in intangible intensive industries. For example, in

1978, the Federal tax expenditure per Puerto Rican employee aver-

aged $12,667 in all manufacturing industries as compared with an
average compensation of possessions corporation employees of

$10,667. In intangible intensive industries, such as pharmaceuti-
cals, the tax expenditure in 1978 averaged $43,261 as compared to

an average employee compensation of $13,618. For nine particular

Puerto Rican possessions corporations, the tax expenditure per em-
ployee exceeded $100,000 in 1978. In 1978, 50 percent of the total

tax expenditure was attributable to the pharmaceutical industry
which accounted for only 15 percent of all Puerto Rican manufac-
turing jobs or approximately 3 percent of total Puerto Rican em-
ployment. Moreover, according to Treasury's third report, intangi-

ble intensive industries generally do relatively little to encourage
the development of related industries in the possession, because
their customers and suppliers are generally not in the possession.

Congress believed, in general, that no legitimate policy was
served by permitting totally tax-free generation of income related

to intangibles since that income is not ordinarily derived from in-

creased Puerto Rican employment or economic activity. The Act is

intended to lessen the abuse caused by taxpayers claiming tax-free

income generated by intangibles developed outside of Puerto Rico.

Congress also intended that the provisions be administered in a
fashion so as to encourage increased Puerto Rican employment and
investment in depreciable property at as low a cost to the Treasury
as possible.

Congress was concerned about Puerto Rican job creation, and
there was continuing concern that the Act might not be adequately
targeted towards that goal. Congress intended that future Treasury
annual reports on section 936 address this question in detail. Con-
gress intended that the Treasury also consider in its annual reports

whether a return attributable to intangible property might better

encourage additional jobs and investment in Puerto Rico if it were
measured by reference to costs of labor and capital located in

Puerto Rico.
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Virgin Islands provisions

Congress did not conclude that U.S. taxpayers were abusing the
Virgin Islands tax system. Nonetheless, Congress believed that the
prior V.I. system was susceptible of abuse. Moreover, Congress be-
lieved that reform of the possessions corporation system could
induce some taxpayers to attempt to abuse the V.I. system. There-
fore, Congress enacted revisions of the V.I. system that parallel the
revisions of the possessions corporation system.

Explanation of Provisions

Qualified possession source investment income

The Act changes the active trade or business test that a U.S. cor-

poration must meet to qualify for the possession tax credit.

It replaces the current requirement (that 50 percent or more of
the corporation's gross income for the three-year period immediate-
ly preceding the close of the taxable year be derived from the
active conduct of a trade or business in a possession) with a new
requirement: that, for taxable years beginning in 1985, 65 percent
of the corporation's gross income for the three-year period immedi-
ately preceding the close of the taxable year come from the active
conduct of a trade or business in a possession. The provision is

phased in so that the required percentage rises to 55 percent for

taxable years beginning in 1983 and to 60 percent for taxable years
beginning in 1984.

The bill does not alter the current definition of qualified posses-

sion source investment income. The bill also does not alter the cur-

rent requirement that 80 percent or more of gross income for a
three-year period be derived from sources within a possession. A
corporation must meet both the 80-percent possession source in-

come test and the 65-percent active trade or business test. Meeting
the 65-percent active trade or business test does not guarantee sat-

isfaction of the 80-percent possession source income test, because a
company might derive all its income from a possession business
while deriving more than 20 percent of that income from sources
outside a possession.

Congress recognized that under the general rule relating to in-

tangibles income added by the other major modification of section

936, contained in the Act and described below, the Internal Reve-
nue Service or the courts may in later years treat certain active
income as income of a taxpayer other than the section 936 corpora-
tion. Such treatment could, absent relief, cause retroactive disquali-

fication under section 936, and a resulting loss of the section 936
credit. To provide a remedy, the Act allows section 936 corpora-
tions to make "distributions to meet qualification requirements" to

their shareholders in later years. The Act allows section 936 corpo-
rations to treat these distributions as consisting wholly of disquali-

fying income. The U.S. recipients of such distributions must in-

clude them in income in the year received, without the dividends
received deduction. Recipients of such distributions who are non-
resident aliens or foreign corporations, estates or trusts are to be
taxed as if the recipient were a U.S. person. This is accomplished
by designating this income as "effectively connected" with the con-
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duct of a trade or business through a permanent establishment of

such person within the United States. In this way a section 936 cor-

poration may avoid retroactive disquaUfication.

However, a distribution to meet quaUflcation requirements is not

available when the failure to meet the test was due to fraud or

willfull neglect.

Allocation of income attributable to intangibles

General rule

Subject to an election by the 936 corporation to opt for different

treatment, the Act provides that income attributable to intangible

assets owned or leased by a section 936 corporation generally is not

income of the section 936 corporation but is instead the income of

the corporation's U.S. shareholders, with proration of income on
the basis of shareholdings. The purpose of this provision is general-

ly to subject to U.S. tax income attributable to intangibles that add
value to the products produced by a section 936 corporation.

A different rule applies to the extent that shareholders of the

section 936 corporation are foreign persons or are not subject to tax

on such income. In such a case, the pro rata portion of the intangi-

ble property income that would have been allocated to such per-

sons (if they had been U.S. persons subject to tax on such income)
is instead treated (for the purpose of determining the tax liability

of the section 936 corporation) as U.S. source income of the section

936 corporation. The section 936 possessions credit cannot offset

this intangible property income. However, such intangible property
income of the section 936 corporation does not enter into the calcu-

lation of the 80-percent possession source test or the 65-percent

active trade or business test. In summary, the 936 corporation will

be subject to U.S. income tax on intangible property income that is

not allocated to shareholders (because they are foreign or tax-

exempt), but such income will not operate to disqualify the corpora-
tion as a section 936 corporation.

For example, if a section 936 corporation has only $1,000 of gross

income from an active business in Puerto Rico and from Puerto
Rican sources, and $600 of that gross income is intangible property
income, U.S. taxpayers will be subject to tax on the $600 intangible

property income. If, in the same example, 80 percent of the shares
of the 936 company are held by a U.S. corporation (which is not a
936 company), 10 percent by a foreign corporation, and 10 percent
by a U.S. pension plan, the U.S. corporation is taxable on $480,
while the section 936 company is taxable on $120. The U.S. share-
holder is not entitled to a dividends received deduction for the

$480, because this amount is not a dividend, but is rather intangi-

ble property income. The section 936 credit is not available to offset

the tax on the $120 of intangible property income earned by the
section 936 corporation. The $120 is also U.S. source income for

purposes of the 936 company's foreign tax credit limitation. Be-
cause, for purposes of the 80 percent possession source test and the
65 percent active business test (taking into account only the year
described), the 936 company's gross income for the year described
does not include any intangible property income, in the example
above the 936 company's gross income for these purposes is $400
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and both tests are met. In this example, all $400 is both from an
active Puerto Rican business and from Puerto Rican sources; there-

fore, the section 936 corporation has 100 percent possession source
income and 100 percent active possession business income.
The bill defines intangible assets broadly to include patents, in-

ventions, formulas, processes, designs, patterns, know-how, copy-
rights, literary, musical, or artistic compositions, trademarks, trade
names, brand names, franchises, licenses, contracts, methods, pro-

grams, systems, procedures, campaigns, surveys, studies, forecasts,

estimates, customer lists, technical data, and other items similar to

any of those listed, so long as the item has substantial value inde-

pendent of the services of individual persons.

Intangibles the income from which is allocated to U.S. persons
generally include those intangibles whose value is reflected in the
price received by the section 936 corporation on any disposition of

property. However, there is no allocation of income to U.S. persons
in the case of income from intangibles which have been licensed to

a corporation since prior to 1948 (the beginning of Puerto Rico's

"Operation Bootstrap" tax incentive program) and were in use by
that corporation on September 3, 1982.

Income attributable to intangibles includes the amount received
in excess of a reasonable return on any sale the price of which re-

flects the value of intangible assets. A reasonable return for a
section 936 corporation consists of the reasonable direct and indi-

rect costs it incurs in manufacturing the product (other than costs

incurred in connection with intangibles) plus a reasonable profit

margin. Costs do not include the cost of materials which are sub-
ject to processing or which are components in a product manufac-
tured by the section 936 corporation. Also, costs do not include in-

terest expense.
Despite this rule for calculating a reasonable return for a section

936 corporation, certain taxpayers who have been permitted by the
Internal Revenue Service to use the cost-plus method of pricing
without reflecting a return from intangibles but including the cost

of materials in the cost base will not be precluded from doing so
under the Act. (Sec. 3.02(3), Rev. Proc. 63-10, 1963-1 C.B. 490.) Con-
gress did not intend any change in current treatment with respect
to those taxpayers appropriately applying the cost-plus method. Ac-
cordingly, the Internal Revenue Service may continue in appropri-
ate cases to permit such taxpayers to report their income as they
have been under existing procedures.
The Act generally treats a section 936 corporation as related to

another person if such persons are related parties for purposes of
sections 267(b) or 707(b)(1) or members of the same controlled group
of corporations (as defined in section 1563(a)), except that the Act
substitutes a greater than 10 percent test for the 50 percent or 80
percent tests of these sections and includes otherwise excluded for-

eign affiliates.

In the hands of a U.S. shareholder, income attributable to intan-
gibles will be U.S. source income. As a practical matter, creditabil-
ity of any income tax imposed by a possession on such U.S. source
income will depend on the U.S. shareholder's overall foreign tax
credit limitation, which limits the credit to the taxpayer's U.S. tax
liability on foreign source income.
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The Act's allocation to U.S. shareholders of intangible property
income is effective even though such shareholders may not actually

have received those amounts. Ordinarily, the actual receipt of such
amounts, already included in income, will not trigger additional

tax liability in later years. Congress anticipated that the Internal

Revenue Service would establish correlative and similar adjust-

ments (such as those provided in Revenue Procedure 65-17, as am-
plified and amended) to provide for the exclusion, when appropri-

ate, of previously taxed amounts. However, if the Internal Revenue
Service later increases the U.S. shareholder's income for the year
in which the intangible property income was earned because the

U.S. shareholder, due to fraud or with a principal purpose of avoid-

ing tax, did not include his allocable share of intangible property
income in his return for that year, the U.S. shareholder will not be
able to exclude such amounts on receipt.

Optional methods

An election may be made, however, to opt out of the general rule

described in this section and to treat income attributable to certain

intangible property as income of the section 936 corporation eligi-

ble for the credit under one of two options—(1) a cost sharing rule

and (2) a 50/50 profit split.

Cost sharing rule

Overview

A U.S. parent or other U.S. affiliate (collectively, "mainland af-

filiate") will be permitted to transfer certain manufacturing intan-

gibles to its U.S. subsidiary or affiliate operating in a U.S. posses-

sion ("island affiliate"), provided the island affiliate (1) shares,

through a cost sharing payment, in the annual product area re-

search expenditures of the mainland affiliate and other affiliates

controlled within the meaning of section 482 (collectively, "affili-

ates"), and (2) has a significant business presence in the possession.

If these conditions are satisfied, the island affiliate will be deemed
to own such manufacturing intangibles and will be entitled to the
full return thereon with respect to the products produced or type of

services rendered by the island affiliate. The applicable pricing

methods provided in the section 482 regulations will be utilized for

this purpose. An island affiliate which makes the election will not
be classified as a contract manufacturer with respect to the manu-
facturing intangibles. All other intangibles, such as marketing in-

tangibles (including trademarks, trade names, and brand names)
cannot be transferred to the island affiliate under this election,

with the result that, for purposes of this election, the island affili-

ate cannot claim a return on such intangibles.

Manufacturing intangibles

The manufacturing intangibles covered by this election and with
respect to which the island affiliate may claim a return must be
related to the products produced or services rendered by the island

affiliate.

Manufacturing intangibles include patents, inventions, formulas,
processes, designs, patterns, and know-how. Even when marketing
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intangibles are closely associated with a specific manufacturing in-

tangible, the return on the marketing intangible cannot be claimed
by the island affiliate.

Cost sharing payment

The cost sharing payment will be equal in amount to a fraction

of the current year's worldwide direct and indirect product area re-

search expenditures. The fraction will generally equal the ratio of
third party sales of products produced or services rendered, in

whole or in part, in the possession to third party sales of all prod-
ucts produced or services rendered by the island affiliate and its af-

filiates (U.S. and foreign) in the same product area. The product
area will be defined by reference to the three-digit classification of
the Standard Industrial Classification ("SIC") code, or such other
classification system as may be specified by the Secretary. The Sec-
retary may provide rules for the aggregation of two or more three-

digit categories in appropriate circumstances. An election of the
cost sharing method is available even if no cost sharing payment is

required (e.g., because of the absence of product area research ex-

penditures).

(1) Multiplicand: product area research expenditures

Product area research expenditures, which will be defined on a
three-digit SIC Code basis (or other classification system specified

by the Secretary), are broadly defined and include both direct and
indirect expenses (including expenses described in section 174) and
a proper allowance of amounts expended for the acquisition or use
of manufacturing intangibles and for the performance of research
and development by another person, including qualified research
expenses within the meaning of section 44F(b). They also include
the costs of developing and purchasing research and development-
related computer software.
Product area research expenditures will be determined on the

basis of the product area for each activity in which the island affili-

ate conducts operations. The multiplicand will be computed on an
annual basis and will include product area research expenditures
in that product area which are incurred by the island affiliate and
all affiliates (U.S. and foreign). Product area research expenditures
incurred solely by the island affiliate in a taxable year (excluding
amounts paid directly or indirectly to or on behalf of related per-

sons and excluding amounts paid under any cost sharing agree-
ment with related persons) will be offset against the amount of the
cost sharing payment required to be made by the island affiliate

for that year.

(3) Limiting Fraction: third party sales

(i) Numerator: possession sales.—The numerator of the fraction

will be computed with reference to the products produced, and
services rendered, in whole or in part, in the possession that are in

the same product area used in the multiplicand. Sales in the nu-
merator consist of sales of products produced in whole or in part
(and services rendered) and sold by the island affiliate to third par-
ties, and sales of products produced, and services rendered, by the
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island affiliate and sold by any U.S. or foreign affiliate to third par-

ties. Thus, inter-affiliate sales are eliminated for this purpose.

(ii) Denominator: total sales.—The denominator of the fraction

will also be computed with reference to the same product area used

in the multiplicand. Sales in the denominator consist of all sales in

the same product area to third parties by the island affiliate and
all U.S. and foreign affiliates. For this purpose, inter-affiliate sales

are eliminated.

Significant business presence

For an island affiliate to be eligible to elect cost sharing for a

product or type of service, it must have and maintain a significant

business presence in the possession with respect to that product or

type of service. This test is intended to require real and significant

business activity in the possessions.

The island affiliate satisfies this requirement with respect to a

product or type of service if (1) at least 25 percent of the value

added by the affiliated group to the product is added by the island

affiliate in a possession or (2) at least 65 percent of the direct labor

costs of the affiliated group for the product or service (or in connec-

tion with the purchase and sale of goods not produced by the affili-

ated group) are incurred by the island affiliate and are compensa-
tion for services rendered in the possession. In general, the figures

to be used for these calculations will be those used by the island

affiliate and its affiliates in their required inventory calculations.

The Secretary may prescribe regulations providing significant busi-

ness presence tests for other appropriate cases (including a value

added test for services), which are consistent with the statutory

tests.

The significant business presence test is not required to be satis-

fied for taxable years beginning before January 1, 1986 for any
product produced or type of service rendered in a possession by the

island affiliate on the date of enactment. The Secretary may pre-

scribe regulations to provide a transitional (up to 3-year) significant

business presence test for future start-up operations of new electing

corporations and future possession products and possession services

of an existing island affiliate. Regulations will provide definitions

of a product or type of service and rules for dealing with compo-
nents in the context of the foregoing requirements. If the signifi-

cant business presence test is not satisfied for a product or type of

service within the product area covered by the election, the cost

sharing payment will not be reduced, and the general rule of the

Act (rather than this optional method) will apply to that product or

type of service.

It was intended that the regulations will define the term "prod-

uct" narrowly. In this manner the signficant business threshold

test will be more readily satisfied than if a broader definition ap-

plied, with the consequence that the income attributable to a prod-

uct that satisfied the test will be computed with respect to that

narrowly defined product.
Similarly, it was intended that components purchased by an

island affiliate from an affiliate will be treated as materials (and

the costs thereof as a cost of materials) where there is an independ-

ent resale price for such components or other factors are present
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such that the proper arm's length price of the components can be
readily determined and such treatment is consistent with the
intent of the significant business presence tests.

The Secretary will prescribe regulations providing for appropri-

ate treatment in cases where the island affiliate purchases a com-
ponent produced by an affiliate or produces a component which it

sells to an affiliate for incorporation into a product sold to third

parties.

Effect of cost sharing

For U.S. tax purposes, the cost sharing payment will not result

in additional gross income to the mainland affiliate or affiliates,

but will instead reduce the mainland affiliates' deductions for prod-

uct area research expenditures and, to the extent necessary, other
tax deductions. The credit for increasing research activities under
section 44F will not be reduced by reason of the cost sharing.

Effect of electing to make cost sharing payments

If an election is made to use the cost sharing option, manufactur-
ing intangibles covered by the election which are connected with
the goods produced, or services rendered, in whole or in part, in the
possession will, for purposes of the pricing rules discussed below, be
deemed to be owned by the island affiliate, and the island affiliate

will be entitled to the full return thereon. It is not necessary that
the intangibles be transferred to the island affiliate.

Manufacturing intangibles developed solely by the island affiliate

in a possession and owned by it, or acquired by the island affiliate

from an unrelated party, will also be treated as owned by it for

purposes of the pricing rules. For the purpose of determining when
the island affiliate will be considered to have developed an intangi-

ble, rules (the "developer rules") similar to certain of the rules of

the section 482 regulations will be provided, but an intangible de-

veloped under a cost-sharing agreement shall not qualify as devel-

oped solely by the island affiliate.

Nonmanufactaring intangibles

If the cost sharing rule is elected, all other intangibles (including
those purported to have been transferred to the island affiliate)

will not be treated as owned by the island affiliate for purposes of

the intercompany pricing rules; and the island affiliate will not be
entitled to any return thereon unless such intangibles are devel-

oped solely (within the meaning of the developer rules) by the
island affiliate in a possession and owned by it. A further exception
will apply in the case of sales made directly by the island affiliate

to unrelated parties for ultimate use or consumption in the posses-

sion, in which case the island affiliate will be entitled to the return
on marketing intangibles developed by, or transferred by an affili-

ate to, the island affiliate.

Manufacturing intangibles and nonmanufacturing intangibles
are defined according to lists of types of assets. Where an intangi-

ble is of a type which fits into two categories, e.g., a system, pro-

gram, procedure or technical data (all defined as nonmanufactur-
ing intangibles) which is also an invention, formula, process,

design, pattern or know-how, it should be classified as a manufac-
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turing or a nonmanufacturing intangible (or partly each) according

to the use of the asset. For example a program (e.g., software) used

in manufacturing which constitutes a formula, process or know-

how (all manufacturing intangibles) and also is a program (a non-

manufacturing intangible) would be treated as a manufacturing in-

tangible; but a program for a marketing campaign, even if also

classified as know-how, would be treated as a program and hence

as a nonmanufacturing intangible. So too, copyrights may be treat-

ed either as manufacturing intangibles or nonmanufacturing intan-

gibles (or as partly each) depending upon the function or the use of

the copyright.

Pricing

If the cost sharing payment is made, the island affiliate will be

treated as the owner of, and entitled to the full return on, the man-
ufacturing intangibles covered by this election and connected with

the product produced, or type of service rendered, in whole or in

part, by the island affiliate in the possession. The island affiliate

will compute its intercompany price under any of the applicable

pricing rules set forth in the section 482 regulations. Use of the

resale price method will not be denied merely because the reseller

(e.g., the mainland affiliate) added more than an insubstantial

amount to the value of the property by the use of intangibles. In

such a case, the value of the nonmanufacturing (e.g., marketing) in-

tangibles and any other functions that add value (such as distribu-

tion) will be reflected in the resale margin. The use of the resale

price method could be denied for other reasons, such as where the

return on manufacturing intangibles is minor and no comparables

can be found for determining an appropriate mark-up percentage

under the resale price method. Thus, a cost plus method may be

applied in appropriate cases, after applying the priority-of-applica-

tion rules of the section 482 regulations, as long as an additional

profit amount, representing the return on manufacturing intangi-

bles covered by this election, is permitted the island affiliate. The
Internal Revenue Service will not be precluded from applying

section 482 with respect to other aspects of the intercompany rela-

tionship. The regulations under section 482 and Internal Revenue
Service revenue procedures (Revenue Procedure 63-10, as amplified

by Revenue Procedure 68-22) will continue to apply except to the

extent modified by the election.

Timing of cost sharing payment

If the cost sharing election is made, payment of the required

amount must be made by the island affiliate no later than the due
date of its tax return for the year (including extensions). To the

extent payment is not timely made (e.g., if a greater payment is de-

termined on audit to have been required), the required payment is

increased by an amount computed by reference to the interest rate

applicable to income tax deficiencies. If the failure to make timely

payment is due in whole or part to fraud or willful neglect, the

island affiliate's election of the cost sharing method is deemed re-

voked as of the year to which the payment relates.
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If a foreign country or possession imposes a tax on the cost shar-
ing payment (or the late payment amount), no foreign tax credit or
deduction will be allowed for that tax.

50/50 split of combined taxable income

Overview

This election will provide for a split between the island affiliate

and its U.S. affiliates of the combined taxable income of the island
affiliate and its U.S. affiliates with respect to products produced, in
whole or in part, in the possession. Fifty percent of such profit will

be allocated to the island affiliate; 50% will be allocated to its U.S.
affiliates.

Significant business presence

For an island affiliate to be eligible to elect the profit split, it

must satisfy one of the significant business presence tests required
for the cost sharing election for the product or type of service cov-

ered by the election. In addition, for products produced in whole or
part by the island affiliate in the possession, the profit split method
is available only if the island affiliate manufactures or produces
the product in the possession within the meaning of the controlled
foreign corporation provisions of the Code (section 954). If the sig-

nificant business presence test (including the controlled foreign cor-

poration manufacturing or production rule) is not satisfied for a
product or type of service within the product area covered by the
election, no intangibles income attributable to that product or type
of service will be eligible for the credit.

Combined taxable income

The determination of combined taxable income will be on a prod-
uct by product basis.

The combined taxable income of the island affiliate and its main-
land affiliates from the sale of the product produced in whole or in
part in the possession is the excess of the gross receipts from the
sale of such product to third parties or foreign affiliates over the
total costs relating to such product incurred by the island affiliate

and its mainland affiliates. Costs which are treated as relating to a
product produced in whole or in part in the possession are all

direct and indirect expenses, losses, and other deductions (including
marketing expenses) with respect to sales of such product; i.e., the
expenses will be "fully-loaded." In this regard, the amount of prod-
uct area research expenditures properly allocable or apportionable
to income from sales of such product may not be less than the
amount determined under the cost sharing formula described
above. However, if the island affiliate would not be required to
share costs under the cost sharing election (e.g., because of the ab-
sence of product area research expenditures), the profit split option
may still be elected.

Effect of electing 50/50 split

If an election is made, the island affiliate will be entitled to 50
percent of the combined taxable income from the sale of products
produced or services rendered in a possession by the island affiliate
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and sold to third parties or foreign affiliates by the island affiliate

or a mainland affiliate. The remainder of the combined taxable
income for a product will be allocated to the mainland affiliates.

This latter amount may exceed the island affiliate's share of the
income from the product if the amount of proportionate product
area research expenditures, determined under cost sharing, is in

excess of the amount allocable to the combined taxable income
absent application of the cost sharing formula. For example, if

combined taxable income is $100 without taking into account re-

search and development expenses allocable or apportionable there-
to, the amount of such expenses is $10, and the amount computed
under cost-sharing (without offsets for island affiliate expenses) is

$12, the island affiliate's share of combined taxable income is $44
(one-half of $88), and the mainland affiliate's share of combined
taxable income is $46 ($100 less $10 of allocable and apportionable
expenses and less the island affiliate's $44 share). Thus, the use of
this formula is not intended to allow a deduction to any mainland
affiliate which would not otherwise be allowable.

Election

An election must be made on or before the due date (including
extensions) of the tax return of the electing corporation for its first

taxable year beginning after December 31, 1982. An election may
be revoked only with the consent of the Secretary. Once revoked, a
new election may not be made without the consent of the Secre-
tary. All section 936 affiliates, controlled within the meaning of
section 482, producing products or rendering types of services in
the same product area will be required to elect the same option for

that product area, except that one of the two options may be used
for bona fide export sales where the other option is applicable to
other sales.

Transfers of intangibles

Under present law, certain transfers by a U.S. person to a for-

eign corporation that would otherwise obtain tax-free treatment
are taxable unless the Internal Revenue Service issues a ruling
that they do not have as one of their principal purposes the avoid-
ance of Federal income tax (sec. 367). The Internal Revenue Service
has published guidelines stating when the Service will and will not
issue rulings that transactions do not have a tax avoidance pur-
pose. Under the guidelines certain transfers of property for the
active conduct of a trade or business abroad are ordinarily not tax-
able (Rev. Proc. 68-23, 1968-1 C.B. 821 and other releases). Howev-
er, transfers to foreign corporations of patents, trademarks, and
similar intangibles for use in connection with a U.S. trade or busi-
ness or with manufacturing for sale or consumption in the United
States generally are subject to taxation under these guidelines.
By negative implication, transfers of intangibles for use purely in

connection with a foreign trade or business or manufacturing for
sale or consumption outside the United States generally may not
be taxable. Congress recognized that the Internal Revenue Service
has authority, under existing law, to find a tax avoidance purpose
when an intangible asset is transferred to a foreign corporation.
Whether or not the guideline is appropriate as a general rule, Con-
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gress was aware that, as a result of this legislation, some taxpayers
have stated that they would remove investment from Puerto Rico
and transfer possession-related intangibles to foreign jurisdictions.

Congress believed that such transfers would ordinarily have as one
of their principal purposes the avoidance of Federal income tax.

The Act amends the provision of the Code dealing with tax-free
transfers to foreign corporations to treat a transfer of a possession-
related intangible to a foreign corporation as a transfer pursuant
to a plan having as one of its principal purposes the avoidance of
Federal income taxes. The provision applies to a transfer by a pos-
sessions corporation or an affiliated U.S. corporation after August
14, 1982, where the intangible property was being used (or held for

use) by an affiliated possessions corporation. The Secretary may,
subject to such terms and conditions as he may impose, allow non-
recognition treatment with respect to such transfers, if the Secre-
tary is satisfied that the transfer will not result in the reduction of
current or future Federal income taxes.

Congress did not intend for taxpayers to be able to circumvent
this rule, relating to transfers of intangible property to related par-
ties, by transferring intangible property similar to (or included in)

property whose transfer would be subject to tax under this rule.

Such a transfer, made with the intention of circumventing the
rule, would be in pursuance of a plan having as one of its principal
purposes the avoidance of Federal income taxes. Accordingly, the
Secretary is not to allow nonrecognition treatment to a transfer of
similar (or included) intangible property, because in that case he
would not be satisfied that that transfer would not result in the re-

duction of current or future Federal income taxes.

The Act also subjects to tax post-July 1, 1982, sales of intangible
property to related persons. The income from such sales is U.S.
source income, and the cost-sharing and 50/50 profit-split elections
do not apply with respect to that income. The income from such
sales will not affect the corporation's qualification (under the pos-
sessions source and active income tests) as a possessions corpora-
tion.

Revocation of section 936 election

Under present law, an election of the application of section 936
may be revoked before ten years only with the consent of the Sec-
retary. Congress anticipated that because of the basic change in

the taxation of possessions corporations the Secretary will consent
to the revocation of an election by a section 936 corporation pro-
vided the election is in effect for the corporation's last taxable year
beginning before January 1, 1983. Congress intended that this lib-

eral consent policy apply only if the consent is requested on or
before December 31, 1983, and that the Secretary be permitted to
impose conditions on such revocation, such as requiring that the
taxpayer obtain the Secretary's consent before reelecting the appli-
cation of section 936.

Virgin Islands provisions

The Act creates rules for the Virgin Islands similar to those for
the other possessions. The Act prevents U.S. companies that are
"inhabitants" of the Virgin Islands from earning passive
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investment income free of U.S. and V.I. taxes by providing that the

Virgin Islands may not grant tax rebates to any U.S. corporation

unless that corporation meets a 65 percent active trade or business

test identical to that provided for section 936 corporations. As is

the case with section 936 corporations, the Act provides a phase-in

of the 65 percent test and a method to qualify under this test retro-

actively if allocation of income from intangibles to related U.S. par-

ties was inadequate.
The Act generally treats the intangibles income of U.S. corpora-

tions that are inhabitants of the Virgin Islands like intangibles

income of section 936 corporations. Subject to an election to opt for

different treatment, such U.S. corporate V.I. inhabitants must
allocate income attributable to certain intangibles to U.S. share-

holders of the V.I. inhabitant. The rules for such allocation are the

same as the rules described above for section 936 corporations. To
the extent that the shareholders of the V.I. inhabitant are foreign

persons, V.I. inhabitants or other persons not subject to U.S. tax-

ation, the bill prevents the Virgin Islands from exempting the V.I.

inhabitant from tax on intangible property income.

The Act provides for U.S. corporate inhabitants of the Virgin Is-

lands the same elective rules for treatment of income from intangi-

bles as it provides for section 936 corporations. In addition, the Act
subjects post-August 14, 1982, transfers of intangible property to

foreign corporations by U.S. or V.I. corporate inhabitants of the

Virgin Islands to the treatment, described above, of such transfers

by section 936 corporations. Similarly, the Act treats post-July 1,

1982, sales of intangible property to related persons by U.S. corpo-

rate inhabitants of the Virgin Islands like such sales by section 936

corporations.

Effective Date

The Act applies generally to taxable years beginning on or after

January 1, 1983. The provision relating to sales of intangibles ap-

plies to sales made after July 1, 1982. The provision relating to

transfers of certain intangible property applies to transfers made
after August 14, 1982.

Congress did not intend that possessions corporations or U.S. cor-

porations that are inhabitants of the Virgin Islands have the auto-

matic right to delay the impact of the rules of the Act for part of a
year by changing their annual accounting periods. If a taxpayer
changes its annual accounting period, the new accounting period

becomes the taxpayer's taxable year only if the Secretary approves
the change (sec. 442). Although the Secretary has adopted regula-

tions (Reg. sec. 1.442-l(c)) allowing corporations to change their

annual accounting periods and to adopt new taxable years without
the prior approval of the Secretary in certain circumstances. Con-
gress did not intend those regulations to apply in the case of a pos-

sessions corporation or a U.S. corporation that is a V.I. inhabitant

when one effect of a change of annual accounting period and the

adoption of a new taxable year would be to delay the impact of the

Act's new rules. Thus, a possessions corporation or U.S. corporation

that is a V.I. inhabitant that seeks to change its annual accounting

period and adopt a new taxable year must obtain the prior approv-
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al of the Secretary when one effect of those changes would be to

delay the impact of the Act's new rules.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts

by $201 million in 1983, $428 million in 1984, $473 million in 1985,

$516 million in 1986, and $559 million in 1987.



8. Tax-Exempt Obligations*

a. Restrictions on tax-exempt bonds for private activities (sees.

214, 215, 216, and 219 of the Act and sees. 103 and 168 of the

Code)

Prior law

General rule

Under both prior and present law, interest on State and local

government obligations generally is exempt from Federal income

tax; however, industrial development bonds (IDBs) are taxable

except when issued for certain specified purposes.

Under both prior and present law, interest on IDBs is tax-exempt

if the bonds were issued to finance the following activities: (1) proj-

ects for low-income residential rental property; (2) sports facilities;

(3) convention or trade show facilities; (4) airports, docks, wharves,

mass commuting facilities, and parking facilities; (5) sewage and
solid waste disposal facilities, and facilities for the local furnishing

of electricity or gas; (6) air or water pollution control facilities; (7)

certain facilities for the furnishing of water; (8) qualified hydroelec-

tric generating facilities; and (9) qualified mass commuting vehi-

cles. In addition, the interest on certain IDBs issued for the pur-

pose of acquiring or developing land as a site for an industrial park

is exempt from taxation.

Both prior and present law allow unlimited tax-exempt financing

for student loans and organizations that qualify for tax-exemption

under section 501(c)(3), such as private, nonprofit hospitals and pri-

vate, nonprofit educational institutions for use for exempt pur-

poses.

Small-issue exception for IDBs

Both prior and present law also permit tax exemption for certain

"small issue" IDBs if the proceeds are used for the acquisition, con-

struction, or improvement of land or depreciable property. Under
prior law, there were no restrictions on the business activities in

which land and depreciable property financed with "small issue"

IDBs could be used.

This exception applies to issues of $1 million or less without

regard to the total capital expenditures for the facility (i.e., the $1

million "clean limit" exception).^ At the election of the issuer, the

•For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance

Committee, sees. 221-224; S. Rep. No. 97-494, vol. 1 (July 12, 1982), pp. 165-185; Senate floor

amendments, 128 Cong. Rec. 88984-85 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982),

pp. 514-527 (Joint Explanatory Statement of the Committee of Conference).
• Before promulgation of Rev. Rul. 81-216, 1981-36 I.R.B. 6 (September 8, 1981), discussed

below, small issue IDBs could be marketed as a separate IDB issue in combination with exempt
activity IDBs for a single business project.

(97)
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limitation is increased to $10 million where certain capital expendi-
tures (discussed below) are taken into account. In the case of facili-

ties with respect to which an Urban Development Action Grant
("UDAG grant") under the Housing and Community Development
Act of 1974 is made, capital expenditures of up to $20 million are
allowed.
Both the $1 million and $10 million limitations are determined

by aggregating the face amount of all outstanding small issues for

all facilities used by the same or related principal users which are
located within the same county or same incorporated municipality.
Where the $10 million election is made, the $10 million limitation

is reduced to the extent that the principal users of the facilities

incur certain capital expenditures in the same county or same in-

corporated municipality during the six-year period beginning 3

years before, and ending 3 years after, the issuance of the bonds.

Other rules

Under prior law, facilities financed with tax-exempt IDBs could
be depreciated under the Accelerated Cost Recovery System (ACRS)
or other available accelerated methods of cost recovery provided
under the Code. Under both prior and present law, IDE-financed
property also qualifies for the investment tax credit.

Prior law was unclear on the length of time that bonds could be
outstanding in relation to the economic life of the property fi-

nanced with tax-exempt financing.
Prior law imposed no reporting requirements on issuers of tax-

exempt bonds for private activities. Additionally, there were no
Federal procedural requirements governing the manner in which
such bonds were issued.

Reasons for Change

Overview

Congress was concerned with the volume of tax-exempt bonds
used for private activities. There has been a tremendous increase
in recent years in the volume of such bonds. In 1976, the volume of

private activity bonds was about $8.5 billion, or about 25 percent of

the long-term tax-exempt bond market. The volume of private ac-

tivity bonds rose to more than $25 billion in 1981, representing 48
percent of the tax-exempt bond market. The Treasury Department
estimated that over $35 billion of private activity bonds would be
issued in 1982, consuming over 55 percent of the entire long-term
tax-exempt bond market.
The proliferation of private activity bonds has contributed to a

significant narrowing of the difference in interest rates between
tax-exempt and taxable bonds. While tax-exempt rates historically

have been about 65 to 75 percent of taxable rates, tax-exempt
bonds generally were yielding about 80 to 85 percent of the taxable
rates when the Act was being considered. This erosion of the rela-

tive advantage of tax-exempt financing has made it more costly for

state and local governments to finance essential public projects
such as schools, roads, and prisons. It also has made tax-exempt fi-

nancing even less cost effective as a subsidy since more of the bene-
fit flows to bond investors as tax-exempt rates grow closer to tax-
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able rates. The increasing volume of private activity bonds has also

caused mounting Federal revenue losses. The Treasury Department
estimated that the total Federal revenue loss from private activity

tax-exempt bonds outstanding in fiscal year 1981 was $3.2 billion

and would be $4.2 billion for private activity obligations outstand-
ing in fiscal year 1982.

The availability of tax-exempt financing for exempt activities

and other private activities causes distortions in the allocation of

scarce capital resources. The ability to obtain a lower cost of bor-

rowing for certain activities through the use of tax-exempt financ-

ing creates a bias in favor of investment in those activities. In
effect, those favored activities are subsidized at the expense of

other activities. Thus, the effect of the subsidy is that the alloca-

tion of capital investments is based upon government decisions

rather than their relative economic productivity.

While the growth of private activity bonds in recent years has
been large, information concerning the specific uses was incom-
plete. Accordingly, in order to enable the Congress and others to

monitor the use of tax-exempt bonds for private activities and to

help in enforcing other restrictions on (IDBs), the Act requires issu-

ers to make quarterly reports to the Internal Revenue Service on
private activity tax-exempt obligations issued by them.

Industrial development bonds

Congress believed that new restrictions were needed on IDBs to

help eliminate inappropriate uses and to help restore the benefit of

tax-exempt financing for traditional governmental purposes. How-
ever, Congress believed that, in general. State and local govern-
ments are best suited to determine the appropriate uses of IDBs.
Congress believed that providing tax exemption for the interest on
certain IDBs may serve legitimate purposes" in some instances pro-

vided that the elected representatives of the State or local govern-
mental unit determine after public input that there will be sub-

stantial public benefit from issuance of the obligations and pro-

vided that the affected public has had an opportunity to comment
on the use of tax-exempt financing for particular facilities. In order
to achieve this goal, the Act requires notice and a public hearing
and approval by an elected representative of the issuer before issu-

ance of any IDBs.
Congress also was concerned with the combined subsidies pro-

vided for investment from the tax rules for accelerated cost recov-

ery, investment tax credit, and tax-exempt financing. In most
cases. Congress believed that the combined subsidies were too gen-
erous and that new restrictions in cost recovery deductions taken
by private taxpayers for property financed by IDBs were necessary.

Therefore, the Act requires taxpayers to choose between (1) ACRS
and conventional financing and (2) tax-exempt financing and a
slower rate of cost recovery than that provided by ACRS. Congress
did not believe such a requirement would reduce the use of IDBs in

appropriate circumstances, but would simply eliminate an unneces-
sary portion of the total subsidy available to the user of the bond
proceeds.
However, Congress believed that extraordinary levels of subsidy

are necessary in the case of certain types of property. In those
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cases, both tax-exempt financing and the full ACRS deductions are
made available. Congress believed that additional levels of subsidy
are appropriate for low income rental housing, public sewage or
solid waste disposal facilities, air or water pollution control facili-

ties installed in existing plants, and projects financed in part with
a UDAG grant.

Small issue industrial development bonds

Congress also was particularly concerned with the extraordinar-
ily rapid growth in the volume of small issue IDBs. In 1976, accord-
ing to the Treasury Department, the volume of new, small issue
IDBs was $1.4 billion. In 1981, that volume had grown to $10.5 bil-

lion, an annual rate of growth of 50 percent. By contrast, public ac-

tivity bonds grew at an annual rate of approximately 1 percent
during the same period. Continued growth in the use of small-issue
tax-exempt bonds for private purposes was expected unless actions
were taken to limit their use. Under prior law, for instance, the
annual volume of new small issues by 1987 was estimated to be
$31.3 billion.

In addition to its concern with the increasing volume of small
issue bonds, and the impact of that volume on the market for

public activity tax-exempt securities. Congress was concerned with
(1) the use of small issue IDBs by large companies that are able to
raise funds readily in capital markets without a Federal subsidy,

(2) the use of small issue IDBs to finance a variety of types of facili-

ties, from private recreational facilities to fast food restaurants,
that generally may be less deserving of a Federal subsidy than
other types of facilities, and (3) the lack of any substantial target-
ing of the use of small issue IDBs to economically distressed or oth-
erwise needy areas.

While Congress considered several alternatives to limit the
volume and reform the use of small issue IDBs, the absence of com-
prehensive and reliable information regarding the uses of small
issue IDBs hampered Congress' capacity to determine the appropri-
ate role, if any, to be played by small issue IDBs for the future.
Instead, Congress determined that the use of small issue IDBs
should be terminated after 1986. In certain cases, however, Con-
gress determined that the small issue exception should be eliminat-
ed before 1986. Therefore, the Act provides that the exemption is

not available for bonds issued after 1982 if 25 percent or more of
the proceeds are used to finance facilities for automobile sales or
service, retail food and beverage service (other than grocery stores)

or provision of recreation or entertainment. The Act further elimi-
nates the exception after 1982 if any portion of the proceeds of an
issue are used to finance certain other specified recreation facilities

(e.g., golf courses, hot tub facilities, etc.).

Congress did not intend by these actions to preclude further con-
sideration by it of the appropriate use of small issue IDBs. Indeed,
Congress intended that it undertake in a timely manner and with
substantially more information than is presently available, a com-
prehensive review as to whether the continued use of small issue
IDBs is economically warranted, and, if so, how that use should be
further restricted.
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Explanation of Provisions

Overview

The Act requires issuers of private activity bonds to make quar-
terly information reports to the Internal Revenue Service with re-

spect to each issue; requires approval of IDB issues by an elected
official or legislative body following a public hearing before issu-

ance (or, in lieu of such approval and hearing, a voter referendum
conducted); reduces, with certain exceptions, cost recovery deduc-
tions for IDB-financed property; eliminates use of the small issue

exception for IDBs issued as part of a single issue with bonds
exempt under any other provision; repeals the small issue excep-
tion for obligations issued after 1986; eliminates the current use of
small issue bonds to finance certain facilities; and limits the aver-

age length of time to maturity of IDBs.

Information reporting requirements

Under the Act, issuers of all bonds used to finance private activi-

ties are required to report certain information to the IRS about
such bonds issued by them during the preceding calendar quarter.
This report must be made no later than the 15th day of the second
month after the close of the calendar quarter in which the bonds
are issued. The reporting requirement applies to all IDBs, student
loan bonds, ^ and tax-exempt bonds a major portion of the proceeds
of which are used by charitable, etc., organizations (described in

sec. 501(c)(3)). The required reporting also applies to refunding
issues even if the original bonds were issued before 1983, if the re-

funding occurs after 1982.

The quarterly report must contain substantially all of the follow-

ing information with respect to each issue:

(1) the date of the issue, the stated interest rate, the term,
the face amount of each bond that is a part of the issue, and
the amount of lendable proceeds from the issue;

(2) the name of the elected official or legislative body that
approved the issue or a description of the voter referendum, if

any;

(3) the name, address, and tax identification number of each
initial principal user of any facilities financed with the pro-
ceeds of the issue, its common parent, and certain persons who
provide property, a trademark, trade name, or franchise to the
principal user; and

(4) a description of the property, facility, or project for which
the proceeds are to be used.

Congress intended that the property financed by the bonds be iden-
tified in the quarterly report on an asset-by-asset basis (by cost re-

covery class, if any) and by a general description of the facility or
project. Unless there is substantial compliance with this require-
ment, interest on the obligations is not tax-exempt. The IRS is au-
thorized to extend the time for filing these reports for reasonable
cause. Congress anticipated that the IRS will make compilations

• Student loan bonds include State and local government bonds used to finance, directly or
indirectly, any educational or related expenses regardless of whether the loans are guaranteed
by the Federal or State governments.
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and summaries of the reported information available to Congress
and that this information will become a matter of public record at

that time.

Public hearing and approval or voter referendum requirements

General rule

The Act establishes new approval requirements for issuers of
IDBs.2 Failure to comply with these requirements will result in

loss of tax exemption for the interest on the bonds. The new re-

quirements are twofold: (1) reasonable notice must be given and a
public hearing held and (2) issuance of the bonds must be approved
after the hearing by an elected public official or elected legislative

body. Each requirement is intended to operate independently of ex-

isting or future State law requirements although, in many in-

stances, existing or future procedures provided for by State law
may satisfy the new Federal requirements. Alternatively, a voter
referendum, held at such time and in such manner as referenda on
other issues affecting government spending under applicable State
and local law, may be used in place of the hearing'and elected rep-

resentative approval requirements with respect to any governmen-
tal unit.

Public hearings and approval by an elected official or legislative

body are required by both the issuing jurisdiction and the jurisdic-

tion where the facilities are located. The hearing must be held
before the approval of the bonds.
Where the facilities are located entirely within the geographic

jurisdiction of the issuing governmental unit, only one public
hearing and approval are required even though the facilities may
be located in several different subdivisions of the issuing govern-
mental unit.

Where facilities are not located within the geographic jurisdic-

tion of the issuing governmental unit, at least one governmental
unit having geographic jurisdiction over each facility must hold a
hearing and approve the bond issue. This may be either a single

governmental unit or a series of smaller governmental units that
may be subdivisions of the single governmental unit. For example,
where a governor of a State is to approve the issuance of bonds for

facilities located in that State (even though located in several coun-
ties), only the State is required to have a public hearing on that
bond issue. Where, however, a facility is located in several counties
and each county's elected executive officer is to approve the issu-

ance of the bonds for facilities located in that county, each county
is required to have a public hearing on that bond issue.

Where a facility is located in more than one State, then the
hearing and approval requirements are applied as if there were
separate facilities in each State. Thus, for example, in the case of

electric transmission lines that cross State lines, the transmission
lines located in each State are treated as separate facilities and
each State or its counties where the separate facilities are located
is required to meet the public hearing and approval requirements.

^ Since this restriction only applies to IDBs, it generally does not apply to student loan bonds
or bonds for tax-exempt organizations (described in section 501(cX3)).
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Notice and hearing

If the voter referendum alternative is not used, the Act requires
that a public hearing be held by the issuer of all tax-exempt IDBs
and by each other governmental unit in which any IDB-financed
facility is to be located.

The hearing must be preceded by published notice reasonably de-

signed to apprise residents of the affected governmental units of

the proposed issuance of the bonds. Congress anticipated that such
notice generally would be published no less than 14 days before the
scheduled date of the hearing. The hearing should be conducted in

a manner that provides a reasonable opportunity for persons with
differing views on both issuance of the bonds and the location and
nature of the proposed facility to be heard. It is not necessary that
the elected official who will approve the bonds be present at the
hearing or that a report on the hearing be submitted to that offi-

cial, although it is contemplated that an issuer may wish to take
these steps to better inform the elected representative required to

approve the bonds. In addition. Congress did not intend that this

requirement automatically invoke any State administrative proce-

dural requirements as to hearings in general.

Congress intended that the hearing may be held directly by the
governmental unit or its agencies or by a person who issues bonds
on behalf of that governmental unit. Generally, the hearing should
be held at times and in places that will be convenient for persons
affected by the facilities financed by the IDBs. However, where an
IDB will finance more than one facility at different locations, it is

not necessary that separate hearings be held for each facility. For
example, where a State agency proposes to issue an IDB to finance
projects throughout the State, only one hearing need be held some-
where within the State for all the facilities financed with the IDB
provided adequate public notice of the hearing is given in all areas
where facilities are to be located.

Approval by elected representative

Following the public hearing and prior to issuance of the bonds,
the applicable elected representative of each governmental unit
holding the required hearing, must approve issuance of the bonds. ^

The Act provides that the applicable elected representative is gen-
erally to be the chief elected executive of the governmental unit,

the chief elected State legal officer of the executive branch, or an
elected legislative body (e.g., city council, etc.)."* If multiple legisla-

tive bodies have authority over issuance of bonds in a jurisdiction,

the body with more specific authority must approve their issuance.
For example, if an elected board of directors of an industrial devel-

opment authority of a city and an elected city council are both au-
thorized to approve issuance of IDBs, IDBs related to industrial de-

velopment would be approved by the board of directors of the

^ The approval of an appropriate elected representative required by the Act may occur before
or after the governmental unit commits itself to issue the bonds. Consequently, the approval
requirement does not affect the present law rule that an inducement resolution be approved
prior to commencement of construction in certain cases; however, the jurisdiction cannot bind
itself to exercise the approval required by the Act prior to the hearing.

* In the case of a bicameral legislative body, the required approval must be by both chambers
of the body.



104

industrial development authority rather than the city council.

However, if the board of directors of the industrial development
bond authority is not elected, then the elected city council must ap-

prove the bonds regardless of whether the board is authorized to

issue IDBs. Special rules are included permitting designation by
the applicable elected representative otherwise required to approve
bond issues of another elected representative to approve bond
issues. In no case, however, can the approval be by an individual or

body not elected by the residents of the affected governmental unit.

If there are no elected officials or elected legislative bodies of a gov-

ernmental unit, the approval requirement must be met by an ap-

propriate elected official of the next higher level of government
that has an elected official or an elected legislative body and from
which the lower level of government derives its authority.

Exception for certain subsequent and refunding issues

Under the Act, a public hearing and approval by an authorized
elected representative is not required for certain issues solely to

refund a prior issue, provided the original issue was approved by
the appropriate elected official following such a hearing. This ex-

ception does not apply, however, in the case of refunding bonds
that will mature after the date on which the bonds to be refunded
would have matured.
The public hearing and approval requirements also do not apply

to certain subsequent issues by the same governmental unit for a
facility when the subsequent issues occur within 3 years of the ini-

tial issue date of an approved issue. This exception permits issuers

to approve up to a 3-year plan of financing for a facility while satis-

fying the public hearing and approval requirements once, either

prior to or at the time of the initial issue. For example, an issuer

could approve financing for a facility with a specified amount of

IDBs to be issued as different phases of construction occur. In such
a case, provided the funds are all used for the same facility and all

obligations are issued within a 3-year period pursuant to the plan
of financing, only one public hearing and approval by an elected

representative is required. This exception will not apply, however,
to IDBs issued to finance different facilities or not issued pursuant
to a single plan of financing even when the facilities are owned or

used by the same party (or a related party).

In addition. Congress intended that the special rule which per-

mits approval of a plan of financing for up to 3 years also applies

to refunding obligations issued within that 3-year period. For exam-
ple, the rule covering plans of financing would cover situations

where IDBs are issued and then refunded one or more times within
the 3-year period. The 3-year period commences on the date that

obligations are first issued pursuant to the approval of the plan.
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Restriction of cost recovery deductions for certain property financed
with tax-exempt bonds

General rule

The Act provides that property that is placed in service ^ after

December 31, 1982, generally is not eligible for full cost recovery
deductions under ACRS or other accelerated cost recovery provi-

sions of the Code, to the extent that the facilities are financed by
any tax-exempt bonds. ^ In lieu of full deductions under ACRS, the
cost of property financed with IDBs must be recovered using the
straight-line method (with a half-year convention for personal prop-

erty and a monthly convention for real property) over the applica-

ble ACRS recovery period. This limitation applies to both the first

owner of the property and to any subsequent owners who acquire
the property while the IDBs (including any refunding issues) are
outstanding.

Exceptions for certain facilities

The Act provides several exceptions permitting the cost of cer-

tain types of facilities financed in whole or in part with IDBs to

continue to be recovered under ACRS: low income rental housing,
public sewage or solid waste disposal facilities, certain new air or

water pollution control facilities, and certain facilities for which
UDAG grants are made.
Low-income rental housing, which will continue to qualify for

both tax-exempt financing and ACRS, is any residential rental

property that is described in section 103(b)(4)(A). In addition, cer-

tain multi-family rental projects also are exempt from the cost re-

covery provisions of the Act if the project was exempt from the re-

strictions on the use of IDBs for multi-family housing under the
Mortgage Subsidy Bond Tax Act of 1980.

Public sewage or solid waste disposal facilities, which will

continue to qualify for both tax-exempt financing and ACRS, are
any such facilities which are financed with obligations the interest

on which is exempt pursuant to section 103(b)(4)(E) where substan-
tially all of the sewage or solid waste (other than recycled waste)
processed by the facility is collected from the general public.

Facilities will qualify for this exception regardless of whether the
solid waste or sewage is collected from an area within part or all of

a government unit or an area larger than one governmental unit;

regardless or whether the facilities are operated by a governmental
unit or a private company; and regardless of whether the facilities

accept for processing all types of waste (as long as the waste accept-

ed is collected from the general public). Solid waste need not in-

clude waste separated by source or recyclable materials.

For this purpose, the general public includes commercial and
other businesses but only if the solid waste collected from business-

es is collected from them in their capacities as members of the gen-
eral public and not as members of a limited group (such as groups

* For this purpose, property is placed in service when it is eligible for capital cost recovery
deductions.

* If the tax-exempt IDBs are first issued after the property is placed in service, the taxpayer is

required to recompute any cost recovery deductions claimed for that property in prior years.
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that have special types of waste not processable by normal waste
facilities serving the general public).

The air or water pollution control facilities, which will continue
to qualify for ACRS deductions and tax-exempt financing, are air
or water pollution control facilities which are financed with obliga-
tions the interest on which is exempt under section 103(b)(3)(F) and
which are used in connection with a plant or other property in op-
eration before July 1, 1982. In addition, air or water pollution con-
trol facilities used in connection with conversion of oil- or gas-fired
facilities to coal will be permitted cost recovery deductions under
ACRS, but only if the oil- or gas-fired furnace which is converted to
coal was in use at the facility before July 1, 1982. For example, in-

stallation of a new coal furnace after July 1, 1982, will not disquali-
fy related pollution control equipment from ACRS deductions if the
replaced oil- or gas-fired furnace was in operation at the facility as
of July 1, 1982.

Finally, facilities financed with tax-exempt bonds, which are eli-

gible for the special rule relating to UDAG grants, will continue to
be permitted ACRS. This exception will not apply unless the
amount of the UDAG grant equals or exceeds 5 percent of the total
capital expenditures on the facility. In the case of property partial-
ly financed by a UDAG grant that benefits multiple facilities, only
an allocable share of the grant is used in determining whether this
capital expenditure test is satisfied for any individual facility.

Relationship of bond maturity to life of assets

The Act provides a rule that limits the average length of the ma-
turity of all IDBs. Under the rule, the weighted average maturity '

of all obligations of an issue cannot exceed the weighted average
estimated economic life ^ of the assets financed with the proceeds
of the issue ^ by more than 20 percent. For example, if the proceeds
of the bond are used to purchase assets with an average estimated
economic life of 10 years, the maximum average maturity for the
bonds may not exceed 12 years. The economic life of an asset is to
be measured from the later of the date the bonds are issued or the
date the assets are reasonably expected to be placed in service.
Thus, in the above example, if the bonds are issued before the
assets are placed in service, the maximum maturity for the bonds
cannot exceed a date which is 12 years from the date the assets are
expected to be placed in service. If, instead, the bonds are issued
after the assets are placed in service, the maximum maturity
cannot exceed a date which is 12 years from the date the assets are
actually placed in service.

The rule restricting the maturity of IDBs applies to any obliga-
tions issued to refund previously issued obligations, regardless of
whether the refunded obligations were issued before or after De-
cember 31, 1982. The maturity of the refunding obligations cannot

^ The weighted average maturity of obligations of an issue is determined by taking into ac-
count the issue price (using concepts consistent with the rules in sec. 12.32) of each obligation.
*The weighted average estimated economic life of assets financed with the proceeds of an

issue is determined by taking into account the cost of each asset financed with the proceeds of
the issue.

^ Where the amount of the bond is less than the cost of the facilities, the assets financed with
the bond shall include an allocable portion of the facilities which may be purchased by the bond
proceeds under the bond indenture.
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be later than the maximum maturity date of the refunded obliga-

tions.

In general, the economic life of assets is to be determined on a

case-by-case basis. However, in order to provide guidance and cer-

tainty, Congress intended that the administrative guidelines estab-

lished for the useful lives used for depreciation prior to the enact-

ment of the ACRS system (i.e., the midpoint lives under the ADR
system where applicable and the guideline lives under Rev. Proc.

62-21, 1962-2 C.B. 418, in the case of structures) may be used to

establish the economic lives of assets. However, the taxpayer can
issue bonds with maturities longer than these administrative guide-

lines would allow if the taxpayer can show, on the basis of the facts

and circumstances, that the economic life to the principal user or

users of the facilities is greater than the lives established under
these administrative guidelines.

Amendments to small issue exception

Termination of small issue exception

The Act provides that the small issue exemption will not apply
with respect to obligations issued after December 31, 1986.

Limitation on single issues including "clean limit" small issue IDBs
and other tax-exempt bonds

The Act provides that the $1 million "clean limit" small issue ex-

ception (sec. 103(b)(6)(A)) is not available for any IDB issued as part

of a single issue with any other obligations, the interest on which is

tax-exempt under any provision other than the small issue excep-

tion. For example, under the Act, if $21 million of IDBs were issued

in connection with an airport facility where the interest on $20
million of the bonds was exempt under the exempt purpose excep-

tion for airports (sec. 103(b)(4)(D)) ^° and the remaining $1 million

of bonds were used to finance a non-exempt function facility, the

interest on the bonds would not be exempt. Small issue IDBs issued

under the alternative $10 million "capital expenditures" limitation

(sec. 103(b)(3)(D)) will continue to be eligible for tax exemption if

issued as part of a combined issue but only if the issuer elects to

qualify the small issue IDBs for tax-exemption under that alterna-

tive limitation.

Elimination of small issue exception to finance certain facilities

The Act eliminates the small issue exception for bonds issued

after December 31, 1982, if—
(i) more than 25 percent of the proceeds of the issue are to pro-

vide a facility the primary purpose of which is automobile sales or

service, retail food and beverage services (including all eating and
drinking places but not grocery stores), or the provision of recrea-

tion or entertainment; or
(ii) any portion of the proceeds of the issue is to be used to pro-

vide the following: any private or commercial golf course, country
club, massage parlor, tennis club, skating facility (including roller

'"This amount includes the scM;alled "insubstantial portion" of the proceeds which need not

be used for the exempt function facilities.
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skating, skateboard, and ice skating), racquet sports facility (includ-
ing handball and racquetball courts), hot tub facility, suntan facili-

ty, or racetrack.

The application of these limitations may be illustrated by the fol-

lowing example. Assume that a hotel is to be financed with an
issue of small issue bonds and that the building contains a restau-
rant (which may or may not be operated in conjunction with the
hotel). In determining whether 25 percent of the proceeds of the ob-
ligation are used for restricted purposes, the restaurant is treated
as a prohibited use even though the restaurant may be considered
functionally related and subordinate to the hotel. The cost of the
restaurant would include a portion of the facilities used in common
with the hotel operations such as parking, lobby, etc. On the other
hand, the hotel rooms are not treated as a restricted use even
though those rooms are occasionally used for eating and drinking
since their primary purpose is used for lodging purposes.
The provision which restricts the use of small issue bonds does

not affect bonds issued pursuant to other provisions (e.g., sees.

103(b) (4) and (5)). For example, assume that the facts are the same
as the first example except the hotel is functionally related and
subordinate to an airport which would qualify under section
103(b)(4)(D). In such a case, obligations issued to finance the hotel
(including the restaurant) would be issued under section 103(b)(4)

and, consequently, the rule restricting the use of small issue obliga-
tions would not apply. Similarly, obligations issued to finance a
tennis facility that qualifies under section 103(b)(4)(B) are not af-

fected by the restrictions prohibiting the use of small issue bonds
for certain purposes.

Effective Dates

General rule

These provisions of the Act apply generally to obligations issued
after December 31, 1982, including obligations issued solely to
refund obligations outstanding on or before that date.

Public hearing and approval

The public hearing and approval requirement applies to obliga-
tions, including refunding issues, issued after December 31, 1982.
However, under the exceptions to the public approval requirement,
the public approval requirement does not apply to issues solely to
refund a prior issue, which was issued before the public approval
requirement became applicable, where the maturity of the bonds is

not extended.

Restriction on cost recovery deductions

The restriction on the availability of accelerated cost recovery de-
ductions for property with respect to which tax-exempt financing is

provided applies generally to all such property placed in service
after December 31, 1982.

However, the restrictions on cost recovery deductions do not
apply to a facility placed in service after December 31, 1982, if the
original use commences with the taxpayer and either

—
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(1) construction of the facility had commenced before July 1,

1982, or

(2) a binding contract existed on July 1, 1982, and at all

times thereafter, which committed the purchaser to incur sig-

nificant expenditures for construction or acquisition of the fa-

cility.

For purposes of the second exception, whether expenditures are sig-

nificant may be determined by comparing the amount of the ex-

penditures to the total anticipated cost of the facility.

Whether or not an arrangement between a purchaser and con-

tractor or seller constitutes a contract is to be determined under
the applicable local law. A binding contract is not considered to

have existed on July 1, 1982, however, unless the property to be ac-

quired or services to be rendered were specifically identified or de-

scribed before that date.

A binding contract for purposes of this provision exists only with

respect to property or services which the taxpayer is obligated to

pay for under the contract. In addition, where a contract obligates

a taxpayer to purchase a specified number of items and also grants

him an option to purchase additional items, the contract is binding

on the taxpayer only to the extent of the items he must purchase.

A contract may be considered binding on the taxpayer even
though (a) the price of the item to be acquired or services rendered

under the contract is to be determined at a later date, (b) the con-

tract contains conditions the occurrences of which are under the

control of a person not a party to the contract, or (c) the taxpayer

has the right under the contract to make minor modifications as to

the details of the subject matter of the contract.

A contract which was binding on a taxpayer on July 1, 1982, ^yill

not be considered binding at all times thereafter if it is substantial-

ly modified after that date. Additionally, a contract under which
the taxpayer has an option to acquire property is not a contract

that is binding on the taxpayer for purposes of this exception

unless the amount paid for the option is forfeitable and is more
than a nominal amount.
The restrictions on cost recovery deductions also do not apply to

property placed in service after December 31, 1982, to the extent

that the property is financed with tax-exempt bonds issued before

July 1, 1982. For purposes of this exception, a refunding issue

issued after June 30, 1982, generally is treated as a new issue and
the taxpayer must use the slower recovery methods for unre-

covered cost from the date of the refunding issue. If significant ex-

penditures are incurred in respect of the facility before January 1,

1983, however, such a refunding issue will not be treated as a new
issue and accelerated cost recovery methods may continue to be
used. As with the exception for certain binding contracts, discussed

above, whether expenditures are significant for purposes of this ex-

ception may be determined by comparing the amount of the ex-

penditures to the total anticipated cost of the facility.

In cases where a change of recovery method is required because
of a refunding issue, only the remaining unrecovered cost of the

property is required to be recovered using the slower method and
period. Therefore, no retroactive adjustments to cost recovery de-

ductions previously claimed are required upon the refunding of a
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pre-July 1, 1982 issue where no significant expenditures are made
with respect to the facihty before January 1, 1983.

Finally, Congress intended that all property which is a part of

the facilities described in the inducement resolution adopted before

July 1, 1982, pursuant to which the bonds are issued, be treated as

under construction where any part of those facilities is under con-

struction before July 1, 1982. Moreover, Congress intended that all

such property be included under the transitional rule even though
part of the facilities are transferred by the taxpayer prior to their

being placed in service and even though properties which are part

of the facilities are placed in service before the completion of con-

struction of other properties which are part of those facilities.

Amendments to small issue exception

Termination of small issue exception

The termination of the small issue exception applies to obliga-

tions issued after December 31, 1986.

"Clean limit"

The restrictions on the use of "clean limit" IDBs applies to bonds
issued after the date of enactment.



b. Other amendments affecting industrial development bonds

(1) Tax exemption for industrial development bonds for facilities for

the local furnishing of gas (sec. 217 of the Act and sec. 103(b)(4)

of the Code)

Prior Law

Under both prior and present law, interest on State and local

government obligations is generally exempt from Federal income

tax. However, since 1968, tax exemption has been denied to State

and local government issues of industrial development bonds

(IDBs). A State or local government bond is an IDB if (1) all or a

major portion of the proceeds of the issue are to be used in any
trade or business of a person other than a State or local govern-

ment or tax-exempt organization, and (2) payment of principal or

interest is secured by an interest in, or derived from payments
with respect to, property or borrowed money used in a trade or

business.

An exception to the denial of tax exemption for interest on IDBs
applies in the case of IDBs which are used to provide facilities for

certain exempt activities. Such facilities include facilities for the

local furnishing of electric energy and gas (sec. 103(b)(4)(E)). A fa-

cility for the local furnishing of electric energy or gas is defined in

Treasury regulations as property for the furnishing of electric

energy or gas which is part of a system providing service to the

general populace in a service area comprising no more than two
contiguous counties (Treas. Reg. § 1.103-8(f)(2)(iii)). In the Revenue
Act of 1978, the definition of a facility for the local furnishing of

electric energy was modified to include also property for the fur-

nishing of electric energy which is part of a system that provides

electric energy to the general populace in a service area comprising

no more than a city and one contiguous county.

Reasons for Change

Congress concluded that the same reasons that it had in 1978 for

extending the exemption for the local furnishing of electricity to a

service area consisting of no more than a city and a contiguous

county also apply in the case of the local furnishing of gas.

Explanation of Provision

The Act provides that local furnishing of gas from a facility in-

cludes the furnishing solely within an area comprised of a city and
one contiguous county. Thus, under the Act, tax-exempt financing

is made available in the case of a facility for the furnishing of gas

(which otherwise meets the requirements of sec. 103) provided that

(111)
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the service area of the facility comprises no more than two contigu-
ous counties or a city and one contiguous county.

Effective Date

This provision appHes to obligations issued after the date of en-
actment.

(2) Industrial development bonds for local district heating or cooling
facilities (sec. 217 of the Act and sees. 103(b)(4) and (b)(10) of the
Code)

Prior Law

Under both prior and present law, interest on State and local

government obligations is generally exempt from Federal income
tax. However, since 1968, tax exemption has been denied to State
and local government issues of industrial development bonds
(IDBs). A State or local government bond is an IDB if (1) all or a
major portion of the proceeds of the issue are to be used in any
trade or business of a person other than a State or local govern-
ment or tax-exempt organization, and (2) payment of principal or

interest is secured by an interest in, or derived from payments
with respect to, property or borrowed money used in a trade or

business.

An exception to the denial of tax exemption for interest on IDBs
applies in the case of IDBs which are used to provide facilities for

certain exempt activities. Such facilities include facilities for the
local furnishing of electric energy and gas (sec. 103(b)(4)(E)).

A facility for the furnishing of electric energy or gas is defined in

Treasury regulations as property for the furnishing of electric

energy or gas which is part of a system providing service to the
general populace in a service area comprising no more than two
contiguous counties. (Treas. Reg. § 1.103-8(f)(2)(iii)). In the Revenue
Act of 1978, the definition of a facility for the local furnishing of

electric energy was modified to include property for the furnishing
of electric energy which is part of a system that provides electric

energy to the general populace in a service area comprising no
more than a city and one contiguous county.*

Reasons for Change

Congress believed that facilities which provide for local distribu-

tion of energy for heating and cooling through steam or water from
a central energy source should be encouraged. In many respects,

these facilities are analogous to facilities which provide for the

local furnishing of electric energy or gas. Accordingly, Congress
concluded that tax-exempt IDBs should be available to finance the
facilities that distribute energy for heating or cooling in the form
of water or steam on a local basis.

'Section 217 of the Act extends this rule to property for the local furnishing of gas.
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Explanation of Provision

The Act exempts from tax interest on IDBs issued to finance
local district heating or cooling facilities.

A local district heating or cooling facility includes equipment
and other property used as an integral part of a local heating or
cooling system, including pipes and piping, pipe insulation, valves,

pumps, expansion systems, heat exchangers, temperature controls,

terminal units, and meters, whether used by the producer, distribu-

tor, or consumer of local heating or cooling. The Act does not cover
the facilities which produce the hot water, chilled water, or steam
or facilities that are owned for tax purposes by a consumer. A local

district heating or cooling system is any system consisting of a
pipeline or network, which may include or be connected to a heat-

ing or cooling source, which provides hot water, chilled water, or

steam to two or more users for residential, commercial, or

industrial heating or cooling, or process steam, or for any combina-
tion of such purposes. For this purpose, a heating or cooling system
is considered local if it has a service area comprised of no more
than two contiguous counties or a city and one contiguous county.

Effective Date

This provision applies to obligations issued after the date of en-

actment.

(3) Exemption for certain multiple lot issues of industrial develop-

ment bonds (sec. 214 of the Act and sec. 103(b)(6) of the Code)

Prior Law

Under both prior and present law, gross income does not include
interest on obligations of a State or a political subdivision of a
State (sec. 103(a)(1)). This exclusion does not apply, however, to in-

terest on industrial development bonds (IDBs), unless the bonds fall

within certain exceptions (sec. 103(b)). One of these exceptions pro-

vides that interest on IDBs which are part of an issue with a face

amount of $1 million or less,^ substantially all of the proceeds of

which are to be used for the acquisition, construction, reconstruc-

tion, or improvement of land or depreciable property (referred to as
small issue bonds), is exempt.

In certain cases, pooled offerings of bonds having an aggregate
face value in excess of $1 million have been marketed as a single

unit by the issuing authority or authorities. The pooled offerings

have attributes of both a single bond issue and of a multiple lot of

single bond issues. If viewed as a single bond issue, the bonds gen-
erally did not qualify for the small issue exception, and the interest

paid on them was not, therefore, exempt from Federal income tax-

ation under prior law.

In Revenue Ruling 81-216,^ the Internal Revenue Service issued

guidelines for determining whether a pooled offering of bonds was

' A $10 million limit applies if the issuer elects; however, in such cases, certain capital ex-

penditures over a 6-year period are considered in determining whether the $10 million limit is

exceeded.
2 1981-36 I.R.B. 6 (September 8, 1981).
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treated as a single bond issue or as a multiple lot issue. Under the
ruling, this determination was stated to be factual, but such a
pooled offering was generally treated as a single bond issue if the
following factors were present:

(1) the bonds were sold at substantially the same time;

(2) the bonds were sold pursuant to a common plan of mar-
keting;

(3) the bonds were sold at substantially the same rate of in-

terest; and
(4) a common or pooled security was used or was available to

pay debt service on the bonds.
On October 8, 1981, the Internal Revenue Service proposed regu-

lations that provided essentially the same rules as Rev. Rul. 81-216
and proposed to revoke that revenue ruling.^

Reasons for Change

Congress believed that businesses should be able to obtain the
cost savings of issuing tax-exempt small issue IDBs in multiple lots

with tax-exempt small issue IDBs to be used by other unrelated
businesses. However, Congress believed that multiple lot tax-

exempt small issue IDBs should not be permitted if (1) the bonds
finance facilities located in more than one State, (2) the bonds are
financing more than one facility for any principal user of facilities,

or (3) a single company is obtaining the benefit of such bonds indi-

rectly as a franchisor.

Explanation of Provision

The Act provides that multiple lots of obligations will be treated
as part of the same issue only if the proceeds of the obligations are
to be used to finance two or more facilities which are located in

more than one State or have the same principal users or principal
users that are related persons. The term "principal user" generally
has the same definition as that term under section 103(b)(6). How-
ever, for this purpose, a principal user also includes a person (other
than a governmental unit) which (1) either guarantees directly or
indirectly the repayment of obligations or aids in arranging the is-

suance of the obligations and (2) provides property,* franchise,
trademark, or trade name to be used in connection with the facili-

ties financed with the obligations.

Whether obligations meet any of these tests is to be determined
under the facts and expected uses as of the date that the obliga-

tions are issued. Thus, interest on obligations which originally did
not meet any of these tests will not lose its exemption because
facilities financed by the obligations are moved out of the State or
because principal users of two facilities financed by the obligations
subsequently become related, so long as these events were not ex-

pected at the time of the issuance of the bonds.
Under the Act, lots of obligations which are not treated as a

single issue pursuant to the transitional rules adopted by the Inter-

nal Revenue Service for the rule provided in Rev. Rul. 81-216 are

' 46 Fed. Reg. 50014 (October 8, 1981).
• For this purpose, property does not include a letter of credit.
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not considered as a single issue and, thus, are not subject to the

rules of the Act on multiple lot IDBs.

Effective Date

The provision is effective for obligations issued after the date of

enactment.

(4) Exclusion of certain research expenses from capital expenditure

limitation for small issue industrial development bonds (sec. 214
of the Act and sec. 103(b)(6) of the Code).

Prior Law

Under both prior and present law, interest on certain "small

issue" industrial development bonds (IDBs) is exempt from Federal

income tax if the aggregate amount of outstanding exempt small

issues and capital expenditures (financed otherwise than out of the

proceeds of an exempt small issue) made over a six-year period

does not exceed $10 million (sec. 103(b)(6)).

Under prior law, research or experimental expenditures incurred

in connection with a taxpayer's trade or business were taken into

account for purposes of determining if the small issue limitation of

$10 million was exceeded, whether or not the taxpayer elected

(under sec. 174(a)) to deduct currently such research expenses.

Reasons for Change

Congress believed that research and development expenditures

should be encouraged. The prior law rule that required research

and development expenditures to be counted in meeting the $10
million limitation could provide a substantial impediment to firms

using small issue IDBs and incurring certain research and develop-

ment costs. Consequently, Congress believed that research and de-

velopment expenditures of a type for which the credit for research

and development may be allowable should not be counted in deter-

mining whether the $10 million capital expenditure limitation is

met. Moreover, Congress believed that such a rule is consistent

with the purpose of the $10 million limitation of restricting the size

of projects which may be financed with small issue bonds because
the size of a project is not affected by the amount of research and
development expenses for supplies and salaries.

Explanation of Provision

Under the Act, expenditures for research wages or for research

supplies (as defined in sees. 44F(b)(2)(A)(i) or (ii)) which the taxpay-

er elects to deduct currently (under sec. 174(a)) are not taken into

account for purposes of the $10 million capital expenditure limita-

tion on tax-exempt small issue industrial development bonds.

Effective Date

The provision applies to research wage and supply expenditures
paid or incurred after the date of enactment.
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(5) IDBs for multi-family residential rental projects (sec. 221 of the
Act and sees. 103(b)(4) and (b)(12) of the Code)

Prior Law

Under both prior and present law, tax-exempt industrial develop-
ment bonds could be used for multi-family rental projects only if 20
percent of the units (15 percent in targeted areas) were occupied by
individuals of "low or moderate income." Under prior law, the defi-

nition of "low or moderate income" was defined by reference to the
meaning of that term under section 8 of the United States Housing
Act of 1937. In addition, the 20-percent requirement (15 percent in

targeted areas) had to be met for 20 years with respect to any obli-

gations issued before January 1, 1984.

Reasons for Change

Congress believed that certain of the rules relating to the use of
tax-exempt IDBs for rental housing needed to be clarified. Specifi-

cally, Congress believed that the definition of persons of low or
moderate income needed to be clarified in light of the changes to

the section 8 program adopted by Congress in 1981. In addition,

Congress believed that it should provide a permanent rule on the
length of time that units in a rental project must be occupied by
persons of low or moderate income.

Explanation of Provision

The Act makes two changes in the rules for IDBs used to finance
residential rental property for low and moderate income families.

First, the Act provides a separate definition of individuals of low
and moderate income by adopting the definition of that term under
the section 8 program except that the applicable percentage will be
80 percent of the area median income (regardless of the percentage
used under the section 8 program).

Second, the duration of the requirement that 20 percent (15 per-

cent in targeted areas) of the housing units in a project be occupied
by individuals of low or moderate income is changed. Under the
Act, that rule applies from the date 10 percent of the project is

first occupied and continues until the latest of (1) 10 years after

over one-half of the project is first occupied, (2) a date ending when
50 percent of the maturity of the bonds having the longest maturi-
ty has expired, or (3) the date on which any section 8 (or compara-
ble) assistance terminates. As under prior law, all of the units of
the project financed with tax-exempt IDBs must remain as rental
units for the length of the targeting requirement.

Effective Date

The changes to the requirements for IDBs for low and moderate
income residential rental property apply to obligations issued after
the date of enactment other than obligations which are exempt
from the restrictions of the Mortgage Subsidy Bond Tax Act of
1980.
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(6) Advance refunding of certain IDBs of the Port Authority of
St Paul (sec. 218 of the Act)

Prior Law

Under both prior and present law, interest on State and local

government obligations is generally exempt from Federal income
tax. However, since 1968, tax exemption generally has been denied

to State and local government issues of industrial development
bonds (IDBs). A State or local government bond is an IDB if (1) all

or a major portion of the proceeds of the issue are to be used in

any trade or business of a person other than a State or local gov-

ernment or tax-exempt organization, and (2) payment of principal

or interest is secured by an interest in, or derived from payments
with respect to, property or borrowed money used in a trade or

business.

Under both prior and present law, advance refundings of IDBs
generally are prohibited. However, advance refundings are permit-

ted for IDBs for certain convention and trade show facilities, air-

ports, docks, wharves, and mass commuting facilities (sec. 103(b)(7)).

Advance refunding issues are bonds issued more than 180 days

prior to the retirement of the original bonds. Thus, in an advance
refunding, both the original issue and the refunding issue remain
outstanding.

Reasons for Change

Congress believed that the Port Authority of St. Paul should be
permitted to advance refund certain IDBs, but only if the refunded
obligations are retired as soon as economically practicable.

Explanation of Provision

The Act provides that certain IDBs of the Port Authority of St.

Paul, Minnesota, may be advance refunded as long as the refunded
obligations are retired within six months after any call premium
on the refunded bonds lapses.

Effective Date

This provision is effective on the date of enactment.

(7) Regional pollution control facilities (sec. 217 of the Act and sec.

103(b)(ll) of the Code)

Prior Law

Under both prior and present law, interest on State and local

government obligations is generally exempt from Federal income
tax. However, since 1968, tax exemption generally has been denied

to State and local government issues of industrial development
bonds (IDBs). A State or local government bond is an IDB if (1) all

or a major portion of the proceeds of the issue are to be used in

any trade or business of a person other than a State or local gov-

ernment or tax-exempt organization, and (2) payment of principal

or interest is secured by an interest in, or derived from payments
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with respect to, property or borrowed money used in a trade or
business.

Both prior and present law generally prohibited the issuance of
IDBs to acquire existing facilities if a substantial user of the facili-

ties prior to the acquisition would be a substantial user after the
acquisition.

Reasons for Change

Congress believed that tax-exempt financing should be available
for the acquisition by a pollution control authority of used pollu-

tion control facilities in cases where the pollution control authority
issuing the bonds will operate the acquired facilities and there are
restrictions which insure that the benefits of tax-exempt financing
do not accrue to the seller of the facilities.

Explanation of Provision

The Act permits tax-exempt IDBs to be issued, under certain con-
ditions, for use by a regional pollution control authority to acquire
existing air or water pollution control facilities which the authority
itself will operate in order to maintain or improve the control of
pollutants. These conditions are (1) that the purchase price of the
facilities cannot exceed their fair market value, (2) the fees charged
for use of the facilities after the sale are not less than the amounts
that would have been charged had taxable financing been used,

and (3) that no person, other than the authority, be considered the
owner of the facilities for Federal income tax purposes.

Effective Date

This provision applies to obligations issued after the date of en-
actment.

(8) Modification of definition of qualified mass commuting vehicle

(sec. 217 of the Act and sees. 103(b) and (q) of the Code)

Prior Law

Under both prior and present law, interest on State and local

government obligations is generally exempt from Federal income
tax. However, since 1968, tax exemption generally has been denied
to State and local government issues of industrial development
bonds (IDBs). A State or local government bond is an IDB if (1) all

or a major portion of the proceeds of the issue are to be used in

any trade or business of a person other than a State or local gov-
ernment or tax-exempt organization, and (2) payment of principal
or interest is secured by an interest in, or derived from payments
with respect to, property or borrowed money used in a trade or
business.

An exception to the general rule governing taxation of interest

on IDBs permits tax-exemption of interest on IDBs used to finance
qualified mass commuting vehicles. Under prior law, qualified

mass commuting vehicles were defined as buses, rail cars, or simi-

lar equipment which is leased to a governmentally-owned mass
transit system and used in providing mass commuting services.
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Reasons for Change

Congress believed that tax-exempt IDBs should be available to fi-

nance ferry boats.

Explanation of Provision

The Act expands the types of mass commuting vehicles eligible

for tax-exempt financing to include ferries engaged in providing
mass transportation services.

Effective Date

The provision applies to obligations issued after the date of en-
actment.



c. Amendments to the Mortgage Subsidy Bond Tax Act (see. 220
of the Act and sec. 103A of the Code)

Prior Law

Overview

The Mortgage Subsidy Bond Tax Act of 1980 was enacted as part
of the Omnibus Reconciliation Act of 1980 (Pub. L. 96-499). The Act
was intended generally to direct the subsidy from the use of tax-

exempt bonds for housing to those individuals who have the great-

est need for the subsidy, to increase the efficiency of the subsidy,

and to restrict the overall revenue loss from the use of tax-exempt
bonds for housing. In order to achieve these goals, the 1980 Act im-
posed a number of restrictions on the issuance of tax-exempt bonds
for financing owner-occupied housing. The restrictions modified by
the this Act are the three-year requirement, the purchase price re-

quirement, and the arbitrage limitation.

Three-year requirement

Under prior law, in order for an issue to be a qualified mortgage
issue, all of the mortgages financed from the bond proceeds were
required to be provided to mortgagors each of whom did not have a
present ownership interest in a principal residence at any time
during the three-year period ending on the date that the mortgage
was executed.
The three-year requirement does not apply with respect to mort-

gagors of residences in three situations. First, it does not apply to

mortgagors of residences that are located in targeted areas. Second,
it did not apply to mortgagors who receive qualified home improve-
ment loans. Third, it does not apply to mortgagors who receive a
qualified rehabilitation loan.

Purchase price requirement

Under prior law, in order for an issue to be a qualified mortgage
issue, all of the mortgages (or other financing) provided from the
bond proceeds, except qualified home improvement loans, were re-

quired to be for the purchase of residences where the acquisition

cost of each residence did not exceed 90 percent (110 percent in tar-

geted areas) of the average area purchase price applicable to that
residence.

Arbitrage limitation

In order for an issue to be a qualified mortgage issue, the issue is

required to meet certain limitations regarding arbitrage as to both
mortgage loans and nonmortgage investments.

(120)
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Mortgage investments

Under prior law, the effective rate of interest on mortgages pro-

vided under an issue could not exceed the yield on the issue by
more than one percentage point. This determination was made on
a composite basis for all mortgages under the issue. Consequently,
the effective interest rate on some mortgages could be greater than
one percentage point above the yield of the issue if other mortgages
had a lower effective interest rate.

Nonmortgage investments

The 1980 Act also imposed restrictions on the arbitrage on non-
mortgage investments. Mortgage subsidy bonds usually have estab-

lished a reserve to secure payment of the debt service on the bonds.

The 1980 Act provided that the reserve must be reduced as future

annual debt service is reduced.

The 1980 Act also limited the amount that could be invested as

unrestricted yield in nonmortgage investments to 150 percent of

the debt service on the issue for the bond year. An exception to the

150-percent debt service rule was provided, however, for proceeds

invested for an initial temporary period until such proceeds were
needed for mortgages.
The 1980 Act also required that arbitrage earned by the issuer

on nonmortgage investments be paid or credited to the mortgagors
or paid to the Federal Government.

Reasons for Change

Congress was concerned over the present distressed state of the
housing industry. In light of the fact that the mortgage subsidy

bond program is scheduled to terminate on December 31, 1983,

Congress believed that relaxation of some of the limitations in the

Mortgage Subsidy Bond Tax Act of 1980 would be the most effec-

tive and least costly method of providing temporary aid to that in-

dustry. Relaxation of the arbitrage limitation, three-year require-

ment, and purchase price requirement should ensure that the
volume of mortgage subsidy bonds will increase toward the maxi-
mum volume restrictions permitted under the law.

Congress provided these changes from prior law because of the

temporarily distressed state of the housing industry, even though
the changes might reduce the effect of the restrictions of the Mort-
gage Subsidy Bond Tax Act to direct the benefits of tax-exempt
bonds to persons of the greatest need. Nonetheless, Congress ex-

pected that State and local issuers will exercise their discretion in

the use of mortgage subsidy bonds so as to implement the basic

purposes of the Mortgage Subsidy Bond Tax Act as much as practi-

cable.

In addition. Congress desired to clarify the application of the

rules of the 1980 Act to financing of cooperative housing corpora-

tions. Congress believed that cooperative housing corporations

should be eligible for tax-exempt financing under the rules applica-

ble to owner-occupied housing.
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Explanation of Provisions

Three-year requirement

The Act modifies the three-year requirement to provide that at
least 90 percent (instead of 100 percent as under prior law) of the
lendable proceeds (i.e., bond proceeds less issuance expenses and re-

serves) of the issue must be loaned to mortgagors who meet the
three-year requirement. The 90-percent test is to be computed by
excluding any financing with respect to targeted area residences,
any qualified home improvement loan, and any qualified rehabili-

tation loan.

Purchase price limitation

The Act increases the purchase price limitation from 90 percent
(110 percent in targeted areas) of the average area purchase price
to 110 percent (120 percent in targeted areas).

Arbitrage

Mortgage investments

The effective rate of interest on mortgages financed with tax-

exempt bonds may not exceed the yield on the issue by more than
IVs (1.125) percentage points. The Act clarifies that, in determining
the effect of prepayments of mortgage principal on the computa-
tion of the effective rate of mortgage interest, prepayments of prin-

cipal shall be treated as received on the last day of the month in
which the issuer reasonably expects to receive such prepayments.

Nonmortgage investments

The Act provides that the rule requiring liquidation of nonmort-
gage investments with a yield higher than the issue yield will not
apply to the extent that it would require disposition of any non-
mortgage investment resulting in a loss in excess of the amount of
undistributed arbitrage profits in nonmortgage investments at such
time. However, the rule will continue to apply if the sale of such
nonmortgage investments would not result in a loss when the in-

vestments are sold to meet the liquidation rule. Similarly, the rule
will apply if loss assets subsequently appreciate so that their sale
or exchange would not result in a loss.

Cooperative housing corporations

In the case of any cooperative housing corporation (as defined in

Code sec. 216), each dwelling unit shall be treated, for purposes of
applying the restrictions applicable to tax-exempt financing of
owner occupied housing (sec. 103A), as if it were actually owned by
the person entitled to occupy that unit by reason of his or her own-
ership in the cooperative housing corporation. In addition, any in-

debtedness of the corporation that is allocable to the dwelling unit
shall be treated as if it were indebtedness of the shareholder who is

entitled to occupy the dwelling unit. Thus, the acquisition cost for a
cooperative unit includes a proportionate share of the underlying
blanket mortgage plus the purchase price of the shares.
The Act provides that any issue that provides financing to a co-

operative housing corporation that is not located in a targeted area
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may be combined with one or more other issues which in sum satis-

fy the requirement that at least 20 percent of the proceeds of the

issues will be devoted to owner-financing of residences in targeted

areas for a period of at least one year.

In addition, loans to cooperative housing corporations for reha-

bilitation may qualify for tax-exempt financing under section

103A(1)(7) to the same extent as if each shareholder receives a pro-

portionate share of the loan. In the case of tax-exempt financing

used for the construction of a residential building owned by a coop-

erative housing corporation, unlimited arbitrage otherwise allowed

during an initial 3-year temporary period would be permitted for

only one year.

Finally, Congress clarified that tax-exempt financing may be al-

lowable under section 103(b)(4)(A) where a cooperative housing cor-

porations leases property from another person and the sharehold-

ers of the cooperative meet the targeting provisions of that section.

Effective Dates

Except for the modifications to the three-year requirement, the

provisions are effective for bonds issued after the date of enact-

ment. The modification to the three-year requirement is effective

for bonds issued after April 25, 1979, to the extent that proceeds

have not been committed to mortgagors by date of enactment.

d. Revenue effect of tax-exempt bond provisions

The provisions affecting tax-exempt bonds are expected to in-

crease fiscal year budget receipts by $63 million in 1983, $261 mil-

lion in 1984, $539 million in 1985, $748 million in 1986, and $1,076

million in 1987.



9. Mergers and Acquisitions

a. Partial liquidations (sec. 222 of the Act and sees. 331, 336, and
346 of the Code)*

Prior Law

Generally, under prior law, the basis of assets received by a
shareholder in a partial liquidation was their fair market value at

the time of distribution, the distribution did not result in the recog-

nition of gain or loss to the distributing corporation, and the trans-

action was treated as a sale or exchange of their stock by the distri-

butee shareholders resulting in capital gain or loss to them.
A partial liquidation was a distribution by a corporation to its

shareholders in redemption of the corporation's stock pursuant to a
plan if it was one of a series of distributions in redemption of all of

the corporation's stock or it was not essentially equivalent to a
dividend and if it occured within the taxable year in which the
plan was adopted or the succeeding year.

In determining that a distribution was not essentially equivalent
to a dividend in applying the tests for a partial liquidation, gener-
ally a contraction of the corporation's business was required. A dis-

tribution could constitute a partial liquidation even though it was
made pro rata among the corporation's shareholders.

If the distribution consisted of the assets of, or was attributable
to the corporation's ceasing to conduct, a trade or business that
was conducted for 5 years or more before the distribution and was
not, within the 5-year period, acquired by the corporation in a tax-

able transaction and if the corporation, after the distribution, con-
tinued to conduct another trade or business with a similar history,

the distribution was treated as a partial liquidation.

No gain or loss to the distributing corporation was recognized on
a distribution in a partial liquidation (sec. 336(a)) except for disposi-

tions of installment obligations and distributions of LIFO inven-
tory. In addition, the various recapture rules of present law over-

ride sec. 336. Thus, the corporation had to include in income depre-
ciation recapture (sees. 1245 and 1250), certain intangible drilling

and development costs (sec. 1254), and other recapture items with
respect to the distributed property. This general nonrecognition
treatment can be contrasted with the result if the corporation,
rather than distributing assets, sold the assets and distributed the
proceeds to its shareholders in a partial liquidation, in which case
gain or loss was recognized to the corporation on the sale.

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 226; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 186-188; Committee amend-
ment 128 Cong. Rec. 88643-8645 (July 19, 1982); Senate floor amendments, 128 Cong Rec. 88974-
5 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 528-532 (Joint Explanatory
Statement of the Committee of Conference). Also, see H.R. 6056, as reported by the Senate Fi-

nance Committee, sec. 306, S. Rep. No. 97-592 (Sept. 27, 1982), p. 52.
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Shareholders receiving a distribution in partial liquidation were
treated as receiving the amount distributed in exchange for their

stock and, if the stock redeemed in the transaction was a capital

asset to the shareholder, capital gain or loss resulted from the
transaction.

If the distributor and the distributee shareholder were affiliated

corporations filing a consolidated return, a partial liquidation re-

sulted in additional tax benefits. Under the consolidated return
regulations, recapture income was deferred, generally until the dis-

tributed property resulted in depreciation deductions to the distri-

butee or the property was disposed of outside the consolidated
group. Further, under those regulations, there is generally no
investment tax credit recapture when property is transferred from
one member of the group to another. The basis of assets distributed

in the partial liquidation was determined by reference to the basis

for the stock treated as exchanged in the transaction. Thus, in the
case of a newly-acquired subsidiary, the distributed property was
essentially treated as purchased for the price paid for such stock

but there was no investment tax credit recapture and other recap-

ture items were deferred.

Reasons for Change

The partial liquidation rules of prior law allowed unwarranted
advantages when one corporation acquired control of another. A
stepped-up basis for selected assets with little or no immediate tax
consequences could be combined with a continuation of the ac-

quired entity, as long as a distribution of the selected assets satis-

fied the corporate contraction standard. Congress believed that the
partial liquidation provisions of prior law offered corporate pur-
chasers of stock an inappropriate choice to treat the transaction as

a continuation of the acquired corporation for tax purposes while
also treating a distribution by it of selected assets as a purchase of

those assets, the sale of which resulted in little or no tax conse-

quences to the acquired corporation. Congress also believed that
avoidance or deferral of the tax consequences normally incident to

a sale of assets under the consolidated return regulations relating

to partial liquidations was inappropriate.
Congress believed that a rule permitting capital gain treatment

should be retained for distributions in partial liquidation to noncor-
porate shareholders. However, in this as in other cases covered by
the Act, Congress believed that where a redemption of stock for

property involves a continuing corporation and where the redemp-
tion is treated as a taxable exchange by the shareholders, it should
generally be treated as a taxable exchange by the corporation. As
an exception to the general rule, Congress believed that nonrecog-
nition to the distributing corporation, as under prior law, should be
preserved for partial liquidation distributions to substantial non-
corporate shareholders who had held stock in the corporation for a
substantial period.

Explanation of Provision

The Act modifies the treatment of partial liquidations. Only non-
corporate shareholders are treated as receiving the amount distrib-
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uted in exchange for their stock. Distributions to corporate share-
holders are governed by the provisions of prior law other than
those relating to partial liquidations.

The Act adds a new section 302(b)(4) under which distributions in
redemption of a noncorporate shareholder's stock are treated as
payments in exchange for the stock under section 302(a) if such dis-

tributions are in partial liquidation of the distributing corporation.
For this purpose, a partial liquidation is defined in new section
302(e) which continues the definition of a partial liquidation in
prior law section 346(a)(2) and section 346(b), which are repealed by
the Act. As under prior law section 346(a)(2), the determination
that a distribution is not essentially equivalent to a dividend for
purposes of satisfying the partial liquidation definition is to be
made with reference to the effect of the transaction on the distrib-

uting corporation and not with reference to its effect at the share-
holder level. The corporate level determination of dividend equiva-
lence is made an explicit statutory test under the Act.
Under prior law, a distribution in partial liquidation may take

place without an actual surrender of stock by the shareholders.
Fowler Hosiery Co. v. Commissioner, 301 F.2d 394 (7th Cir. 1962). A
constructive redemption of stock is deemed to occur in such trans-
actions (Rev. Rul. 81-3, 1981-1 C.B. 125). Congress intended that
this treatment of partial liquidations under prior law sections
346(a)(2) and (b) is to continue for such transactions under new
section 302(e). Gain may be recognized to the distributing corpora-
tion under section 311(d) as amended by the Act notwithstanding
the absence of an actual surrender of stock by the shareholders, if

the distribution qualifies as a partial liquidation under new section
302(e) without an actual surrender of stock.
Whether or not a redemption is treated as a distribution in par-

tial liquidation is determined without regard to whether the re-

demption is pro rata with respect to all the shareholders of the cor-
poration. A distribution in partial liquidation, pursuant to section
302(b)(4), will be treated as a distribution in exchange for stock
under section 302(a) without regard to whether the redemption sat-

isfies the requirements of paragraphs (1), (2), or (3) of section 302(b).

A distribution in partial liquidation that also terminates a share-
holder's interest in the corporation will be treated as a distribution
in exchange for stock under section 302(a) without regard to section
302(c)(2).

Generally, under the Act, gain is recognized to a corporation dis-

tributing appreciated property in partial liquidation to a noncor-
porate shareholder, under section 311(d) as amended by the Act.
An exception is provided when the distribution is made with re-

spect to qualified stock. Qualified stock is stock that has been held
by certain noncorporate shareholders for the 5-year period ending
on the date of distribution or (if less) for the period the corporation
has been in existence. The period a distributing corporation has
been in existence includes the period of existence of a predecessor
corporation. The shareholder must have held at least 10 percent in
value of the distributing corporation's stock throughout such
period. The constructive ownership rules of section 318 apply in de-
termining ownership. In applying the attribution rules of section
318(a)(1), the group of persons among whom ownership is attributed
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is expanded to include individuals described in section 267(c)(4) and
the spouses of such individuals.

Under this rule, it is not required that the stock redeemed be
held by the shareholder for five years. It is sufficient that the
shareholder hold (or be treated as holding) 10 percent of the stock

throughout the five-year period.

For purposes of determining whether stock is held by a share-

holder who is not a corporation in applying new section 302(b)(4),

stock held by a partnership, estate, or trust will be treated as if it

were actually held proportionately by its partners or beneficiaries.

As under prior law, distributions in partial liquidation that are

treated under section 302(a) as distributions in exchange for stock

pursuant to new section 302(b)(4) will be subject to the collapsible

corporation rules of section 341.

A distribution that is one of a series in redemption of all the

stock of a corporation, defined as a partial liquidation in prior law,

is defined as a complete liquidation under the Act.

The Act authorizes the Secretary of the Treasury to prescribe

regulations, where necessary, to ensure that repeal of the provision

providing special treatment of partial liquidations will not be cir-

cumvented through the use of other provisions of present law or

regulations, including the consolidated return regulations. It is con-

templated that such regulations may treat a corporation as con-

tinuing and characterize any distribution accordingly where a
transaction is in form a complete liquidation but business oper-

ations are continued in corporate solution as a result of a spin-off

or other tax-free transfer by the liquidating corporation. For exam-
ple, a corporation may transfer to a newly-formed subsidiary corpo-

ration a trade or business and distribute the stock of such corpora-

tion to its shareholders in a transaction qualifying for nonrecogni-
tion of gain under section 355. If there is a subsequent distribution

of a retained trade or business and all its other properties by the

distributing corporation, such regulations may treat the subsidiary

corporation as a continuation of the distributor and the distribu-

tion by the latter of all its properties other than those contributed

to the subsidiary corporation as a distribution other than a distri-

bution in complete liquidation.

The Act was not intended to affect the treatment under prior

law of any distribution which is in substance a sale of assets.

Effective Date

The Act generally applies to distributions in partial liquidation

after August 31, 1982. Distributions continue to be covered by prior

law rules governing the treatment of partial liquidations under the
following exceptions to the general effective date provision:

(1) A ruling that partial liquidation treatment applied to a trans-

action was granted by the Internal Revenue Service within the
period beginning on July 12, 1981, and ending on July 22, 1982 (or

a ruling request as to such treatment was pending on July 22,

1982) and the plan of partial liquidation was adopted before

October 1, 1982 or, where a ruling request was pending on July 22,

1982, within 90 days after the ruling was granted. A request will be
treated as pending on July 23, 1982, and thereafter notwithstand-
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ing that, pursuant to negotiations with the Internal Revenue Serv-
ice, a revision or modification of the request is filed or additional
information is submitted.

(2) A plan of partial liquidation was adopted before July 23, 1982.

(3) Control of the distributing corporation was acquired after De-
cember 31, 1981, and before July 23, 1982, and the plan of partial
liquidation was adopted before October 1, 1982.

(4) Control of the distributing corporation is acquired after July
22, 1982, pursuant to a tender offer or binding contract outstanding
on such date. The plan of partial liquidation must be adopted
before the later of October 1, 1982, or, if the acquisition is subject
to approval by a Federal regulatory agency, the date which is 90
days after the date on which such approval becomes final in ac-

cordance with law. A public announcement of an offer to acquire
stock will be treated as a tender offer for purposes of this exception
if the offer has resulted in intervention by a foreign regulatory
body before which the proposal was pending before July 23, 1982,
and the plan of partial liquidation is adopted within 90 days after
the date on which the foreign regulatory body approves of the
offer. In addition, this exception applies although no binding con-
tract or tender offer was outstanding on July 22, 1982, if, during
March and April 1982, one-third or more of the shares of a corpora-
tion were acquired and the intention to acquire control was evi-

denced by documents filed with the Federal Trade Commission and
if control was thereafter acquired.

(5) Control of an insurance company was acquired after Decem-
ber 31, 1980, and before July 23, 1982, where the conduct of the in-

surance business by the distributee corporation is conditioned on
approval by one or more State regulatory authorities. This excep-
tion applies if control was acquired either by the distributee corpo-
ration or its parent. A plan of partial liquidation must be adopted
before October 1, 1982.

"Control" for purposes of the exceptions means control as de-
fined in section 368(c) of the Code. As amended by the Technical
Corrections Act of 1982, this definition includes indirect control.
Thus, if control of a corporation was acquired in 1982 before July
23, 1982, and a plan of partial liquidation of a wholly owned subsid-
iary of the acquired corporation was adopted before October 1,

1982, prior law applies to the liquidation. Control is acquired after
July 22, 1982, even if an amount of stock constituting less than
control was held on such date.

For purposes of these exceptions, a plan of partial liquidation is

treated as adopted on the date on which it is approved by the cor-

poration's board of directors. Such date is also to be treated as the
date of adoption of a plan for purposes of determining the period
within which distributions under the plan must be made in apply-
ing section 346(a)(2) (as in effect before its repeal by the amend-
ments made by the Act).

A contract will be treated as a binding contract for purposes of
applying the exceptions if it is binding on the acquiring corporation
and even though it is subject to approval by a vote of the share-
holders, the obtaining of financing to consummate the acquisition
and other similar conditions.
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Property acquired in distributions to which these exceptions
apply will be treated as property acquired before September 1,

1982, in applying the rules of new section 338 requiring consistency
of treatment for acquisitions of stock and assets in certain cases.

b. Certain distributions of appreciated property (sec. 223 of the
Act and sec. 311(d) of the Code)*

Prior Law
When a corporation in a nonliquidating distribution distributes

property, the value of which exceeds its basis, in redemption of a
portion of the corporation's stock, gain is recognized as though the
property were sold (sec. 311(d)(1)). Prior law excepted several types of
transactions from this treatment.

Exceptions were provided for (1) distributions that terminate the
interest of a shareholder who has held at least 10 percent of the
corporation's stock for a 12-month period; (2) distributions that con-

sist of stock or obligations in a subsidiary conducting a trade or

business that was at least 50 percent owned by the distributing cor-

poration at any time within the preceding 9 years; (3) distributions

that consist of stock or securities distributed pursuant to certain

anti-trust decrees; (4) distributions to which section 303(a) (relating

to distributions in redemptions of stock to pay death taxes) applies;

(5) certain distributions to private foundations; (6) certain distribu-

tions by regulated investment companies; and (7) certain distribu-

tions pursuant to the Bank Holding Company Act.

Notwithstanding these exceptions, a transaction that was in form
a stock redemption could be treated as a direct sale of assets where
the stock ownership was transitory (see Rev. Rul. 80-221, 1980-2
C.B. 107).

Reasons for Change

A direct sale of property by a corporation and a distribution of

property in a stock redemption may be economically equivalent
events whether or not the ownership of the stock is transitory. Ac-
cordingly, Congress believed that these transactions should be
treated symmetrically.
Congress also believed that, under prior law, certain exceptions

to the rule that a corporation recognizes gain when it distributes

appreciated property in a stock redemption placed an unwarranted
premium on making an acquisition through a purchase and subse-

quent redemption of stock in exchange for the desired property.

Congress believed that generally, except for certain business-relat-

ed distributions to substantial, long-term shareholders, such distri-

butions should be treated as taxable exchanges by the corporation.

At the time Congress enacted section 311(d)(1) and the exceptions
thereto, the Conference Committee requested the Treasury
Department and Congressional staffs to analyze the provision to

see whether any tax avoidance possibilities still remained. Congress

' For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 227; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 1189-90; (Committee
amendment, 128 Cong. Rec. S. 8643-8645 (July 19, 1982); and H. Rep. No. 97-760 (August 17,

1982), pp. 532-535. (Joint Explanatory Statement of the (Committee of Conference). Also, see H.R.
6056, Senate floor amendments, 128 Cong. Rec. S. 12737.
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believed that the existence of certain of the exceptions resulted in

avoidance possibilities.

Explanation of Provision

The Act repeals the exceptions in section 311(d)(2) for distribu-

tions terminating the interest of a shareholder who has held 10
percent or more of the corporation's stock for one year, for distribu-

tions pursuant to antitrust decrees, and for distributions pursuant
to the Bank Holding Company Act, and it modifies the exception
for distributions of stock or obligations of a subsidiary.

The Act was not intended to affect the treatment under prior
law of distributions that are in substance the purchase of assets.

The Act revises subparagraphs (A), (B), and (C) of section

311(d)(2) to conform the treatment of the distributing corporation
to the new rules applicable to partial liquidations and to provide
for nonrecognition of gain when stock or obligations of a subsidiary
are distributed in redemption of stock in certain transactions anal-
ogous to a partial liquidation.

New section 311(d)(2)(A) provides for nonrecognition of gain to

the distributing corporation in any case where the basis of property
distributed to a corporate shareholder is determined under section
301(d)(2). Distributions in partial liquidation to a corporate share-
holder generally will be treated similarly to distributions which are
not in redemption of stock unless they are non-pro rata distribu-

tions to which section 302(b) (1), (2), or (3) applies. Such distribu-

tions generally will be treated as dividends or other distributions to

which section 301(d)(2) applies. Gain is not recognized to a distrib-

uting corporation on such section 301 distributions that are not in

redemption of stock and the revised section 311(d)(2)(A) conforms
the treatment of the distributing corporation to the treatment of a
corporate shareholder on partial liquidation distributions whether
or not there is an actual surrender of stock in the transaction.

Section 311(d)(2)(B) provides for nonrecognition of gain to the dis-

tributing corporation on distributions in partial liquidation to
which new section 302(b)(4) applies which are made with respect to

qualified stock.

Section 311(d)(2)(C) provides the exception to gain recognition for

distributions of stock or obligations of a corporation (hereinafter
called the controlled corporation).

For the exception with respect to distributions of stock or obliga-

tions of a controlled corporation to apply, the distribution must be
made with respect to qualified stock and more than 50 percent in
value of the controlled corporation's stock must be distributed with
respect to qualified stock. The Act further requires that substan-
tially all the assets of the controlled corporation consist of the
assets of one or more qualified businesses and that no substantial
part of the controlled corporation's nonbusiness assets be acquired
from the distributing corporation in transactions to which section
351 applies or as a contribution to capital within the 5 years
ending on the date of distribution.
A qualified business is one that was actively conducted through-

out the 5-year period ending on the date of distribution and was
not acquired within such period by any person in a transaction in
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which gain or loss was recognized in whole or in part. Section 355,

relating to distributions of stock or securities of a controlled corpo-

ration, contains a similar active business requirement.
Nonbusiness assets are defined to include any asset not used in

the active conduct of a trade or business. For this purpose, cash
and other items that provide working capital needs of an active

business will be treated as assets used in the active conduct of the
business.

Effective Date

The repeal of prior law section 311(d)(2) exceptions is effective for

distributions made after August 31, 1982. However, the Act retains

the exceptions in sections 311(d)(2)(A) and 311(d)(2)(C) of prior law
for certain distributions made on or after September 1, 1982.

Section 311(d)(2)(A) of prior of law continues to be applicable to dis-

tributions made either before October 21, 1982, pursuant to a
ruling, or within 90 days after a ruling is granted, if a ruling re-

quest was made on or before July 22, 1982 with respect to the ap-

plication of section 311(d)(2)(A) to a proposed distribution. Also
prior law section 311(d)(2)(A) continues to apply to distributions,

otherwise qualifying for such treatment, which are made on or
before August 31, 1983, with respect to stock acquired after 1980
and before May 1982.

Finally, the redemption of preferred and common stock by a
forest products company pursuant to a binding contract in effect on
August 31, 1982, and at all times thereafter, where all distributions

must be pursuant to one of the two options set forth in the contract
will continue to be subject to prior section 311(d)(2)(A) to the extent
timberland is distributed to the shareholder (with a value of not
more than $10 million on August 31, 1982).

The Act makes section 311(d)(2)(C) of prior law applicable to dis-

tributions before January 1, 1986, of stock or securities pursuant to

a judgment entered before July 23, 1982.

c. Stock purchases treated as asset purchases (see 224 of the Act
and sec. 338 of the Code)*

Prior Law

Upon the complete liquidation of a subsidiary corporation, 80
percent of the voting power and 80 percent of the total number of

shares of all other classes of stock (other than nonvoting preferred
stock) of which is owned by the parent corporation, gain or loss is

generally not recognized and the basis of the subsidiary's assets

and its other tax attributes are carried over (sees. 332, 334(b)(1),

and 381(a)).

Under prior law, however, if the controlling stock interest was
acquired by purchase within a 12-month period and the subsidiary

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 229; Rep. No. 97-494, Vol. 1 (July 12, 1982), pp.191-197; Committee
amendment, 128 Cong. Rec. S. 8643-4 (July 19, 1983); and H. Rep. No. 97-760 (August 17, 1982),

pp. 535-540 (Joint Explanatory Statement of the Committee of Conference.) Also, see H.R. 6056,

as reported by the Senate Finance Committee, sec. 306, S. Rep. No. 97-592 (Sept. 27, 1982), pp.
51-52; House floor amendments, 128 Cong. Rec. H9600-9604; H. Rep. No. 97-986 (Dec. 21, 1982),

pp. 22-24 (Joint Explanatory Statement of the Committee of Conference).
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was liquidated pursuant to a plan of liquidation adopted within 2

years after the qualifying stock purchase was completed, the trans-

action was treated as in substance a purchase of the subsidiary's

assets (sec. 334(b)(2)). The acquiring corporation's basis in the "pur-
chased" assets was the cost of the stock purchased as adjusted for

items such as liabilities assumed, certain cash or dividend distribu-

tions to the acquiring corporation, and postacquisition earnings
and profits of the subsidiary. The liquidating distributions could be
made over a 3-year period beginning with the close of the taxable
year during which the first of a series of distributions occurs (sec.

332(b)(3)). Thus, this treatment applied even though the liquidation

could extend over a 5-year period after control had been acquired.
In these cases, when the assets were treated as purchased by the

acquiring corporation, recapture income was taxed to the liquidat-

ing corporation, the investment tax credit recapture provisions
were applicable, and tax attributes, including carryovers, of the liq-

uidated corporation were terminated.
Cases interpreting the law applicable before the rules in section

334(b)(2) were adopted, treated the purchase of stock and prompt
liquidation in some cases as a purchase of assets (Kimbell-Diamond
Milling Co. v. Commissioner 14 T.C. 74, affd per curiam, 187 F2
718 (5th Cir.), cert, denied, 342 US 827 (1951)). It is not clear wheth-
er such treatment still applied after the enactment of section

334(b)(2) in cases where the requirements of that provision were
not met.
A stock purchase and liquidation was treated as a purchase of all

the assets of the acquired corporation under prior law if section

334(b)(2) applied. Revision of the special treatment of partial liqui-

dations under the Act restricts the options of a corporate purchaser
seeking to treat a purchase of a corporation as a purchase of assets

in part combined with a continuation of the tax attributes of the
acquired entity. Neither prior law nor the Act's revision of the
treatment of partial liquidations restrict a corporate purchaser
from achieving such selectivity by purchasing assets directly from
a corporation while concurrently purchasing the corporation's
stock. Selectivity could also be achieved if an acquired corporation,
prior to the acquisition, dispersed its assets in tax-free transactions
among several corporations which could be separately purchased.
The corporate purchaser then through selective qualifying liquida-

tions could obtain asset purchase treatment for one or more ac-

quired corporations while preserving the tax attributes of one or
more other corporations.

Reasons for Change

While section 334(b)(2) did not permit selectivity within the con-
text of a single corporation in that the transaction was treated as
wholly an asset purchase or wholly a stock purchase, inconsistency
was inherent in permitting a continuation of the acquired corpora-
tion's tax attributes for up to 5 years after a stock purchase while
also treating the transaction as though assets had been purchased.

If consolidated returns were filed by the acquiring corporation,
the tax attributes of the acquired corporation (including car-

ryovers, subject to certain limitations in the Code and the consoli-
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dated return regulations) were reflected on such returns for the
period prior to its complete liquidation. Recapture income triggered

by liquidating distributions could be offset by losses of other mem-
bers of the consolidated group, a result not available when assets

are directly purchased.
Whether or not a consolidated return was filed, the extended

period that could elapse between stock purchase and liquidation re-

quired complex adjustments for earnings or deficits of the acquired
corporation during the intervening period as well as for sales of

assets and other items during such period in order to properly
allocate the cost of the stock to the assets upon their ultimate dis-

tribution. Existing case law permitted a stepped-up basis for assets

distributed in liquidation that in some cases exceeded the cost basis

that would be applicable if the assets were purchased directly by
the controlling corporation. See, R. M. Smith, Inc., 69 TC 317
(1977).

Prior law also provided unwarranted tax motivations for struc-

turing a corporate acquisition as in part a purchase of assets and
in part a purchase of stock or as a purchase of several corporations
historically operated as a unit in order to preserve selectivity of tax
treatment. These motivations included the ability to achieve a
stepped-up basis for some assets while avoiding recapture tax and
other unfavorable tax attributes with respect to other assets.

Explanation of Provisions

General treatment of stock purchase as asset purchase

The Act repeals the provision of prior law (sec. 334(b)(2)) that
treated a purchase and liquidation of a subsidiary as an asset pur-
chase. The amendments made by the Act were also intended to re-

place any nonstatutory treatment of a stock, purchase as an asset

purchase under the Kimbell-Diamond doctrine. Instead, an acquir-

ing corporation, within 75 days after a qualified stock purchase,
except as regulations may provide for a later election, may elect to

treat an acquired subsidiary (target corporation) as if it sold all its

assets pursuant to a plan of complete liquidation at the close of the
stock acquisition date. The target corporation will be treated as a
new corporation that purchased the assets on the day following
such date. Gain or loss will not be recognized to the target corpora-
tion, except for gain or loss attributable to stock held by minority
shareholders as described below, to the same extent gain or loss is

not recognized (sec. 337) when a corporation sells all its assets in

the course of a complete liquidation. This provision was intended to

provide nonrecognition of gain or loss to the same extent that gain
or loss would not be recognized under section 336 if there were an
actual liquidation of the target corporation on the acquisition date
to which prior law section 334Cb)(2) applied. ^

If, because of the application of other provisions of the Internal
Revenue Code, the rules of section 337 providing for nonrecognition

' To the extent that Internal Revenue Service rulings providing that gain or income is not
recognized by a liquidating insurance company with respect to its insurance reserves in a
section 334(bX2) liquidation constitute a proper interpretation of prior law, gain or income is not
recognized to the same extent upnjn an election to which new section 338 applies if the target

corporation is an insurance company (see letter rulings 8112052 and 8150040).
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of gain or loss on the disposition of assets are made inapplicable,

gain or loss is recognized under section 338. For example, section
337 does not apply to a sale or exchange of a United States real

property interest by a foreign corporation (sec. 897(d)(2)). Thus, if

the target corporation is a foreign corporation holding an interest

in U.S. real property, gain or loss allocable to such interest is rec-

ognized if the acquiring corporation makes an election to which
section 338(a) applies.

It was intended that section 337(c) will not prevent the applica-
tion of section 337 to a deemed sale and purchase of assets of a
target corporation pursuant to section 338 even if the target corpo-
ration is a collapsible corporation (as defined in section 341(b)).

Section 338 does not apply to the treatment of shareholders who
sell target corporation stock; accordingly, any gain realized by the
selling shareholders would be subject to recharacterization under
section 341(a) if the target corporation was a collapsible corpora-
tion.

A qualified stock purchase occurs if 80 percent or more of the
voting power a.id 80 percent of the total number of shares of other
classes of stock (except nonvoting, preferred stock) is acquired by
purchase during a 12-month period (the acquisition period). The ac-

quisition date is the date within such acquisition period on which
the 80-percent purchase requirement (the qualified stock purchase)
is satisfied. Generally, the 80-percent purchase requirement may be
satisfied through the combination of stock purchases and redemp-
tions. However, it is expected that the regulations will provide
rules to prevent selective asset distributions.

The election is to be made in the manner prescribed by regula-
tions and, once made, will be irrevocable.

Treatment of target corporation as new corporation

The assets of the target corporation will be treated as sold (and
purchased) for an amount equal to the grossed up basis of the ac-

quiring corporation in the stock of the target corporation on the ac-

quisition date. The amount is to be adjusted under regulations for

liabilities of the target corporation and other relevant items. It was
anticipated that recapture tax liability of the target corporation at-

tributable to the deemed sale of its assets is an item which may
result in an adjustment under the regulations.
Under the gross-up formula, if the acquiring corporation owns

less than 100 percent by value of the target corporation's stock on
the acquisition date, the deemed purchase price is grossed up to

equal 100-percent ownership by the acquiring corporation. It was
not intended that minority shareholders in the target corporation
be treated as having exchanged their shares for stock in the new
corporation. However, nonrecognition of gain or loss to the target
corporation is limited, unless the target corporation is liquidated
within one year after the acquisition date, to the highest actual
percentage by value of target corporation stock held by the acquir-
ing corporation during the one-year period beginning on the acqui-
sition date.

If, in connection with a qualified stock purchase with respect to
which an election is made, the target corporation makes a distribu-
tion in complete redemption of all the stock of a shareholder (other
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than the acquiring corporation), section 336 of the Code will apply
to the distribution as if it were made in a complete liquidation.

This will preclude gain from being recognized to the target corpora-
tion under the provisions relating to stock redemptions by a con-
tinuing corporation.

The Act provides that the deemed sale (and purchase) of all its

assets by the target corporation applies for purposes of subtitle A
of the Internal Revenue Code and is deemed to occur at the close of
the acquisition date in a single transaction. Under these rules, the
provisions of subtitle F of the Code relating to assessment, collec-

tion, refunds, statutes of limitations, and other procedural matters
apply without regard to the status of the target corporation as a
new corporation. The target corporation thus remains liable for

any tax liabilities incurred by it for any period prior to the elec-

tion. The target corporation is required to file an income tax
return for its taxable year ending as of the close of the acquisition

date.

In some cases, recapture items may be includible in income for a
period during which the target corporation is included in a consoli-

dated return of the acquiring corporation. Where, for example,
there is an adjustment to the purchase price for its stock based on
post-acquisition date earnings of the target corporation, there may
be additional amounts of recapture income. Such additional income
is to be separately accounted for and may not be absorbed by losses

or deductions of other members of the acquiring corporation's af-

filiated group.

Deemed sale where target corporation included in consolidated
return

Under the Act, if a qualified stock purchase caused the target
corporation to cease to be a member of a consolidated return group,
it was unclear whether the deemed sale of assets pursuant to a
section 338 election was includible in the selling corporation's con-
solidated return or in a separate return of the target corporation.
In order to eliminate uncertainty, the Technical Corrections Act of
1982 (TCA) amended section 338 to provide, as a general rule and
except as regulations may otherwise provide, that the target corpo-
ration will not be treated as a member of an affiliated group with
respect to the deemed sale. It is contemplated that regulations may
provide for consolidation of the deemed sales of several target cor-

porations disposed of from the same affiliated group.
As an exception to the general rule, an election under regula-

tions is to be provided pursuant to which the transaction will be
treated as a sale by the target corporation of all its assets in a
single transaction in which gain or loss is recognized to the same
extent as in an actual sale and the target corporation will be a
member of the selling corporation's consolidated return group with
respect to the sale. Gain or loss to any member of such selling

group from the sale or exchange of target corporation stock is not
to be recognized to the extent the regulations so provide. Except as
expressly provided by the regulation, this election may not be
made for a transaction entered into before such regulations are
promulgated.
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Because of the uncertain status of transactions prior to enact-
ment of the TCA, with respect to a quaUfied stock purchase any
portion of which is pursuant to a binding contract entered into on
or after the date of enactment of the Act and on or before the date
of enactment of the TCA, the rules providing for separate return
treatment of the deemed sale of assets and the elective exception
thereto will not apply if the purchasing corporation establishes by
clear and convincing evidence that the contract was negotiated
with the contemplation that the target corporation would be treat-

ed as a member of the selling corporation's consolidated return
group with respect to the deemed asset sale.

The TCA also extends until February 28, 1983, the period of time
within which any election under section 338 may be made and au-
thorizes any election previously made to be revoked on or before
such date.

Definition ofpurchase

The term "purchase" is defined as it was under prior law (sec.

334(b)(3)) to exclude acquisitions of stock with a carryover basis or
from a decedent, acquisitions in an exchange to which section 351
applies, and acquisitions from a person whose ownership is attrib-

uted to the acquiring person under section 318(a). Attribution
under section 318(a)(4) relating to options will be disregarded for

this purpose. However, if, as a result of a stock purchase, the pur-
chasing corporation is treated under section 318(a) as owning stock
in a third corporation, the purchasing corporation will be treated
as having purchased stock in such third corporation but not until

the first day on which ownership of such stock is considered as
owned by the purchasing corporation under section 318(a). This
rule may be illustrated by the following example:
Assume a target corporation and a third corporation each have

only one class of stock outstanding and that the target corporation
owns 50 percent of the stock of the third corporation. The purchas-
ing corporation purchases 20 percent of the target corporation on
each of five separate dates, January 1, April 1, July 1, October 1,

and December 31, 1983. Under section 318(a), no portion of the
stock of the third corporation is constructively owned by the pur-
chasing corporation until July 1, 1983, the date on which its owner-
ship of the target corporation first exceeds 50 percent (sec.

318(a)(2)(C). On that date, the purchasing corporation is treated as
purchasing 30 percent (60 percent of 50 percent) of the third corpo-
ration. By virtue of the remaining purchases of the target corpora-
tion stock, the purchasing corporation will be treated as having
purchased 50 percent of the third corporation's stock by December
31, 1983. If, by June 30, 1984 (the end of the 12-month acquisition
period applicable to the third corporation), either the purchasing
corporation or the target corporation purchases an additional 30
percent of the third corporation, an election, if made for the target
corporation, would also apply to the third corporation.

In the above example, the amount for which the assets of the
third corporation are treated as sold (and purchased) is determined
by reference to the portion of the price paid for the target corpora-
tion's stock allocable to the 50-percent interest in the third corpora-
tion's stock owned by the target corporation plus any amount paid
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to purchase an additional 30 percent of such stock after December
31, 1983, and within the remaining portion of the acquisition period
applicable to the third corporation. If ownership of the third corpo-
ration is less than 100 percent on the acquisition date, the basis so

determined is grossed up pursuant to section 338Cb)(2).

A purchase of over 80 percent but less than 100 percent of the
stock of a target corporation which in turn owns 80 percent of the
stock of a third corporation is not a qualified stock purchase with
respect to the third corporation because the purchasing corporation
has not acquired by purchase the requisite 80 percent of the third
corporation's stock. This is so, even though the purchasing corpora-
tion, the target corporation, and the third corporation constitute an
affiliated group as defined in section 1504(a).

Consistency requirement

The rules require consistency where the purchasing corporation
makes qualified stock purchases of two or more corporations that
are members of the same affiliated group. For this purpose, pur-
chases by a member of the purchasing corporation's affiliated

group, except as regulations provide otherwise, are treated as pur-
chases by the purchasing corporation. ^ The consistency require-

ment applies as well to a combination of a direct asset acquisition

and qualified stock purchase.
The consistency requirement applies with respect to purchases

over a defined "consistency period" determined by reference to the
acquisition date applicable to the target corporation. The "consist-

ency period" is the one-year period preceding the target corpora-
tion acquisition period plus the portion of the acquisition period up
to and including the acquisition date, and the one-year period fol-

lowing the acquisition date. Thus, if all the target corporation's

stock is purchased on the same day by the purchasing corporation,

the one-year period immediately preceding and the one-year period
immediately following such day are included in the consistency
period. If, within such period, there is a direct purchase of assets

from the target corporation or a target affiliate by the purchasing
corporation, the rules require that the acquisition of the target cor-

poration be treated as an asset purchase.
The consistency period may be expanded in appropriate cases by

the Secretary where there is in effect a plan to make several quali-

fied stock purchases or any such purchase and asset acquisition

with respect to a target corporation and its target affiliates.

The consistency requirement is applied to an affiliated group
with reference to a target corporation and any "target affiliate." A
corporation is defined as a "target affiliate" of the target corpora-
tion if each was, at any time during that portion of the consistency
period ending on the acquisition date of the target corporation, a
member of an affiliated group that had the same common parent.
An affiliated group has the same meaning given to such term by
section 1504(a) (without regard to the exceptions in sec. 1504(b)).

This definition also applies in determining whether a purchase is

* Transfers of target corporation stock within the purchasing corporation's affiliated group
will not disqualify a section 338 election (cf. Chrome Plate Inc. v U.S.. 614 F.2d 990 (5th Cir.

1980)).
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made by a member of the same affiliated group as the purchasing
corporation.
An acquisition of assets from the target corporation or a target

affiliate during the consistency period applicable to the target cor-

poration will require the qualified stock purchase of the target cor-

poration to be treated as a purchase of assets. In applying these
rules, stock in a target affiliate is not to be treated as an asset of

any other target affiliate or of the target corporation.

In applying these rules, acquisitions of assets pursuant to sales

by the target corporation or a target affiliate in the ordinary
course of its trade or business and acquisitions in which the basis

of assets is carried over will not cause the consistency requirement
to apply. The sale by a target corporation will be considered as a
sale in the ordinary course of business for this purpose even
though it is not customary in the course of the selling corporation's

business provided it is a transaction that is a normal incident to

the conduct of a trade or business, such as a sale of used machinery
that was employed in the seller's trade or business.

Where there are, within a consistency period, only qualified

stock purchases of the target corporation and one or more target

affiliates by the purchasing corporation, an election with respect to

the first purchase will apply to the later purchases. A failure to

make the election for the first purchase will preclude any election

for later purchases.
To prevent avoidance of the consistency requirements, the Act

authorizes the Secretary to treat stock acquisitions which are pur-
suant to a plan and which satisfy the 80-percent requirement to be
treated as qualified stock purchases even though they are not oth-

erwise so defined. For example, an acquiring corporation may ac-

quire 79 percent of the stock of a target corporation and, within a
year, purchase assets from such corporation or a target affiliate

planning to purchase the remaining target corporation stock more
than one year after the original stock purchase. The Secretary may
under these circumstances treat the purchase of the target corpora-
tion's stock as a deemed sale of its assets by the target corporation.

The Act also authorizes such regulations as may be necessary to

ensure that the requirements of consistency of treatment of stock
and asset purchases with respect to a target corporation and its

target affiliates are not circumvented through the use of other pro-

visions of the law or regulations, including the consolidated return
regulations.

Except as provided in regulations and subject to such conditions

as may be provided in regulations, the term 'target affiliate' does
not include a foreign corporation or a DISC or a corporation to

which section 934(b) or section 936 applies, and section 338 does not
apply to stock held by a target affiliate in a foreign corporation or
a domestic corporation which is a DISC or which is described in

section 1248(e).

The acquisition of assets before September 1, 1982, and, to the
extent provided under regulations, assets located outside the
United States will not result in a deemed section 338 election with
respect to a target corporation.
The Act provides regulatory authority pursuant to which the

Secretary may determine that the deemed election will not apply
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as the result of a de minimis acquisition of assets and may also

preclude the application of the deemed election rule if it is deter-

mined that the taxpayer has acquired assets in order to avoid the

75-day limit on the period after the acquisition date within which
the election must be made.
The application of the consistency requirements is illustrated in

the following examples. In these examples, all assets are located in

the United States, and all corporations are domestic corporations

which are not DISCs or corporations described in sections 934(b),

936, or 1248(e).

Example 1

The acquiring corporation makes a qualified stock purchase of

T's stock and within a one-year period purchases assets from T or a

target affiliate of T. The acquiring corporation is deemed to have
made an election with respect to T as of the acquisition date appli-

cable to T.

Example 2

The acquiring corporation makes a qualified stock purchase of

T's stock and makes the election within 75 days of the acquisition

date. The acquiring corporation is treated as having acquired by
purchase the stock of any other corporation owned by T actually or

constructively which is attributed to the acquiring corporation

under section 318(a) (other than sec. 318(a)(4)). To the extent that

such treatment results in qualified stock purchases by the acquir-

ing corporation of other corporations actually or constructively

owned by T, the election with respect to T applies to all such corpo-

rations. Each such corporation will be treated as having sold (and

as having purchased as a "new" corporation) its assets on the ac-

quisition date with respect to T. Gain or loss will not be recognized

to the extent gain or loss is not recognized under section 337. The
deemed sale price of the assets will be determined by reference to

the grossed-up amount allocated to the stock of each selling corpo-

ration as a result of the qualified stock purchase and election with

respect to T.

Example 3

P, an acquiring corporation, makes a qualified stock purchase of

all the stock of corporation T on February 1, 1983. No election is

made. On December 1, 1983, P makes a qualified stock purchase of

all the stock of corporation U, a target affiliate of corporation T.

No election may be made with respect to corporation U.

Effective Date

The amendments made by sec. 224 of the Act apply to qualified

stock purchases of a target corporation where the acquisition date

occurs after August 31, 1982. However, in any case where the ac-

quisition date occured after August 31, 1980, and before September
1, 1982, and the target corporation was not liquidated before Sep-

tember 1, 1982, the purchasing corporation mav elect to have
section 338 apply. Under section 224(d)(2) of the Act, this election

was required to be made by November 15, 1982. Further, under the
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Act, the deemed sale of assets was treated as having taken place on
the acquisition date whether the qualified stock purchase took
place before or after the general effective date. Because it was un-
clear whether the deemed sale of a target corporation's assets was
includible in the selling corporation's consolidated return prior to
enactment of the TCA, there was uncertainty under the Act as to
whether a transitional period section 338 election (i.e., an election
where the acquisition date was before September 1, 1982) by a pur-
chasing corporation resulted in additional tax liability on the con-
solidated return of a selling corporation with respect to a sale of
stock occurring prior to the general effective date of the Act.
As modified by the TCA, the deemed asset sale in the case of a

section 338 election with respect to a transaction when the acquisi-
tion date was before September 1, 1982, is to be a date selected by
the taxpayer which occurs after the later of June 30, 1982, or the
acquisition date, and on or before the date the election is made.
This modification clarifies that the deemed sale of assets will take
place after the target corporation is no longer a member of the sell-

ing corporation's consolidated return group and any tax liability

with respect to the deemed sale is not includible in a consolidated
return of the selling corporation.
Under the modification, adjustments must be made for distribu-

tions and other items attributable to operations of the target corpo-
ration between the date of the stock purchase and the date of the
deemed sale of assets. These adjustments are comparable to those
that were required to be made when a target corporation was liqui-

dated under prior law section 334(b)(2). Also, the rules requiring
consistency of treatment when several acquisitions are made from
the same affiliated group do not apply under the modification. It is

expected that, as for purposes of section 334(b)(2) of prior law, the
Internal Revenue Service will permit the aggregation of purchases
of a target corporation's stock by members of an affiliated group
filing a consolidated return in determining whether a qualified
stock purchase has taken place for purposes of the transitional
period election and transfers of such stock within the purchasing
corporation's affiliated group will not disqualify the election.

Under the TCA, the extension to February 28, 1983, of the period
within which a section 338 election may be made or revoked ap-
plies with respect to transitional period elections. If such an elec-

tion was made on or before November 15, 1982, it may be revoked
for the purpose of making a new election, in order to select a
different date as the deemed assets sale date.

At the election of the purchasing corporation, section 338 will

not apply to any acquisition made pursuant to a contract binding
on July 22, 1982, to acquire control (within the meaning of sec.

368(c)) of any financial institution where completion of the acquisi-
tion is subject to approval by one or more regulatory authorities
and a plan of complete liquidation of one or more corporations ac-

quired pursuant to such contract is adopted within 90 days after
the date of final approval of the last such regulatory authority
granting final approval. For purposes of these rules, a financial in-

stitution includes a bank holding company within the meaning of
section 2(a) of the Bank Holding Company Act of 1956. Additionally,
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final approval includes, when applicable, expiration of the period of

review of the acquisition by the Department of Justice.

d. Reorganizations constituting changes in form (sec. 225 of the

Act and sec. 368(a)(1)(F) of the Code)*

Prior Law

A reorganization includes "a mere change in identity, form, or

place of organization" (an F reorganization). Generally, applicable

rules require a transferor corporation's taxable year to be closed on
the date of a reorganization transfer and preclude a post-reorgani-

zation loss from being carried back to a taxable year of the trans-

feror. However, F reorganizations were excluded from these limita-

tions under prior law in recognition of the intended scope of such
reorganizations as embracing only formal changes in a single oper-

ating corporation. Court decisions have permitted certain fusions of

several operating companies to qualify as F reorganizations as long

as there is sufficient identify of proprietary interest and there is

uninterrupted business continuity.

Reasons for change

The exception for F reorganizations from the restrictions on clos-

ing the taxable year of a transferor and limiting carrybacks are not

appropriate to mergers of several active business corporations.

Explanation of Provision

The Act limits the F reorganization definition to a change in

identity, form, or place of organization of a single operating corpo-

ration.

This limitation does not preclude the use of more than one entity

to consummate the transaction provided only one operating compa-
ny is involved. The reincorporation of an operating company in a
different State, for example, is an F reorganization that requires

that more than one corporation be involved.

Effective Date

The amendment applies to transactions occurring after August
31, 1982. Present law continues to apply to plans of reorganization

adopted before August 31, 1982, provided the transaction is com-
pleted by December 31, 1982.

e. Use of holding companies to bail out earnings (sec. 226 of the

Act and sees. 304, 306 and 351 of the Code)^

Prior Law

Shareholders who have their stock redeemed in a corporate dis-

tribution not in partial or complete liquidation are entitled to sale

* For legislative background of the provision, see H. Rep. No. 97-760 (August 17, 1982), pp.

540, 541 (Joint Explanatory Statement of the Committee of (Conference).
• For legislative background of the provisions, see H. Rep. No. 97-760 (August 17, 1982), pp.

541-543. (Joint Explanatory Statement of the Committee of Conference).
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or exchange treatment rather than dividend treatment generally
only if the transaction results in a termination or substantial re-

duction in the proportionate interests of the redeeming sharehold-
ers. Where the same shareholder or a group commonly controls

two or more corporations, they may attempt to avoid the dividend
consequences that would result from a pro rata redemption of stock

by selling the stock in one controlled corporation to another.
Section 304 deals with this effort to avoid dividend treatment by
generally testing the tax consequences of the transaction as if the
shareholders had their stock redeemed by the corporation whose
stock is sold.

Shareholders have attempted to avoid the prior law rules by bor-

rowing funds secured by the stock of a corporation with earnings
and profits and contributing the stock to a newly formed holding
company in exchange for the holding company's stock plus its as-

sumption of the liability for the borrowed funds. Taxpayers argued
that the transaction complied with the rules governing tax-free in-

corporation of property. These rules overlap with those requiring
stock sales to a commonly controlled corporation to be tested as
stock redemptions. The courts were divided as to which provision
controlled under prior law. It was also unclear whether section 304
applied where the holding company was a newly formed corpora-
tion. Even if the redemption rule applied and dividend treatment
resulted, dividend consequences would be determined by reference
to the earnings of the purchasing corporation. If it was a newly
formed holding company, it would have no earnings (a pre-existing

corporation without earnings could also be used).

Another device to distribute earnings without dividend conse-
quences was to cause a corporation to issue preferred stock as a
nontaxable stock dividend to its shareholders. A sale of the pre-

ferred stock at capital gain rates would not dilute the interests of

the selling shareholders in future corporate growth while they
would receive an amount representing corporate earnings. Pre-
ferred stock issued under these circumstances (described as section

306 stock) is tainted so that its subsequent sale or redemption re-

sults in ordinary income to the shareholder. This provision under
prior law did not taint stock of a newly formed corporation issued
in a tax-free transaction in exchange for stock in a corporation
with earnings and profits. Thus, creation of a holding company is-

suing both common and preferred stock offered the same bail-out

opportunity as a preferred stock dividend but did not result in

tainted section 306 stock.

Reasons for Change

The rules of section 304 and 306 were intended to produce divi-

dend consequences for transactions that were substantially similar
to dividends. Congress believed that to insure the effectiveness of

such rules, they should be extended to reach economically equiva-
lent transactions involving the use of holding companies.

Explanation of Provision

The Act extends the anti-bailout rules of sections 304 and 306 to

the use of corporations, including holding companies, formed or
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availed of to avoid such rules. Such rules are made applicable to a
transaction that otherwise qualifies as a tax-free incorporation
under section 351.

Section 351 generally will not apply to transactions described in

section 304. Thus, section 351, if otherwise applicable, will general-
ly apply only to the extent such transaction consists of an ex-
change of stock for stock in the acquiring corporation. However,
section 304 will not apply to debt incurred to acquire the stock of
an operating company and assumed by a controlled corporation ac-

quiring the stock since assumption of such debt is an alternative to

a debt-fmanced direct acquisition by the acquiring company. This
exception for acquisition indebtedness applies to an extension, re-

newal, or refinancing of such indebtedness. The provisions of
section 357 (other than sec. 357(b)) and section 358 apply to such
acquisition indebtedness provided they would be applicable to such
transaction without regard to section 304. In applying these rules,

indebtedness includes debt to which the stock is subject as well as
debt assumed by the acquiring company.
Under the Act, section 306 is made applicable to preferred stock

acquired in a section 351 exchange if, had money in lieu of stock
been received, its receipt would have been a dividend to any extent.
Thus, if the receipt of cash by the shareholder rather than stock
would have caused section 304 as amended by the Act, rather than
section 351, to apply to such receipt, some or all of the amount re-

ceived might have been treated as a dividend. In such a case, the
preferred stock acquired in the exchange will be section 306 stock.

To the extent of any amount distributed (including any liability

assumed or to which the stock is subject) in an exchange for stock
to which section 304(a)(1) applies, the earnings and profits of the
issuing corporation, to the extent thereof, will be deemed to be dis-

tributed to the acquiring company. This rule also applies in deter-
mining whether preferred stock acquired in a section 351 exchange
is section 306 stock. For this purpose, the property is deemed dis-

tributed by the issuing to the acquiring corporation and thereafter
distributed to the exchanging shareholders. The deemed distribu-
tion is solely for the purpose of determining the extent to which
the amount distributed is treated as a dividend to such sharehold-
ers and does not, for example, constitute a distribution of personal
holding company income to the acquiring corporation.

In determining whether corporations are commonly controlled
for purposes of section 304, all shareholders transferring stock to a
holding company are counted even though some of them do not re-

ceive property other than stock.

An exception applies to the receipt of securities in a bank hold-
ing company by certain minority shareholders. Under this rule, the
transfer of stock constituting control of a bank to a bank holding
company in connection with the formation of such company (unless
such company is formed before 1985) must be made within 2 years
after control of such bank was acquired. Both acquisition of control
of the bank and the transfer of its stock constituting control to the
bank holding company must be pursuant to a plan. Further, distri-

butions of property (as described in sec. 304(a)) incident to the for-

mation of such bank holding company may be made only to share-
holders who, in the aggregate, do not have stock constituting con-
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trol of such company. For this purpose, liability incurred in acquir-

ing control of the bank and assumed by the bank holding company
(or to which the bank stock acquired by the bank holding company
is subject) is not property described in section 304(a).

If the above conditions are satisfied, section 304(a) will not apply
to securities received, incident to the formation of the bank holding
company, by any shareholder who owns less than 10 percent in

value of the stock of such company.
Control, for purposes of applying this exception, means control as

defined in section 304(c)(1) and ownership is to be determined
under the rules in section 304(c)(3). A bank holding company is a
bank holding company within the meaning of the Bank Holding
Company Act.

Effective Date

The amendments made by the Act apply to transfers occurring
after August 31, 1982, in taxable years ending after such date.

However, if an application was filed with the Federal Reserve
Board before August 16, 1982, to form a bank holding company, the
amendments will not apply to transfers by a bank holding compa-
ny formed pursuant to approval of such application if such trans-

fers are made before January 1, 1983, or (if later) within 90 days
after the last final required regulatory approval of such formation.

f. Application of attribution rules (sec. 227 of the Act and sees.

306 and 356(a)(2) of the Code)*

Prior law

To determine whether a shareholder is entitled to sale or ex-

change treatment on a stock redemption, stock held by related par-

ties is attributed to the shareholder in determining whether the
shareholder's interest in the corporation was terminated or signifi-

cantly reduced. Under prior law, the attribution rules did not apply
to some transactions that were economically equivalent to straight

stock redemptions and that offered an equivalent opportunity to

distribute earnings. For example, a shareholder could exchange all

of his common stock in a corporation for preferred stock. Such an
exchange resulted in tainted, section 306 stock only if, had cash
been distributed in lieu of preferred stock, there would have been a
dividend. Unless stock held by another family member or con-

trolled entity was attributed to the shareholder, cash in lieu of pre-

ferred stock would have terminated the shareholder's interst and
not result in a dividend. Also, a shareholder exchanging stock in a
reorganization for property other than stock or securities might
have dividend consequences if the transaction had the effect of the
distribution of a dividend. For this purpose, attribution rules did
not apply.

* For legislative background of the provision, see H. Rep. No. 97-760 (August 17, 1982), pp. 544
(Joint Explanatory Statement of the Committee of Conference).
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Reasons for Change

Attribution rules applicable in determining whether straight

stock redemptions result in dividend consequences to the share-

holder are equally relevant to other transactions that offer a com-
parable opportunity to bail out earnings and the failure of prior

law to apply attribution rules to such transactions resulted in un-

warranted avoidance of dividend consequences.

Explanation of Provision

The Act extends the ownership attribution rules to a determina-

tion of whether, for section 306, the effect of the receipt of pre-

ferred stock pursuant to a reorganization or a transaction de-

scribed in section 355 or section 351 is substantially the same as a

dividend and in determining whether the receipt of property in a
reorganization has the effect of a dividend. Attribution between
shareholders and corporations is to be applied without regard to

the 50-percent limit in section 318(a)(3)(C) and 318(a)(2)(C) in apply-

ing such rules to the receipt of preferred stock in a section 351 ex-

change.

Effective Date

The application of constructive ownership rules to section 306 de-

terminations applies to stock received after August 31, 1982, in tax-

able years ending after such date. Application of such rules to the

determination of whether the receipt of property pursuant to a re-

organization has the effect of a dividend applies to distributions

after August 31, 1982, in taxable years ending after such date.

g. Waiver of family attribution rules (sec. 228 of the Act and sec.

302(c)(2) of the Code)*

Prior Law

In determining whether a shareholder has completely terminat-

ed his interest in a corporation on a stock redemption so as to

achieve sale or exchange treatment, the shareholder may waive at-

tribution of ownership from other family members. The waiving
shareholder in general may hold no interest in the corporation

(except as a creditor), may not acquire any interest for a 10-year

period, and must agree to notify the Internal Revenue Service of

any such acquisition. The statute of limitations for the year of re-

demption remains open in the event of such an acquisition.

Stock may be attributed from one member of a family to another

by family attribution and reattributed to an entity such as an
estate or trust in which the constructive owner has a beneficial in-

terest. The Internal Revenue Service took the position that only an
individual may waive family attribution. Several decided cases held

that a trust or an estate terminating its interest by a stock redemp-
tion can waive family attribution from a family member to the

beneficiary. These cases did not preclude the beneficiary from ac-

•For legislative background of the provision, see H. Rep. No. 97-760 (August 17, 1982), pp.

544-546 (Joint Explanatory Statement of the Committee of Conference).
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quiring an interest in the corporation, did not require an agree-

ment from the beneficiary, and did not reopen the statute of limita-

tions in the event of an acquisition by the beneficiary. One case
also held that an entity may waive attribution from a beneficiary

to the entity.

Reasons for Change

In determining whether a stock redemption terminates the inter-

est of an individual in a corporation, analogous rules should apply
to stock owned indirectly by such individual through an entity and
to stock owned directly. Judicial decisions construing prior law did

not produce analogous results in these cases because the safeguards
precluding the shareholder from reacquiring an interest and other
anti-avoidance rules did not apply to the individual beneficiary
when the stock redeemed was held by an entity.

Explanation of Provision

The Act permits an entity to waive the family attirbution rules if

those through whom ownership is attributed to the 'entity join in

the waiver. Thus, a trust and its beneficiaries may waive family at-

tribution to the beneficiaries if, after the redemption, neither the
trust nor the beneficiaries hold an interest in the corporation, do
not acquire such an interest within the 10-year period, and join in

the agreement to notify the IRS of any acquisition. The entity and
beneficiaries are jointly and severally liable in the event of an ac-

quisition by any of them within the 10-year period and the statute

of limitations remains open to assess any deficiency. The tax in-

crease is a deficiency in the entity's tax but may be asserted as a
deficiency against any beneficiary liable under the rules. Congress
intended that the tax will be collected from a beneficiary only
when it cannot be assessed against or collected from the entity,

such as when the entity no longer exists or has insufficient funds.

Further, it was intended that the tax will be assessed and collected

from the beneficiary whose acquisition causes the deficiency before
it is asserted against any other beneficiary.

Under the Act, only family attribution under section 318(a)(1)

may be waived by an entity and its beneficiaries. The waiver rules

are not extended to waivers of attribution to and from entities and
their beneficiaries (sees. 318(a)(2) and 318(a)(3)). The Act thus is in-

tended to overrule Rickey v. United States, 592 F.2d 1251 (5th Cir.

1979). Congress intended that the Act should not be construed to

provide any inference as to whether the Rickey decision adopts a
proper construction of prior law. Nor was any inference intended
as to whether the other cases extending the waiver rules for family
attribution to entities adopt a proper construction of prior law.

Certain anti-avoidance rules applicable where the redeemed
stock was acquired by the distributee from a related party or a re-

lated party at the time of the redemption owns stock acquired from
the distributee are extended to the entity and affected benefici-

aries.
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Effective Date

These amendments apply with respect to distributions after
August 31, 1982, in taxable years ending after such date.

h. Revenue effect of merger and acquisition changes

The provisions in the Act relating to mergers and acquisitions
are expected to increase fiscal year budget receipts by $427 million
in 1983, $749 million in 1984, $959 million in 1985, $1,014 million in
1986, and $1,064 million in 1987.



10. Completed contract method of accounting (sec. 229 of the
Act)*

Prior Law

Overview

Under both present and prior law, a taxpayer who enters into

long-term contracts may elect to use one of four accounting meth-
ods to account for the income and expenses attributable to such
contracts. Long-term contracts generally are building, installation,

construction, or manufacturing contracts that are not completed by
the end of the taxable year in which they were entered into. A
manufacturing contract is not a long-term contract unless it in-

volves the manufacture of either (1) unique items of a type not nor-

mally carried in the finished goods inventory of the taxpayer or (2)

items that normally require more than 12 months to complete.
The four methods used to account for long-term contracts are the

cash method, the accrual method, the percentage of completion
method, and the completed contract method. The cash and accrual
methods are methods applicable to all types of income of taxpayers
generally. The percentage of completion method and the completed
contract method apply only to long-term contracts.

Cash method

Under the cash method, income is reported for the year in which
it is actually or constructively received. Deductions generally are
taken for the year in which actually paid. Therefore, a taxpayer
who uses the cash method to account for income and expenses for

long-term contracts includes payments in income when received
(either before or after completion of the contract) and takes deduc-
tions for expenses when actually paid.

Accrual method

Under the accrual method, income is generally reported when all

the events have occurred which fix the right to receive such
income and the amount thereof can be determined with reasonable
accuracy, regardless of when it is received. Where the taxpayer ac-

crues income on shipment, delivery, or acceptance under the accru-
al method, advance payments under a long-term contract are in-

cludible at the time of shipment, delivery, or acceptance.
If an accrual basis taxpayer does not use inventories in connec-

tion with a long-term contract, deductions generally are allowed for

the year in which all events have occurred which determine the

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Ckimmittee, sec. 231; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 198-208; and H. Kept. No. 97-
760 (August 17, 1982), pp. 547-550 (Joint Explanatory Statement of the Committee of Confer-
ence).
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fact of liability and the amount thereof can be determined with
reasonable accuracy. If the taxpayer uses inventories, costs alloca-

ble to inventory are accumulated until the inventory is shipped, de-

livered, or accepted.

Percentage of completion method

Under Lhe percentage of completion method (which is used only
for long-term contracts), income is recognized according to the per-

centage of the contract that is completed during each taxable year.

The computation of how much of the contract is completed during
a taxable year may be made by comparing (1) the costs incurred

during the year to the total estimated costs of the contract or (2)

the physical work performed on the contract during the year to the

total estimated work to be performed. Expenses of the long-term
contract are deductible for the year in which they are incurred.

Completed contract method

Overview

Under the completed contract method (which is used only for

long-term contracts), income and costs from the contract generally

are reported for the year in which the contract is completed.

Completion of the contract

The Treasury regulations existing prior to the changes required

by the Act (§ 1.451-3) provide that a contract will not be considered

completed until final completion and acceptance have occurred.

Nevertheless, a taxpayer may not delay completion of a contract

for the principal purpose of deferring Federal income tax. For a
subcontractor who completes his work on a long-term contract

before completion of the entire contract, "final completion and ac-

ceptance" of the contract is deemed to occur for the subcontractor
when the subcontractor's work has been completed and has been
accepted by the party with whom he has contracted. In cases where
there is a contract dispute after the taxpayer has tendered the sub-

ject matter of the long-term contract to the purchaser, special rules

are provided to determine when income and costs are to be taken
into account.

Severing and aggregating contracts

The Treasury regulations existing prior to the changes required

by the Act also provide that it may be necessary to treat one agree-

ment as several contracts or several agreements as one contract in

order to reflect clearly the income of the taxpayer. Whether one
agreement is severed or several agreements are aggregated de-

pends on all the facts and circumstances. Generally, one agreement
will not be treated as several contracts unless either (1) the agree-

ment contemplates separate delivery or separate acceptance of por-

tions of the subject matter of the contract or (2) there is no busi-

ness purpose for entering into one agreement rather than several.

Generally, several agreements will not be treated as one contract

unless either (1) the several agreements would be treated as a
single agreement under customary commercial practice in the tax-

payer's trade or business or (2) there is no business purpose for en-
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tering into several agreements rather than one. The fact that one
agreement would not have been made on the agreed-upon terms if

the same parties had not made a second agreement is evidence that
the two agreements should be treated as a single contract.

Deduction of expenses

Under the completed contract method, expenses allocable to the
contract (commonly referred to as "contract costs") are deductible
for the year in which the contract is completed. Expenses that are
not allocated to the contract (commonly referred to as "period
costs") are deductible for the year in which they are paid or in-

curred.
Under the regulations existing prior to the changes required by

the Act, contract costs include all direct expenses and indirect ex-

penses that are incident and necessary to the performance of the
contract, with the following exceptions (which are currently de-

ductible as period costs):

(a) Marketing and selling expenses, including bidding ex-

penses;
(b) Advertising expenses;
(c) Other distribution expenses;
(d) General and administrative expenses which benefit the

taxpayer's business as a whole;
(e) Interest;

(f) Research and development expenses;

(g) Losses, under section 165 and the regulations thereunder;
(h) Percentage depletion in excess of cost depletion;

(i) Depreciation on idle equipment and, for other equipment,
tax depreciation in excess of book depreciation;

(j) Income taxes;

(k) Pension and profit-sharing contributions and other em-
ployee benefits;

(1) Costs attributable to strikes, rework, scrap, and spoilage;

and
(m) Officer compensation which benefits the taxpayer's activ-

ities as a whole.

Reasons for Change

Congress believed that the prior rules relating to the completed
contract method of accounting needed to be changed because the
income of some taxpayers using that method of accounting was not
being clearly reflected. The method had not resulted in a clear re-

flection of income due, in part, to deferral of the completion of the
contract for tax purposes by reason of contractual obligations that
were merely incidental to the taxpayer's obligation to build, con-

struct, install, or manufacture the subject matter of the contract.

Also, completion of contracts had been deferred for tax purposes by
treating certain agreements as a single contract for several units

rather than several contracts for single units, even though each
unit was delivered or accepted separately and had been separately
and independently priced. Congress believed, therefore, that Treas-
ury should amend its regulations to prevent this inappropriate de-

ferral of income.



151

In addition, clear reflection of income under the method had not

occurred in certain cases because many significant costs that were
incident to and necessary for the performance of long-term con-

tracts were treated as period costs and, therefore, were not

matched with the income to which they related. This problem was
of less concern in the case of contracts that were completed in a
relatively short period of time, e.g., two years or less. Therefore,

Congress believed that Treasury should amend its regulations to

require, generally, that, in the case of contracts expected to take

more than 24 months to complete, costs that directly benefit, or are

incurred by reason of, such extended period long-term contracts

should be allocated to such contracts. However, in the case of con-

struction contracts, which Congress understood usually have less

than a 36-month duration. Congress was concerned that many
small businesses would be unduly burdened by a requirement to

allocate more indirect costs to long-term contracts. Therefore, Con-

gress believed it was appropriate that construction contracts that

are expected to be completed within 36 months should not be sub-

ject to the new cost allocation rules. Also, in the case of small busi-

nesses with average annual gross receipts of no more than $25 mil-

lion. Congress believed it was appropriate to exempt all construc-

tion contracts of such businesses from the new cost allocation rules.

Congress recognized that the new cost allocation rules would
have a significant impact on certain taxpayers. Therefore, as a

transition rule, Congress believed it was appropriate to phase in

the new cost allocation rules over a 3-year period.

Explanation of Provision

The Act directs the Treasury to modify its regulations relating to

the determination of when a contract is completed and when agree-

ments should be severed or aggregated. The Treasury also is direct-

ed to modify its regulations relating to the use of the accrual

method of accounting with respect to long-term contracts. Congress

intended that these modified rules would prevent unreasonable de-

ferral of recognition of income and will apply to all taxpayers who
use either the completed contract method of accounting or the ac-

crual method of accounting.
The Act also directs the Treasury to modify its regulations relat-

ing to the allocation of costs to long-term contracts. ^ Except as pro-

vided in the case of certain construction contracts, costs that are

treated as period costs under present law will be allocated to long-

term contracts if such costs either directly benefit, or are incurred

by reason of, contracts that are not estimated to be completed
within 24 months (hereafter referred to as "extended period long-

term contracts"). These costs include the following:

(1) Bidding expenses on contracts awarded to the taxpayer;

(2) Distribution expenses, such as shipping costs;

(3) General and administrative expenses properly allocable to

long-term contracts under regulations to be prescribed by the

Secretary;

' In order to prevent avoidance of the new cost allocation rules, it was anticipated that Treas-

ury may be required to amend both the regulations relating to the completed contract method
and the regulations relating to the full absorption inventory costing method.
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(4) Research and development expenses that either are di-

rectly attributable to particular long-term contracts existing
when the expenses are incurred or are incurred under an
agreement to perform research and development;

(5) Depreciation, capital cost recovery, and amortization for
equipment and facilities currently being used in the perform-
ance of extended period long-term contracts, to the extent it

exceeds depreciation reported by the taxpayer for financial ac-

counting purposes;
(6) Pension and profit-sharing contributions representing cur-

rent service costs and other employee benefits;

(7) Rework labor, scrap and spoilage; and
(8) Percentage depletion in excess of cost depletion.

Costs that would continue to be currently deductible include the
following:

(1) Interest;

(2) Marketing, selling, and advertising expenses;
(3) Bidding expenses for contracts not awarded to the taxpay-

er;

(4) Research and development expenses neither directly at-

tributable to particular long-term contracts existing when the
expenses were incurred nor incurred under an agreement to

perform such research and development;
(5) Losses under section 165 and the regulations thereunder;
(6) Depreciation, capital cost recovery, and amortization for

idle equipment and facilities;

(7) Income taxes attributable to income received from long-
term contracts;

(8) Pension and profit-sharing contributions representing
past service costs;

(9) Costs attributable to strikes; and
(10) General and administrative expenses not allocable to

long-term contracts under regulations to be prescribed by the
Secretary.

With respect to general and administrative expenses. Congress
intended that the Treasury issue regulations that require addition-
al costs to be allocated to extended period long-term contracts, i.e.,

those costs that directly benefit, or are incurred by reason of, the
performance of extended period long-term contracts. Costs may di-

rectly benefit extended period long-term contracts of the taxpayer
even though the same type of costs also benefit other activities of
the taxpayer. However, general or administrative expenses which
would be incurred in the operation of the taxpayer's general man-
agement or policy guidance functions (such as financial officers'

salaries) would continue to be deductible currently.
These new contract cost allocation rules do not apply in the case

of construction contracts entered into in a taxable year if the tax-

payer's average annual gross receipts from all businesses over the
3 preceding taxable years is $25 million or less. For purposes of
this rule, all trades or businesses under common control are to be
treated as one taxpayer. The determination of "common control" is

to be made in a manner consistent with the principles of section
52. In order to prevent abuse of the gross receipts test, the Treas-
ury is to prescribe any regulations necessary to deal with taxpayers
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who engage in construction contracts through partnerships, joint

ventures, and corporations.

The new contract cost allocation rules also do not to apply to any
other taxpayer in the case of a construction contract that is expect-

ed to be completed within 36 months. For purposes of these special

rules, a "construction" contract is a contract for the building, con-

struction, reconstruction, or rehabilitation of an improvement to

real property or the installation of integral components of an im-

provement to real property. An improvement to real property in-

cludes buildings, roads, dams, and similar property. Thus, for ex-

ample, a contract for the installation of elevators in an office build-

ing is a construction contract. A contract to build elevators, on the

other hand, is not a construction contract. ^

For purposes of determining the expected length of time required

to complete a contract, a contract begins at the time it is estimated

that any costs allocable to the contract (other than bidding ex-

penses) will first be incurred. The new contract cost allocation

rules are to be used to make this determination. The determination

of the expected duration of the contract is to be made when the

contract is entered into.

Effective Date

The provisions of the Act relating to contract cost allocation

rules apply to costs incurred in taxable years beginning after De-

cember 31, 1982, with respect to contracts entered into after De-

cember 31, 1982. During a transition period, however, a percentage

of the additional costs that are to be treated as contract costs

under the revised rules may be deducted currently. The percentage

of these costs that may be currently deducted is as follows:

For taxable years beginning in 1983, the currently deductible

percentage is 66%;
For taxable years beginning in 1984, the currently deductible

percentage is 33 Va; and
For taxable years beginning in 1985 and later years, the current-

ly deductible percentage is 0.

No adjustment is to be made under section 481 by reason of a

taxpayer's change in method of accounting for contract and period

costs required by the Act. Such a change includes a change in

method of accounting required or permitted under the $25 million

gross receipts test for construction contracts.

The revised completion rules apply to taxable years ending after

December 31, 1982. Contracts that would be treated as completed

in an earlier taxable year solely by reason of the revised termina-

tion rule would be treated as completed in the first taxable year

ending after December 31, 1982.

The revised severance and aggregation rules apply to taxable

years ending after December 31, 1982. A contract that would have
been completed in an earlier taxable year if it had been severed

2 In the case of a contract for the manufacture and installation of an improvement to real

property, the special cost allocation rules for construction contracts apply to only the costs relat-

ed to the installation of the real property improvements. For purposes of determining whether

such a contract is expected to be completed within 3 years, the time expected to complete both

the manufacture and installation of the property will be taken into account.
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from a group of contracts under the revised rules will be consid-
ered completed when the first contract of the same group is com-
pleted after December 31, 1982.

Revenue Effect

This provision is expected to increase fiscal year budget receipts
by $882 million in 1983, $2,235 million in 1984, $2,535 million in
1985, $2,390 million in 1986, and $2,559 million in 1987.



11. Accelerated corporate tax payments (sec. 234 of the Act and
sec. 6655 of the Code)*

Prior Law

Corporations generally were required to pay 80 percent of their
current year's tax liability in quarterly estimated tax payments
during the taxable year.

A penalty for underpayment of estimated taxes is imposed unless
the corporation meets certain exceptions based on prior year's tax
liability, prior year's income, or annualized income. At each install-

ment date, annualized income is projected from the actual taxable
income earned by the end of the previous month (or quarter).

Under these annualization rules, corporations with seasonal
income earned primarily at the beginning of the year could upon
occasion overpay estimated taxes due when they relied on the an-
nualized income exception.

In addition, a corporation had to pay its final tax payment 2y2
months after the end of the taxable year, but it could elect to pay
only half of the unpaid tax on this date and the remaining half
three months later.

Reasons for Change

Congress believed that corporations should not be allowed to

defer a significant portion of their income tax liability until after

the end of the taxable year. Allowing corporations this tax deferral
amounted, in effect, to an interest-free loan from the Federal gov-
ernment. Therefore, Congress decided to increase the percentage of
corporate tax liability that must be paid by estimated tax pay-
ments.

Congress, however, recognized that there are numerous issues of
law and fact that can affect the determination of a corporation's
tax liability. Because the increased estimated tax payments will

demand greater precision in preparing the estimates. Congress de-

cided to restructure the penalty so that a smaller penalty applies
to the portion of the underpayment of estimated taxes that falls be-

tween 80 and 90 percent of the actual tax due, and a larger penalty
to the underpayment below 80 percent.

Also, Congress realized that the present annualization exception
was not providing appropriate relief in some cases, and it enacted
changes to deal with this problem.

'For legislative background of the provision, see H.R. 4961, as reported by the Senate Finance
Ck)mmittee, sec. 242, S. Kept. No. 97-494, Vol. 1 (July 12, 1982), pp. 223-225; and H. Kept. No. 97-
760 (August 17, 1982), pp. 551-552 (Joint Explanatory Statement of the Committee of Confer-
ence).
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Explanation of Provision

The amount of estimated tax payments required for all corpora-
tions is increased from 80 percent to 90 percent of current year's

tax liability. A corresponding change is made in the exception
based on annualized income. The Act retained the exception that
allows a small corporation to base estimated tax payments on prior

year's income. For this purpose, a small corporation is defined as a
corporation having less than $1 million of taxable income in each
of the three prior taxable years.

The penalty on underpayments of estimated tax that are be-

tween 80 percent and 90 percent of the actual tax due is imposed at

three-quarters of the full rate for underpayments.
The full amount of the unpaid tax is due 2V2 months after the

end of a taxable year.

A new rule for annualizing income is provided for corporations
with seasonal income. Taxpayers may rely on the new rule if, in

the preceding three taxable years, taxable income for any period of

6 successive months averaged 70 percent or more of total income
for the taxable year. Income may be annualized by assuming that
the income is earned, in the current year, in the same pattern as
in the three preceding taxable years. This rule requires that the
tax be paid on the annualized income in the same seasonal pattern
in which it is earned.
For the annualized income exceptions, Congress intended that

the Treasury amend its regulations regarding the computation of

taxable income for the period before the installment due date. Tax-
payers will be able to rely on these regulations in computing tax-

able income for a period of less than a full taxable year under the
annualization and seasonal pattern of income exceptions to the un-
derpayment penalty. Many items which substantially affect taxable
income cannot be determined accurately by the installment due
date. Examples of these items include (but are not limited to) the
LIFO index for taxpayers using the dollar-value LIFO inventory
method, the deferred gross profit for taxpayers with revolving
charge accounts, intercompany adjustments for taxpayers who file

consolidated returns, and a temporary liquidation of a LIFO layer

at the installment date.

To alleviate these problems for taxpayers who rely on the annu-
alized income exception, Congress expected the Secretary to issue

regulations which would provide that estimates of certain items
could be used where reasonable estimates could be made from ex-

isting data. For example, taxpayers using the dollar-value LIFO
method of accounting might be allowed to interpolate from an
available inflation index for a previous period in calculating the
cost of goods sold in a period of less than a full taxable year if no
reliable inflation index is available for the period for which taxable
income must be calculated. Congress also understood that the Sec-

retary would issue regulations clarifying the meaning of taxable
income in regard to net operating loss carrybacks and carryfor-

wards for purposes of defining a large corporation (under sec.

6655(h)(2)).
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Effective Date

The amendments made by this section will apply to taxable years
beginning after December 31, 1982.

Revenue Effect

This provision is estimated to increase budget receipts by $1,048
million in fiscal year 1983, $3,025 million in fiscal year 1984, $791
million in fiscal year 1985, $755 million in fiscal year 1986, and
$484 million in fiscal year 1987.



12. Amortization of original issue discount on bonds (sec. 231 of
the Act and sees. 163 and 1232 and new sec. 1232A of the Code)*

Prior Law

Tax treatment of corporate original issue discount bonds

Normally, a bond is issued at a price approximately equal to the
amount for which the bond will be redeemed at maturity, and the
return to the holder of the bond is entirely in the form of periodic

interest payments. However, in the case of original issue discount
(OID) bonds, the issue price is below the redemption price, and the
holder receives some or all of his return in the form of price appre-
ciation. The spread between the issue price and redemption price is

the original issue discount. The extreme case of an OID bond is a
zero coupon bond, on which there are no periodic interest pay-
ments, and the holder's entire return comes from price apprecia-

tion.

Under prior law, for bonds issued by a corporation and for which
the period between the issue date and the stated maturity date ex-

ceeded one year, the original issue discount was treated as accruing
in equal monthly installments over the life of the bond. Thus, an
issuer of an OID bond deducted, as interest, both any periodic in-

terest payments and a ratable portion of the original issue discount
each year, and the holder of the bond included this same amount
in income. For example, if a corporation issued a $1,000, 25-year
bond paying a $70 annual coupon for an issue price of $500, it

would deduct $90 for each full year over the life of the bond ($70

annual coupon plus y2 5th of the $500 original issue discount). The
original holder of the bond would also report $90 of income for

each full year he held the bond. The basis of the bond in the hands
of the holder was adjusted for the discount required to be included
in income. Amounts included in income as original issue discount
for each purchaser after the original holder were reduced by
spreading any purchase premium (the excess of the purchase price

over the issue price plus previous OID income inclusions) over the
remaining life of the bond and deducting it on a ratable monthly
basis from OID included in income.
For corporate bonds for which the period between the issue date

and the stated maturity date was one year or less, the holder did

not accrue income ratably; instead, gain on sale or exchange, or re-

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 236; S, Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 209-214; Senate floor amend-
ments, 128 Cong. Rec. S9018 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 553

(Joint Explanatory Statement of the Committee of Conference).
Also, see H.R. 6056, Technical Corrections Act of 1982: House floor amendments, 128 Cong.

Rec. H9600-9604; H. Rep. No. 97-986 (Dec. 21, 1982), pp. 2021 (Joint Explanatory Statement of

the Committee of Ckjnference).
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demption, was treated as interest income to the extent of what
would have been the accrued OID.

Prior statutory rules explicitly prescribed the treatment of OID
only with respect to holders of corporate and taxable government
obligations that were capital assets in the hands of the holder (sec.

1232). The rule for holders of short-term corporate bonds was in

section 1.1232-3A(b)(2) of the income tax regulations. For corporate

issuers, the analogous rules governing the deduction of OID were
prescribed by section 1.163-4 of the income tax regulations. The
treatment of issuers prescribed by the regulations applied to both

cash and accrual basis issuers. This regulatory treatment of corpo-

rate issuers achieved substantial parity of treatment between issu-

ers and the holders of corporate bonds, who were required by
section 1232 to include OID in taxable income ratably over the life

of the bond.

Tax treatment of noncorporate original issue discount bonds

The statutory rules applicable to holders of OID bonds (sec. 1232)

did not require OID on noncorporate bonds to be included in

income ratably over the life of the bond. For government bonds,

such rules required ordinary income treatment of the portion of

any gain from the sale or redemption consisting of accrued OID. A
cash basis holder of noncorporate bonds deferred the inclusion of

OID in income until the bond was sold or redeemed.

Example comparing corporate OID and ordinary bonds

Assume a 15-percent interest rate. Suppose a business wants to

borrow $1 and then borrow at the end of the year to pay all inter-

est charges for the year, and repeat this sequence each year for 30

years. Its interest payments would be 15 cents in the first year,

17.3 cents the second year (15 percent interest on the outstanding

balance of $1.15), and so on, and would grow exponentially, eventu-

ally equaling $8.64 in the 30th year. At the end of 30 years, the

overall debt would mount up to $66.21. A total of $65.21 in interest

would be paid, and deducted, over the period, but the deductions

would start small and grow.
The taxpayer could achieve the same substantive result by issu-

ing a zero-coupon bond at a price of $1 redeemable for $66.21 in 30

years. However, by using the OID bond, the taxpayer could obtain

a deduction of $2.17 each year ($65.21 divided by 30). Thus, the OID
bond allowed larger interest deductions in early years than borrow-

ing the same amount with ordinary loans. In this example, the tax-

payer deducted in the first year more than twice the amount bor-

rowed and more than 14 times the real interest. Conversely, the

purchaser of the OID bond included more interest in his income in

early years than the purchaser of an ordinary bond.

Table 1 shows the different patterns of deductions for the issuer

and income inclusion for the holder between a zero-coupon bond
and borrowing with ordinary loans under prior law.
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TABLE 1.—COMPARISON OF INTEREST DEDUCTIONS AND INCOME INCLUSION BETWEEN BORROWING

$1 WITH ZERO-COUPON BONDS AND WITH ORDINARY LOANS UNDER PRIOR LAW

[Dollars]

Year Ordinary loans ^^'°^^" Difference

1982

1983

1984

1985

1986

1987

1988

1989

1990

1991

1992

1993

1994

1995

1996

1997

1998

1999

2000

2001

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

Total

Present value (computed at 8.1 percent after-tax rate)

Assumptions for Table 1—
Ordinary bond: Taxpayer borrows $1 in 1981 and borrows every year to pay the

interest on the outstanding indebtedness. Interest rates remain at 15 percent. All
debt repaid in 2011.

Zero-coupon bond: Taxpayer issues bond for price of $1 with no coupon, maturing
in 30 years at a price of $66.21 (15-percent yield to maturity).

Reasons for Change

The larger deductions allowed to issuers of OID bonds in the
early years of a bond's term relative to deductions allowed issuers
of interest-bearing bonds not issued at a discount were a substan-
tial tax advantage to the former, an advantage that increased with
the term of the bonds. The ratable OID amortization formula was
adopted at a time when interest rates were considerably lower
than at present and when the formula involved a much smaller
distortion. The formula was significantly different from the formu-
la which issuers use to compute interest deductions on financial
statements and did not represent a proper measurement of interest

costs to the issuer. There was no justification for providing what
was, in effect, a tax incentive for issuing long-term OID bonds.

0.150
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Moreover, the larger income inclusion for OID bond purchasers
in early years, relative to purchasers of nondiscount bonds, unjusti-
fiably penalized those who wished to take advantage of the oppor-
tunity the OID bond provides to guarantee the reinvestment of the
interest payments at the bond's initial yield to maturity. Under
prior law, only tax-exempt borrowers, such as pension funds, could
avoid this penalty.

Congress also believed that the treatment of holders of OID
bonds should be comparable, whether the bonds are corporate or
noncorporate obligations, and that the treatment of taxable, non-
corporate issuers of OID bonds should be comparable to the treat-

ment of corporate issuers.

Explanation of Provision

The Act provides new rules for computing the method of amortiz-
ing original issue discount, using a method that parallels the
manner in which interest would accrue through borrowing with in-

terest-paying, nondiscount bonds.
Under the formula prescribed in the Act, the OID is allocated

over the life of the bond through a series of adjustments to the
issue price for each "bond period." The adjustment to the issue
price for any bond period is determined by multiplying the adjust-
ed issue price (i.e., the issue price as increased by adjustments prior
to the beginning of the bond period) by the bond's yield to maturity
and then by subtracting the interest payable during the bond
period.^ The adjustment to the issue price for any bond period is

the amount of the OID allocated to that bond period.
Except as regulations may provide otherwise, a bond period for

any given bond is each one-year period beginning on the date of
issue of the bond and each anniversary thereof, or the shorter
period to maturity for the last bond period. The increase in the ad-
justed issue price for any bond period is allocated ratably to each
day in the bond period.

Each bondholder must include in income the sum of the daily
portions of OID so determined for each day during the taxable year
the bond is held. When the taxable year of a holder overlaps more
than one bond period (which will generally be the case unless the
bond period happens to coincide with the holder's taxable year),
the holder must include the appropriate daily portions for each of
the relevant bond periods. The daily portions of OID includible in
income or deductible will be reflected in the current earnings and
profits of corporate bondholders and issuers.

As under prior law, an offset to the amount included in income is

allowed for subsequent holders purchasing at a price exceeding the
issue price plus the daily portions of OID for all days prior to the
purchase. For this purpose, such excess purchase price is allocated

' Assume that a bond is issued at a price Po, pays an annual coupon i, and is redeemable in N
years for a price of one dollar. The yield to maturity (r) is the solution to the following equation:

Po = i/r[l- 1/(1 + r)'^+ 1/(1 + r)''

The adjustment to the issue price in the first bond year is given by P; — Po = rPo— i.

In general, if the adjusted issue price at the beginning of bond jieriod t is P(-,, the increase in
the adjusted issue price during that bond period will be P(-P, , = rP, ;-i.
The bond holder will include in income, and the bond issuer will deduct, the increase in the

adjusted issue price plus the cash interest. For bond period t, this will be rP(-|.
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over the total number of days commencing with the purchase date
through the day before the date of maturity. The transferee, not
the transferor, is required to take into income the daily portion for

the date of transfer.

Regulations are authorized to prescribe rules for the proper
income inclusion where, because of varying interest rates, put or
call options, or other circumstances, the statutory formula does not
provide an inclusion that accurately reflects the income of the
holder. This will include, among other cases, an early redemption
where, at the time of original issue, there was an intention to call

before maturity (the case covered by sec. 1232(a)(2) (A) and (B) of
prior law).

The new rule governing corporate OID bonds is extended to obli-

gations issued by noncorporate issuers other than natural persons.
The OID income inclusion rules will thus apply to taxable discount
government obligations and, for example, to discount obligations
issued by a partnership after July 1, 1982. As under present rules

for corporate bonds, the new OID income inclusion rules will apply
only to bonds with a maturity date more than one year after the
issue date. For bonds with a maturity of one year or less, gain on
sale or redemption will be treated as interest income to the extent
of what would have been accrued OID. However, tax-exempt bonds,
United States Savings Bonds, and Treasury bills will be excluded
from the new rules.

Congress intended that the new nonlinear formula for accrual of

OID also apply for purposes of determining and withholding the 30-

percent tax on foreign persons (sees. 871, 881, 1441 and 1442) and,
where appropriate, in determining accrual of interest on State and
local government bonds.
The existing rule requiring ratable monthly inclusion of OID on

corporate bonds will be continued for bonds issued before July 2,

1982.

The new rules and the rules continuing prior law for pre-July 2,

1982, corporate bonds are both included in a new Code section

1232A. As under prior law, the basis of a bond will be increased for

OID included in income, and the prior law exceptions are contin-

ued for bonds purchased at a premium and bonds held by a life in-

surance company to which section 818(a) applies. As in the case of
corporate OID bonds under prior law, the new income inclusion
rules for OID apply only to bonds that constitute capital assets in

the hands of the holder. The definitional rules of section 1232(b)
continue to apply to the determination of original issue discount.

The aggregate daily portions of OID determined under the new
rules that accrue during the taxable year of the issuer are the
amount that the issuer may deduct. For this purpose, the deduction
is limited to the sum of the daily portions of OID accruing during
the issuer's taxable year without regard to any offset available to

transferee holders. The deduction for OID under the new rule ap-
plies to certain tax-exempt industrial development bonds resulting
in interest deductions to a taxable issuer. The rules governing the
deduction for OID will be added to the Code (new sec. 163(e)). The
deduction for OID will apply to all issuers of OID obligations (other
than natural persons) regardless of whether the issuer uses the
cash or the accrual method of accounting.
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Original issue discount may accrue on construction period loans.

If an amount otherwise deductible during the construction period

as original issue discount under section 163(e) is subject to capital-

ization under section 189, deductions will be allowable to the extent

and for the taxable years determined under section 189.

The Act retains the rules of prior law that require gain from the

sale or redemption of corporate bonds issued on or before May 27,

1969, and government bonds not subject to the new OID rules

(those issued or treated as issued, under the binding commitment
rule, before July 1, 1982) to be treated as ordinary income to the

extent of OID. Otherwise, prior law continues to define corporate

and government bonds as capital assets, gain or loss from the sale

or redemption of which constitutes capital gain or loss.

Effective Date

The new rules apply to bonds issued after July 1, 1982, other

than those issued under a written binding commitment entered

into before July 2, 1982. A written binding commitment involves a
commitment by the issuer to issue the bonds at a particular price.

Thus, for example, the new rules do not apply in cases where bonds
are issued pursuant to the exercise of warrants which were out-

standing on July 1, 1982.

Revenue Effect

This provision is expected to increase fiscal year budget receipts

by $107 million in 1983, $222 million in 1984, $359 million in 1985,

$502 million in 1986, and $655 million in 1987.
'



13. Stripping of interest coupons from bonds (sec. 232 of the Act
and new sec. 1232B of the Code)*

Prior Law

The holder of a bond or other debt instrument who sells the bond
with coupons attached between interest dates receives interest
income to the extent of interest accrued to the date of sale, and the
remainder of the sales proceeds is in exchange for the bond. This
treatment is prescribed by section 1.61-7 of the income tax regula-
tions. The bond holder may instead strip the unmatured interest

coupons from the bond and dispose of either the coupons or the
corpus of the bond (i.e., the right to receive the principal amount of
the bond at maturity), or both the coupons and the corpus in sepa-
rate transactions.

It is arguable under prior law that all of the taxpayer's basis in

the debt instrument was allocated to the corpus, in which case a
taxpayer who sold the corpus and retained the coupons could claim
a loss on the sale of the stripped corpus equal to the difference be-

tween the amount for which he bought the debt instrument (with
coupons attached) and the amount received for the corpus (without
coupons). The loss, if allowable, would generally be an ordinary loss

if the taxpayer was a dealer in such obligations or a bank. Other-
wise, any loss allowable would be a capital loss.

For the person who bought the stripped corpus, gain on any later

sale, or on redemption, of the stripped corpus was ordinary income
to the extent of the difference between what would have been the
value of the obligation with coupons attached at the time of its pur-
chase and the actual cost of acquisition. For the purchaser of de-

tached coupons, the coupons were a capital asset. The portion of
the purchase price equal to the interest accrued to the date of pur-
chase and taxed to the seller was, upon payment, a recovery of cap-
ital reducing the buyer's cost basis. Gain on the sale of the coupons
may have been treated as a capital gain. However, if the coupons
were redeemed, the purchaser of the coupons had ordinary income
equal to the difference between the amount received on redemption
of each coupon and the purchase price allocable to that coupon.
Most coupon-stripping transactions involved U.S. government or

agency obligations, but they could have involved tax-exempt obliga-

tions or taxable bonds issued by the private sector. For example,
assume that a broker-dealer sold a $100,000 U.S. Government 20-

year coupon bond with coupons detached for $8,000 immediately
after the bond was issued. The $92,000 under prior law might con-
stitute an ordinary loss to the seller. Also, the buyer of the stripped

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 237; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 215-218; Senate floor amend-
ments, 128 Cong. Rec. S9018 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 554,

555 (Joint Explanatory Statement of the Committee of Conference).
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corpus who held it until maturity would report no income until

maturity, when he or she would report $92,000 of ordinary income.

Thus, there was a tax deferral on $92,000 of income.

There was also a tax benefit to a purchaser of detached, unma-
tured interest coupons. In substance, each coupon is like an origi-

nal issue discount bond, which should be subject to periodic inclu-

sion rules. Under prior law, income was deferred until the coupon
was sold or redeemed.

Reasons for Change

Coupon stripping could permit income tax deferral through an
artificial loss from selling the stripped bond, analogous to the de-

ferral formerly accomplished through straddles that was eliminat-

ed by the Economic Recovery Tax Act of 1981 (Code sees. 263(g),

1092, and 1256). Deferral through coupon stripping should be sub-

ject to the same policy that eliminated deferral through straddles.

Further, allocating the entire cost of an obligation with interest

coupons to the corpus when a stripped bond or interest coupons are

disposed of is economically unrealistic.

Upon disposition of the stripped corpus or the detached, unma-
tured coupons, both the retained portion and the portion disposed

of represent the right to a fixed amount payable at a future date

that is purchased at a discount. Congress believed that the periodic

original issue discount (OID) inclusion rules applicable to obliga-

tions issued at a discount provide the appropriate tax treatment.

Explanation of Provision

The Act provides new rules under which, when a disposition sep-

arates ownership of a bond from the coupons detached from it, the

stripped corpus and detached coupons are treated as OID bonds
issued by a corporation on the date of disposition and are subject to

the periodic income inclusion rules applicable to those bonds.

For the purchaser of a stripped bond, the excess of the stated re-

demption price at maturity over the portion of the purchase price

allocable to the bond is the OID allocable to the purchased bond. It

must be included in income periodically (under the new rules pro-

vided in section 231 of the Act) between the date of purchase and
the date the bond matures. For the purchaser of a stripped coupon,

the OID is the excess of the amount payable on the due date of the

coupon over the portion of the purchase price allocable to the

coupon. It must be included in income periodically (under the new
OID inclusion rules) between the date of purchase and the due date

of the coupon. The ratable share of the purchase price allocable to

the corpus or a coupon is determined on the basis of their respec-

tive fair market values on the date of purchase.

The seller of a stripped bond or stripped coupons must allocate

the basis, immediately before the disposition, of the bond with cou-

pons attached between the items retained and the items disposed

of. Subsequent to the disposition, the seller is required to treat the

retained items as OID bonds each of which has a purchase price

equal to the amount of basis allocated to that item. Similar rules

apply to a person whose basis in a bond or coupon is determined by
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reference to the basis in the hands of a purchaser or seller of a
stripped bond or stripped coupons.
The Act provides a special rule to deal with interest that has ac-

crued on the bond at the time the taxpayer strips a bond or a
coupon. Under this rule, interest accrued on the bond while the
taxpayer holds the bond must be included in taxable income at the
time the stripping occurs (just as would be the case had the entire

bond been sold), and the taxpayer increases his basis in the bond
by the amount of that accrued interest. This adjusted basis is then
allocated between the corpus and the coupons in relation to their

respective fair market values. Accrued interest required to be in-

cluded in income under this rule does not include interest previous-
ly included in income (e.g., by an accrual basis taxpayer).

Under the new rules, no artificial loss can be created by selling a
stripped bond with a basis reflecting value attributable to detached
coupons. However, proceeds from the sale of stripped coupons will

not constitute income to the seller to the extent that the seller's

basis in the bond with coupons attached is allocated to the de-

tached coupons. Instead, the retained items (either the detached
coupons or the stripped corpus), to the extent that the price pay-
able on maturity, or on the due date of the coupons, exceeds the
portion of the seller's basis allocable to such retained items, will be
treated as OID bonds requiring the seller to include OID in income
under the new OID periodic income inclusion rules.

For the purchaser of a stripped bond, the excess of the redemp-
tion price over the purchase price must be taken into income under
the new OID income inclusion rules but will not be subject to the
requirement of prior law converting gain on sale or redemption
into ordinary income to the extent the purchase price was reduced
because coupons were detached. The buyer of detached coupons
must also take the excess of the price payable on the due date of

the coupon over the purchase price into income under the new OID
income inclusion rules and thus will be unable to defer and convert
earned discount income into capital gain by selling coupons before

they mature.
For taxable stripped bonds purchased before the effective date of

the new rules, the Act continues the rule of prior law requiring or-

dinary income treatment for gain on a sale or redemption of a
bond corpus attributable to the difference in value of the bond with
and without coupons attached at the time of purchase. For tax-

exempt obligations, this rule of prior law is preserved for bonds
purchased after the effective date. The new OID income inclusion

rules do not apply in the case of tax-exempt stripped bonds. Howev-
er, the rule requiring a seller of a stripped bond or detached cou-

pons to allocate the basis of the bond with coupons attached be-

tween the items retained and those disposed of applies to a tax-

exempt bond. Thus, as in the case of taxable obligations, the seller

of a stripped tax-exempt obligation will be unable to create an arti-

ficial loss because basis is allocated to retained coupons under the
rules. Also, if tax-exempt coupons are separately sold, gain on sale

or redemption of the retained stripped bond that is attributable to

allocation of a portion of the seller's basis to the detached coupons
will be taxable as ordinary income.
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The new rules providing the tax treatment for stripped bonds are
included in a new Code sec. 1232B. For purposes of applying these
rules, a bond includes a debenture, note, or other evidence of in-

debtedness, a "stripped bond" is defined as a bond issued with in-

terest coupons where there is a separation in ownership between
the bond and any unmatured coupon, a "stripped coupon" is de-

fined as any coupon relating to a stripped bond, the "stated re-

demption price at maturity" has the same meaning as in existing

law (sec. 1232(b)(1)), and the term coupon, where a purchase occurs

after July 1, 1982, includes any right to receive interest on a bond
(whether or not evidenced by a coupon). No inference was intended
as to the interpretation of the term "coupon" in prior law section

1232(c).

The Act repeals prior law section 1232 (c) and (d) relating, respec-

tively, to the requirement of ordinary income treatment of bonds
with unmatured coupons detached and a cross-reference for special

treatment of face-amount certificates.

The Act also provides the Secretary of the Treasury with the au-

thority to issue regulations to provide the appropriate basis alloca-

tion and income inclusion rules in cases where the general rules in

the statute do not provide a proper determination of income by
reason of call provisions, extendable maturities, etc. For example,
in the case of callable bonds with coupons redeemable after the call

date, these regulations could provide that no basis need be allo-

cated to post-call coupons as long as they remain attached to the
corpus and that there be no periodic inclusion of discount income
with respect to post-call coupons where this is appropriate.

A technical correction will be necessary to treat stripped bonds
and stripped coupons in the hands of nonresident aliens and for-

eign corporations when such instruments produce income that is

not effectively connected with a U.S. trade or business in a manner
consistent with the treatment of such instruments in the hands of

U.S. persons.

Effective Date

The rules apply generally where there is a sale after July 1,

1982, of either a stripped bond or stripped coupons.

Revenue Effect

This provision is expected to increase fiscal year budget receipts

by $56 million in 1983, $88 million in 1984, $106 million in 1985,

$127 million in 1986 and $153 million in 1987.



14. Extension and revision of targeted jobs credit (sec. 233 of the
Act and sec. 51 of the Code)*

Prior Law

The targeted jobs credit was available, on an elective basis, for

hiring individuals from one or more of nine target groups. The
credit is equal to 50 percent of the first $6,000 of wages paid for the
first year of employment and 25 percent of the first $6,000 of wages
paid for the second year of employment to a target group individu-
al.

The credit was available for wages paid to eligible individuals
who began work for the employer before January 1, 1983.

An authorization of $30 million of appropriations was provided
for fiscal year 1982 for the expenses of administering the certifica-

tion system and of providing publicity to employers; $5 million of
the amount appropriated was to be used to verify the certification

of target group members, using methods such as the in-depth ver-

ification of eligibility for a sample of certified individuals.

An individual was a member of a targeted group if the individual
was:

(1) an economically disadvantaged youth aged 16 through 19

participating in a cooperative education program,
(2) a recipient of money payments under a State or local gen-

eral assistance program,
(3) an economically disadvantaged youth aged 18 through 24,

(4) a handicapped individual undergoing vocational rehabili-

tation,

(5) an economically disadvantaged Vietnam-era veteran,
(6) an SSI recipient,

(7) an economically disadvantaged ex-convict,

(8) an AFDC recipient or work incentive employee; or
(9) an involuntarily terminated CETA employee.

An individual could not be treated as a member of a targeted
group unless the employer requested or received a certification

from the designated local agency before the day on which the indi-

vidual began work for the employer.

Reasons for Change

Congress believed that experience with the targeted jobs tax
credit had been sufficiently promising to warrant its extension.
Furthermore, Congress agreed to several changes designed to make
the provision more effective.

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 241; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 219-222; Senate floor amend-
ment, 128 Ck)ng. Rec. S9018 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 667-
669 (Joint Explanatory Statement of the Committee of Conference).
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First, Congress believed that the credit should be extended for 2

more years.

Second, Congress decided that the targeted jobs tax credit should
be modified in a manner to encourage summer youth employment
of economically disadvantaged teenagers. This was accomplished by
expanding eligibility and increasing the amount of the credit for

the hiring of economically disadvantaged youths who are 16 or 17

years of age for any 90-day period between May 1 and September
15.

Third, Congress decided to eliminate the target group consisting

of individuals involuntarily terminated from CETA jobs, since the

last such termination occurred in September, 1981.

Fourth, the $30 million ceiling on the authorization of adminis-

trative funds was eliminated in order to provide greater flexibility

in providing the necessary amount. However, in view of continuing
concern about potential abuse in the program. Congress decided

that the Secretary of Labor should submit annual quality reports

to the Congress. The certification procedure was streamlined by
providing that certifications are valid if requested or received on,

as well as before, the day the individual begins work for the em-
ployer.

Finally, Congress decided that, with respect to the availability of

the credit for general assistance recipients, recipients of non-cash,

as well as cash, assistance should be eligible for certification.

Explanation of Provision

The Act extends the targeted jobs credit for 2 years, makes the

credit available for summer employment of economically disadvan-

taged 16 and 17 year olds, and makes several administrative
changes.

Extension of credit

The Act extends the targeted jobs credit for 2 more years. Under
the Act, the credit is available for wages paid to individuals who
begin work for the employer on or before December 31, 1984. Thus,
if an eligible individual begins work on December 31, 1984, the em-
ployer may claim credit for qualified first-year and qualified

second-year wages paid to that employee attributable to service

performed in 1985 and 1986 respectively.

Summer youth employment

In order to encourage summer youth employment, the Act allows

employers to claim a tax credit for wages paid to each youth who is

certified by the designated local agency as being 16 or 17 years of

age on the hiring date and a member of an economically disadvan-
taged family, for services attributable to any 90-day period between
May 1 and September 15. The youth must not have been an em-
ployee of the employer prior to this 90-day period. With respect to

any particular employer, an employee can qualify only one time for

this summer youth credit.

The maximum amount of wages eligible for the credit for this

target group is $3,000. The credit amount is 85 percent of eligible

wages, for a maximum credit of $2,550.
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If, after the end of the 90-da3^ period, the employer continues to
employ a youth who is certified during the 90-day period as a
member of another target group, the limit on qualified first-year

wages will take into account wages paid to the individual while he
or she was a qualified summer employee. For example, suppose a
qualified summer youth employee begins work for an employer on
May 15 and is paid $3,000 for wages attributable to services per-
formed during the next 90 days. During this period, the employee
obtains a second certification as a member of another targeted
group (for which the credit rate is 50 percent for qualified first-year

wages). Since qualified first-year wages generally are limited to

$6,000 for services attributable to the 12-month period beginning
with the day the individual first begins work for the employer
(May 15), wages eligible for the 50-percent credit are limited to

$3,000 (the $6,000 limit minus the $3,000 paid to the individual as a
qualified summer youth employee). A 25-percent credit for qualified
second-year wages then could be claimed for wages attributable to

the 12-month period beginning the following May 15. Moreover, the
second certification is not invalid merely because it was requested
or received after the individual begans work for the employer; only
the first certification (as a qualified summer youth employee) must
meet the requirement of section 51(d)(16) that a certification must
be requested or received by an employer on or before the day on
which the individual begins work for the employer. In addition, the
second certification is to be determined on the basis of the facts on
the date on which the individual is certified as a member of the
second targeted group rather than on the basis of the facts on the
day the individual is hired by the employer.

Definition of general assistance program for purposes of credit for
hiring general assistance recipients

The Act provides that a qualified general assistance program in-

cludes a program that provides general assistance or similar assist-

ance that is based on need and consists of certain non-cash (i.e.,

voucher or scrip), as well as cash, payments. As under prior law,
qualified general assistance programs include only those based on
need, and a recipient is a member of a targeted group only after
receiving assistance for at least 30 days.

Elimination of credit for involuntarilg terminated CETA employees

The target group consisting of individuals involuntarily termi-
nated from CETA jobs is eliminated, effective for individuals who
begin work for the employer after December 31, 1982.

Elimination of ceiling on authorization

The $30 million ceiling on the authorization of administrative
funds is eliminated. Thus, appropriations will be authorized for

such sums as may be necessary in fiscal years 1983 and 1984. Con-
gress intended that some of these funds should be used to evaluate
the effectiveness of the credit in improving the employment situa-

tion of the target groups.
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Other changes

The Act requires the Secretary of Labor to submit annual quality

control reports to Congress. These reports will review the accuracy
of the process by which the eligibility of individuals as members of

targeted groups is determined.
Furthermore, the Act provides that certifications are valid if re-

quested or received on or before, rather than before, the day the
individual begins work for the employer.

Effective Date

The extension of the targeted jobs tax credit applies to eligible

individuals who first begin work for the employer after December
31, 1982.

The credit for summer youth employment applies to eligible indi-

viduals who first begin work for the employer after April 30, 1983.

The change with respect to general assistance recipients applies

to eligible individuals who first begin work for the employer after

July 1, 1982.

The change with respect to certifications applies to eligible indi-

viduals who first begin work for the employer after May 11, 1982.

Revenue Effect

The provision will reduce fiscal year budget receipts by $182 mil-

lion in 1983, $551 million in 1984, $591 million in 1985, $271 mil-

lion in 1986, and $54 million in 1987.



C. Provisions Designed to Improve Taxpayer Compliance*

1. Withholding on interest and dividends (sees. 301-308 of the Act,
sees. 31, 275, 6042, 6044, 6049, 6682, 7205 and new sees. 3451-
3456 of the Code)**

Prior Law

Overview

Prior law required information reporting for payments of most
types of interest, dividends and patronage dividends but did not re-

quire withholding on such payments, except in the case of pay-
ments to certain foreign persons. Among the types of payments for
which no information reporting was required were payments of in-

terest on bearer obligations and exempt governmental obligations.

Withholding requirements for wages

An employer who pays wages to individual employees (or has em-
ployees who report tips) must withhold a portion of such wages to
satisfy all, or part, of the employee's Federal income tax liability.

The term "wages" generally is defined as all remuneration, unless
specifically excluded, paid for services performed by an employee
for an employer, including the cash value of all remuneration paid
in any medium other than cash.
The amount to be withheld from the wages of a particular em-

ployee is determined in accordance with tables prescribed by the
Secretary. Except in the case of payments to certain foreign per-
sons, payrnents subject to withholding under the windfall profit tax
and certain gambling winnings, there was generally no require-
ment under prior law for withholding on payments other than
wages.

Wage withholding exemptions

Individuals whose wages are subject to withholding may be enti-
tled to exempt their wages from withholding in $1,000 increments
(exemptions). The exemptions allowed include (1) one exemption for
the taxpayer; (2) one additional exemption if the taxpayer has at-

tained, or will attain, age 65 during the taxable year; (3) one addi-
tional exemption if the taxpayer is blind; (4) an exemption for the
taxpayer's spouse (and additional exemptions for age or blindness
of the spouse) unless the spouse is claiming the exemptions on a
separate return; (5) one additional exemption for each dependent of
the taxpayer; and (6) a zero bracket amount allowance, unless the
taxpayer is married and the spouse receives wages subject to with-

*For technical amendments to H.R. 4961 as reported by the Senate Finance Committee, see 128
Cong. Rec. S9016 (July 22, 1982).

"For legislative background of the provision, see H.R. 4961, as reported by the Senate Finance
Committee, sees. 301-310; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 226-237; Senate floor
amendments, 128 Cong. Rec. 88644 (definition of exempt individual) (July 19, 1982); 128 Cong. Rec.
S8923 (Minimal interest payment), S8944 (Exemption for certain financial institutions), S8947
(definition of patronage dividend subject to withholding), (July 22, 1982); and H. Rep. No. 97-760
(August 17, 1982), pp. 560-561 (Joint Explanatory Statement of the Committee of Conference).
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holding or the taxpayer has withholding exemption certificates in
effect with respect to more than one employer. In addition to these
withholding exemptions, taxpayers may be entitled to claim addi-
tional withholding exemptions for excess itemized deductions, tax
credits and other items specified in Treasury Regulations.
An individual subject to withholding may reduce or increase the

number of exemptions claimed (under procedures set forth in the
regulations) so that withheld taxes will more closely equal his or
her anticipated tax liability. Employees who incurred no income
tax liability for the preceding taxable year and expect to have no
income tax liability for the current taxable year may claim total

exemption from wage withholding.

Wage withholding exemption certificates

An individual may claim withholding exemptions by furnishing
his or her employer with a withholding exemption certificate
(Form W-4). In the case of new employment, this certificate must
be furnished on or before the date employment begins. If no exemp-
tion certificate is furnished, the employee is considered as unmar-
ried and claiming no exemptions.
When a change occurs which decreases the number of withhold-

ing exemptions which an employee is entitled to claim, the employ-
ee must furnish the employer with a new exemption certificate re-

flecting the correct number of exemptions. Such new certificate
must be furnished within ten days after the change occurs. In addi-
tion, a new certificate is required when an employee who has
claimed complete exemption from withholding can no longer rea-
sonably anticipate no income tax liability for the current taxable
year.

An employer is required to submit to the Internal Revenue Serv-
ice a copy of a withholding exemption certificate received from an
employee during the reporting period if (1) on the last day of the
reporting period, the employee is employed by that employer and
claims more than fourteen withholding exemptions, or (2) the em-
ployee claims complete exemption from withholding, unless the em-
ployer reasonably expects that the employee's wages from the em-
ployer will not usually exceed $200 a week.

Voluntary withholding on pensions

Under prior law, annuity or pension payments were subject to
withholding to the extent includible in gross income if the payee so
requested in writing. The amount requested to be withheld from a
pension or annuity had to be at least $5 per month and could not
reduce the net amount of any pension or annuity payment below
$10.

The rules with respect to withholding on pensions were modified
by section 334 of the Act described at item C. 5., below.

Withholding on gambling winnings

In certain circumstances, proceeds from wagers are subject to
withholding at a rate of 20 percent. In general, gambling winnings
are subject to withholding if the proceeds exceed $1,000 and are at
least 300 times as large as the amount wagered. However, special
rules apply to winnings from State-conducted lotteries and win-
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nings from sweepstakes, wagering pools, certain parimutuel pools,

jai alai, and other lotteries.

The payor of gambling winnings that are subject to withholding
is required to file Form W-2G with the Internal Revenue Service
Center serving the district in which the principal place of business
of the person filing the return is located.

Withholding on foreign investors

In general, the U.S. source income of a nonresident alien or for-

eign corporation which is not effectively connected with the con-
duct of a trade or business in the United States is taxed by the
United States at a flat rate of 30 percent (or a lower treaty rate) of
the gross amount paid. This tax is collected through withholding by
the person making the payment to the foreign recipient. Income ef-

fectively connected with a U.S. trade or business is not subject to

the flat 30-percent tax, or to withholding, but instead is includible
in the U.S. income tax return of the business and is taxed at the
regular graduated rates.

Certain noneffectively connected income, such as interest from
U.S. bank deposits and original issue discount on obligations ma-
turing in six months or less, is exempt from U.S. tax and, there-
fore, from withholding. Also, the income of foreign governments or
international organizations from investments in the United States
in bonds, stocks, and other securities, or from interest on bank de-

posits, is exempt from U.S. tax.

Reasons for Change

The Internal Revenue Service has estimated that 15 percent of
dividend income and 11 percent of interest income was not report-

ed by taxpayers. In contrast, 99 percent of wage income was report-

ed by taxpayers. Congress determined that the difference in compli-
ance rates was due in large part to the fact that wages were sub-
ject to withholding while interest, dividends and patronage divi-

dends were not. Congress believed that withholding would improve
voluntary compliance for several reasons. First, once tax is with-
held from an amount of income, any incentive a taxpayer had to

conceal the income in preparing his return is reduced or converted
to an incentive to report the income and claim the withholding
credit. Second, since the taxpayer's ability to claim a credit for

withheld amounts depends upon the payor accurately reporting
amounts withheld, information reports submitted with respect to

payments subject to withholding are significantly more accurate.
Thus, the Internal Revenue Service can more easily detect noncom-
pliance and take effective enforcement actions promptly and with a
minimum of intrusion into the affairs of taxpayers and third par-
ties. Finally, imposition of withholding serves as an effective re-

minder to taxpayers that the payments subject to withholding
should be reported as income.

In considering whether withholding should be required on pay-
ments of interest, dividends and patronage dividends. Congress ex-

amined not only the potential for improved compliance but also the
burdens on taxpayers and payors of interest, dividends and patron-
age dividends. Congress believed that the provisions of the Act per-
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mitting certain persons to claim exemption from withholding, com-
bined with the flexibility permitted in the wage withholding and
estimated tax systems, will prevent involuntary over-withholding
or overpayment of estimated taxes. Further, Congress believed that
a properly designed and administered withholding system will be
substantially less intrusive than the kind of examination and col-

lection effort that would have to be undertaken to achieve a com-
parable level of compliance in the absence of withholding. Finally,

Congress believed that the evolution of electronic data processing
in recent years will enable the private sector to process the infor-

mation necessary to operate a withholding system efficiently and
effectively.

Explanation of Provision

Overview

Generally, the Act provides for a system of withholding on pay-
ments of dividends, patronage dividends, and interest to individuals
(other than certain low income and elderly individuals) at a rate of
10 percent. Withholding also is required on payments to unincor-
porated entities, such as partnerships and estates, which are not
themselves required to withhold on payments to individuals. Inter-

est subject to the withholding requirement includes most interest

paid by persons other than individuals, including payments by the
United States and payments on bearer obligations. Dividends sub-
ject to the withholding obligation include most of the distributions
of money or property by a corporation to its shareholders out of its

earnings and profits that were subject to information reporting
under prior law. Withholding is also required on certain payments
of patronage dividends by cooperatives.
Exemptions from withholding are specifically provided for (1)

payments to individuals who had tax liability in the preceding year
of $600 or less ($1,000 in the case of a joint return), (2) payments to

persons age 65 or older whose tax liability in the preceding year
was $1,500 or less ($2,500 in the case of a joint return), (3) pay-
ments to trusts that must distribute all of their income currently,
if all the beneficiaries are individuals who could qualify as exempt
individuals on the basis of their prior year's tax liability, or exempt
organizations or individual retirement plans, (4) certain payments
by consumer cooperatives, (5) payments to corporations, govern-
ments, security dealers, money market funds, exempt organiza-
tions, and nominees or custodians, and (6) at the payor's election,

payments which do not exceed $150 and which would not exceed
$150 on an annual basis.

The Act provides that, in implementing the withholding require-
ments, the Treasury is to take into account the costs incurred by
payors in instituting withholding. Specifically, the Treasury is to

structure rules for paying withheld taxes over to the Treasury
which take into account the start-up costs of withholding agents.
Further, the Secretary may exempt any payor from the withhold-
ing requirement, but not beyond 1983, if complying with the re-

quirement prior to 1983 would impose an undue hardship on the
payor.
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Obligation to withhold

Under the Act, every payor paying or crediting interest, divi-

dends, or patronage dividends must withhold an amount equal to
10 percent of the payment. The term "payor" includes, to the
extent provided in regulations, (1) any custodian for, or nominee of,

the payee, (2) any corporate trustee of a trust, which is the payee,
or (3) any other person who collects a payment for the payee or
otherwise acts as a middleman between the payor and the payee.
To the extent provided in regulations, middlemen will be treated as
having paid the amount received as a middleman to the payee
upon receipt by the middleman. Further, the Secretary may pre-
scribe regulations under which a fiduciary or agent with respect to
the payment or crediting of any interest, dividend or patronage
dividend, or any other person who has control, receipt, custody, or
disposal of, or who pays or credits any interest, dividends, or pa-
tronage dividends, is designated as a payor.
Any person who is a payor, or any payor, or any person designat-

ed as a payor under regulations, is treated as the payor for all pur-
poses of withholding, including penalties. However, the Secretary
may prescribe regulations under which any payor may be relieved
of the withholding requirement with respect to any amount if that
amount has been withheld upon by another payor. For example,
the regulations would not require withholding on a payment to a
local bank which had already withheld on a payment of interest
made to an individual at the time the local bank redeemed an in-

terest coupon. Such regulations could require that the payor
comply with appropriate information reporting requirements in
order to be relieved from the withholding obligation. Thus, for ex-
ample, if a corporation issues a debt obligation which is held by an
individual, the corporation, as payor, will be required to withhold
on the payment of interest to the individual. However, if the obli-

gation is held by a brokerage firm which is a partnership for the
benefit of an individual, the corporation need not withhold on its

payment to the middleman brokerage firm, but the firm will with-
hold from its payment to the individual.
Because the definition of interest subject to withholding excludes

interest on obligations of natural persons, individuals will not be
withholding agents unless they act as nominees or custodians for

other individuals.

Generally, the tax must be withheld when the interest, divi-

dends, or patronage dividends are paid or credited to the payee
unless otherwise provided in the Code or regulations. ^ Thus, for ex-
ample, if a payor pays interest every six months, withholding will

be required twice a year. If, however, a payor credits interest to a
customer every month, then the payor will be required to withhold
monthly. The Act does not require payors of interest or dividends

' Subsequent amendments were made to the withholding rules by the Subchapter S Revision
Act of 1982, Public Law 97-354, effective for taxable years beginning after 1982. Under the Sub-
chapter S Revision Act, Subchapter S corporations receiving a payment (for credit) subject to
withholding may, under regulations, be treated as payors for withholding purposes. To the
extent provided in regulations, any Subchapter S corporation treated as a payor would also be
treated as having paid the amount received by, or credited to, its shareholders on receipt there-
of If one or more of the corporation's shareholders are exempt recipients, no withholding would
be required with respect to that payment if the shareholder furnished any necessary certifica-

tions.
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to alter the system under which they presently credit payments to

payees. Rather, the Act simply requires that whenever a payor
does pay or credit interest or dividends to its payees, it must deduct
and withhold the 10-percent withholding tax.

Banks, savings institutions and similar organizations including
credit unions, are permitted to elect, under regulations, to defer
withholding on payments of interest (whether or not denominated
"dividends") on deposits in certain savings and checking accounts
and similar accounts, such as credit union share accounts, which
have the characteristics of checking accounts (such as the ability to

write drafts against any portion of the account balance without
penalty or limitation), until a date not later than the last day of

the calendar year in which the payment is made. It was anticipat-

ed that the regulations describing this election will require (subject

to the Secretary's authority to allow withholding from alternative

sources) that the payor agree that the balance in any account for

which the election is made will not be permitted to fall below the
amount of tax that would have been deducted and withheld up to

the day of withdrawal in the absence of the election. The payor
also will be required to accelerate the deduction and withholding of

tax with respect to accounts for which the election is made when
the account is closed prior to the date elected for deducting and
withholding tax. It was anticipated that the payor will be required
to make this election with respect to all accounts of the same cate-

gory.

Exemptions from withholding

The Act provides for four explicit exemptions from the withhold-
ing requirement with respect to interest, dividends, and patronage
dividends. These exemptions are for (1) payments to certain low
income and elderly individuals (including certain trusts treated as
exempt individuals), (2) payments to exempt recipients such as cor-

porations and nominees, (3) certain payments by consumer coopera-
tives, and (4) if the payor so elects, any payment which does not
exceed $150 and which would not exceed $150 if made on an
annual basis.

Exempt individuals.—The Act provides for an exemption from
withholding on payments to certain exempt individuals. An exempt
individual is any individual who has a valid exemption certificate

in effect and whose Federal income tax liability for the preceding
taxable year did not exceed $600 ($1,000 in the case of a joint

return) or who is 65 years of age or over and whose income tax lia-

bility for the preceding taxable year did not exceed $1,500 ($2,500
in the case of a joint return). If either spouse filing a joint return is

age 65 or over, both spouses are considered age 65 or over for this

purpose. Under these exceptions, for example, a couple both of
whom are over 65 and who do not itemize deductions will be
exempt from withholding unless their gross income exceeds ap-

proximately $22,214 (under 1982 tax rates). Regulations may pro-

vide that a trust will be treated as an exempt individual if all its

income beneficiaries are exempt individuals, exempt organizations
or individual retirement plans and all the income of the trust must
be distributed currently.
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Other exempt recipients.—The Act also provides that no withhold-
ing is required on payments to (1) a corporation, (2) an organization
exempt from taxation under section 501(a) or an individual
retirement plan, (3) the United States or a State or local govern-
ment (including a political subdivision, or agency or instrumentali-
ty thereoD, (4) a foreign government or international organization,
(5) a foreign central bank of issue, (6) a dealer in securities or com-
modities required to register as such under the laws of the United
States or any State, (7) a real estate investment trust (as defined in
section 856), (8) an entity registered at all times during the taxable
year under the Investment Company Act of 1940, as amended, (9) a
common trust fund (as defined in section 584(a)), (10) a nominee or
custodian except as otherwise provided in the regulations, (11) to
the extent provided in regulations, any financial institution,

broker, or other person which collects payments subject to with-
holding for the payor, or otherwise acting as a middleman between
the payor and payee, or, (12) any charitable remainder annuity
trust or charitable remainder unitrust or trust described in section
4947(a)(1). In any case, a recipient will not be treated as exempt
unless a valid exemption certificate is in effect, or the requirement
of the exemption certificate is excused by regulation.
However, every payor is permitted to require certification by

exempt recipients. Thus, if a payor does not wish to rely on its own
judgment that a payee is exempt, it may require a certificate.

Payors are not required to look behind an exemption certificate

valid on its face or investigate such an exemption certificate's

actual validity.

Exemption certificates.—The Act requires the Secretary to pro-
vide a method by which exempt individuals and other exempt re-

cipients may at any time certify to their payor that withholding is

not required on payments to them. The regulations providing for

exemption certificates will, therefore, provide rules governing (1)

the form of the certification, (2) the time at which the certificates

become effective, and (3) the transmittal of copies of the certificate
to the Secretary. It was anticipated that the Secretary would re-

quire that the certificate contain a taxpayer identifying number
that appears to be proper in order for the certificate to be effective.

An exemption certificate, once filed, will remain in effect until the
payee revokes the certificate, or the Secretary notifies the payor
that the payee is not entitled to exemption. The Secretary also will

provide rules allowing the payor adequate time to respond to a
change in the recipient's status as exempt or nonexempt.

Qualified consumer cooperative payments.—Under the Act, with-
holding is not required on any qualified consumer cooperative pay-
ment. Such a payment is any payment by an organization taxable
as a cooperative which the Secretary determines is engaged pri-

marily in selling at retail goods and services of a type that are gen-
erally for personal, living, or family use and which the Secretary
has exempted from the reporting requirements of section 6044(a)
pursuant to the authority of section 6044(c).

Minimal interest payments.—The Act provides that the Secretary
may prescribe regulations under which payors may elect not to

withhold on payments of interest which do not exeed $150 and
which would not exceed $150 on an annual basis. In determining
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whether the $150 limit has been reached in any particular case,

regulations may require that payment of interest by the payor to

any single payee must be aggregated. Under this election, for ex-

ample, a payor who paid interest quarterly would not have to with-

hold on payments to a payee of $37.50 or less. This would be true

even if the current payment added to preceding payments for that

year would exceed $150.

Credit for withheld amounts

Under the Act, amounts deducted and withheld from interest,

dividend, or patronage dividend payments are creditable against

the income tax liability of the recipient of the income. The credit is

allowed for the taxable year of the recipient of the income in which
the amount is received.^ In the case of amounts withheld on pay-
ments to estates or trusts, the income of the estate or trust

beneficiaries is grossed up for the credit allocated to each benefici-

ary. The credit is allocated between the trust or estate and income
beneficiaries according to the amount of interest, dividend, or pa-

tronage dividend income allocable to each under the income tax.

Since withheld amounts are treated as amounts withheld on
wages, the amounts withheld on interest, dividends and patronage
dividends will reduce the taxpayer's estimated tax payment obliga-

tions. In addition, taxpayers will receive refunds of any amounts
withheld that exceed liability for income tax in the same manner
in which they receive refunds of excess withholding from wages.

Deposit of tax

Under prior and present law, the Secretary is granted authority

to prescribe the manner, times, and conditions under which depos-

its of any tax imposed under the internal revenue laws may be
made with a depository or financial agent of the United States. In
addition, the Secretary is authorized to determine the manner,
times, and conditions under which receipt by such depositories of

such tax will be treated as a payment of the tax to the Secretary. It

was anticipated that the Secretary would provide for rules on the

time for making deposits of withheld taxes that take into account
the costs of implementing this withholding system. Specifically,

Congress anticipated that all payors of interest, dividends, and pa-

tronage dividends will be permitted up to an average of 30 calendar
days (or an equivalent number of banking days) in which to deposit

withheld amounts. This extended deposit period should apply for

payments withheld during the period from July 1, 1983, to June 30,

1984. A similar extended period should apply through June 1985
for small and medium financial institutions and through June 1986
with respect to amounts withheld on interest paid on deposits with
small institutions.

Amounts subject to withholding

Interest.—Interest payments subject to withholding are payments
of (1) interest on any obligation which is issued in registered form,
or which is of a type offered to the public; (2) interest on deposits

with persons carrying on the banking business; (3) amounts (wheth-

^ The rule stated in text reflects amendments made by the Technical Corrections Act of 1982.
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er or not designated as interest) paid by a mutual savings bank,
savings and loan association, building and loan association, cooper-
ative bank, homestead association, credit union, industrial loan as-
sociation or bank, or similar organization in respect to deposits,
investment certificates, or withdrawable or repurchaseable shares;
(4) interest on amounts held by an insurance company under an
agreement to pay interest thereon; (5) interest on deposits with bro-
kers as defined in section 6045(c); (6) interest paid on amounts held
by investment companies (as defined in sec. 3 of the Investment
Company Act of 1940), and on amounts invested in other pooled
funds or trusts. Amounts paid as a substitute for an interest pay-
ment to a taxpayer whose bond was borrowed (for example, in a
short sale) are treated as interest for purposes of withholding. For
purposes of the withholding provision interest does not include in-

terest on any obligation issued by a natural person.
This definition of interest for withholding purposes is subject to

numerous exceptions designed to insure that withholding does not
occur with respect to interest that is not subject to taxation by the
United States. Specifically, the term interest does not include any
interest which is exempt from taxation under Code section 103 or
any interest exempt from tax under any other provision of law, if

such interest is exempt from tax without regard to the identity of
the holder. Similarly, amounts paid on any depository institution
tax exempt ("all-savers") certificates are not subject to withholding.
Payments to foreign persons generally are excluded from the defi-

nition of interest subject to withholding if the recipient is exempt
from U.S. taxation on such income or if the payment is of a type
subject to the 30-percent tax on payments to non-resident aliens
and foreign corporations or the withholding tax on tax-free cov-
enant bonds. Thus, interest does not include income of a foreign
government or international organization that is exempt under
section 892 or income of a foreign central bank of issue derived
from obligations of the United States or from bank deposits that is

exempt under section 895. In addition, interest does not include
any amount that is subject to the 30-percent tax on payments to
non-resident aliens and foreign corporations or which would be sub-
ject to such tax but for the fact that the amount is from sources
outside the United States is original issue discount, is exempt from
U.S. tax by a treaty or is exempt from withholding under section
1441(c).

The Act excludes from the definition of interest payments made
by certain foreign persons unless the Treasury provides otherwise
by regulation. Except as otherwise provided in regulations foreign
payors exempt from the withholding requirements are (1) foreign
governments and international organizations or any agency or in-

strumentality thereof, (2) foreign central banks of issue, (3) foreign
corporations not engaged in a U.S. trade or business, (4) foreign
corporations making payments that would be exempt from with-
holding (sees. 1441 and 1442) if paid to a non-U.S. person, and (5)

partnerships not engaged in a U.S. trade or business and composed
entirely of non-resident alien individuals, and persons described in

(1), (2), and (3).

Finally, the Act provides that, unless otherwise provided by regu-
lations, interest subject to withholding does not include any
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amount paid outside the United States which is foreign source
income.

Original issue discount.—In general, original issue discount is

taxable as interest, and is subject to withholding, to the extent in-

cludible in any holder's gross income tax during the taxable year.

In the case of original discount on evidences of indebtedness with
a fixed maturity date not exceeding one year from the date of

issue, no withholding is required until actual payment of that origi-

nal issue discount on redemption. To the extent there are pay-
ments of coupon interest during the life of such a short-term obli-

gation, therefore, withholding is only required with respect to the
coupon interest paid.

In the case of obligations with a fixed maturity date exceeding
one year from the date of issuance, withholding is required with re-

spect to the amount of original issue discount includible in the
holder's gross income during the calendar year. Under the Act,

however, withholding on original issue discount is required only
out of amounts of cash actually paid during the calendar year,

whether interest or principal. Thus, on redemption of a long-term
discount obligation, the withholding will be based only on the
amount includible in the holder's income during the calendar year
in which redemption occurs. The Secretary may by regulation re-

quire withholding on original issue discount obligations in the ab-

sence of cash payments if he determines that the obligations are of

a type that are frequently used to avoid withholding. Any such reg-

ulations, however, may be effective only with respect to obligations
issued 30 days after regulations are published in the Federal
Register.

For long-term original issue discount obligations issued after De-
cember 31, 1982, the Act's requirement that such obligations must
be issued in registered form will insure that the issuer, who will

know the issue price of the obligations, will be in a position to de-

termine the amount of discount includible in the holder's income.
Consequently, the proper amount of withholding tax can be com-
puted. In computing the amount of original issue discount includi-

ble in income of a long-term original issue discount obligation, sub-
sequent holders of the obligation are treated like original holders.

A premium paid on the purchase of a long-term obligation in the
secondary market will be ignored for withholding purposes.

In the case of short-term discount obligations, including short-

term government obligations with acquisition discount, withholding
is based on the difference between the obligation's issue price and
its stated redemption price at maturity. If a purchaser acquires
such an obligation through a broker and arranges for the same
broker to hold the obligation until maturity^ the broker will have a
record of the amount of discount income. As a result, the broker
will be in a position to withhold the correct amount of tax from the
payment at maturity. If a short-term discount obligation is ac-

quired from one broker and redeemed through another broker, the
purchaser will be able to establish his purchase price for the obli-

gation by means of records that are generally accepted on audit to

establish basis. Thus, a confirmation receipt could be used by a
holder, and relied upon by the broker, to establish his purchase
price for the obligation. If a purchaser is, for any reason, unable to
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supply information as to his purchase price, the person redeeming
the instrument is required to assume that he purchased the obUga-
tion at the issue price as indicated in standard financial sources. In
the case of a Treasury bill, the purchase price will be assumed to
be the average noncompetitive price of the Treasury bill with the
longest maturity maturing on that date. Although overwithholding
may result in some cases. Congress determined this is not a serious
problem because the holder will receive a credit against his total

tax liability and will be entitled to obtain a refund on any over-
withheld taxes. More importantly, if the holder provides the re-

quired information, he may in all cases avoid overwithholding.
Dividends.—Dividends subject to withholding are (1) any distri-

bution of property made by a corporation to its shareholders out of
accumulated or current earnings and profits (including such a dis-

tribution by a regulated investment company, other than capital
gains or exempt-interest dividends); and (2) any payment made by a
stockbroker to a person as a substitute for such a dividend (as, for
example, in the case of a short sale).^

In general, the term "dividend" does not include amounts which
are not periodic in character or which are not taxable. Thus, the
term dividend excludes (1) any amount which is a distribution by a
qualified public utility of shares of its qualified stock to an individ-
ual with respect to the common or preferred stock of such corpora-
tion, under a plan in which the shareholders may elect to receive
stock as dividends instead of property (i.e., a qualified reinvestment
dividend within the meaning of section 305(e)(2)(A) without regard
to the limitations on the amount excluded by the payee); (2) any
amount treated as a taxable dividend by reason of section 302 (re-

lating to a redemption of stock); (3) any amount treated as a tax-
able dividend under the provisions of section 306 (relating to dispo-
sitions of certain stock), section 356 (relating to receipt of addition-
al consideration in connection with certain reorganizations), or
section 1081(e)(2) (relating to certain distributions pursuant to an
order of the Securities and Exchange Commission); (4) any amount
which is a capital gain dividend distributed by a regulated
investment company, or a real estate investment trust; (5) any
amount which is an exempt interest dividend of a regulated
investment company; and (6) any amount paid or treated as paid by
a regulated investment company during the year if, under regula-
tions prescribed by the Secretary, it is anticipated that at least 95
percent of the dividends paid or treated as paid during such year
(not including capital gains distributions) will be exempt interest
dividends. In addition, the term "dividend" does not include
amounts subject to withholding when paid to foreign corporations,
foreign partnerships, or non-resident aliens; amounts which would
be subject to such withholding but for the fact that the amounts
are non-U.S. source income, the payor is excepted from the with-
holding requirement of section 1441(a), by section 1441(c), or the
amounts are exempt from tax under a tax treaty, or such amounts

^ The Subchapter S Revision Act of 1982, Public Law 97-354, is effective for taxable years be-

ginning after 1982. Distributions by a subchapter S corporation under the rules of that Act are
not dividends. However, distributions by a subchapter S corporation out of earnings and profits
which arose either under prior law or while the corporation was subject to the rules of sub-
chapter C are dividends subject to withholding.
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are original issue discount; payments to foreign government or in-

ternational organizations, exempt from tax under section 892 or, to

the extent provided in regulations, amounts paid by a foreign cor-

porations not engaged in a U.S. trade or business.

If the withholding agent is unable to determine the portion of a
distribution which is a dividend, such withholding agent must with-

hold from the gross amount of the distribution as if it were entirely

a dividend.
Patronage dividends.—For withholding purposes, a patronage

dividend is the amount of any patronage dividend which is paid by
a cooperative in money, qualified written notices of allocation, or

other property (except nonqualified written notices of allocation).

In the case of an exempt farmer's cooperative, the term patronage
dividend includes any amount paid in money, qualified written no-

tices of allocation or other property (except nonqualified written
notices of allocation) to patrons on a patronage basis with respect

to earnings during the taxable year derived from business done for

the United States or any of its agencies, or from nonpatronage
sources. Amounts paid in redemption of either type of nonqualified
written notice of allocation described above are also subject to

withholding.
The term "patronage dividend" does not include any amount

which is subject to withholding on amounts paid to nonresident
alien individuals, foreign partnerships, or foreign corporations; or

any amount which would be subject to such withholding but for the
fact that such amount is attributable to income from sources out-

side the United States or the payor is excepted from withholding
by statute or by tax treaty; or any amount paid by a foreign corpo-

ration not engaged in a trade or business in the United States.

In determining the amount of any patronage dividend subject to

withholding, property (other than nonqualified written notices of

allocation) is taken into account at its fair market value, and quali-

fied written notices of allocation must be taken into account at

their stated dollar amounts. However, the amount of a patronage
dividend, a part of which is a qualified written notice of allocation

described in section 1388(c)(1)(B), is taken into account only if 50
percent or more of the patronage dividend is paid in money or by
qualified check. The Secretary is provided with authority to deter-

mine under which conditions the withholding obligation imposed
by this provision may be paid from an account or source other than
from the payment which gives rise to the liability for tax.

Per-unit retain allocations are not subject to withholding. For
this purpose, a per-unit retain allocation is any allocation by a co-

operative to a patron, with respect to products marketed for him,
the amount of which is fixed without reference to the net earnings
of the organization pursuant to an agreement between the organi-

zation and patron. Unlike a qualified written notice of allocation,

there is no requirement under the Code that a qualified per-unit

retain allocation be paid at least 20 percent by qualified check.

Therefore, there may be no actual distribution out of which with-
holding can be taken.

Information returns of withheld tax

Information returns with respect to payments of interest, divi-

dends and patronage dividends subject to withholding must be
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made under the information reporting provisions of prior law, as
amended. In particular, information reporting is required on any
payment from which an amount is withheld, even if the payment
does not exceed the otherwise applicable $10 minimum for report-

ing purposes. Similarly, the payor is required to mail a statement
to the payment recipient showing the total amount paid and
amount withheld. To the extent the Secretary determines that at-

tachment of such statement to the taxpayer's income tax return for

the taxable year would aid in the administration of the tax laws,

he may require that such statements be filed with such returns.

Failure to comply with these information reporting requirements
is subject to the $50 penalty provided by the Act (increased from
$10 in prior law), and the increased penalty for intentional disre-

gard of the filing requirements. Similarly, failure to file informa-
tion statements with recipients also is subject to a $50 penalty.

Effective Date

This provision applies to payments made after June 30, 1983.



2. Improved Information Reporting

a. Reporting of interest (sec. 309 of the Act and sec. 6049 of the

Code)*

Prior Law

Reporting requirements

Every person who makes payments of interest aggregating $10 or

more to any other person during the calendar year, or who receives

payments of interest as a nominee and who then makes payments
of interest aggregating $10 or more in any calendar year to any
other person with respect to the interest so received, must file an
information return with the Internal Revenue Service. Such infor-

mation return must be filed with the Internal Revenue Service

after September 30 (but not before the payor's final payment for

the year), and on or before February 28 of the following year.

These returns must set forth the aggregate amount of interest pay-

ments to the taxpayer and the taxpayer's name and address.

In addition, any corporation that had outstanding an obligation

in registered form with respect to which $10 or more of original

issue discount was includible in the gross income of any holder

during any calendar year was required to file an information

return with the Secretary. This return was required to report the

aggregate amount includible in income by each holder of the dis-

count obligation during the calendar year, the ratable monthly por-

tion of the original issue discount, the issue price of the obligation,

and the stated redemption price at maturity. These original issue

discount information returns were required to be filed with the In-

ternal Revenue Service after December 31 of the calendar year of

accrual and on or before February 28 of the following year.

Payors of interest and persons who are required to file informa-

tion returns with respect to original issue discount must also fur-

nish information statements to recipients setting forth the aggre-

gate amount of interest payments or original issue discount includi-

ble in income. Statements to recipients of interest must be fur-

nished after November 30 (but not before the final interest pay-

ment for the year) of the calendar year and on or before January
31 of the following year. These statements may be furnished at any
time after April 30 of the calendar year of payment if furnished

with the final interest payment for the calendar year. Statements
with respect to original issue discount must be furnished after De-
cember 31 and on or before January 31 of the following year.

•For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Ck)mmittee, sec. 311; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 238-241; and H. Rep. No. 97-

760 (August 17, 1982), pp. 562-563 (Joint Explanatory Statement of the Committee of Confer-

ence).
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Definition of interest

For reporting purposes, interest was defined as (1) interest on
any evidence of indebtedness issued by a corporation in registered
form; (2) interest on deposits with persons carrying on the banking
business; (3) amounts paid by mutual savings banks, savings and
loan associations, building and loan associations, cooperative banks,
credit unions or similar organizations in respect to deposits,

investment certificates or withdrawable or repurchasable shares;

(4) interest on amounts held by an insurance company under an
agreement to pay interest thereon; and (5) interest on deposits with
stockbrokers and securities dealers. In addition, under prior law,
the Secretary had regulatory authority (which was not used) to pro-

vide that interest included interest on evidences of indebtedness
issued in other than registered form by a corporation of a type of-

fered by corporations to the public.

The term interest did not include interest on State or local gov-
ernment obligations exempt from tax under the Internal Revenue
Code; interest on amounts paid by or to a foreign corporation, non-
resident alien, or partnership composed in whole or in part of non-
resident aliens not engaged in a U.S. trade or business, to the
extent excluded from the definition of interest by regulation; and
any amount paid with respect to a tax-free covenant bond where
the person making the payment was required to deduct and with-
hold the tax, or would have been so required but for any personal
exemption claimed by the payee.

Reasons for Change

Congress believed that the information reporting system with re-

spect to the payment of interest should be conformed to the new
interest withholding rules adopted as part of the Act so that all

payments of interest subject to withholding would also be subject to

the information reporting rules. An improved information report-

ing provision will assure that payments subject to withholding will

be properly reported. An expanded system of information report-

ing, which also entitles persons to notice of the amount of interest

paid to them without regard to whether such amounts were subject

to withholding, will assure that compliance is achieved on pay-
ments subject to these exceptions.

Explanation of Provision

Reporting requirement

Under the Act, every person making a payment of interest, in-

cluding deemed payments of original issue discount is required to

report the payment if the payment is subject to withholding or ag-

gregates $10 or more in the calander year. Any person making any
other payment of interest, including interest received as a nomi-
nee, aggregating $10 or more to any other person during the calen-

dar year, must file an information return with the Secretary set-

ting forth the aggregate amount of such payments, the amounts,
withheld, if any, and the name and address of the person to whom
paid or from whom withheld. Under the Act, as under prior law,

original issue discount is treated as paid at the time includible in



187

income, without regard (in the case of a long-term obligation) to

any reduction in the amount of original issue discount actually in-

cludible in income which results from a purchase of the obligation

at a price in excess of the issue price plus accrued original issue

discount. In the case of original issue discount on a bearer obliga-

tion issued before January 1, 1983, and original issue discount

which is not includible in the income of a holder periodically (be-

cause, for example, the obligation has a maturity of one year or

less), the original issue discount is treated as paid on the earlier of

redemption or maturity of the obligation. Similarly, acquisition dis-

count on short-term government obligations (which is also treated

as interest for tax purposes) is treated as paid at the earlier of re-

demption or maturity of the obligation. Under these rules, the

amounts reported with respect to payees of original issue discount

could be different from the amount, in fact, includible in the

payee's income. The payor could indicate this fact to the payee.

Definition of reportable interest

Under the Act, the definition of interest for information report-

ing purposes generally is conformed with the definition of interest

for interest withholding purposes. Thus, interest for reporting pur-

poses includes any interest subject to withholding (including origi-

nal issue discount). As a result of the exception for short-term obli-

gations held by corporations, interest paid on most commercial
paper is not subject to this reporting provision. More precisely, re-

portable interest includes (1) interest on any obligation (other than
any obligation with a maturity at issue of not more than 1 year

which is held by a corporation) which is issued in registered form,

or which is of a type offered to the public; (2) interest on deposits

with persons carrying on the banking business; (3) amounts (wheth-

er or not designated as interest) paid by a mutual savings bank,

savings and loan association, building and loan association, cooper-

ative bank, homestead association, credit union, industrial loan as-

sociation or bank, or similar organization, in respect to deposits,

investment certificates, or withdrawable or repurchasable shares;

(4) interest on amounts held by an insurance company under an
agreement to pay interest thereon; (5) interest on deposits with bro-

kers as defined in section 6045(c); (6) interest paid on amounts held

by investment companies and on amounts invested in other pooled

funds or trusts; and (7) to the extent provided in regulations pre-

scribed by the Secretary, any other interest (which is not specifical-

ly excluded from the definition of interest). These are generally the

same categories of interest that were subject to reporting under
prior law except that interest on all obligations (in registered form
or of a type offered to the public) is subject to reporting in contrast

to interest on only corporate registered obligations as under prior

law.

The Act does not alter the administration rule under prior law
that interest on bearer obligations paid outside the United States

by a United States person {e.g., a foreign branch of a U.S. bank)
acting as a paying agent for a foreign corporate issuer (or for a
U.S. corporate issuer whose interest payments are foreign-source) is

exempt from the information reporting requirements. Congress did

not intend that the Secretary change his existing regulations to re-
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quire reporting on such payments; however, as under prior law ap-
pHcable to information reporting, the Secretary continues to be em-
powered to require information reporting on such payments.

Interest subject to reporting does not include interest on obliga-
tions issued by natural persons; interest on exempt governmental
obligations; and, except to the extent otherwise provided in regula-
tions, any amount paid to a person who qualifies as an exempt re-

cipient for purposes of the withholding provision (other than a
nominee or custodian, financial institution, broker, or other person
specified in regulations as a middleman between the payor and
payee) if that person had a valid exemption certificate on file or is

described in regulations prescribed by the Secretary which permit
exemption from withholding without certification.

Thus, interest on obligations described in section 103 will gener-
ally not be subject to information reporting. In determining wheth-
er an obligation is exempt from tax, under section 103, middlemen
such as financial institutions have no duty to inquire beyond the
information contained in the obligation.

Interest does not include any amount subject to withholding with
respect to payments made to nonresident aliens, foreign partner-
ships, and foreign corporations, or which would be subject to such
withholding requirement except for the fact that such amount is

income from sources outside the United States, the payor is except-
ed from the withholding requirement of section 1441(a) by section
1441(c), the amount is exempt from tax under a tax treaty, or the
amount is original issue discount.

Finally, interest does not include, except to the extent otherwise
provided in regulations, any amount which is non-U.S. source
income or which is paid by a foreign government or international
organization (or any agency or instrumentality thereof), a foreign
central bank of issue, a foreign corporation not engaged in a U.S.
trade or business, a foreign corporation making interest payments
to a U.S. person which interest payments are foreign source (or

which would be exempt from withholding under section 1441 if

made to a foreign person), or a partnership not engaged in a U.S.
trade or business and composed in whole of nonresident alien indi-

viduals, foreign governments, international organizations (or any
agency or instrumentality thereoD, foreign central banks of issue,

or foreign corporations, etc., not engaged in a U.S. trade or busi-

ness. (Thus, the Act repeals the regulatory authority of the Secre-
tary under prior law to except payments of interest by certain
partnerships composed in part of persons other than nonresident
aliens.) However, if interest described in this paragraph is paid to,

or is collected on behalf of, a U.S. person within the United States
by another U.S. person acting as a collection agent or other mid-
dleman, such interest is not exempt from reporting under the Act.

The Act also provides that any financial institution, broker, or

other person specified in regulations, acting as a middleman be-

tween the payor and the payee of interest (as a nominee or other-
wise) may, under regulations, be required to file information re-

turns and statements. Such reports would be in lieu of reporting by
any other person with respect to such interest. Thus, if the regula-
tions prescribed by the Secretary so provide, each person in the
chain of payments between the payor and the ultimate payee need
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not file an information return or statement with respect to the
same payment when regulations require one person in the chain is

required to discharge the reporting obligations of all persons in the
chain. For example, if a bank collects an interest coupon and
makes a payment thereon on behalf of the issuer, the regulations
may require that the bank file the information return and state-

ment and may relieve the issuer of any obligation to file an infor-

mation return.

The Secretary also is given regulatory authority to provide for

reporting payments of interest by financial institutions, brokers
and other middlemen on transactional, rather than annual, aggre-
gate basis. Under transactional reporting, the person reporting is

obligated to report with respect to each transaction in which $10 or
more of interest is paid or in which tax is withheld, rather than
waiting until the end of the calendar year and reporting all trans-

actions in the aggregate. A transaction is the payment at the same
time of one or more obligations. For example, if a taxpayer present-
ed five savings bonds each earning $3 of interest at one time, an
information report would be required. However, if only three of the
bonds were presented no report would be required (assuming the
payee is exempt from withholding) even if the remaining two bonds
were redeemed the following day.
As under prior law, statements must be furnished to persons

with respect to whom information returns are filed with the Secre-
tary. Such statements must be furnished on or before January 31
of the calendar year following the year of payment. However, if

transactional reporting is allowed, information statements must be
filed with the payee, under regulations, during January of the year
following the calendar year of payment, or credit.

Effective Date

This provision is effective for amounts paid, or treated as paid,

after December 31, 1982.

b. Obligations required to be registered (sec. 310 of the Act and
sees. 103, 163, and 312 of the Code and new sec. 28 of the
Second Liberty Bond Act)*

Prior Law

Under prior law, the tax status of debt obligations was generally
the same regardless of whether the obligation was issued in regis-

tered form or in bearer form. However, in the case of certain State
and local obligations relating to housing or energy programs, inter-

est on the obligations was exempt from Federal income tax only if

the obligations were issued in registered form.
Under prior law, an obligation was in registered form only if it

was registered as to both principal and interest and if its transfer

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 312; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 242-244; and H. Rep. No. 97-
760 (August 17, 1982), pp. 563-565 (Joint Explanatory Statement of the Committee of Confer-
ence).

Also, see H.R. 6056, Technical Corrections Act of 1982; House floor amendents, 128 Cong. Rec.
H9600-9604; H. Rep. 97-986 (Dec. 21, 1982), p. 19 (Joint Explanatory Statement of the
Committee of Conference).
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could be effected only by the surrender of the old instrument and
either the reissuance of that instrument by the issuer to the trans-
feree, or the issuance of a new instrument by the issuer to the
transferee. Unregistered (bearer) obligations may be transferred by
delivery of the instrument to the purchaser.

Reasons for Change

Congress believed that a fair and efficient system of information
reporting and withholding could not be achieved with respect to in-

terest-bearing obligations as long as a significant volume of un-
registered long-term instruments were being issued. Congress de-

cided that a system of book-entry registration would preserve the
liquidity of obligations while requiring the creation of ownership
records that could produce useful information reports with respect
to both the payment of interest and the sale of obligations prior to

maturity through brokers. Further, Congress decided that a system
of registration would reduce the ability of noncomplying taxpayers
to conceal income and property from the reach of the income,
estate, and gift taxes. Finally, Congress decided that a registration

requirement could reduce the volume of readily negotiable substi-

tutes for cash available to persons engaged in illegal activities.

Congress also recognized the importance of preserving liquidity

in the financial markets. Thus, a flexible book-entry system of reg-

istration was permitted and exceptions from the registration re-

quirements were provided for short-term obligations, for obligations
of a type not offered to the public and for certain obligations issued
abroad.

Explanation of Provision

Overview

The Act restricts the issuance of long-term bearer obligations by
imposing a direct prohibition on the issuance of long-term bearer
obligations by the United States and its agencies or instrumental-
ities and by denying certain tax benefits to issuers and holders of

other bearer obligations issued after 1982. In addition, an excise
tax is imposed on bearer obligations that are registration-required
obligations not issued in registered form (other than obligations the
interest on which is exempt from tax if issued in registered form).

No sanction can be imposed, however, on the issuance in bearer
form of (1) obligations of a natural person, (2) obligations with a
maturity at issue of not more than one year, (3) obligations of a
type not offered to the public and (4) certain obligations designed for

issuance to persons who are not U.S. persons.

Obligations of the United States

The Act amends the Second Liberty Bond Act (31 U.S.C. 757c-5)
to require that every "registration-required obligation" issued by
the United States or any agency or instrumentality thereof (a U.S.
obligation) must be in registered form. For this purpose, registra-

tion-required U.S. obligations are any obligations other than obliga-

tions of a type not offered to the public or with a maturity at issue

of not more than one year or certain obligations issued abroad.
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An obligation will be treated as issued in registered form if the
right to the principal of, and interest on, the obligation may be
transferred only through a book entry system consistent with regu-

lations prescribed by the Treasury. An obligation will also be con-

sidered issued in registered form if its transfer may be accom-
plished only by means of reissuance by the issuer of the old obliga-

tion to the new holder, or by issuance of a new obligation to the
new holder. It was anticipated that a book-entry system similar to

that used with respect to Treasury bills would constitute a proper
registration system. When necessary, the Secretary may provide
for maintenance of such book entries by an agent of the issuer or

through a chain of one or more nominees, so long as such a system
of book entries provides an audit-trail through which the Commis-
sioner could determine the ultimate owner of the interest or princi-

pal of any obligation at any particular time.

An exception from the otherwise applicable registration require-

ment is provided for obligations of the United States if there are
arrangements reasonably designed to insure (1) that the obligation

will be sold (or resold in connection with its issuance) only to per-

sons who are not United States persons (as defined in section

7701(a)(30)), (2) if issued in bearer form, the interest on the obliga-

tion is payable only outside the United States or its possessions,

and (3) if issued in bearer form, a statement on the face of the obli-

gation indicates that any U.S. person who holds the obligation will

be subject to limitations under U.S. income tax laws.

Other obligations

Under the act, obligations issued by persons other than the
United States and its agencies and instrumentalities generally
must be issued in registered form in order to avoid the imposition
of certain sanctions. For this purpose, registration-required obliga-

tions are obligations of a State or local government or any other
issuer other than a natural person, except (1) obligations issued by
a natural person, (2) obligations not of a type offered to the public,

and (3) obligations with a maturity at issuance of not more than
one year. An exception from the otherwise applicable registration

requirement is also provided for obligations designed for issuance
to persons who are not U.S. persons, if (1) there are arrangements
reasonably designed to insure that the obligation will be sold (or

resold in connection with its issuance) only to persons who are not
United States persons (as defined in section 7701), (2) if issued in

bearer form, the interest on the obligation is payable only outside
the United States or its possessions, and (3) a statement on the face

of the obligation indicates that any U.S. person who holds the obli-

gation will be subject to limitations under U.S. income tax laws.

The Secretary is given authority to require registration of short-

term, non-public obligations and those obligations designed to for-

eign markets if, with respect to specific types of obligations, he de-

termines that such obligations are used frequently to avoid Federal
taxes. Such a registration requirement would be for obligations

issued after the date final regulations requiring registration are in

effect.

The determination of whether an obligation is not of a type of-

fered to the public is a factual one. The issue is not whether the
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particular obligation is one offered to the public, but rather wheth-
er obligations of that type are offered to the public.

Sanctions against issuance of bearer obligations

If a registration-required obligation is not issued in registered
form, then one or more of issuer or holder sanctions may apply.
With respect to the issuer, no interest deduction is allowable for

the issuer with respect to interest (including original issue dis-

count) paid or accrued on the obligation. In addition, the earnings
and profits of a corporation (other than certain foreign corpora-
tions) issuing a registration-required-obligation in bearer form are
not reduced by the amount of any interest (including original issue
discount) paid or accrued on the obligation. Moreover, if interest on
an unregistered registration-required-obligation would otherwise be
exempt from tax under the Code or any other provision of law (for

example, certain State and local obligations), the exemption from
tax will not apply. However, this rule does not override any treaty
provision exempting interest from taxation by the United States.
Finally, the Act imposes an excise tax on the issuer of a registra-
tion-required obligation in bearer form, equal to one percent of the
principal amount of the obligation multiplied by the number of cal-

endar years, or portions thereof, from the date of issuance to the
date of maturity of the obligation. For this purpose, the term regis-
tration-required means any obligation, and other than (1) an obliga-
tion issued by a natural person, (2) an obligation not of a type of-

fered to the public, (3) a short-term obligation, and (4) certain obli-

gations designed for foreign markets. The excise tax does not apply,
however, to the issuance of obligations the interest on which would
<^e exempt from tax if the obligation were in registered form.

The holder sanctions are imposed on U.S. persons who own bonds
issued after 1982, and that were registration-required but were
issued in bearer form. However, if the issuance of the obligation
was subject to the excise tax, then the holder sanctions do not
apply. Specifically, these sanctions are the loss of capital gains
treatment and the denial of loss deductions when such obligations
are sold, exchanged, stolen, lost, etc., or become worthless. The
holder sanctions apply to bonds intended to be distributed outside
the United States and which are excepted from the issuer sanc-
tions, unless such bonds are owned in registered form. The Secre-
tary may, by regulations, provide exceptions from the holder sanc-
tions for persons who promptly surrender bearer obligations for
reissuance in registered form, for persons who hold certain bearer
obligations in connection with their active conduct of a trade or
business outside the United States, for registered broker dealers
holding bearer bonds in inventory, and for persons complying with
reporting requirements that may be promulgated by the Secretary.
However, such exceptions may not apply unless the obligations are
held under arrangements (provided in regulations or otherwise)
which are designed to assure that such obligations are not deliv-
ered to any United States person other than the persons described
in the foregoing sentence who hold the obligations in connection
with a trade or business outside the United States, who are regis-

tered broker dealers holding obligations as inventory, or who
comply with prescribed reporting provisions.
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Definition of registered form

For purposes of these new rules, a book-entry obligation is in reg-

istered form if the right to principal and interest is transferable

only through a book entry consistent with regulations issued by the

Secretary. This book entry requirement will be satisfied by entries,

consistent with regulations issued by the Secretary, that permit the

ultimate beneficial owner of the obligation and its interest to be

identified by way of the system. Thus, if an obligation is issued in a

street name to one person who then holds that obligation for an-

other, the registration requirement will be satisfied by entries in

the books of the holder. It was anticipated that a system of book
entries comparable to that used with respect to Treasury bills

would satisfy the registration requirement. In addition, a small

issuer could use an agent to maintain its book-entry system. If

local law required the issuer to maintain its own registry, the

issuer could, of course, issue a single registered obligation to its

agent who could then re-issue the obligation, including the use of

participations in a jumbo or master obligation, in such a form that

the ultimate beneficial owners can be identified. Finally, it was an-

ticipated that the Secretary would require that such book-entry

systems be maintained in a manner that would permit examina-
tion of the entries by the Secretary in connection with enforcement
of the internal revenue laws.

Effective Date

These new registration requirements, and the associated sanc-

tions for issuance of registration-required obligations in bearer

form, will apply to obligations issued after December 31, 1982. The
holder and issuer sanctions applicable to registration-required obli-

gations issued in bearer form after 1982 do not apply to obligations

issued in bearer form after December 31, 1982, pursuant to war-

rants or upon conversion of convertible obligations, issued before

August 10, 1982, provided the warrants or convertible obligations

were offered or sold outside the United States without registration

with the SEC, and issued before August 10, 1982. Long-term U.S.

obligations must be registered if issued after September 4, 1982.

An obligation, the terms of which are fixed and for which full

consideration is received on or before December 31, 1982, is not reg-

istration-required even if smaller denomination certificates in that

identical obligation are not distributed to ultimate investers until

after that date.

The Technical Corrections Act of 1982 subsequently provided

that, in the case of obligations the interest on which is exempt
from taxation under section 103 or any other provision of law
(without regard to the identity of the holder), the amendments re-

lating to registration of obligations will not apply to obligations

issued before July 1, 1983.
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c. Returns of brokers (sec. 311 of the Act and sec. 604.5 of the
Code)*

Prior Law

Under prior law, every person doing business as a broker had to

make a return, when required under regulations issued by the Sec-

retary, showing customers' names and such details regarding prof-

its and losses, and such further information, as the Secretary re-

quired. There were, however, no regulations in effect under this

section. Brokers, therefore, did not have an obligation to report
transactions of customers. Under both prior and present law, spe-

cial rules apply to the summons of records held by third-party
recordkeepers.

Reasons for Change

A preliminary Internal Revenue Service estimate for 1981 indi-

cated that the compliance rate for capital gains reporting was
below 60 percent. Congress determined that compliance in this

area could be substantially improved by requiring that transactions
carried out through brokers and other middlemen be reported to

the Internal Revenue Service. At the same time. Congress recog-

nized the need to balance carefully the cost of reporting by brokers
against the incremental improvement in compliance.

In addition. Congress believed that barter exchanges should be
treated as brokers for purposes of this reporting requirement, and
the third-party summons rules.

Explanation of Provision

The Act modifies the prior law rules relating to reporting by bro-

kers in three respects. First, the Act permits the Secretary to re-

quire reporting of gross proceeds from transactions carried on by
brokers for their customers in addition to, or in lieu of, details of

profit and loss and such other information as the Secretary may
require. Second, the Act requires persons making returns to the In-

ternal Revenue Service as brokers to furnish statements of the in-

formation filed with the Internal Revenue Service to their custom-
ers on or before January 31 of the year following the calendar year
for which the broker return is made. Third, the Act clarifies the
term broker to include persons such as dealers, barter exchanges,
and others who (for consideration) regularly act as middlemen with
respect to property or services. For this purpose, a barter exchange
is any organization of members providing property or services who
jointly contract to trade or barter such property or services. The
term broker does not include persons, such as wholesalers, who act

for their own account or informal non-business exchanges of identi-

cal services, such as baby-sitting cooperatives or car-pools.

Brokers in securities and commodities are subject to the broker
reporting requirement whether the sales effectuated for a customer
were sales between the customer and a third party in which the

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 313; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 245-246; and H. Rep. No. 97-

760 (August 17, 1982), pp. .56.5 (Joint Explanatory Statement of the Committee of Conference).
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broker acted as an agent or transactions between the broker and
the customer in which the broker acted as a principal for its own
account.
The Act specifically requires that regulations governing securi-

ties and commodity brokers under the amended broker reporting

provisions be issued within six months after the date of enactment.
These regulations may apply to transactions occurring after De-
cember 31, 1982. In prescribing such regulations, Congress expected
that the Secretary would take into account industry practices in

designing an efficient and workable system of reporting that is con-

sistent with his statutory obligation to improve compliance with re-

spect to the reporting of capital gains and other taxable transac-

tions effected through brokers. In particular, to the extent practica-

ble, the reporting system should be conformed to industry practices

in maintaining brokerage activity records and should minimize
broker data processing and storage costs. The Act gives the Secre-

tary broad latitude in determining what information is appropriate
and useful for reporting by brokers to the Internal Revenue Service

and for furnishing information statements to the customers of bro-

kers. For example, the Secretary could require reporting, on the
basis of individual transactions, not only of gross proceeds of sale

transactions but also concerning purchase transactions. In addition,

the Secretary need not require reporting or transactions such as re-

demptions of money market shares or transactions carried out on
behalf of other brokers or financial institutions.

The Act also extends the definition of third-party recordkeepers
to include barter exchanges which are subject to the information
reporting requirements imposed on brokers (see sees. 331 and 332
of the Act). In the case of third-party summonses, therefore, such
barter exchanges are subject to all the various rules applicable to

other third-party recordkeepers.

Effective Date

This provision became effective on September 4, 1982, except
that the provision defining barter exchanges as third-party record-

keepers is effective for summonses served after December 31, 1982.

Further, regulations relating to reports by commodities and securi-

ties brokers must be issued under this provision within 6 months
after September 4, 1982; however, any such regulations may not
apply to transactions occurring before January 1, 1983.

d. Information reporting requirements for payments of remunera-
tion for services and direct sales (sec. 312 of the Act and new
sec. 6041A of the Code)*

Prior Law

Under prior law and present law, any person engaged in a trade
or business generally must file an information return (Form 1099)

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 314; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 247-249; Senate floor amend-
ments, 128 Cong. Rec. S. 8971 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 565-
567) (Joint Explanatory Statement of the Committee of Conference).
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with respect to payments to another person aggregating $600 or
more in the calendar year (sec. 6041(a)). This reporting obUgation,
subject to various exceptions, applies to payments (whether made
in cash or property) of salaries, wages, commissions, fees, other
forms of compensation for services, and other fixed or determinable
gains, profits, or income. Payments made to corporations are
exempt from this reporting obligation under existing Treasury reg-

ulations.

These information returns, which must be filed on an annual
basis, generally must contain the name, address, and identification
number of the recipient of the payments and the aggregate amount
paid (sees. 6041(a) and 6109(a)). Recipients covered by this reporting
requirement must furnish their names and addresses to the payor
(sec. 6041(c)).

In addition, a payor required to file such an information return
with the Internal Revenue Service also must provide the recipient
with a statement which shows the information reported to the In-

ternal Revenue Service (sec. 6041(d), effective for returns required
after 1981).

Prior law did not contain specific information reporting require-
ments relating to direct sales of consumer products.

Reasons for Change

Congress believed that improvements in the information report-

ing provisions will increase the Internal Revenue Service's ability

to administer and enforce the tax laws and will improve taxpayer
compliance with the income and employment taxes. In addition.
Congress concluded that applying information reporting require-
ments with respect to certain direct sales of consumer goods will

facilitate enforcement and compliance without placing undue bur-
dens on direct sellers.

Explanation of Provision

Payments of remuneration

The Act adds a separate provision (new Code sec. 6041A) specifi-

cally dealing with payments of remuneration for services.

Under this provision, a service-recipient (i.e., a person for whom
services are performed) engaged in a trade or business who makes
payments of remuneration in the course of that trade or business
to any person for services performed must file with the Internal
Revenue Service an information return reporting such payments
(and the name, address, and identification number of the recipient)

if the remuneration paid to the person during the calendar year is

$600 or more. Also, the service-recipient must furnish to the person
receiving such payments a statement setting forth the name, ad-

dress, and identification number of the service-recipient, and the
aggregate amount of payments made to the payee during the year.

Direct sales

General requirement

The Act also imposes a new information reporting requirement
for certain direct sellers. This requirement applies to any person
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engaged in a trade or business who in the course of such trade or
business sells consumer products on a buy-sell basis, deposit-com-
mission basis, or any similar basis specified in Treasury regula-

tions ^ to any buyer who is engaged in either (1) selling such prod-

ucts in a home or otherwise than in a permanent retail

establishment, or (2) selling those products to other persons so en-

gaged.

Reporting on gross purchases for resale

A direct selling business will be required to report with respect

to gross purchases of consumer products for resale by any buyer
purchasing $5,000 or more of such products in a calendar year. In
addition, the business will be required to report commissions and
other remuneration under the reporting provisions generally appli-

cable to such payments.
Under the new requirement, the seller must file a return setting

forth the name, address, and identification number of the buyer.
The seller also must furnish the buyer with a statement setting

forth the name, address, and identification number of the seller.

The fact that a buyer purchases some of the products for personal
use or consumption, rather than for resale, has no effect on the ap-

plicability of the reporting requirement. However, purchases of

goods that cannot be resold, such as catalogues and samples, need
not be reported.

Interim period for regulatory exceptions

Because the Act creates a new statutory provision regarding pay-
ments of compensation for services, the regulatory exceptions ap-
plicable to the prior statutory reporting requirements for such pay-
ments (e.g., payments to corporations) will not automatically apply.
Congress believed it would be inappropriate to impose penalties for

any failure to comply with reporting requirements that are subject
to specific regulatory exceptions under prior law until new regula-
tions are issued and businesses are afforded an appropriate period
of time to comply with any new requirements. This grace period
should in no event extend, however, to payments made after De-
cember 31, 1983.

Effective date

The provision applies to payments and sales made after Decem-
ber 31, 1982.

' A transaction is on a buy-sell basis if the buyer is entitled to retain the difference between
the price at which he or she purchased the product and the price at which the product is sold as
part or all of the buyer's remuneration for reselling the seller's products. A transaction is on a
deposit-commission basis if the buyer is entitled to retain a purchase deposit paid by the con-
sumer as part or all of his or her remuneration.
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e. Reporting of State and local income tax refunds (sec. 313 of the
Act and new sec. 6050E of the Code)*

Prior Law

The refund, credit or offset of State or local income taxes that
were deducted (with a resulting tax benefit) in a prior year is in-

cludible in gross income.
Under prior law, there was no requirement that information re-

turns with respect to such refunds be filed with the United States
or that refund recipients receive information statements with re-

spect to such refunds during the tax-filing season. Twelve States,
however, provided such information to the Internal Revenue Serv-
ice under voluntary information exchange agreements.

Reasons for Change

Congress believed that requiring information reporting on State
and local income tax refunds, including reporting to individual tax-
payers, will remind taxpayers of the proper treatment of such re-

funds and provide them with helpful information during the tax-
filing season.

Explanation of Provision

The Act provides that an information return must be filed with
the Secretary with respect to any State or local income tax re-

funds, credits, or offsets aggregating $10 or more during the calen-
dar year paid or credited to an individual. These reports are re-

quired when amounts are paid over or credited regardless of
whether they are taxable to the taxpayer in that taxable year.
Thus, an amount paid over or credited is reportable even though it

is not taxable because the taxpayer received no tax benefit. Simi-
larly, if an amount is credited to reduce the future liability of the
taxpayer, it is reportable once credited even though the liability

against which the credit will be taken has not yet arisen. The
return required by this provision must report the aggregate
amount of any such refund payments, credits, or offsets, and the
recipient's name and address. State and local governments can sat-

isfy their return obligations under this provision through voluntary
information exchange agreements (such as those now currently in

effect between the United States and 12 States).

In addition, the provision requires that a statement with respect
to each return be furnished to the recipient of the refund, credit or
offset during January of the calendar year following the calendar
year in which the refund is made or the credit or offset allowed.

Effective Date

This new requirement will apply to refunds paid, and credits or
offsets allowed, after December 31, 1982.

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 31.5; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 250; Senate floor amendments,
128 Cong. Rec. S9013 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. .567-568

(Joint Explanatory Statement of the Committee of Conference).
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f. Employer reporting with respect to tips (sec. 314 of the Act and
sec. 6053 of the Code) *

Prior Law

Any employee who receives, in any calendar month and during
the course of his employment, any tips which are wages or compen-
sation, must report all such tips to his employer on or before the
10th day following the month of receipt. Tips are defined as wages
or compensation if they are paid in cash during any calendar
month, are $20 or more in amount, and are received by an employ-
ee in the course of his employment. Such wages are deemed paid at

the time a written statement including such tips is furnished to the
employer by the employee, or, if no statement including such tips

is furnished, at the time received.

In general, withholding for purposes of the Federal Insurance
Contributions Act (FICA) tax and the income tax is required only
to the extent tips are reported to the employer and only to the
extent collection of the tax can be made by the employer from
wages paid to the employee (excluding tips, but including funds
turned over by the employee to the employer or under the control
of the employer). Generally, if the FICA and income tax withhold-
ing obligations exceed the amount of wages and other amounts
turned over to the employer, the excess must be paid by the em-
ployee. The employer must furnish a written statement to his em-
ployees showing the amount of such excess.

Substantial recordkeeping requirements are imposed upon tipped
employees and employers. In general, employees, whether or not
they receive tips, are required to keep records to establish the
amount of their gross income and deductions. Because tips are in-

cludible in income, employees must keep records of all tips received
and of all deductible tips paid to other employees. Employers are
expressly required to retain only charge tip receipts and state-

ments of tips received by employees furnished by such employees.
Failure to maintain such records may subject employees or employ-
ers to penalties (sec. 6653).

Reasons for Change

The compliance rate in 1981 with respect to tip income was ap-
proximately 16 percent according to preliminary estimates by the
Internal Revenue Service based upon data furnished by the Bureau
of Economic Analysis of the Department of Commerce. The only
type of income with a lower compliance rate was illegal income
which had a compliance rate of only 5 percent.
Congress believed that such a low compliance rate is fundamen-

tally unfair to wage earners and other taxpayers with substantially
higher levels of voluntary compliance. Expanded information re-

porting on tip income will encourage better reporting of such
income by its recipients and facilitate Internal Revenue Service ef-

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 316; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 251-253; Senate floor amend-
ments, 128 Cong. Rec. S. 8988 (employee allocations), S8988-S8991 (deleting provisions relating
to employee tips), S. 9015 (deduction of business meals) (July 22, 1982); and H. Rep. No. 97-760
(August 17, 1982), pp. 5.56-558 (Joint Explanatory Statement of the Committee of Conference).
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forts to increase compliance in this area. At the same time, Con-
gress recognized that improved compliance rules should not impose
unnecessary recordkeeping obligations on taxpayers or employers.

Explanation of Provision

Under the Act, the rules of prior law relating to reporting of tips

to employers by their employees and to the resulting withholding
of FICA and income taxes are retained. However, to assist the In-

ternal Revenue Service in its examinations of returns filed by
tipped employees, the Act provides a new set of information report-

ing requirements for large food or beverage establishments, includ-

ing, under certain circumstances, a tip allocation requirement.
Under the Act, each large food or beverage establishment is re-

quired to report annually to the Internal Revenue Service (1) the
gross receipts of the establishment from food or beverage sales

(other than receipts from carryout sales and mandatory 10-percent
or greater service charge sales), (2) the amount of aggregate charge
receipts (other than receipts from carryout sales and 10-percent or
greater service charge sales), (3) the aggregate amount of tips

shown on such charge receipts and (4) reported tip income together
with mandatory service charges of less than 10 percent. Tips on
meals charged on house charges of restaurants also will be report-

ed. The Treasury will prescribe regulatory rules for the treatment
of tips on meals charged to a room in a hotel.

If tipped employees of large food or beverage establishments vol-

untarily report tips aggregating 8 percent or more of gross receipts

(defined as gross receipts from the sale of food or beverages less

carryout sales, less 10-percent or greater service charge sales), then
no tip allocations will need to be made. However, if this 8-percent
reporting threshold is not met, then the employer must allocate (as

tips for reporting purposes) an amount equal to the difference be-

tween 8 percent of gross receipts and the amounts reported by em-
ployees for the year to all tipped employees pursuant to either an
agreement between the employer and employees or, in the absence
of such an agreement, according to regulations issued by the Secre-
tary. The employer will have no liability to employees in connec-
tion with any dispute regarding allocations of amounts under this

rule.

Regulations under this provision will provide procedures under
which a particular establishment, or type of establishment, can
show that its tipped employee's average tip rate is less than 8 per-

cent (but not less than 5 percent) and, can therefore, allocate based
on that lower amount in the future.

The allocation of the excess of the 8-percent amount over report-

ed tips to employees for reporting purposes will have no effect on
the FICA or income tax withholding responsibilities of the employ-
er or on his FUTA obligations. Thus, employers will continue to

withhold only on amounts reported to them by their tipped employ-
ees. Of course, the allocation also has no effect on the actual enti-

tlement of the employer or employee to gross receipts or tip

income. Similarly, this purely informational report to the Internal
Revenue Service will not affect the requirements of the Fair Labor
Standards Act or any collective bargaining agreement.
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The 8-percent figure reflects Congress's judgment that the tip

rate in establishments subject to this reporting requirement will

rarely be below the 8-percent level. Thus, an employee who reports

less than his allocated amount of tips must be able to substantiate

his reporting position with adequate books and records (as he had
to do under prior law). The Internal Revenue Service can still

prove that tipped employees received a larger amount of tip

income. For example, as under prior law, the Internal Revenue
Service could show from charge tip rates that a particular estab-

lishment had a higher tip rate than 8 percent.

A large food or beverage establishment is any establishment

(public or private) the activity of which is the provision of food or

Ibeverages for consumption on the premises, other than "fast food"

of a "carry-out" nature, with respect to which tipping is customary,

and the employer of which normally employed more than 10 em-
ployees on a typical business day during the preceding calendar

year. The 10 employee rule is to be applied with respect to all em-
ployees of the employer, not just the employees at a single estab-

lishment. The Secretary will prescribe regulations for applying the

rules of sections 52 (a) and (b) for purposes of determining the

number of employees of an employer. The Secretary will prescribe

regulations for the application of this 10-employee rule in the case

of new businesses. "Fast-food" restaurants will not generally be
subject to the new reporting requirement since tipping is not cus-

tomary in such establishments. Restaurants that provide table or

counter service for seated customers, and cocktail lounges with
similar service, are large food or beverage establishments if the

employer employs 10 or more persons. A large food or beverage es-

tablishment may be part of a larger establishment such as a hotel.

It is anticipated that the information statement concerning allo-

cated tips will be integrated into Form W-2 now supplied by em-
ployers with respect to wages. If the employer furnishes an employ-
ee with a W-2 within 30 days after the employee terminates em-
ployment, the employer must also furnish the employee and the In-

ternal Revenue Service with an amended Form W-2 that includes

tip allocations in January of the following year.

The Act requires the Secretary of the Treasury to submit, prior

to January 1, 1987, to the tax writing committees of Congress a
report together with a background study on the operation of this

newly enacted reporting system as applied to tips received as wages
or compensation. This report should be based upon a study con-

ducted by the IRS designed to statistical accuracy with an error of

plus or minus 15 percent. The study should be representative of the

foodservice industry in terms of sales, size, and, types of establish-

ments. This study should also specifically describe the following: (1)

the amount of tips actually received: (2) the amount of tips volun-

tarily reported to the employer by the employee; (3) the amount of

tips reported to the IRS on the individual's Federal tax return; and
(4) a computation of the minimum wage payments to these individ-

uals and the portion of those wages that constituted tip income.
This study should further describe tipped individuals by job cate-

gory, and should distinguish between part-time and full-time em-
ployment. The study should also describe the extent of arrange-

ments for tip sharing and tip pooling that exist among tip earners.
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The report made by the Internal Revenue Service as a result of
this study should contain a cost-benefit analysis of any recommen-
dations. This analysis should include a comparison of the cost of
the then existing system of enforcement of tip earner compliance
through examination and any cost or revenue increase or decrease
to the government if any recommendation is adopted.

Effective Dates

The amendments made by this section apply to calendar years
beginning after December 31, 1982, but the allocation rules will

first apply to payroll periods ending after March 31, 1983. For the
first quarter of calendar year 1983 only, large food or beverage es-

tablishments will be required to file information returns that in-

clude a list of all tipped employees including their taxpayer identi-

fication numbers, wages paid and reported tip income during the
period. Employees would be put on notice that their returns would
be identified for audit unless the 8-percent tip reporting is satisfied.

g. Increased penalties for failure to file information returns or to
furnish statements (sec. 315 of the Act and sec. 6652 of the
Code)*

Prior Law

Under present and prior law, a penalty is imposed on any person
who fails to file information returns on the date prescribed (with
extensions), including returns relating to (1) payments by any
person engaged in a trade or business of $600 or more in any tax-
able year of rent, salaries, premiums, annuities, and certain other
types of fixed and determinable gains, profits, and income; (2) pay-
ments of dividends aggregating $10 or more in any calendar year;

(3) payments of patronage dividends aggregating $10 or more in
any calendar year; (4) payments of interest aggregating $10 or
more in any calendar year; (5) payments by certain fishing boat op-
erators in any calendar year; (6) income tax withheld, or (7) pay-
ments of wages in any calendar year in the form of group-term life

insurance. Under prior law, the penalty was $10 for each such fail-

ure, but the total amount of the penalties imposed for all such fail-

ures during a calendar year could not exceed $25,000. The penalty
is not imposed if the failure is due to reasonable cause and not due
to willful neglect.

Persons with respect to whom information returns are filed gen-
erally are entitled to a statement of the information shown on the
return. Under prior law, the penalty for failure to provide these
statements was $10 per failure up to $25,000 per year. Employers
and plan administrators must file information returns with respect
to certain deferred compensation plans. Under prior law, the penal-
ty for failure to provide these returns was $10 for each day the fail-

ure continues up to $5,000. These penalties were not imposed if the
failure were due to reasonable cause and not due to willful neglect.

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 321; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 254-255; and H. Rep. No. 97-
760 (August 17, 1982), p. 568 (Joint Explanatory Statement of the Committee of Conference).
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Reasons for Change

Congress believed that inadequate information reporting of non-

wage income was a substantial factor in the underreporting of such
income by taxpayers. In many cases, persons who were required to

make information reports did not do so because they considered the

information returns unimportant or because the cost of their proc-

essing was more than the cost of the penalty that might be in-

curred for failure to comply with the filing requirements. Further,

Congress believed that the prior law penalties and the way they

were applied did not reflect the importance of timely filed informa-

tion returns to the administration of the tax laws.

Explanation of Provision

The Act expands the category of information returns subject to

the generally applicable penalty for failure to file timely informa-

tion returns, raises the basic penalty amount, and creates a new
minimum penalty for intentional failures.

Information returns newly subject to the penalty are (1) those in-

formation returns with respect to transactions carried out by bro-

kers for their customers, (2) information returns with respect to

direct sellers and, (3) information returns with respect to withhold-

ing. The Act increases the penalty for failure to file these and most
other information returns to $50 per failure, not to exceed $50,000.

The penalty for failure to provide information statements to tax-

payers is also increased from $10 per statement to $50 per state-

ment, up to $50,000 per calendar year.

The addition of these information returns to the list of informa-

tion returns subject to the penalty, and the increase in the penalty

for failure to file information returns and supply information state-

ments, will encourage more complete reporting both by the payor
of the amount and the recipient of the information return. The in-

crease will prevent the inadvertent omission of income by a taxpay-

er who fails to receive a reminder of amounts received during the

taxable year.

Finally, the penalty for failure to file information returns or

statements with respect to certain deferred compensation plans

(sec. 6058), and certain term, annuity, and bond purchase plans

(sec. 6047) is increased to $25 per day while the failure continues,

but not more than $15,000.

The Act provides that with respect to most information returns,

when the failure to file such information returns is due to inten-

tional disregard of the filing requirements, the penalty will not be
less than 10 percent of the aggregate amount not properly reported

and the $50,000 limitation will not apply. In the case of an infor-

mation return required to be filed by a broker under section 6045,

the penalty is not less than 5 percent of gross proceeds required to

be reported, without regard to the $50,000 limitation. The lower
percentage is intended to reflect the fact that brokers may be re-

porting gross proceeds from sales rather than gross income. In the

case of returns relating to direct sellers, the inteiitional disregard

penalty will be $100 for each failure to report a direct seller's name
and address.
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Effective Date

The provision applies to returns the due date of which (without
extensions) is after December 31, 1982.

h. Increase in civil penalty on failure to supply identifying num-
bers (sec. 316 of the Act and sec. 6676 of the Code)*

Prior Law

Under prior law, a penalty of $5 per failure was imposed on any
person who was required by regulations (1) to include his taxpayer
identification number (TIN) in any return, statement, or document,
(2) to furnish his TIN to another person, or (3) to include in any
return or statement made with respect to another person the TIN
of such other person, and who failed to comply with such require-

ment at the time prescribed. The penalty was not imposed if the
failure was due to reasonable cause and not due to willful neglect.

In practice, this penalty was rarely, if ever, imposed.

Reasons for Change

Congress believed that the amount of the penalty for failure to

supply a TIN to another person, or to include another's TIN in a
return when required to do so, did not properly reflect the impor-
tance of this information to an efficient system of tax collection.

The absence of an accurate TIN makes it difficult and expensive
for the Internal Revenue Service to verify and match the proper
reporting of income on the tax return of the taxpayer concerned.
Congress believed that further perfection of the matching process
by increased accuracy in the reported TIN's will improve tax ad-

ministration and ultimately will tend to increase taxpayer compli-
ance in properly reporting income from all sources. Thus, Congress
believed that the basic penalty for failing to furnish a TIN to an-
other person when required to do so, or to include another's TIN in

a return when required to do so, should be increased.

Explanation of Provision

The Act increases the penalty for failure to supply identifying

numbers from $5 per failure to $50 per failure, except in the case
of a failure by a taxpayer to include his own TIN in any return,

statement, or other document, in which case the penalty remains
at $5 for each such failure. In any case, the maximum penalty that
can be imposed in any calendar year is $50,000.

Effective Date

The provision is effective for returns the due date for which
(without regard to extensions) is after December 31, 1982. ^

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 322; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 256-257; and H. Rep. No. 97-

760 (August 17, 1982), p. 569 (Joint Explanatory Statement of the Committee of Conference).
^ The provision is intended to apply with respect to failures first occurring after December 31,

1982.
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i. Extension of withholding to certain payments where identifying

number not furnished or inaccurate (sec. 317 of the Act and
sec. 3402(s) of the Code)*

Prior Law

Prior law imposed a penalty of $5 per failure on any person who
was required by regulations (1) to include his taxpayer identifica-

tion number (TIN) in any return, statement, or document, (2) to

furnish his TIN to another person, or (3) to include in any return

or statement made with respect to another person the TIN of such

other person, and who failed to comply with such requirement at

the time prescribed. The penalty was not imposed if the failure was
due to reasonable cause and not due to willful neglect. In practice,

this penalty was rarely, if ever, imposed. There was no provision

for withholding of tax on payments to persons who failed to pro-

vide an accurate TIN.

Reasons for Change

The absence of a correct TIN on an information return often

makes it difficult and expensive for the Internal Revenue Service

to match and verify the proper reporting of income on the tax

return of the taxpayer concerned. The Act increases the basic pen-

alty for failure to supply a TIN in certain cases (section 316 of the

Act). In addition, Congress believed that if a taxpayer fails to

supply his correct TIN to another person withholding should also

be imposed to assure that taxpayers comply with the income tax

laws.

Explanation of Provisions .

The Act provides for withholding at the source at a rate of 15

percent if a taxpayer fails to supply a TIN or supplies an incorrect

TIN to another person who must file certain types of information

returns with respect to payments to the taxpayer. This withholding

requirement applies to any payment of a kind, and to a payee, sub-

ject to most types of information reporting. The kinds of payments
subject to this withholding requirement include: (1) payments of

rents, salaries, wages, commissions, fees, or other forms of compen-
sation for services and other fixed or determinable gains, profits, or

income including payments to independent contractors (sees. 6041

and 6041A); (2) payments of dividends (sec. 6042); (3) payments of

patronage dividends (sec. 6044); (4) payments of interest (sec. 6049);

(5) payments of certain fishing boat operators (sec. 6050A); and (6)

transactions through brokers. Withholding is not required on pay-

ments in kind of patronage dividends and by fishing boat operators.

Further, this withholding will not apply to any payment on which
withholding is required by any other provision of the Code.

Payments to certain payees are not subject to this withholding

requirement. Generally, persons exempt from the information re-

• For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 323; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 258-260; and H. Rep.

No. 97-760 (August 17, 1982), pp. 569-570 (Joint Explanatory Statement of the Ck)mmittee of

Conference).
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porting requirement (and, therefore, generally not liable to supply
a TIN), are not subject to this backup withholding requirement.
Thus, this withholding will not apply to payments made to the
United States or any agency or instrumentality thereof, to any
State or political subdivision thereof, to any organization exempt
from tax, or to any foreign government or international organiza-
tion, or to any other person described in regulations, including in-

dividual retirement plans, and foreign central banks of issue. Fi-
nally, the Act requires the Secretary to provide for exemptions
from the backup withholding provisions during periods in which a
person is awaiting receipt of an identification number.
This new 15-percent withholding requirement applies to covered

payments if the taxpayer (payee) is required under regulation to
supply a TIN, but fails to supply a TIN, supplies an obviously in-

correct TIN; or if the Secretary notifies the payor that the taxpay-
er's TIN is not correct. If no number is given or an obviously incor-
rect number is provided, then the withholding obligation applies
immediately and continues until an apparently correct number is

provided. For this purpose, an obviously incorrect number is a
number which contains the wrong number of digits. If the Secre-
tary notifies the payor that the payee's TIN is incorrect, then the
withholding requirement applies to any payment on, or after, the
sixteenth day following notification and continues until a new
number is provided by the payee which is not obviously incorrect.
If the payee has twice provided an incorrect number to the payor,
then the payor must continue to withhold until the Secretary noti-
fies the payor that the number provided by the payee is correct.
The payor is provided fifteen days in which to correct its records

and stop withholding after a new number is provided (or confirmed
by the Secretary) but may begin withholding after notification of
an incorrect number prior to the sixteenth day following notifica-
tion. These grace periods are provided to allow payors to adjust to
the withholding requirement and to protect them from any possible
liability for wrongful withholding in the period immediately pre-
ceding or following a period during which withholding is required.
Except in the case of payments of non-wage compensation, etc.

for which information reporting is required under section 6041 (re-

lating to information at the source generally) or section 6041A (re-

lating to payments to independent contractors), this requirement
for withholding applies without regard to the reporting thresholds
provided for the information returns. Congress adopted this rule
because it was understood to be more easily administrable by
payors than a withholding system which applies only to payments
in excess of the minimum amounts on which of the information re-

porting is required. For example, if a taxpayer fails to provide a
TIN (as required by regulations), to the payor of an interest pay-
ment that is not subject to flat-rate withholding and which is less

than $10, this backup withholding provision will apply even though
no information report would be required until more than $10 were
paid. In the case of payments of compensation etc., subject to re-

porting under sections 6041 or 6041A, backup withholding is not re-

quired unless (1) the aggregate of payments made after withholding
is required and all prior payments during the calendar year equal
or exceed $600, (2) the payor was required to file an information
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return with respect to the payee under section 6041 or section

6041A for the preceding calendar year, or (3) the payor made pay-

ments to the payee during the preceding calendar year on which
backup withholding was required.

The Act also requires that if the Secretary notifies the payor

that a TIN is incorrect, a copy of the notice must also be furnished

to the payor for transmittal to the payee. The payor may furnish

this notice by mailing it to the address of the payee shown on the

return provided by the payor or, in the absence of such an address,

by mailing the notice to the payee at his or her last known address.

Generally, payment of amounts subject to this new withholding

provision will be treated as wages paid by an employer to an em-
ployee for the purpose of applying the various provisions, including

the crediting provisions, that apply to collection of income tax at

the source on wages.

Effective Date

This provision will apply to payments made after December 31,

1983.

j. Minimum penalty for extended failure to file (sec. 318 of the

Act and sec. 6651 of the Code)*

Prior Law

If a taxpayer fails to file a tax return on the date prescribed

(with extensions of time for filing), a penalty is imposed based on
the amount of any underpayment of tax for the year. Under prior

and present law, the penalty is 5 percent of the underpayment per

month, or fraction thereof, while the failure continues, but not

more than 25 percent of the underpayment in the aggregate. Thus,
no penalty is imposed on the taxpayer if there is no underpayment
for the year or if a refund is due. Likewise, no penalty is imposed if

the failure is due to reasonable cause and not due to willful ne-

glect.

Reasons for Change

Under prior law, many persons who owed small amounts of tax

ignored the filing obligations imposed on them. Congress concluded
that the prior law penalty which was measured as a percentage of

the underpayment was ineffective in such cases and should be
strengthened by addition of a minimum penalty.

Explanation of Provision

This provision of the Act adds a new minimum penalty for the

extended failure to file any income tax return if there is an under-
payment of tax for that taxable year. If an income tax return is not

filed within 60 days of the date prescribed (with extensions), the

penalty for failure to file will not be less than the lesser of the un-

derpayment or $100. This minimum penalty is not imposed if the

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 325; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 263; and H. Rep. No. 97-760

(August 17, 1982), p. 571 (Joint Explanatory Statement of the (Committee of Conference).
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failure to file the return was due to reasonable cause and not due
to willful neglect.

Effective Date

The penalty applies to returns due (including extensions) after
December 31, 1982.

k. Form of returns (sec. 319 of the Act and sec. 6011 of the Code)*

Prior Law

In general, under present and prior law, returns required by the
tax laws generally must be made according to the forms and regu-
lations prescribed by the Secretary. As a general rule, these re-

turns must be in written form except that in certain cases the
return may be made by filing the required information on a mag-
netic medium or other machine readable medium, provided that
the prior consent of the Commissioner is obtained. Under prior
law, there was no statutory or regulatory requirement that any
particular return be filed on magnetic media or in other machine-
readable form. Under prior law, the Internal Revenue Serv-
ice was not successful in arguing that a statement of income, de-
ductions and tax liability presented in irregular form but contain-
ing all the necessary information to compute the tax did not consti-
tute a "return."

Reasons for Change

An essential part of any plan to improve compliance is improv-
ing the Internal Revenue Service's ability to quickly and accurately
process and cross-match the information it receives. Such process-
ing and cross-matching can be expedited and processing costs sub-
stantially reduced if returns and other information filed with the
Internal Revenue Service are filed: (1) in processible form, and (2)

in machine-readable form. The Internal Revenue Service will have
increased capability in the future to process returns filed in ma-
chine-readable form. In addition, filings of irregular compilations of
tax materials impede orderly tax administration. Congress under-
stood that in the most recent year for which statistics were availa-
ble, 14,500 persons filed 200 or more information returns each on
paper, thus adding over 2,900,000 paper documents to the Internal
Revenue Service's document processing burden.

Explanation of Provision

The Act requires that the Secretary prescribe regulations provid-
ing standards for determining which returns, must be filed on mag-
netic media or other machine-readable form. In providing these
standards, the Secretary is directed to take into account, among all

other relevant factors, the ability of the taxpayer to comply, at a
reasonable cost, with such a filing requirement.

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 326; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 264-26.5; and H. Rep. No. 97-
760 (August 17, 1982), pp. .571-572 (Joint Explanatory Statement of the Committee of Confer-
ence).
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Under this authority, for example, the Secretary could require
persons filing multiple information returns (such as wage state-

ments or interest information returns) to file such returns on mag-
netic media or other machine-readable form, when the basic data
from which the returns are generated is already maintained in a
computer. This could be appropriate even though statements for

the payee and the State or local government must be printed by
the computer. Similarly, the Secretary could require use of the
paper forms that could be subject to optical character scanning for

returns of tax by any person. In addition, the Secretary could
impose a general requirement for use of magnetic media in certain

circumstances but provide a mechanism for case-by-case exemp-
tions from the requirement. The regulations issued by the Secre-

tary under this provision may not prohibit the filing of income tax
returns by individuals, trusts, or estates on paper forms provided
by the Secretary.

Effective Date

This provision became effective upon enactment.



3. Other Penalty Provisions

a. Penalty for promoting abusive tax shelters, etc. (sec. 320 of the
Act and new sec. 6700 of the Code)*

Prior Law

Prior law contained no penalty provision specifically directed at
promoters of abusive tax shelters and other abusive tax avoidance
schemes. However, when a promoter organized or sold a tax shelter
that was premised on misrepresentations of the tax law, misrepre-
sentations with respect to the existence of the investment assets, or
misrepresentations in the value of property or services, the promot-
er might, in an appropriate case, have been subject to (1) civil pen-
alties for the preparation or presentation of a false or fraudulent
return or other document as an income tax return preparer, or (2)

the criminal penalties for aiding, assisting in, procuring, counseling
or advising the preparation or presentation of a false or fraudulent
return or other document under the internal revenue laws or for
willfully attempting to evade or defeat any tax imposed under the
internal revenue laws.

Reasons for Change

As of September 30, 1981, there were 248,828 returns containing
tax shelter issues in the examination process, according to the 1981
Annual Report of the Commissioner of Internal Revenue. This rep-
resented an increase of 74,584 returns over the prior fiscal year.
Congress believed that the widespread marketing and use of tax
shelters was undermining public confidence in the fairness of the
tax system and in the effectiveness of enforcement provisions and
that these tax schemes place a disproportionate burden on the re-

sources of the Internal Revenue Service.
Congress concluded that the penalty provisions of prior law were

ineffective to deal with the growing phenomenon of abusive tax
shelters, and that abusive tax shelters must be attacked at their
source: the organizer and salesman. Congress recognized that the
Securities and Exchange Commission has powers that may be di-

rected toward some tax shelter promoters but believed that Inter-
nal Revenue Service enforcement in this area would materially
contribute to a solution of this problem in a number of ways. For
example, the Internal Revenue Service could be expected to ap-
proach the problem with vigor since prevention of abusive shelter
promotions will require less manpower than enforcement actions
against numerous investor-taxpayers. In addition, if the Internal

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 331; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 266-267; and H. Rep.
No. 97-760 (August 17, 1982), p. 573 (Joint Explanatory Statement of the Committee of Confer-
ence).

(210)
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Revenue Service establishes fraud by a promoter, the investors

may be materially aided in their efforts to seek rescission of the

contracts under which they invested. Finally, the promoter penalty

was viewed as particularly equitable because the promoter, profes-

sional advisor or salesman of a tax shelter generally is more culpa-

ble than the purchaser who may have relied on their representa-

tions as to the tax consequences of the investment.

Explanation of Provision

The Act imposes a new civil penalty on persons who organize,

assist in the organization of, or participate in the sale of any inter-

est in a partnership or other entity, any investment plan or ar-

rangement, or any other plan or arrangement when, in connection
with such organization or sale, the person makes or furnishes

either (1) a statement which the person knows or has reason to

know is false or fraudulent as to any material matter with respect

to the availability of any tax benefit alleged to be allowable by
reason of participating in the entity, plan or arrangement, or (2) a
gross valuation overstatement as to a matter material to the
entity, plan or arrangement, whether or not the accuracy of the
statement of valuation is disclaimed. Thus, persons subject to the
penalty may include not only the promoter of a classic tax shelter

partnership or tax avoidance scheme, but any other person who or-

ganizes or sells a plan or arrangement with respect to which there

are material inaccuracies affecting the tax benefits to be derived
from participation in the arrangement. For example, the penalty
could apply to some one organizing or selling an investment to or

for a particular client. Moreover, the plan or arrangement need not
be an investment; the term includes other activities such as the
sale of mail-order ministries or family trust arrangements. A
matter is material to the arrangement if it would have a substan-

tial impact on the decision making process of a reasonably prudent
investor.

The "knows or has reason to know" standard clarifies that the
Secretary may rely on objective evidence of the knowledge of a pro-

moter or salesperson (for example) to prove that he deliberately

furnished a false or fraudulent statement. For example, a salesman
would ordinarily be considered to have knowledge of the facts re-

vealed in the sales materials which are furnished to him by the
promoter. The "knows or has reason to know standard" was not,

however, intended by Congress to be used to impute knowledge to a
person beyond the level of comprehension required by his role in

the transaction. Thus, this standard does not carry with it a duty
of inquiry concerning the transaction beyond that implied by a per-

son's role in the transaction.
A gross valuation overstatement is any statement or representa-

tion of the value of services or property which exceeds 200 percent
of the correct value of the property or services and which is direct-

ly related to the amount of any income tax deduction or credit al-

lowable to any participant. Although the valuation error must be
more substantial than that required before the valuation overstate-

ment penalty applies to the investor, Congress believed that such a
limited penalty will prevent any unintended application. The pen-
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alty for gross valuation overstatement will have no effect on bona
fide commercial or investment transactions in which, for example,
a willing and knowledgeable buyer purchased from a willing and
knowledgeable seller for cash because such a purchase price will

define the value of the investment.
The penalty for promoting an abusive tax shelter is an assessable

penalty equal to the greater of $1,000 or 10 percent of the gross
income derived, or to be derived, from the activity. There need not
be reliance by the purchasing taxpayer or actual underreporting of
tax. These elements were not included because they would substan-
tially impair the effectiveness of this penalty. Thus, a penalty can
be imposed based upon the offering materials of the arrangement
without an audit of any purchaser of interests. If the Internal Rev-
enue Service cannot determine the entire amount of the gross
income to be derived from an activity, it may assess the penalty on
the present value of the portion of such gross income that may be
determined. In determining the penalty with respect to the amount
of gross income yet to be derived from an activity, the Secretary
may look only to unrealized amounts which the promoter or other
person may reasonably expect to realize.

The Secretary is given authority to waive all or part of any pen-
alty resulting from a gross valuation overstatement, upon a show-
ing that there was a reasonable basis for the valuation and the val-

uation was made in good faith. The mere existence of an appraisal
is not sufficient, by itself, to show either reasonable basis or good
faith. Rather, the Secretary may, for example, examine the basis
for the appraisal, the manner in which it was obtained, and the ap-
praiser's relationship to the investment or promoter.

This penalty is in addition to all other penalties provided for by
law.

Effective Date

This provision took effect on the day after the date of enactment.

b. Action to enjoin promoters of abusive tax shelters, etc. (sec. 321
of the act and new sec. 7408 of the Code)*

Prior Law

Under prior law and present law, a civil action may be brought
by the United States to enjoin any person who is an income tax
return preparer from (1) engaging in any conduct subject to penal-
ty under the income tax return preparer provisions or under the
criminal tax laws, (2) misrepresenting his qualifications, (3) guaran-
teeing a refund or credit, or (4) engaging in any other fraudulent or
deceptive conduct that substantially interferes with the proper ad-
ministration of the tax laws. Venue for such an action lies in the
district in which the income tax return preparer resides or has his

principal place of business, or the taxpayer with respect to whose
income tax return the action is brought resides. Injunctive relief

may be granted by the district court if the court finds that such

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 332; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 268-269; and H. Rep. No. 97-

760 (August 17, 1982), pp. 523 (Joint Explanatory Statement of the Committee of Conference).
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relief is appropriate to prevent recurrence of the prohibited con-

duct.

In addition to its power to seek injunctions against persons vio-

lating the return preparer provision, the United States is empow-
ered to seek, and the district court of the United Sates to grant,

such decrees or orders, and processes (including injunctions) as may
be necessary to enforce the internal revenue laws (sec. 7402(a)).

Reasons for Change

The Act provides for a penalty on promoters of investments in

abusive tax shelters and other investments (see sec. 320 of the Act
described above). Congress believed that the most effective way to

curtail promotion of abusive tax shelters, etc., is through injunc-

tions issued against violators to prevent recurrence of the offense.

The ability to seek injunctive relief will insure that the Internal

Revenue Service can attack tax shelter schemes years before such
challenges would be possible if the Internal Revenue Service were
first required to audit investor tax returns. Thus, Congress believed

injunctive relief will better enable the Internal Revenue Service to

protect the integrity of the tax laws and to protect innocent inves-

tors against widespread marketing of such tax schemes.

Explanation of Provision

The Act permits the United States to seek injunctive relief

against any person who is engaging in conduct subject to the penal-

ty for organizing or selling abusive tax shelters or other invest-

ments (sec. 320 of the Act, and new Code sec. 6700). Under the Act,

these actions may be brought in the United States District Court
for the district in which the promoter resides, has his. principal

place of business, or has engaged in the conduct subject to penalty
under section 6700. If a citizen or resident of the United States

does not reside in or have a principal place of business in any U.S.

judicial district, such citizen or resident is treated as a resident of

the District of Columbia.
The court may grant injunctive relief against any person if it

finds (1) that the person has engaged in any conduct subject to the
penalty for organizing or selling abusive tax shelters or other in-

vestments, and (2) that injunctive relief is appropriate to prevent
recurrence of such conduct.
An injunction granted under this provision may prohibit the

person enjoined from engaging in any activity subject to penalty
under new section 6700. Of course, the court will continue to have
full authority to act under its general equity jurisdiction (section

7402) and will continue to possess the great latitude inherent in

equity jurisdiction to fashion appropriate equitable relief. For ex-

ample, a court could enjoin particular conduct or enjoin all conduct
violative of new section 6700. In addition, the court could enjoin

any action tending to impede the proper administration of the tax

law or any action which violates criminal statutes. See. e.g., United
States V. Landsberger—F. 2d—(8th Cir., July 29, 1982).

The commencement of any action under this provision does not
in any way restrict the right of the United States to commence or

carry on any other action against the organizer or seller.
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Effective Date

The amendment took effect on the day after the date of enact-
ment.

c. Procedural rules applicable to assessible penalties for promot-
ing abusive tax shelters, aiding and abetting the underpay-
ment of tax, and frivolous returns, (sec. 322 of the Act and
new sec. 6703 of the Code) *

Prior Law

Under both prior and present law, the burden of proof is on the
Secretary in any proceeding in which the issue is whether an
income tax return preparer has willfully attempted to understate
the liability for tax of any person {i.e., violated section 6694(b)).

Similarly, the burden of proof is generally on the Secretary to

prove fraud. The deficiency procedures generally apply to the col-

lection of additions to tax, additional amounts, and nonassessable
penalties. Thus, jurisdiction is generally in the Tax Court to rede-
termine such additions to tax, additional amounts, and nonassessa-
ble penalties prior to their assessment and collection. Generally,
except in the case of certain return preparer penalties (sec. 6694(c)),

district court review of additions to tax, additional amounts or pen-
alties (whether or not assessable), is not available before such
amounts are fully paid.

In the case of a penalty imposed under the income tax preparer
provisions, no levy or proceeding in court may be prosecuted to col-

lect such penalty if, within 30 days after notice and demand the
income tax return preparer pays 15 percent of such penalty and
files a claim for refund of the amount paid. If the claim is denied
or ignored, the income tax return preparer may file a suit in the
district court to determine his liability for the penalty. During the
pendency of such action, the statute of limitations on collection of
such amount is suspended.

Reasons for Change

Congress believed that, since the new penalties on (1) promoters
of abusive tax shelters, (2) persons aiding or assisting in the presen-
tation of false or fraudulent documents under the Internal Reve-
nue laws, and (3) persons filing frivolous returns are assessable,

persons allegedly subject to these penalties should be entitled to

the same procedural safeguards as are contained in the existing
penalties on income tax return preparers.

Explanation of Provision

The Act provides for district court review of the Secretary's as-

sessment and notice and demand of (1) the abusive tax shelter pro-

moter penalty (sec. 320 of the Act), (2) the civil aiding and abetting
penalty (sec. 324 of the Act), or (3) the frivolous return penalty (sec.

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 333; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 270-271; and H. Rep. No. 97-
760 (August 17, 1982), pp. 573-574 (Joint Explanatory Statement of the Committee of Confer-
ence).
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326 of the Act), before the full amount of such penalties may be
collected if certain procedural requirements are met. The review
procedures are generally similar to those now provided with re-

spect to the income tax return preparer penalties.

Thus, while the deficiency procedures do not apply to these pen-

alties which are immediately assessable, provision is made for the

prepayment review of the Secretary's assessment and notice and
demand of such penalties if within 30 days after notice and
demand of the penalty is made, the taxpayer pays 15 percent of the

demanded amount and files a claim for refund. If the claim for

refund is denied or ignored, the taxpayer may file suit in the dis-

trict court to determine his liability for the amount claimed. No
levy or proceeding to collect such penalty may be made during
such 30-day period or if the taxpayer pays the 15 percent and files

a claim for refund, until the claim is finally disposed of, either ad-

ministratively or by final resolution of any district court review
proceeding instituted by the taxpayer. The final resolution of any
proceeding will occur when the decision of the district court is

final. If the taxpayer fails to bring an action in the district court

within 30 days of the earlier of denial of the refund or expiration of

6 months from the filing of the claim, the Secretary may proceed to

collect the full amount of the penalty.

In any proceeding involving the issue of whether any taxpayer is

liable for the tax shelter promoter penalty, the civil aiding or abet-

ting penalty, or the frivolous return penalty, the burden is on the
Secretary to prove the conduct giving rise to the penalty.

As in the case of the income tax return preparer penalties, the

statute of limitations for collection of the amount assessed is sus-

pended during the time the Secretary is prohibited from collecting

the penalty under this provision.

The proceedings with respect to this penalty are separate from
any review of tax liability to which the taxpayer may be entitled

under any other provision of the tax laws. Thus, the district court's

jurisdiction over a claimed penalty under this provision will not
divest the Tax Court of jurisdiction over the taxpayer's liability for

a claimed deficiency for that same taxable year.

Effective Date

This provision took effect on the day after the date of enactment.

d. Penalty for substantial understatement (sec. 323 of the Act and
new sec. 6661 of the Code)*

Prior Law

Under both prior and present law, a penalty is imposed on the
failure to pay certain taxes shown on a return (or if not paid
within 10 days of notice and demand, an amount of tax required to

be shown on a return) unless it is shown that such a failure to pay
is due to reasonable cause and not willful neglect. If any portion of

*For legislative background of the provision, see H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 341; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 272-274; Senate floor

amendments, 128 Cong. Rec. S8789 and S8809 (July 21, 19821; and H. Rep. No. 97-7fi0 (August
17, 1982), pp. .574-576 (Joint Explanatory Statement of the Committee of Conference).
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an underpayment of tax is due to negligence or intentional disre-
gard of rules and regulations (negligence) but without intent to de-
fraud, the addition to tax is equal to 5 percent of the entire under-
payment. In addition, if the negligence penalty applies, an addi-
tional amount equal to 50 percent of the interest payable on that
portion of the underpayment due to negligence, for the period run-
ning from the last date prescribed for payment of the tax (deter-
mined without regard to extensions) to the date the tax is paid, is

imposed.
If any portion of an underpayment is due to fraud, then an addi-

tion to tax equal to 50 percent of the underpayment is imposed and
(in the case of the income and gift taxes) the negligence penalty
cannot be imposed. Further, if the fraud penalty is imposed, no
penalty for failure to timely file a return or pay the tax may be
imposed. Reasonable reliance on the advice of a tax advisor gener-
ally will prevent application of the fraud and negligence penalties.

In 1981, Congress enacted a "no-fault" penalty on valuation over-
statements. Generally, under that provision, if a taxpayer makes a
large error in placing too high a value on property which results in
an understatement of tax, then a penalty measured as a percent-
age of the underpayment resulting from the valuation overstate-
ment is imposed. Although the penalty is imposed without regard
to fault, the Secretary may waive all or part of the penalty if there
was a reasonable basis for the valuation and it was claimed in good
faith. This penalty does not apply in the case of an overvaluation of
services.

Reasons for Change

Congress believed that an increasing part of the compliance gap
is attributable to taxpayers playing the "audit lottery." The audit
lottery is played by taxpayers who take questionable positions not
amounting to fraud or negligence on their returns in the hope that
they will not be audited. If the taxpayer is audited and the ques-
tionable position challenged, then the taxpayer pays the additional
tax owing plus interest. Under prior law, taxpayers were, general-
ly, not exposed to any downside risk in taking questionable posi-

tions on their tax returns since resolution of the issue against the
taxpayer required only payment of the tax that should have been
paid in the first instance with interest to reflect the cost of the
"borrowing." Taxpayers relied on opinions of tax advisors to avoid
the possibility of fraud or negligence penalties in taking such ques-
tionable positions, even though the advisor's opinion may have
clearly indicate that if the issue were challenged by the Internal
Revenue Service, the taxpayer would probably lose the contest.

Thus, in the event that the questionable position was not detected,
the taxpayer achieved an absolute reduction in tax without cost or
risk.

Congress believed, therefore, that taxpayers should be deterred
from playing the audit lottery through the imposition of a penalty
designed to deter the use of undisclosed questionable reporting po-

sitions. On the other hand, the Congress recognized that taxpayers
and the Government may reasonably differ over the sometimes
complex Federal tax laws, and that a penalty is not appropriate in
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many cases in which there is a large underpayment because there
was substantial authority for the taxpayer's position. Finally, Con-
gress believed that taxpayers investing in tax shelters should be
held to a higher standard of care in determining the tax treatment
of items arising from the shelter or risk a significant penalty.

Explanation of Provision

In general, under the Act, when there is a substantial under-
statement in income tax for any taxable year attributable to a
filing position not disclosed by the taxpayer in the return, or for

which the taxpayer did not have substantial authority, an addition
to tax equal to 10 percent of the underpayment attributable to

such understatement is imposed.
For this purpose, an understatement of income tax is the excess

of the amount of income tax imposed on the taxpayer for the tax-

able year, over the amount of tax shown on the return. An under-
statement of income tax is substantial if the understatement for

the taxable year exceeds the greater of 10 percent of the tax re-

quired to be shown on the return for the taxable year or $5,000
($10,000 for corporations other than subchapter S corporations and
personal holding companies). Thus, for example, in 1982 a married
couple filing jointly would not be subject to the penalty unless they
have taxable income in excess of approximately $27,900 and report
no tax liability whatever. Similarly, a corporation would need a
taxable income of approximately $30,300 (in 1982) before it could be
subject to the penalty. Congress believed it was appropriate to ex-

clude low and moderate income taxpayers from the scope of the
penalty because of the greater access of higher income taxpayers to

professional tax advice.

In determining whether an understatement is substantial, the
amount of the understatement is reduced by any portion of the un-
derstatement attributable to the treatment of any item if (1) the
treatment of the item on the return is or was supported by sub-
stantial authority or (2) in non-tax shelter cases, all of the facts rel-

evant to the tax treatment of the item were disclosed on the return
or in a statement attached to the return. Whether the taxpayer's
filing position is or was supported by substantial authority depends
on the circumstances of the particular case. It is necessary to weigh
statutory provisions, court opinions, Treasury regulations and offi-

cial administrative pronouncements (such as published revenue
rulings and revenue procedures) that involve the same or similar
circumstances and are otherwise pertinent (giving each its proper
weight), as well as the Congressional intent reflected in the
committee reports, to determine whether a particular position is

supported by the law and may be taken with the good faith expec-
tation that it reflects the proper treatment of the item. Congress
did not adopt an absolute standard that a taxpayer may take a po-
sition on a return only if, in fact, the position reflects the correct
treatment of the item because, in some circumstances, tax advisors
may be unable to reach so definitive a conclusion. Rather, Congress
adopted a more flexible standard under which the courts may
assure that taxpayers who take non-disclosed highly aggressive
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filing positions are subject to the penalty while those who endeavor
in good faith to fairly self-assess are not penalized.
The standard of substantial authority was adopted, in part, be-

cause it is a new standard. Congress was unaware of any relevant
judicial or administrative decision interpreting the phrase "sub-
stantial authority." It was intended that the courts be free to look
at the purpose of this new provision in determining whether sub-
stantial authority existed for a position taken in any particular
case. Congress believed such a standard should be less stringent
than a "more likely than not" (i.e., more than 50 percent) standard
and more stringent than a "reasonable basis" (i.e., non-negligent)
standard. This new standard will require that a taxpayer have
stronger support for a position than a mere "reasonable basis."
Thus, a taxpayer is required to have more support for his position
than that it is arguable, but fairly unlikely to prevail in court upon
a complete review of the relevant facts and authorities. Rather,
when the relevant facts and authorities are analyzed with respect
to the taxpayer's case, the weight of the authorities that support
the taxpayer's position should be substantial when compared with
those supporting other positions. In determining whether a position
is supported by substantial authority, the courts are not bound by
the conclusions reached in law review articles, opinion letters, or
private letter rulings or determination letters and technical advice
memoranda of the Internal Revenue Service issued to or concern-
ing a third party, but will instead examine the authorities that un-
derlie such expressions of opinion. Similarly, when a partner in a
partnership or a shareholder of an S corporation treats an item on
his or her return in a manner consistent with the treatment of the
item on the return of the partnership or corporation, it will be nec-
essary to examine the authorities that underlie the position taken
on the partnership's or S corporation's return.
The substantial understatement penalty in non-tax shelter cases

may be avoided with respect to any item if the relevant facts af-

fecting the item's tax treatment are adequately disclosed in the
return or in a statement attached to the return. This disclosure
relief permits taxpayers to avoid the penalty when there is uncer-
tainty as to whether there is substantial authority for the treat-

ment of the item. Under generally applicable regulatory authority,
the Commissioner may prescribe the form of such disclosure. In no
event, however, may such regulations require disclosure of attor-

ney or accountant's work-papers. Disclosure is adequate if the tax-
payer discloses facts sufficient to enable the Internal Revenue Serv-
ice to identify the potential controversy, if it analyzed that infor-

mation. This standard was intended to require greater disclosure
than is necessary to avoid the six-year statute of limitations pro-
vided for in section 6501(e)(1)(A). For example, if a taxpayer has
less than substantial authority for the position that an amount re-

ceived was a business gift and therefore not includable in income,
he may avoid a penalty by attaching a readily identifiable state-

ment to his tax return disclosing the amounts received and the
name and business relationship of the payor. Also, a taxpayer
taking a bad debt deduction in a particular year, when there is a
question as to the correct year in which the loss is allowable, could
avoid the penalty by disclosing the relevant facts to the Secretary.
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With respect to tax shelter items, the penalty may be avoided
only if the taxpayer establishes that, in addition to having substan-
tial authority for his position, he reasonably believed that the
treatment claimed was more likely than not the proper treatment
of the item. For this purpose, a tax shelter is a partnership or
other entity, plan or arrangement the principal purpose of which,
based on objective evidence, is the avoidance or evasion of Federal
income tax. Congress believed that if the principal purpose of a
transaction is the reduction of tax, it is not unreasonable to hold
participants to a higher standard than ordinary taxpayers. Con-
gress was also aware, however, that no reasonably informed busi-

ness decision is made without regard to its tax effects.

The Secretary may waive the penalty with respect to any item if

the taxpayer establishes reasonable cause for his treatment of the
item and that he acted in good faith. A waiver could be appropri-
ate, for example, if the taxpayer made a good faith mistake in de-

ciding the proper timing of a deduction.
The Act establishes no special procedural rules with respect to

the application of the substantial underpayment penalty. Thus, the
usual deficiency procedures apply with respect to assessment and
collection of the penalty. In litigation concerning liability for the
penalty (including whether there is or was substantial authority
for a position), the burden of proof falls upon the taxpayer.

Finally, this penalty applies only to that portion of the substan-
tial understatement attributable to items on which the overvalua-
tion penalty under section 6659 is not imposed.

Effective Date

This penalty is effective with respect to returns due after Decem-
ber 31, 1982 (without regard to extensions).

e. Penalties for aiding and abetting the understatement of tax lia-

bility (sec. 324 of the Act and new sec. 6701 of the Code)*

Prior Law

Under present and prior law, a criminal penalty is imposed on
any person who willfully aids, assists in, procures, counsels, or ad-
vises the preparation or presentation of a false or fraudulent
return, affidavit, claim, or other document under the internal reve-
nue laws. A person convicted of this crime was punishable by a
fine of up to $5,000 or 3 years imprisonment, or both, together with
costs. The term "document" has been broadly interpreted in other
contexts to include such items as matchbook covers submitted to

the Tax Court {Stein v. United States, 363 F.2d 587 (5th Cir. 1966)),

and affidavits supplied to the Internal Revenue Service during a
criminal investigation (United States v. Johnson, 530 F.2d 52 (5th

Cir. 1976), cert, denied, 429 U.S. 833).

This criminal penalty has been interpreted to apply to a variety
of cases, including a race-track "10 percenter" who was convicted

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 342; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 275-276; and H. Rep. No. 97-

760 (August 17, 1982), pp. 576-577 (Joint Explanatory Statement of the Committee of Confer-
ence).
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of filing a false Form 1099 even though the taxpayer's own name,
address, and taxpayer identification number appeared on the
return {United States v. Snyder, 549 F.2d 171 (10th Cir. 1977)), the
preparer of false information returns for exempt organizations
(Beck V. United States, 298 F.2d 622 (9th Cir. 1962)), and fioor bro-
kers in foreign exchange operations who provided false information
to a taxpayer and, therefore, participated in the preparation of a
fraudulent tax return {United States v. Siegel, No. 79 CR 606, N.D.
111. (June 27, 1979), 79-2 U.S.T.C. jj 9698).

Under prior law, there was no comparable civil penalty on per-
sons who aid or assist in the preparation or presentation of false or
fraudulent documents under the internal revenue laws. However,
income tax return preparers who willfully attempt to understate
the liability for tax of any person were (and continue to be ) subject
to a penalty of $500 per return.

Reasons for Change

Congress believed that a new civil penalty analogous to the
criminal penalty for aiding and abetting in the preparation or pres-
entation of a false return or document under the internal revenue
laws was necessary for the following four reasons. First, the penal-
ty will permit more effective enforcement of the tax laws by dis-

couraging those who would aid others in the fraudulent underpay-
ment of their tax. Second, Congress felt that it is inappropriate to

impose sizeable civil fraud penalties on taxpayers but to allow the
advisors who aid or assist in the underpayment of tax to escape
civil sanctions. Third, Congress recognized that certain types of
conduct should be penalized but are not so abhorrent as to suggest
criminal prosecution. Finally, Congress believed the new penalty
will help protect taxpayers from advisors who seek to profit by
leading innocent taxpayers into fraudulent conduct. It was antici-

pated that the Internal Revenue Service and Justice Department
will continue to pursue vigorously the prosecution of criminal vio-

lations of the tax laws, including cases involving conduct that
would also be subject to this new penalty.

Explanation of Provision

The Act provides for a new civil penalty on any person who aids,

assists in, procures, or advises the preparation or presentation of
any portion of a return, affidavit, claim or other document under
the internal revenue laws which the person actually knows will be
used in connection with any material matter arising under the tax
laws, and which portion the person actually knows will (if used)
result in an understatement of the tax liability of another person.
The penalty was intended to apply as a civil counterpart to the
criminal penalty on aiding or assisting in the preparation or pres-
entation of false or fraudulent on returns or other documents.
No person will be subject to this penalty unless that person is di-

rectly involved in aiding or assisting in the preparation or presen-
tation of a false or fraudulent document that will be used under
the tax laws, or directly "procures" a subordinate to do any act
punishable under this provision. The requirements that a person
"know" that a document will be used in connection with a material
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matter arising under the tax laws and that the person "know" that
the document, if used, will result in an understatement of tax were
designed to limit the penalty to cases involving willful attempts to

accomplish an understatement of the tax liability of a third-party.

Thus, for example, a tax advisor would not be subject to this pen-
alty for suggesting an aggressive but supportable filing position to

a client even though that position was later rejected by the courts
and even though the client was subjected to the substantial under-
statement penalty. If, however, the tax advisor suggested a position

which he knew could not be supported on any reasonable basis

under the law, the penalty could apply. Thus, if a person prepares
a return deducting an amount the preparer knows is not deductible
that person could be subject to the penalty. However, if a person
prepares a schedule or other portion of a return which portion is,

in all respects, correct, that person will not be subject to this penal-
ty even if he or she knows that one or more other portions of the
return he or she does not help prepare and over which he does not
have any control is fraudulent. The penalty does not apply to any
person who merely furnishes typing, reproducing or other mechani-
cal assistance in the preparation of the return, etc.

The term "procures" includes ordering or otherwise causing a
subordinate to do an act subject to this penalty, or knowing of and
not attempting to prevent participation of a subordinate in an act
subject to this penalty. Thus, the penalty imposes an affirmative
duty on supervisors to act to prevent the wrong proscribed by the
provision when he knows it is occurring. The term "advises" in-

cludes acts of independent contractors such as attorneys and ac-

countants in counseling a particular course of action. A "subordi-
nate" is any person, including an agent, over which the person has
direction, supervision, or control. Direction, supervision, or control
for this purpose includes only direct and immediate direction, su-

pervision, and control.

The burden of proof in imposing this penalty is on the Secretary.
In addition, all of the other procedural rules described in section
322 of the Act apply to this penalty.

In general, this penalty is in addition to ail other penalties pro-

vided by law except the penalty on income tax return preparers. If

either the return preparer penalties or this penalty may apply
with respect to any document the Secretary must elect which pen-
alty to pursue. It is possible, however, for such a tax advisor to be
subject to both this penalty and the promoter penalty (sec. 320 of
the Act).

This penalty, which is $1,000 for each return or other document
($10,000 in the case of returns and documents relating to the tax of

a corporation), can be imposed whether or not the taxpayer knows
of the understatements. The penalty can, however, be imposed only
once for any taxable period (or taxable event) with respect to docu-
ments relating to any one person. Thus, someone who assists two
taxpayers in preparing false documents would be liable for a $2,000
penalty whereas the penalty would be only $1,000 if he had advised
in the preparation of two false documents for the same taxpayer.
Similarly, an advisor who prepares a false partnership return and
ten false schedule K-l's for ten individual partners would be sub-

ject to an $11,000 penalty.
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Effective Date

This provision was effective on the day after the date of enact-
ment.

f. Fraud penalty (sec. 325 of the Act and sec. 6653 of the Code)*

Prior Law

Under prior law, if any portion of an underpayment of tax was
due to fraud, a civil penalty was imposed (as an addition to tax)
equal to 50 percent of the entire underpayment. Under prior law
(and present law), if part of an underpayment is attributable to

negligence or intentional disregard of rules and regulations, the
penalty was equal to 5 percent of the entire underpayment plus 50
percent of interest payable on the portion of the underpayment at-

tributable to negligence or disregard of rules and regulations for

the period beginning on the last date prescribed for payment of the
tax and ending on the date of assessment of the tax. This 50-per-
cent-of-interest addition was adopted in 1981.

In the case of the windfall profit tax, both the negligence and the
fraud penalty may apply to the same underpayment.

Reasons for Change

Congress decided that the fraud penalty should be conformed
with the interest-addition feature of the negligence penalty, this

will maintain the relative relationship between these two penalties
and assure that the negligence penalty can never exceed the fraud
penalty.

Explanation of Provision

The Act conforms the civil fraud penalty to the negligence penal-
ty by providing that, in addition to the 50-percent fraud penalty on
the entire underpayment, there is a penalty equal to 50 percent of
the interest payable on the portion of the underpayment attributa-
ble to fraud for the period beginning on the last date prescribed for

payment of the tax (without regard to any extension), and ending
on the earlier of the date of assessment or the date of payment of
the tax. Further, under the Act, the negligence penalty does not
apply in any case (including an underpayment of windfall profit

tax) in which the fraud penalty has been assessed.
Finally, when a joint return is filed, the interest addition does

not apply with respect to the spouse's tax unless some part of the
underpayment was due to the spouse's fraud.

Effective Date

The amendment applies to taxes the last day for payment of
which (without regard to any extension) is after the date of enact-
ment.

*For legislative background of the provision, see: H. Rep. No. 97-760 (August 17, 1982), pp.
577-578 (Joint Explanatory Statement of the Ckjmmittee of Conference).
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g. Penalty for frivolous returns (sec. 326 of the Act and new sec.

6702 of the Code)*

Prior Law

A taxpayer who files a protest return (such as one showing no
tax due because the U.S. is no longer on the gold standard) may be
subject to a penalty for failure to file a return, or for negligence or

fraud. These penalties, however, are measured as a percentage of

the underpayment of tax. Thus, under prior law, if a taxpayer paid

at least the correct amount of tax through estimated tax or wage
withholding, there was no penalty for filing a protest return. In ad-

dition, under prior law even when there was an underpayment, it

could take several years of administrative and judicial proceedings
before any penalty was imposed.

Reasons for Change

Congress was concerned with the rapid growth in deliberate defi-

ance of the tax laws by tax protestors. The Internal Revenue Serv-

ice had 13,600 illegal protest returns under examination as of June
30, 1981. Many of these protestors were induced to file protest re-

turns through the criminal conduct of others. These advisors fre-

quently emphasized the lack of any penalty when sufficient tax has
been withheld from wages. Congress believed that an immediately
assessable penalty on the filing of protest returns would help deter

the filing of such returns, and would demonstrate the determina-
tion of Congress to maintain the integrity of the income tax

system.

Explanation of Provision

The Act provides that an immediately assessable penalty of $500
is imposed on any individual who files any document which pur-

ports to be a return of income tax if (1) the document fails to con-

tain information from which the substantial correctness of the
amount of tax shown on the return can be judged or contains infor-

mation that on its face indicates that the amount of tax shown on
the return is substantially incorrect, and (2) such conduct arises

from a position taken by the taxpayer on the purported return
which is frivolous, or from a desire (which appears on the face of

the purported return), to delay or impede the administration of the
Federal income tax laws. The penalty will be imposed, therefore,

only on purported returns that are patently improper and not in

cases involving valid disputes with the Secretary.

For example, the penalty under this provision is immediately as-

sessable against any individual who files, as a purported Form
1040, a document appearing to be a Form 1040, but which contains

altered or incorrect descriptions of line items or other altered pro-

visions. Such purported "returns" are not designed to inform the
Secretary of the filer's taxable income and are not in processible

form. The penalty will be immediately assessable against any indi-

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 343; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 277-278; and H. Rep. No. 97-

760 (August 17, 1982), pp. 578 (Joint Explanatory Statement of the (Committee of Conference).
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vidual filing a "return" in which many or all of the line items are
not filled in except for references to spurious constitutional objec-

tions. Furthermore, the penalty is available against any individual
filing a purported return in which insufficient information to cal-

culate the tax is given or the information given is clearly inconsist-

ent (as where an individual claims 99 exemptions but lists only a
few dependents) or where the return otherwise reveals a frivolous

position or a desire to impede the tax laws. Moreover, the penalty
could be imposed against any individual filing a "return" showing
an incorrect tax due, or a reduced tax due, because of the individ-

ual's claim of a clearly unallowable deduction, such as a "gold
standard deduction" (i.e., a discount of dollars because the U.S. is

not on the gold standard) or a "war tax" deduction under which
the taxpayer reduces his taxable income or shows a reduced tax
due by that individual's estimate of the amount of his taxes going
to the Defense Department budget, etc. In contrast, the penalty
also will not apply if the taxpayer shows the correct tax due but
refuses to pay the tax. In such a case, of course, the Secretary can
assess and collect the tax immediately. The penalty also will not be
imposed if the taxpayer through mere inadvertence fails to use the
correct tax table or makes mathematical errors on his or her
return. If, however, the taxpayer deliberately uses incorrect tax
tables, for example, to impede the tax system and the purported
return otherwise satisfies the penalty requirements, the penalty
will apply.

This penalty is immediately assessable. The deficiency proce-

dures, under which the taxpayer would receive advance notice

before assessment, do not apply to this penalty. There is, however,
a provision allowing for district court review of the assessment on
payment of 15 percent of the amount assessed and the filing of a
claim for refund of the amount paid if the refund claim is refused
(see sec. 322 of the Act). This district court review is merely a de-

termination of whether the penalty under this provision was prop-

erly imposed and is not a review of the taxpayer's actual liability

for any income tax. The district court's opinion cannot, therefore,

have any res judicata or collateral estoppel effect on the issue of

the taxpayer's actual tax liability for the taxable year. This penal-

ty is in addition to all other civil and criminal penalties provided
by law.

Effective Date

This penalty applies to documents filed after the date of enact-

ment.
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h. Relief from criminal penalty for failure to file estimated tax
where a taxpayer falls within statutory exceptions (sec. 327 of
the Act and sec. 7203 of the Code) and Adjustments to Esti-

mated Tax Provisions (sec. 328 of the Act and sees. 6654, 6015,
6073, and of 6153 of the Code)*

Prior Law

Individuals

Under prior law, individuals were required to declare and pay es-

timated taxes under certain circumstances. An individual who
failed to pay in full an installment of estimated tax on or before
the due date could be subject to a civil penalty. There was no pen-
alty for failure to file a declaration of estimated tax.

There were four exceptions to the civil penalty for failure by an
individual to pay estimated taxes. No penalty was imposed if: (1)

total payments of estimated tax (withholding plus estimated tax
payments) equaled or exceeded the amount shown as tax on the
preceding year's return, if a return showing liability for tax was
filed for the preceding year and such preceding year was a taxable
year of 12 months; (2) total estimated tax payments generally
equaled or exceeded 80 percent or, in certain cases 66% percent of
the tax which would be due if the income already received during
the current year were placed on an annualized basis; (3) total tax
payments equaled or exceeded 90 percent of the tax which would
be due on the income actually received from the beginning of the
year to the end of the month before the month in which the install-

ment was due, as if such months constituted the taxable year; or (4)

total tax payments equaled or exceeded the tax based on the facts

shown on the return for, and the law applicable to, the prior year's
return under the current year's tax rates and exemptions.

Corporations

Under both prior or present law, any corporation subject to tax
is required to make payments of estimated tax if it reasonably ex-

pects to have an estimated tax liability for the taxable year of $40
or more. The estimated tax is payable in up to four installments
over the taxable year.

In general, under prior law, if the amount of any estimated tax
payment was not equal to the installment which would be required
to be paid if the estimated tax were equal to 80 percent of the
actual tax due, then a penalty was imposed, subject to certain ex-

ceptions.

Criminal penalty

In the case of both individuals and corporations, a criminal pen-
alty is imposed for willful failure to pay any estimated tax at the
time required by law. A person convicted for such willful failure is

guilty of a misdemeanor and could, under prior law, be fined not
more than $10,000 or imprisoned not more than 1 year (or both).

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 344; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 279-280; and H. Rep. No. 97-
760 (August 17, 1982), pp. 579-580 (Joint Explanatory Statement of the Ck)mmittee of Confer-
ence).
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together with the costs of prosecution. Under prior law, this crimi-
nal penalty could apply even if no civil penalty could be assessed
because one of the exceptions listed above was satisfied.

Reasons for Change

Congress believed the criminal penalty should expressly not
apply when no civil penalty attaches to the underpayment of esti-

mated taxes. The change merely codified prior administrative prac-
tice. Further, Congress believed that no civil penalty should apply
to individuals who fail to pay estimated tax if the individual had
no tax liability for the preceding taxable year. Finally, the require-
ment that individuals file declarations of estimated taxes was ter-

minated after 1982 as unnecessary.

Explanation of Provision

The Act provides that any individual or corporation that fails to
make any estimated tax payment, or underpays any estimated tax
payment, is not subject to the criminal penalty for such failure if

the civil penalty for such failure is not applicable because an ex-
ception to the civil penalty applies. In addition, the Act provides
that no civil estimated tax penalty may be imposed on an individu-
al if the individual had no tax liability for the preceding taxable
year, such taxable year was a taxable year of 12 months, and the
individual was a U.S. citizen or resident for the entire year.

Finally, the requirement for filing a declaration of estimated tax
for individuals is terminated after 1982. Other provisions of law
will, however, continue to function as if such declaration were
filed. In addition, the requirement of prior law that a taxpayer
must pay 100 percent of each installment when due is modified to

require payment only of an amount computed by taking into ac-

count the penalty provisions.

Effective Date

The provision with respect to the criminal penalties is effective

on the date of enactment. All the other provisions are effective for

taxable years beginning after 1982.

i. Criminal fines (sec. 329 of the Act and sees. 7201, 7203, 7206,
and 7207 of the Code)*

Prior Law

Under prior law, the penalties for major criminal tax offenses
were as follows: (1) any person who willfully attempted to evade or
defeat any tax or the pajrment thereof was guilty of a felony and, if

convicted, could be fined not more than $10,000 or imprisoned for

not less than 5 years, or both; (2) any person who was required to

file a return or to pay any tax or estimated tax who willfully failed

to do so was guilty of a misdemeanor and was punishable by a fine

of not more than $10,000 or imprisonment for not more than 1

year, or both; (3) any person who willfully filed a false declaration

*For legislative background of the provision, see: H. Rep. No. 97-760 (August 17, 1982), pp.
578-579 (Joint Explanatory Statement of the Committee of Conference).
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under penalty of perjury, aided or assisted in the preparation of a
false or fraudulent document, falsely executed any document under
the internal revenue laws, concealed goods, etc., with the purpose
of evading or defeating any tax or did certain other acts, was guilty

of a felony and upon conviction could be fined not more than
$5,000 or imprisoned for not more than 3 years, or both; and (4)

any person who willfully delivered any false or fraudulent docu-
ment to the Secretary, or did certain other acts, was guilty of a
misdemeanor and could be fined not more than $1,000 or impris-

oned for one year, or both.

Reasons for change

Congress believed that the maximum fine amounts, which had
not been increased for many years should be raised to revitalize

their deterrent effect.

Explanation ofprovision

The Act increases the maximum amount of fines under the
above provisions as recommended by the Department of Justice.

Thus, the maximum penalty for willful attempts to evade or defeat

tax ((1) above) is increased from $10,000 to $100,000 ($500,000 for

corporations); the maximum penalty for failure to file a return, etc.

((2) above) is increased from $10,000 to $25,000 ($100,000 for corpo-

rations); the maximum fine for filing false declarations, etc. ((3)

above) is increased from $5,000 to $100,000 ($500,000 for corpora-

tions); and the maximum fines for delivery of false documents ((4)

above) are increased from $1,000 to $10,000 ($50,000 for corpora-

tions). Congress intended that, as under prior law, these increased
fines should continue to be treated as supplements to, and not sub-

stitutes for, imprisonment.

Effective date

These increases became effective with respect to offenses commit-
ted after September 4, 1982.

j. Special rules with respect to certain cash (sec. 330 of the Act
and new sec. 6867 of the Code)*

Prior Law

Overview

In the usual case, the Secretary may not assess and may not
make notice and demand for payment of any tax unless he follows

certain procedures designed to allow the taxpayer to first contest
the existence and amount of the alleged deficiency. These proce-

dures include giving the taxpayer written notice of deficiency fol-

lowed by a 90-day period (150 days in the case of notices to persons
outside the United States) during which the taxpayer may petition

the Tax Court for review of the Secretary's determination. No as-

sessment may be made until after this 90-day period has expired or

•For legislative background of the provision, see: H. Rep. No. 97-760 (August 17, 1982), pp.
580-583 (Joint Explanatory Statement of the Committee of Conference).
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until after a decision of the Tax Court is final. This deficiency pro-
cedure need not be followed, however, when the Secretary reason-
ably believes that collection of an alleged deficiency will be jeop-
ardized by delay. In such a case, the Secretary may declare jeop-
ardy and immediately assess the tax, or may (in an appropriate
case) terminate the taxpayer's taxable year and assess the tax due
for that taxable period. The jeopardy and termination assessment
procedures permit immediate assessment of an alleged tax deficien-

cy without a pre-assessment notice of deficiency.

Both the jeopardy and termination assessment procedures re-

quire the Secretary to determine that there is a deficiency in tax
and that the collection of this deficiency is in jeopardy. Under prior

law, these procedures were not, therefore, well suited to cases in

which the Secretary had reason to believe that a tax is owing with
respect to an amount of property such as cash, but could not deter-

mine the proper owner of such property.

Jeopardy assessment

If the Secretary, generally through the district director, believes
that the assessment and collection of a deficiency in income, estate,

gift or certain excise taxes will be jeopardized by delay, he may
assess such deficiency and demand its immediate payment together
with any interest, additional amounts and additions to tax provided
for by law. The Secretary may reasonably believe that a collection

of a tax is in jeopardy where, for example, the taxpayer designs to

depart quickly from the United States or to conceal himself, to

place quickly his property beyond the reach of the United States,

or the taxpayer's financial solvency is imperiled. If after assess-

ment, notice, and demand the taxpayer fails to pay the assessed
amount, the Secretary may immediately enforce collection, subject
to the right of the taxpayer to stay the enforcement proceedings by
posting a bond.

Collection of the amount jeopardy assessed, or any portion there-

of, may be stayed by the taxpayer by filing a bond with the Secre-
tary equal to the amount with respect to which the stay is desired.

In such a case, the bond must be conditioned upon the payment of

the amount finally determined to be owing when due. Generally, if

assessment is made and property seized for collection of the as-

sessed amount, the property may not be sold until after the taxpay-
er has an opportunity for District Court review of the reasonable-
ness of the assessment and the amount thereof, and (if applicable)

the date on which a Tax Court decision with respect to the taxpay-
er's actual tax liability is final.

Termination assessment

When the Secretary finds that the collection of income tax for

the current or immediately preceding taxable year is in jeopardy
because the taxpayer designs quickly to depart from the United
States or to remove his property therefrom, or to conceal himself
or his property, or to do any other act tending to prejudice proceed-
ings to collect such tax, he may immediately terminate such tax-

able year, and assess and demand any deficiency he reasonably be-

lieves owing with respect to the taxable period terminated. A ter-

mination assessment is appropriate with respect to the income tax



229

for the current taxable year or the preceding taxable year, but not
after the due date (with extensions) of the return for the preceding
taxable year. In all other situations, the jeopardy assessment provi-

sions apply and the termination provision does not.

In the case of the current taxable year which is terminated
under the termination provision, the portion of the current taxable
year starting on the first day of the current taxable year and
ending on the determination date, is treated as a separate taxable
year. The taxpayer's tax for the period (less any prior termination
assessments) is then computed and assessed and notice and demand
therefor made. Any tax collected is treated as a payment of tax for

the applicable taxable year.

Judicial review of assessment

In both the jeopardy and termination assessment cases, the tax-

payer is entitled to an expedited review by the Secretary, through
the district director, of whether the determination of jeopardy was
reasonable under the circumstances and whether the amount as-

sessed and demanded was appropriate under the circumstances.
After review by the district director, the taxpayer is also entitled

to a review by the appropriate United States District Court. In the
District Court, the Secretary has the burden of proving that the de-

termination of jeopardy was reasonable under the circumstances,
while the taxpayer has the burden of proof with respect to the
amount assessed. This review procedure is directed only at the rea-

sonableness of the jeopardy assessment and the amount assessed.

The District Court's opinion is nonappealable, and is not a determi-
nation of the actual existence or amount of any deficiency due
from the taxpayer.

In m.aking their respective determinations, the district director

and District Court both may refer to information which became
available after the assessment is made.
The taxpayer is also entitled to a separate review by the District

Court or Tax Court of the actual existence of any tax deficiency on
which the jeopardy assessment was based. To facilitate this review,
the Commissioner must, in the case of a termination assessment,
mail a notice of deficiency to the taxpayer within 60 days of the
later of the due date of the taxpayer's return for the taxable year
in which or for which the termination assessment was made (with
extensions), or the date the taxpayer files such return. While the
Secretary may terminate a taxable year more than once, he need
not send out the notice of deficiency until after the close of the tax-

able year. In the case of a jeopardy assessment, the Secretary must
mail a notice of deficiency within 60 days of the assessment if one
has not already been mailed.

Reasons for Change

The termination and jeopardy procedures are designed to address
the case in which the Secretary reasonably believes, from all the
circumstances, that a deficiency in tax is owing from a particular
taxpayer and that the collection of such deficiency is in jeopardy. It

was unclear under prior law whether the jeopardy and termination
procedures were available to the Secretary when cash or its equiva-
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lent could not be associated with any particular person and the
Secretary could not, therefore, determine a deficiency in tax or its

amount for an identifiable person. Congress determined that the
jeopardy and termination procedures should be available when a
large amount of cash or its equivalent could not be associated with
a particular taxpayer.

Explanation of Provision

The Act adds a new provision designed to expedite jeopardy or
termination assessments when there is no known owner of large
amounts of cash.

The Act provides that the Secretary can presume that the collec-

tion of an amount of income tax is in jeopardy when an individual
in physical possession of more than $10,000 of cash or its equiva-
lent denies ownership of the cash and does not claim that such
cash belongs to another person the identity of whom is readily as-

certainable by the Secretary (and who acknowledges ownership). In
such a case, the Secretary may presume, for purposes of the jeop-

ardy or termination assessment provisions (1) that such cash repre-

sents gross income to a single individual for the taxable year of
possession taxable at a 50 percent rate, and (2) that the collection

of the tax on such cash would be jeopardized by delay. The Internal
Revenue Service cannot assess on the same cash twice.

Notice with respect to the assessment must be given to the
person found in possession of the cash. However, since that person
denies ownership of the cash, he may not prosecute any action with
respect to the cash. However, the true owner of the cash can come
forward and challenge the assessment and will be substituted retro-

actively for the possessor for all purposes (including establishing
lien priorities) as of the date of the original assessment. In addi-

tion, the true owner will continue to have the same rights as exist-

ed under prior law to recover his cash. Thus, the rights of the true
owner will date from the date of the original assessment. For ex-

ample, of the true owner does not request administrative review
within the proscribed time period, as measured from the original

assessment, he will forfeit this right.

The terms "cash" and "cash equivalent" include cash, foreign

currency, any bearer obligation and any other medium of exchange
which is of a type used frequently in illegal activities and specified

as a cash equivalent by the Secretary in regulations. In the usual
case, a cash equivalent will be valued at its fair market value,

except that a bearer obligation will be deemed to have a value
equal to its face amount.

Effective Date

This provision was effective the day after the date of enactment.



4. Administrative Summonses

a. Special procedures for third-party summonses and duty of

third-party recordkeepers (sees. 331 and 332 of the Act and
sec. 7609 of the Code)*

Prior Law

Under prior law, if an administrative summons was served on a
third-party recordkeeper summoning that person to produce the

records made or kept by the third-party recordkeeper with respect

to the business transactions or affairs of a person other than the

person summoned, then notice of the summons was also required to

be given to the person whose records had been summoned (the noti-

cee) within 3 days of the day on which the summons was served

but not less than 14 days of the day fixed to examine the records.

Such notice had to be accompanied by a copy of the summons
served and had to contain directions and materials on how the no-

ticee could stay compliance with the summons. For these purposes,

a third-party recordkeeper was a bank or similar financial institu-

tion, a consumer reporting agency, a credit card company, a bro-

kerage house, an attorney, or an accountant.
The noticee could stay compliance with a third-party summons if

the noticee notified the recordkeeper in writing, not later than the

14th day after the day notice was given, not to comply with the

summons and mailed a copy of this notice to the Secretary by reg-

istered or certified mail. To enforce the summons, the Secretary

then had to seek an order of a United States District Court compel-
ling compliance, at which time the third-party recordkeeper or the

noticee could assert its defenses for noncompliance. Unless the no-

ticee staying compliance consented, no examination of the sum-
moned records could be made until the expiration of the period for

notice not to comply or, if such notice was given, until the court

authorized examination.
To enforce third-party recordkeeper summonses, the Secretary

must meet the requirements set out by the Supreme Court in

United States v. Powell, 379 U.S. 48 (1964). Thus, the Secretary

must show that (1) the investigation will be conducted pursuant to

a legitimate purpose, (2) the inquiry may be relevant to that pur-

pose, (3) the information sought is not already within the Commis-
sioner's possession, and (4) the administrative steps required by the

Internal Revenue Code have been followed.

In addition, the Secretary must at all times use his summons au-

thority in good faith pursuant to the Congressionally authorized

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sees. 351 and 352; S. Rep. No. 97-494, Vol 1 (July 12, 1982), pp. 281-284; and H. Rep.

No. 97-760 (August 17, 1982), pp. 583-584 (Joint Explanatory Statement of the Committee of

Conference).

(231)
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purposes described in section 7602. Under prior law, these purposes
were (1) asertaining the correctness of any return, (2) making a
return where none has been made, (3) determining the liabiUty of
any person for any internal revenue tax, or (4) collecting any such
liability. A summons, including a third-party summons, was au-
thorized only for those prescribed purposes.
Pursuant to a purpose specified in section 7602, a summons could

be issued to summon a person liable for a tax or required to per-
form an act, or any person having possession, custody, or care of
the books of account of such a person, or to summon any other
person the Secretary deemed proper to appear before the Secretary
and to produce such records or give such testimony as was relevant
to the inquiry. In general, a summons issued to determine the iden-
tity of a person having a numbered account (or similar arrange-
ment) with a bank or similar financial institution, or in aid of the
collection of tax from a person against whom an assessment had
been made or judgment rendered, or in aid of the collection of tax
from a transferee or fiduciary of a person against whom an assess-
ment had been made, was not treated as a third-party recordkeeper
summons.
Under prior law, there was no requirement that third-party rec-

ordkeepers immediately proceed to assemble summoned records.

Reasons for Change

The prior law rules relating to summonses of third-party record-
keepers were enacted in 1976 to protect the rights of persons whose
records were held by third parties. However, the automatic stay
provisions enacted in 1976 were such that noticees have frequently
delayed enforcement of summonses without regard to the merits of
any objection they might have. As a result, the Internal Revenue
Service prevailed in the vast majority of actions it brought to en-
force third-party summonses. Indeed, most noticees failed to con-
test the summonses when the Internal Revenue Service sought en-
forcement.
Congress believed that shifting the burden of commencing litiga-

tion with respect to the validity of a third-party recordkeeper sum-
mons would eliminate most of the fruitless delay permitted under
prior law without adversely affecting the rights of noticees.
Delay also occurred under prior law because recordkeepers hesi-

tated to incur the expense of complying with third party summons-
es until they were certain that the noticee had not contested the
summons. Congress believed that recordkeepers should prepare to
comply as soon as possible, and that recordkeepers should be pro-
tected from liability for wrongful disclosure when the Internal Rev-
enue Service certifies that the noticee is not contesting the sum-
mons.
At the same time. Congress believed that barter exchanges ought

to be granted status as third-party recordkeepers. This is because
barter exchanges often hold records for their customers or keep re-

cords of barter exchange transactions. Such records may have tax
significance. Customers of barter exchanges are, therefore, entitled
to the procedural protections which derive from third-party record-
keeper status.
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Explanation of Provision

Right to petition for quash of summons

Under the Act, a noticee whose records are summoned and who
is, therefore, entitled to notice of the summons and who wishes to

prevent compKance with the summons by the recordkeeper, must
begin a civil action in court to quash the summons not later than
the 20th day after the day notice of the summons is given. Subject
only to the local rules of the relevant Federal district court, the di-

rections and materials provided with the summons should enable
the noticee to make the filing to quash the third-party summons.

If the noticee initiates a proceeding to quash the summons, the
noticee is required to mail (by registered or certified mail) a copy of

the petition to the recordkeeper, and a copy to the Secretary,

within this 20-day period. Unless the noticee whose records were
summoned consents, no examination of the summoned records is

allowed before the close of the twenty-third day after notice is

given (17th day under prior law), or if a proceeding to quash is

begun, until the court so orders or the taxpayer consents.

Congress intended that all matters relating to the third-party

summons would be resolved by the court in any proceedings insti-

tuted by the noticee under this provision. Thus, the Secretary could
use this occasion to seek to compel compliance with the summons.
The recordkeeper has the right to intervene in the proceeding to

quash the summons, and is bound by any decision in such proceed-
ing, even if it does not intervene.

Jurisdiction with respect to such actions resides in the district

court for the district in which the summoned person resides or is

found. Generally, therefore, venue in such a case will be in the ju-

dicial district where summons is served on the third-party record-

keeper.
An order of the district court denying the petition to quash this

summons is a final, appealable order. No change was made by the
provision with respect to appeals rights and procedures and the
conditions under which stays of enforcement may be granted be-

cause Congress believed the relatively strict attitude adopted by
the courts under prior law is appropriate and that the rules gov-

erning appeals and stays should continue to be developed in a flexi-

ble manner by the courts.

Although an action to quash the summons must be instituted by
the noticee, the ultimate burden of persuasion with respect to its

right to enforcement of the summons remains on the Secretary, as
under prior law. Thus, the Secretary must meet all the require-

ments of United States v. Powell, 379 U.S. 48 (1964), including a
showing that the individual investigation will be conducted pursu-
ant to a legitimate purpose, that the inquiry may be relevant to

that purpose, that the information sought is not already within the
Commissioner's possession, and that all the administrative steps re-

quired by the Internal Revenue Code have been followed. As a de-

fense to the enforcement of the summons, the taxpayer may show
that the taxpayer's case has been referred to the Department of

Justice (see. Limitation on Use of Administrative Summonses, sec.

333 of the Act).
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Duty of third-party recordkeepers

The Act requires third-party recordkeepers to proceed to assem-
ble summoned records upon receipt of the summons and to be pre-

pared to produce the records on the date specified for their exami-
nation. Thus, the recordkeeper is not permitted to wait until after

the 20-day period in which the taxpayer would have the right to

seek to quash the summons before assembling the summoned re-

cords. Of course, such recordkeepers may be entitled to reimburse-
ment for their costs under section 7610 regardless of whether the
summons is enforced. After expiration of the 23-day period, the Act
permits the Secretary to certify to the recordkeeper that no pro-

ceeding to quash had been initiated or that the noticee has consent-

ed to compliance with the summons. Any recordkeeper who makes
a disclosure of records pursuant to a court order or in reliance on
the Secretary's certification that no proceeding to quash had been
commenced or that the noticee has consented to compliance with
the summons is not liable to the taxpayer for the disclosure.

Effective Date

The provisions are applicable with respect to summonses initially

served after December 31, 1982.

b. Limitation on use of administrative summonses (sec. 333 of the

Act and sec. 7602 of the Code)*

Prior Law

Under prior law, the Secretary could issue summonses for the

purpose of ascertaining the correctness of any return, making a
return where none had been made, determining the liability of any
person (including transferees or fiduciaries) for any internal reve-

nue tax, or collecting any such liability. In pursuit of one of these

purposes, the Secretary was authorized to examine any books, re-

cords, etc., which could be relevant or material to such an inquiry;

to summon the person liable for the tax, or required to perform the

act or any officer or employee of such person, or any third-party

recordkeeper, or any other person the Secretary deemed proper, to

produce such books, records, etc., or give such testimony under
oath as may be material or relevant to such inquiry.

In order to enforce such an administrative summons, the Secre-

tary was required to meet the requirements of United States v.

Powell, 379 U.S. 48 (1964) (Powell) and United States v. LaSalle Na-
tional Bank, et al, 437 U.S. 298 (1978) (LaSalle). Under Powell, the

Secretary must show that (1) the investigation will be conducted
pursuant to a legitimate purpose, (2) the inquiry may be relevant

to that purpose, (3) the information sought is not already within
the Commissioner's possession, and (4) the administrative steps re-

quired by the Internal Revenue Code have been followed. In addi-

tion, the Secretary is required at all times to use the summons au-

thority in good faith in pursuit of the Congressionally authorized

•For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 353; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 285-287; and H. Rep. No. 97-

760 (August 17, 1982), p. 584 (Joint Explanatory Statement of the Committee of Conference).
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purposes described in section 7602. Under LaSalle, the Secretary
could not use an administrative summons once the Internal Reve-
nue Service had referred the case to the Department of Justice for

prosecution, or had made an institutional commitment to refer the
case to the Department for criminal prosecution.

Reasons for Change

, Under LaSalle, the Secretary could not use an administrative
summons once the Internal Revenue Service had referred a case to

the Department of Justice for prosecution or had made an institu-

tional commitment to refer a case to the Department for criminal
prosecution. The prior law rule that spawned protracted litigation

concerning the existence of any institutional commitment of the
Service without meaningful results for taxpayers. Congress be-

lieved that summons enforcement proceedings should be summary
in nature and discovery should be limited. See United States v. Kis,

658 F.2d 526 (7th Cir. 1981).

Many tax investigations by the Internal Revenue Service have
both civil and criminal aspects. Congress believed that a clear defi-

nition of when the power to issue an administrative summons
exists and when it does not exist in cases with a criminal aspect
would simplify administration of the laws without prejudicing the
rights of taxpayers. Thus, the Act establishes a mechanical test for

determinating when the power to issue a summons ceases to exist.

To permit the drawing of a clear distinction, it was necessary to

expand the purposes for which an administrative summons may be
issued by the Internal Revenue Service.

Explanation of Provision

Under the Act, the Secretary may not issue any summons or
commence any action to enforce a summons if a Justice
Department referral is in effect with respect to the person whose
tax liability is in issue. A Justice Department referral is in effect

with respect to any person if the Secretary recommends to the At-
torney General either (1) a grand jury investigation or (2) criminal
prosecution of such person for any offense connected with the in-

ternal revenue laws, or (3) the Attorney General (or Deputy Attor-
ney General or Assistant Attorney General) makes a written re-

quest to the Secretary for a return of, or return information relat-

ing to, a taxpayer which request sets forth the need for disclosure
for tax administration purposes. A Justice Department referral

ceases to exist when the Attorney General notifies the Secretary,
in writing, that he will not prosecute such taxpayer for any offense
connected with the administration or enforcement of the internal
revenue laws; that he will not authorize a grand jury investigation
of such person with respect to such offense; that he will discontin-

ue any such grand jury investigation; that a final disposition has
been made of any criminal proceeding pertaining to the enforce-
ment of the internal revenue laws which was instituted by the At-
torney General against such taxpayer; or the Attorney General,
Deputy Attorney General, or an Assistant Attorney General noti-

fies the Secretary, in writing, that he will not prosecute such
person for any offense connected with the administration or en-
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forcement of the internal revenue laws and which relates to any
written request for return or return information.

Each taxable period (or, in the case of excise taxes, each taxable
event) must be treated separately. Thus, the Secretary may issue a
summons for one taxable year even if a Justice Department refer-

ral is in effect with respect to the taxpayer for another taxable
year. Moreover, once a Justice Department referral ceases to exist

for a taxable period, the Secretary may issue a summons to pursue
either a criminal or civil investigation for that period.

Under prior law, the use of administrative summonses was limit-

ed to the determination and collection of taxes. The Act expands
this authority to include the right to issue a summons for the pur-

pose of inquiring into any offense connected with the administra-
tion or enforcement of the Internal Revenue laws, even when the
criminal investigation is the sole investigation.

The Act does not in any way alter the other requirements under
prior law that the Secretary make the showings required under
Powell. Further, this provision is in no way intended to broaden
the Justice Department's right of criminal discovery or to infringe

on the role of the grand jury as a principal tool of criminal accusa-
tion. Congress expected that the Justice Department would
continue to have primary responsibility for criminal prosecutions
under the tax laws.

Effective Date

This provision became effective the day after the date of enact-

ment.



5. Pension Withholding and Recordkeeping

a. Withholding on pensions, annuities, and certain other deferred

income (sec. 334(a) and (d) of the Act and sees. 3402 and 3405

of the Code)

Prior Law

Under prior law, income tax generally was not required to be
withheld from benefits paid under a tax-qualified pension, profit-

sharing, or stock bonus plan, under a tax-sheltered annuity pro-

gram or under an IRA (an individual retirement account or annu-
ity or a U.S. retirement bond). Also, payments under a commercial
annuity contract generally were not subject to withholding. Howev-
er, tax was required to be withheld on an annuity payment if a
voluntary withholding request by the recipient was in effect.

Reasons for Change

Congress concluded that a more effective withholding system
which applies both to annuities and other types of distributions

from pension, etc., plans will assist taxpayers in better understand-

ing and complying with the tax laws in regard to pension payments
and will relieve these taxpayers of estimated tax burdens and pen-

alties. In particular. Congress believed that a wage-based voluntary

withholding system will reduce recordkeeping and estimated tax

burdens on the elderly.

Explanation of Provision

Withholding required

The Act provides that payors generally will be required to with-

hold tax from all designated distributions (the taxable part of pay-

ments made from or under a pension, profit-sharing, stock bonus,

or annuity plan, an employer deferred compensation plan where
the payments are not otherwise considered wages, an IRA, or a
commercial annuity contract (whether or not the contract was pur-

chased under an employer's plan for employees)). A commercial an-

nuity is an annuity, endowment, or life insurance contract issued

by an insurance company licensed to do business under the laws of

any State. Certain loans from employee plans and IRAs will also be
considered distributions subject to withholding. The Act does not

change the withholding rules with respect to payments made to

nonresident aliens.

Whether a plan is an employer deferred compensation plan is de-

termined under the usual income tax rules. For example, payments
of the distributive share of a retiring partner's partnership interest

are not considered payments from or under an employer deferred

compensation plan.
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The withholding rate on a designated distribution is determined
by the nature of the distribution. Tax will be withheld on periodic

payments (typically, annuity payments) as if those payments were
wages paid by an employer to an employee for the appropriate pay-
roll period (subject to the usual rules for personal and other exemp-
tions from withholding). The Act does not permit a payee to desig-

nate a specified dollar amount to be withheld in lieu of wage with-
holding. It is anticipated that the Secretary of the Treasury will

provide guidance to determine the appropriate payroll period. Be-
cause tax will generally be withheld on periodic payments pursu-
ant to the recipient's withholding certificate, a married recipient

whose spouse is not a wage earner will not be subject to withhold-
ing tax on periodic payments payable at an annual rate of up to

$6,400 (for 1983), if both the wage earner and the wage earner's

spouse are at least age 65 and a withholding certificate is filed. If

no certificate is filed, the amount withheld will be determined by
treating the payee as a married individual claiming three with-

holding exemptions. Thus, for 1983, there would be no withholding
on pensions payable at an annual rate of $5,400 or less. However,
to prevent possible under-withholding where a recipient has other
income, and to insure that recipients are aware that periodic pay-
ments are taxable, a payor will still be required to notify every an-

nuity recipient of the withholding rules.

For nonperiodic payments, tax generally will be withheld at a 10

percent rate. In the case of a qualified total distribution (generally,

a distribution within one taxable year of the recipient, of the bal-

ance to the credit of the participant under a qualified pension, etc.,

plan (sec. 401(a) or 403(a)), tax will be withheld under special rules

designed to reflect the 10-year forward income averaging and capi-

tal gains treatment provided for lump sum distributions. In the
case of a qualified total distribution under a qualified pension, etc.,

plan or a tax-sheltered annuity contract (sec. 403(b)) which is made
on account of a participant's death, the withholding rules will take
into account the exclusion provided for employer-provided death
benefits (whether or not actually allowable to the payee).

Under the Act, accumulated deductible employee contributions

(sec. 72(o)(5)(B) under an employer's plan are treated separately in

determining if there has been a qualified total distribution.

With respect to any designated distribution, the maximum
amount withheld is not to exceed the sum of the amount of money
and the fair market value of other property (other than employer
securities (within the meaning of sec. 402(a)(3))) received in the dis-

tribution. Thus, no payor will be required to liquidate employer se-

curities qualifying for special deferral of net unrealized apprecia-

tion merely to satisy the withholding rules. In addition, no payor
will be required to withhold on a loan amount which is treated as a
distribution made on a date subsequent to the date on which the
loan was made.

Elections

Under the Act, recipients may elect, for any reason, not to have
the withholding rules apply to any distribution (whether a periodic

payment or a nonperiodic payment). A recipient's election with re-

spect to periodic payments is effective until revoked. A recipient's
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election with respect to a nonperiodic payment generally will be ef-

fective only for the distribution for which it is made. However, to

the extent provided in regulations to be issued by the Secretary of

the Treasury, an election may apply to subsequent nonperiodic
payments made by the payor to the payee under the same plan or

arrangement.

Notices

Payors are required to notify recipients of their right to elect not

to have the withholding rules apply, including the right to renew
or revoke such an election. Congress expects that the notice will

also advise recipients that penalties may be incurred under the es-

timated tax payment rules if the payments of estimated tax are not

adequate and sufficient tax is not withheld from any designated

distributions. The form and content of the notice will be deter-

mined by the Secretary of the Treasury.
For periodic payments, the notice is required not earlier than 6

months before the date on which the payor anticipates that the

first payment will be made, and not later than when making the

first payment. In addition, in every case, the notice is required to

be provided to the recipient when making the first payment. For
purposes of the withholding rules relating to periodic payments, if

the payments are suspended (for example, by reason of a retiree's

return to the service of the employer), the first periodic payment
made after the suspension will be treated as a first periodic pay-

ment. In addition, the Act requires that payors of periodic pay-

ments notify payees at least once each year of the right to make,
renew, or revoke the withholding election.

With respect to a nonperiodic payment, the Act requires the

payor to provide notice of the right to elect not to have income tax

withheld at the time of the distribution. The Act also permits
Treasury regulations to require earlier notice by the payor in cer-

tain cases. For example, unless recipients of lump sum distribu-

tions are notified of their rights to elect not to have withholding
apply before they receive their distributions, they may be unable to

transfer the full amount eligible for a tax-free rollover. In order to

prevent this result it is anticipated that Treasury regulations will

require that recipients of total distributions from qualified plans be
informed, within a reasonable time before plan distributions are

made, of their right not to have withholding apply.

Liability for withholding

The payor of a designated distribution generally is required to

withhold tax from the distribution and is liable for payment of the

tax withheld. However, with respect to a tax-qualified pension, etc.,

plan (sec. 401(a) or 403(a)), or an employee stock ownership plan
maintained pursuant to section 301(d) of the Tax Reduction Act of

1975, the plan administrator (sec. 414(g)) is required to withhold
and is liable for withheld tax, unless the plan administrator (1) di-

rects the payor of any designated distribution to withhold the tax,

and (2) provides the payor such information with respect to such
withholding as the Secretary of the Treasury may require by regu-

lations.
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Annuity payments and other distributions under the Civil Serv-
ice Retirement System are subject to the income tax withholding
rules. Congress intends that the cost of administering the withhold-
ing rules will be borne by the Civil Service Retirement System.

Coordination with other provisions

The Act's rules for designated distributions will not apply to

amounts paid as wages subject to the usual wage-withholding rules.

In addition, the rules of prior law for income tax withheld from
wages will apply to amounts withheld from designated distribu-

tions. With respect to designated distributions, the Act replaces the
provisions of prior law which permitted voluntary withholding on
amounts paid as an annuity.

Effective Date

In general, the withholding rules apply to designated distribu-

tions made after December 31, 1982. For purposes of applying the
rules to periodic payments which commence prior to January 1,

1983, the first periodic payment after December 31, 1982, is consid-

ered the first periodic payment made. Thus, unless the recipient

otherwise elects, withholding is required with respect to any peri-

odic payment made after December 31, 1982, and the payor must
notify the recipient of his right to elect not to have withholding
apply no later than when making such payment.
Congress recognized the difficulty some payors may have in im-

mediately complying with the new withholding requirements for

annuity payments. Accordingly, the civil and criminal penalties for

failure to withhold tax will not apply to any failure before July 1,

1983, if the payor made a good faith effort to withhold, and actual-

ly withholds from payments made after July 1, 1983, and before
January 1, 1984, sufficient amounts to satisfy the pre-July 1983 re-

quirements. No relief is provided for any failure to timely pay over
any amounts that are in fact withheld. Also, the Secretary is au-
thorized, on a case-by-case basis, to exempt payors from any obliga-

tion to withhold with respect to pre-July 1983 payments if the
payor has attempted to comply in good faith, has a plan to assure
its ability to comply by July 1, 1983, and cannot comply on Janu-
ary 1, 1983, without undue hardship. If such a waiver of the with-

holding obligations is granted, the payor will not be required to

make up the withholding obligation out of post-June 1983 pay-
ments.

b. Pension reporting and recordkeeping requirements (Sec. 334(a)
and (b) of the Act and sees. 6047 and 6704 of the Code)

Prior law

Under prior law, distributions under a tax-qualified pension, etc.,

plan or annuity contract were required to be reported only if the
amount includible in income totaled $600 or more for the calendar
year. Distributions from an IRA are required to be reported with-

out regard to the amount of the distributions. Penalties generally
apply to any person failing to file a required report.
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Under prior law, no separate penalty was imposed for failure to

maintain a data base sufficient to provide required reports.

Reasons for Change

Congress believed that is to important for participants and the

Internal Revenue Service to have the information necessary to de-

terntine the proper tax treatment of pension distributions, and that

it is more efficient to require such informatin to be provided by the

relatively more sophisticated and automated payors of pensions

than the individuals who receive pensions. Further, to insure that

payors can provide accurate information to participants and the In-

ternal Revenue Service, the Congress concluded that it is necessary

to insure that payors maintain adequate records.

Explanation of Provisions

Reports

To improve compliance, the Act provides for reporting of neces-

sary information by employers, plan administrators, and issuers of

insurance or annuity contracts. The form and manner of reporting

will be determined under forms or regulations prescribed by the

Secretary of the Treasury. Congress expects that these reports will

include information sufficient to identify the total amount of the

distribution, the amount of accumulated deductible employee con-

tributions, the amount of nondeductible employee contributions,

the amount of capital gain, the amount of ordinary income, the

cost basis of any employer securities included in a distribution, and
possibly, in the case of qualified total distributions, information re-

garding the 5-year rule and separation from service rule, and such
other information as the Secretary, by forms or regulations re-

quires.

For purposes of the Act's reporting rules, an exchange of insur-

ance contracts under which any designated distribution may be
made (including a section 1035 tax-free exchange) is intended to be

a reportable event even though no designated distribution occurs in

the particular transaction. Thus, to insure proper reporting of any
designated distributions under the new contract it is anticipated

that, under regulations to be issued by the Secretary, the issuer of

the contract to be exchanged will be required to provide informa-

tion to the policyholder, the issuer of the new contract, and such
other persons as the Secretary may require.

Recordkeeping

The Act also provides a new penalty where the data base needed
for reports is not maintained. The penalty applies whether or not

reports are due for the period during which the recordkeeping fail-

ure occurs. No penalty will be imposed for a failure to meet the

recordkeeping rules when the failure is due to reasonable cause

and not willful neglect. Also, no penalty will be imposed on a
person for a recordkeeping failure that is due to a prior failure

with respect to which the penalty has already been imposed on
that person or for a recordkeeping failure which occurs before
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1983, if all reasonable efforts have been made to correct the prior

failure.

With respect to post-enactment data, it is expected that these
recordkeeping requirements will be strictly enforced. However, to

the extent that a person is required to determine required informa-
tion applicable to pre-1983 service, a person shall be treated as
having made all reasonable efforts to correct a pre-1983 record-

keeping failure if such person uses whatever records may be rea-

sonably accessible and makes whatever calculations are necessary
to determine the required information. For example, if a plan or an
employer maintaining the plan has, or has access to, only the plan
documents and the records of employee compensation for the pre-

1983 period, it may derive employer and mandatory employee con-

tributions based on that data.

If the employer or the employee has payroll data indicating

amounts of contributions made through payroll withholding, those
records may be used to derive voluntary employee contributions,

mandatory contributions and, if applicable, matching employer
contributions.

If accessible records are insufficient to make an approximation of

the required information, the person may make a reasonable esti-

mate. For example, if records are available with respect to a repre-

sentative number or employees, the person may estimate informa-
tion for other similarly situated employees based on those records.

Effective Dates

The reporting requirements and voluntary withholding rules are
effective on January 1, 1983, and the recordkeeping penalties are
effective on January 1, 1985.

c. Partial rollovers of IRA distributions (sec. 335 of the Act and
sec. 408 of the Code)

Prior Law

Amounts received from an individual retirement account or an-

nuity (IRA) generally are taxed in full as ordinary income, because
neither the contributions nor the earnings thereon have been sub-

ject to tax previously (sec. 408(d)). However, an exception is pro-

vided for certain distributions which are rolled over to another eli-

gible retirement plan. There is no requirement that the entire bal-

ance in the IRA be distributed, but under prior law the distribution

qualified for tax-free rollover treatment only if the entire amount
received in the distribution was in fact, rolled over to another eligi-

ble retirement plan within 60 days of the date of the distribution.

A lump-sum distribution from a qualified pension, etc., plan or a
complete distribution upon termination of such a plan is not in-

cludible in a participant's gross income to the extent that the par-

ticipant makes a rollover contribution to an IRA or to another
qualified plan within 60 days of the date of the distribution (sec.

402(a)). If the participant makes a rollover contribution of less than
the full amount eligible for rollover treatment, the amount re-

tained is teixed in the year of receipt as ordinary income and is not
eligible for special 10-year income averaging.
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Thus, while under prior law a participant could take a partial

distribution from an IRA and qualify for tax-free rollover treat-

ment only if the entire distribution was rolled over, a participant

in a qualified plan who received a total distribution could qualify

for tax-free rollover treatment to the extent of any partial rollover.

Reasons for Change

Because prior law did not permit partial rollovers from IRAs, im-

position of withholding taxes on IRA distributions could cause the

entire distribution to be taxed to the recipient, whether or not any
amount were, in fact, rolled over to another eligible retirement

plan. Congress concluded that it is appropriate to permit partial

rollovers from IRAs to prevent this result.

Explanation of Provision

Under the Act, a distribution from an IRA is not includible in

the recipient's gross income to the extent that the recipient makes
a rollover contribution to another eligible retirement plan within

60 days after the receipt of the distribution.

If the recipient makes a rollover contribution of less than the

full amount of the distribution, the amount retained is taxed in the

year of receipt as ordinary income.

Effective Date

The provision applies to distributions made after December 31,

1982.



6. Foreign Transactions

a. Access to records and persons not found in the United States
(sees. 336, 337, and 342 of the Act and sec. 7701 and new sec.

982 of the Code)*

Prior Law

Documents held abroad.—Under prior law, an administrative
summons could be directed to a U.S. person outside the United
States. However, it may not have been enforceable because section
7604 and other operative sections of the Code specifically conferred
jurisdiction to enforce the summons on a District Court only when
a person resided or was found in a judicial district of the United
States. Because a U.S. citizen or resident living abroad may not
have resided in or been found in a judicial district of the United
States there may have been no district court that could enforce a
summons served on such a person.
Under current law, proper service of summons is accomplished

only when an attested copy is delivered in hand to the person to
whom it is directed, or left at his usual place of abode (sec. 7603).

The Commissioner may issue summonses to examine any books,
papers, records, or other data that may be relevant or material to a
tax inquiry. To enforce an administrative summons, the Commis-
sioner must show that (1) the investigation will be conducted pur-
suant to a legitimate purpose, (2) the inquiry may be relevant to

that purpose, (3) the information sought is not already within his

possession, and (4) the administrative steps required by the Code
have been followed. To the extent that a summons is overbroad it

is invalid, because to that extent the inquiry is irrelevant to a le-

gitimate purpose. In addition, the Secretary must at all times use
the summons authority in good faith.

There was, under prior law, generally no procedure to require
timely production of documents held abroad.

Treaty benefits.—The Internal Revenue Code generally imposes a
30-percent tax on the gross amount of certain passive income which
arises from U.S. sources and is paid to foreign persons. The 30-per-
cent tax on such gross amounts is collected by withholding at the
source. The person required to withhold the tax (the "withholding
agent") may be the actual payor of the income or certain agents of
the payor, such as banks or other financial intermediaries, which
have control over, or custody of, such income.
Tax treaties between the United States and other countries com-

monly provide, on a reciprocal basis, for reduced rates or elimina-
tion of U.S. tax on various categories of passive income paid to resi-

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 372; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), p. 298; and H. Rep No. 97-760
(August 17, 1982), pp. 590-594.
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dents of such other countries. Generally, under current regulations,

a foreign recipient of U.S. source passive income may obtain a re-

duction or elimination of U.S. tax on such income under an appli-

cable treaty if the recipient provides the payor or other person

having control of such income with a completed Internal Revenue
Service Form 1001. The Form 1001 identifies the owner of the

income, states the character of the income, and contains a state-

ment that the recipient qualifies for the relevant treaty benefits.

In addition, regulations prescribe an "address method" for ob-

taining reduced rates of withholding tax for U.S. source dividends

paid to foreign persons which is different from the Form 1001 pro-

cedure that applies to other types of passive income. Under the ad-

dress method, a recipient of U.S. source dividends who has an ad-

dress in a country with which the United States has a tax treaty

will, with limited exceptions, be presumed to be a resident of such
country for purposes of obtaining reduced rates of tax on dividends

under the treaty. The pertinent regulations provide that the with-

holding agent may withhold on dividends at the reduced treaty

rates in reliance upon the foreign address of the recipient unless

the agent has knowledge that the recipient is not a resident of the

country under whose treaty the reduced rates are claimed.

Reasons for Change

Documents held abroad.—The Congress believed that the Federal
courts should be able to enforce a properly served administrative

summons on a U.S. citizen or resident abroad.
In addition, the Congress intended to discourage taxpayers from

delaying or refusing disclosure of certain foreign based information

to the Internal Revenue Service.

Treaty benefits.—The need to limit treaty benefits to those per-

sons who are justifiably entitled to such benefits is particularly

acute because of the large number of income tax treaties with low
tax bank secrecy jurisdictions. Congress had repeatedly shown its

concern about the vulnerability of the treaty system to manipula-
tion. In June of 1982, the Subcommittee on Commerce, Consumer,
and Monetary Affairs of the House Government Operations
Committee held a hearing on the use of foreign addresses by U.S.

individuals to evade tax by posing as nonresident aliens. The Sub-
committee on Oversight of the House Committee on Ways and
Means held hearings in April 1980 about abuses of income tax trea-

ties and in April 1979 about the abuse of offshore tax havens.

These hearings demonstrated that substantial amounts of passive

income, which would be tax-free in the hands of foreigners, find

their way into the hands of U.S. persons and residents of nontreaty
countries who should be paying tax on those amounts. The hear-

ings reflected concern about the use of treaties by those not justifi-

ably entitled to their benefits (so-called "treaty shopping").

The Internal Revenue Service and Treasury believed that the
current procedures are insufficient for insuring that U.S. persons

do not pose as foreigners entitled to tax treaty benefits and that

foreigners do not take advantage of treaties of countries of which
they are not resident. The Congress shared these concerns regard-

ing the improper obtaining of treaty benefits and agreed that the
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current procedures are insufficient. The address system of with-
holding of tax on U.S. source dividends is particularly vulnerable
to abuse. The Form 1001 filing procedure which applies to income
other than dividends is similarly subject to abuse in that it re-

quires a person claiming treaty benefits only to submit an unveri-
fied, self-serving statement to a withholding agent, who is entitled
to rely on that statement for purposes of reducing the amount of
tax withheld.

Explanation of Provisions

Documents held abroad.—The Act establishes jurisdiction for

summons enforcement actions involving U.S. citizens or residents
living abroad in the United States District Court for the District of
Columbia. This is accomplished by treating a citizen or resident of
the United States who does not reside in any U.S. judicial district,

and who is not found in any U.S. judicial district, as residing in the
District of Columbia for tax purposes relating to jurisdiction of
courts and enforcement of summons.
The Act does not affect the requirements for proper service of a

summons. Accordingly, the provisions of prior and present law that
require delivery by hand or leaving of the summons at the usual
place of abode will have to be complied with (sec. 7603).

In addition, the Act adds a formal document request procedure to

the Code. The Act provides that if a taxpayer fails to "substantially
comply" with a "formal document request" arising out of an exam-
ination of the tax treatment of any item, upon motion of the Secre-
tary, any court having jurisdiction over a civil tax proceeding in

which the tax treatment of the examined item is at issue shall pro-

hibit the introduction into evidence by the taxpayer of any "for-

eign-based documentation" covered by such request. This exclusion
from evidence does not apply to any documentation that was pro-

vided to the Secretary within 90 days, or a later date set by the
Secretary, of the mailing of the request.
Whether a taxpayer has substantially complied with a formal

document request will depend on all the facts and circumstances.
For instance, if the Internal Revenue Service presents a taxpayer
with a formal document request for 10 items and the taxpayer pro-

duces 9 of them but fails (without reasonable cause) to produce the
one requested document that appears to a court to be the most sig-

nificant item, a court may decide that there has not been substan-
tial compliance and exclude all of the items. However, when the
Service issues multiple requests in the course of an audit, and
when, for example, the taxpayer fails to comply with one particu-

lar request for only one document, the taxpayer's timely satisfac-

tion of other requests is one factor (but not the only factor) to be
considered in determining whether his overall compliance has been
substantial. If overall compliance in such a situation has been sub-
stantial, the document requested but not supplied could be admissi-
ble.

The determination of whether a taxpayer has substantially com-
plied with a formal document request will be made on an issue-by-

issue basis. If a taxpayer presented with one or more document
requests relating to more than one issue fails substantially to
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comply as to a document or documents related to one of those
issues, that failure to comply will not prevent the introduction of

documents related to other issues and supplied by the taxpayer.

The term "foreign-based documentation" means any documenta-
tion which is outside the United States and which may be relevant

or material to the tax treatment of an examined item. It includes

documents held by a foreign entity whether or not controlled by
the taxpayer. The term "documentation" includes, but is not limit-

ed to, books and records.

The term "formal document request" means any request (made
in the course of an audit and after the normal request procedures
have failed to produce the requested documentation) for the pro-

duction of foreign-based documentation which is mailed by regis-

tered or certified mail to the taxpayer at his last known address
and which sets forth (1) the time and place for the production of

the documentation, (2) a statement of the reason the documenta-
tion previously produced (if any) is not sufficient, (3) a description

of the documentation being sought, and (4) the consequences to the
taxpayer of the failure to produce the documentation. The normal
request procedures that a formal document request must follow in-

clude an information document request. An information document
request is the standard Internal Revenue Service request for infor-

mation that occurs during a routine audit. Congress did not intend
that the formal document request procedure be used as the routine
beginning of an examination. Congress intended that the Commis-
sioner establish procedures for administrative review of proposed
formal document requests before issuance. The Service can require

in its request that foreign documents be translated into English.

The sanction of nonadmissibility does not arise if the taxpayer
establishes that the failure to provide the documentation as re-

quested by the Secretary is due to reasonable cause. In determining
whether there was reasonable cause for failure to produce, a court
may take into account whether the request was reasonable in

scope, whether the requested documents or copies thereof were
available within the United States, and the reasonableness of the
requested place of production within the United States.

The fact that a foreign jurisdiction would impose a civil or crimi-

nal penalty on the taxpayer (or any other person) for disclosing the
requested documentation is not reasonable cause. Frequently, tax-

payers choose to operate through a particular country because of

its restrictive nondisclosure laws. Even so, the amendment's preclu-

sion of the use of foreign nondisclosure law as a defense is narrow
in scope. The only effect of the preclusion is that the taxpayer
cannot introduce at trial records that he allegedly could not earlier

produce on audit.

Congress recognized that minority status can prevent a taxpayer
from being able to produce certain records held by a foreign entity.

However, Congress also recognized that taxpayers may seek to hide
behind minority status to avoid production of records. Accordingly,
a determination of whether minority status is reasonable cause will

depend on the facts and circumstances of the case.

Reasonable cause may excuse delay in production. For example,
translation of documents into English may not be reasonably possi-

ble in 90 days.
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Any person to whom a formal document request is mailed has
the right to begin a proceeding to quash that request not later than
the 90th day after the day such request was mailed. In this pro-
ceeding, the taxpayer may contend, for example, that all or part of
the documentation requested is not relevant to the tax issue, that
the place of requested production within the United States is un-
reasonable, that the requested documents or copies thereof are
available within the United States, or that there is reasonable
cause for failure to produce or delay in production.
The reasonableness of a demand for the production of the origi-

nals of foreign documents rather than copies may be resolved in ju-

dicial proceedings to quash the request. If the foreign country
makes it impossible to remove the original documents requested,
not because of secrecy laws but, for example, because of foreign tax
laws or laws as to the rights of creditors, true copies may be suffi-

cient.

In any proceeding to quash, the Secretary may seek to compel
compliance with the request. Jurisdiction over a proceeding to

quash is retained in the United States District Court for the dis-

trict in which the person to whom the formal document request is

mailed resides or is found. If that person resides and is found out-

side the United States, the United States District Court for the Dis-

trict of Columbia has jurisdiction.

In a proceeding to quash, as under the current rules for adminis-
trative summonses, the Commissioner has the burden of showing
relevance and materiality of the requested records. In addition, the
Commissioner must show that the investigation will be conducted
pursuant to a legitimate purpose, that the information sought is

not already within his possession, and that the administrative steps
required by the Code have been followed. During the proceeding,
the running of the 90-day period for compliance with a formal doc-
ument request is suspended. If the district court rules against the
taxpayer, the taxpayer may appeal the court's order immediately.
The taxpayer generally has 90 days from the day of mailing to

comply with a formal document request. However, the Secretary or
a court having jurisdiction over a motion to quash the request may
extend the period. The court may extend the period in response to

a motion to quash or in response to a motion to extend the period
that is not part of a motion to quash. For example, a court could
find that a taxpayer had reasonable cause for failure to produce an
item within 90 days and set a later date for production.

Treaty benefits.—The Act requires the Secretary to establish pro-

cedures to limit treaty benefits to those persons who are entitled to

such benefits. For this purpose, persons who are entitled to treaty
benefits do not include U.S. persons posing as foreigners or foreign
persons who unjustifiably use tax treaties of countries of which
they are not resident. Thus, the procedures are to be designed to

prevent the kind of abuse that occurs through the improper use of

nominees and other conduits that pass U.S. source income through
to a third party who is not a resident of the treaty country.
A number of alternatives to the present enforcement system

exist, including the adoption of a refund system of withholding tax
on passive income. A refund system would require withholding
agents to withhold U.S. tax at the statutory 30-percent rate on all
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U.S. source passive income paid to foreign persons, regardless of

the potential application of a treaty provision reducing the 30-per-

cent rate or eliminating the tax altogether. The foreign recipient

who claims treaty benefits would then be required to file a claim

for a refund on an annual tax return. Supportive documentation
would be required.

Another approach, the "certification system," would require the

foreign recipient to file a certificate of residence from the compe-
tent authority of the country whose treaty benefits are being
sought.
The Act requires the Secretary to consider the refund system

and the certification system as methods of limiting treaty benefits

to those persons entitled to them. The Secretary is not limited to

consideration of these methods; he is to consider other methods as

well. In developing procedures to prevent abuse the Secretary is to

consider the extent to which any procedures would prevent abuse,

the administrability of such procedures (including the ability of

U.S. treaty partners to provide cooperation), any negative effect on
investment in the United States by foreign persons which could be
caused by increased costs of complying with the procedures, and
the effect on U.S. investment abroad should U.S. treaty partners

apply a similar method to that utilized by the United States. The
Secretary may thus apply different procedures for different trea-

ties, for different kinds of income, and so forth.

The provision requires the Secretary to establish procedures, as

described above, within two years after the date of enactment, that

is, by September 3, 1984.

Effective Dates

The provision treating certain U.S. citizens or residents as resid-

ing in the District of Columbia became effective September 4, 1982,

the day after the date of enactment. The provision adding a formal
document request procedure applies to formal document requests

mailed after September 3, 1982, the date of enactment.

b. Penalty for failure to furnish information returns with respect

to certain foreign corporations; reporting requirement for

corporations controlled by foreign persons (sees. 338 and 339
of the Act and sec. 6038 and new sec. 6038A of the Code)*

Prior Law

A U.S. person who controls a foreign corporation is required to

furnish the Internal Revenue Service with certain information con-

cerning the corporation (section 6038(a)). The Secretary is author-

ized to prescribe regulations setting forth the specific information
to be furnished. Under prior law, the sole civil penalty for failure

to furnish any required information was a 10-percent reduction of

the U.S. person's creditable foreign taxes. Under this penalty, addi-

tional five percent reductions are provided if the failure to furnish

information continues 90 days or more after notice to the U.S.

'For legislative background of the provisions, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 373; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), pp. 299-300; and H. Rep.

No. 97-760 (August 17, 1982), pp. 589-590.

11-324 0-83
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person required to provide the information. In such a case, credit-
able foreign taxes may be reduced by 5 percent for each 3-month
period or fraction thereof during which the failure continues. In no
event, however, can this penalty for a failure to furnish informa-
tion exceed the greater of $10,000 or the foreign corporation's
income for the tax year with respect to which the failure occurs.
This penalty does not apply if it is shown to the satifaction of the
Secretary that reasonable cause exists for failure to furnish the re-

quired information on time.
There was no specific statutory reporting requirement for a U.S.

corporation (or a foreign corporation operating in the United
States) that was controlled by a foreign person and that entered
into transactions with related parties.

Reasons for Change

Despite concern about inadequate reporting with respect to con-
trolled foreign corporations, penalties generally were not imposed
(sec. 6038(b)). In part, this was because the penalty is complicated.
It also may be unduly harsh in some cases, because a taxpayer can
incur a substantial penalty for a minor failure. On the other hand,
a sanction reducing creditable foreign taxes is of no use if the U.S.
person required to report paid no foreign income taxes during the
year in question.

Transactions between related parties are required to be at arms
length prices. This rule applies, for example, to transactions be-
tween a U.S. parent and its foreign subsidiaries as well as to trans-
actions between a foreign parent and its U.S. subsidiaries. Under
prior law, a U.S. parent corporation was required to report transac-
tions with its foreign affiliates and transactions between its foreign
affiliates, but no such reporting was required of transactions be-
tween a U.S. subsidiary of a foreign corporation and its foreign af-

filiates. Consequently, the existence of such transactions did not
necessarily come to the attention of the Internal Revenue Service.
Congress believed that a requirement that such transactions be re-

ported will reduce transfer price abuses and similar abuses and
will place foreign controlled U.S. entities on an equal footing with
U.S. corporations controlled by U.S. persons.

Explanation of Provisions

The Act adds a fixed-dollar penalty for failure to furnish the In-
ternal Revenue Service the information required by section 6038 of
the Code. The penalty is $1,000 for each failure to furnish informa-
tion for an annual accounting period (generally a taxable year) of
the foreign corporation. If the failure continues for more than 90
days after notification by the Secretary, then there are additional
$1,000 penalties for each 30-day period (or fraction thereof) during
which the taxpayer continues to fail to produce the requested infor-

mation. In no event, however, can failure to furnish information
for any one annual accounting period of any one foreign corpora-
tion cause accumulated $1,000 penalties to exceed $25,000. As
under prior law, so long as it is shown to the satisfaction of the
Secretary that reasonable cause for the failure exists, no penalty is

due.
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The Act retains the potentially significant penalty of a reduction

in foreign tax credit to be imposed when the Internal Revenue
Service considers it appropriate. When both penalties are applied,

the amount of the reduction in the foreign tax credit is reduced by
the amount of the fixed-dollar penalty imposed. It was intended

that the reduction in foreign tax credit penalty could be waived in

some cases in which the flat $1,000 penalty will be imposed.

Congress intended that there be no change in the prior law sub-

stantive reporting requirements.

The Act also adds a new reporting requirement for certain for-

eign-controlled corporations. In general, these requirements apply

both to U.S. corporations and to foreign corporations engaged in

trade or business in the United States ("reporting corporations"),

but only if they are controlled by a foreign person (defined to in-

clude certain possessions residents). This control test requires re-

porting if at any time during a taxable year a foreign person owns
50 percent or more of the stock of the reporting corporation (either

by value or by voting power).

The reporting corporation must furnish certain information

about any corporation that (1) is a member of the same "controlled

group" as the reporting corporation (a group that generally in-

cludes brother-sister corporations as well as the reporting corpora-

tion's parent and subsidiaries) ^ and that (2) has any transaction

with the reporting corporation during the taxable year. The infor-

mation that the reporting company is to report is such information

as the Secretary may require that relates to the related company's
name, its principal place of business, the nature of its business, the

country in which it is organized and in which it is resident, its rela-

tionship with the reporting corporation, and its transactions with
the reporting corporation during the year.

The Act imposes penalties for violation of this new reporting re-

quirement that are similar to the new supplemental penalties for

failure to supply information under the reporting requirement re-

lating to controlled foreign corporations. Reasonable cause, as

shown to the satisfaction of the Secretary, precludes imposition of

this penalty.

Effective Dates

The supplemental fixed-dollar penalty for failure to furnish in-

formation with respect to certain foreign corporations controlled by
U.S. persons is effective for annual accounting periods ending after

the date of enactment. The new reporting requirement for corpora-

tions controlled by foreign persons applies to taxable years begin-

ning after December 31, 1982.

' For the purpose of the new provision, the term "controlled group" incorporates the defini-

tion of controlled group of corporations in sec. 1563(a) with certain changes in the percentage

tests of that section and with certain exceptions.

Although under sec. 1563(b) foreign corporations subject to tax under sec. 881 and certain

other corporations are "excluded members' of a controlled group rather than "component mem-
bers" for the purpose of sec. 1561, the exclusion of these corporations from the definition of

"component members" for that purpose does not remove them from the controlled group, as de-

fined in sec. 1563(a). Therefore, the Act requires reporting about any foreign corporation that

otherwise qualifies as a member of the controlled group.
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c. Returns with respect to foreign personal holding companies
(sec. 340 of the Act and sees. 6035 and 6679 of the Code)*

Prior Law

Each person who was an officer or director of a foreign personal
holding company, and each 50-percent or greater U.S. shareholder
of a foreign personal holding company, was required to file certain
reports with respect to that corporation (section 6035). Both month-
ly reports of stockholdings and annual reports of income were re-

quired. The monthly report of stockholdings in the corporation was
due on the 15th day of each month for which a report was re-

quired, but the Secretary was authorized to delay the filing of this

report to a due date that was the 15th day of a later month. By
regulations the Secretary had delayed the filing date until after
the close of the foreign corporation's taxable year. The report of
the income of the foreign corporation had to be filed within 60 days
after the close of the taxable year of the foreign personal holding
company to which it related.

Prior law provided only a criminal penalty for violation of these
reporting requirements.

Reasons for Change

The Internal Revenue Service requires persons engaging in inter-

national transactions, and persons who transfer assets to foreign
entities, to file a number of different forms. Often, a person may
have to file more than one form covering the same foreign entity
for the year. The Internal Revenue Service wanted to combine a
number of forms related to international transactions into one and
generally require that it be filed after the close of the filer's tax-
able year. However, the filing dates tied to the date of a transac-
tion for certain reports, as well as the filing dates for reporting re-

lating to foreign personal holding companies, made it impossible
for these forms to be combined.
The Internal Revenue Service was concerned that prior applica-

tion of reporting requirements to shareholders only when they
owned (directly or through attribution) 50 percent or more of the
corporation created an unintended loophole in the reporting re-

quirements. Foreign personal holding company income is subject to

U.S. tax when five or fewer U.S. individuals own more than half
the corporation's stock (sec. 552(a)(2)). Shareholder reporting
requirements needed to conform more closely to underlying tax lia-

bility. The reporting required of U.S. officers and directors (as

opposed to shareholders) did not cure this problem, because control-
ling U.S. shareholders could arrange for foreigners to serve as offi-

cers and directors.

Prior law omitted a civil penalty for violation of these require-
ments. In some respects, too, the reporting requirements of prior
law were inadequate (as to ownership of options and as to the
nature of classes of stock). Moreover, prior law omitted a reporting

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 374; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), pp. 301-302; and H. Rep. No. 97-
760 (August 17, 1982), pp. 588-589.



253

requirement when the circumstances triggering the filing require-

ment no longer existed by the filing date.

Explanation of Provision

The Act replaces the prior foreign personal holding company re-

porting requirements. The Act imposes its reporting requirements
on 10-percent (rather than 50-percent) shareholders of a foreign

personal holding company as well as on officers and directors. The
calculation of whether a person is a 10-percent shareholder in-

volves indirect ownership as well as direct ownership.

The required information includes both shareholder information

and income information as well as such other necessary informa-

tion as the Secretary shall prescribe. Required shareholder infor-

mation includes the names and addresses of all persons who held

shares, options, and convertible securities during the taxable year;

a description of each class of shares and the total number of shares

of each class outstanding at year's end; the number of shares of

each class, options, or convertible securities held by each person;

and any changes in the holdings of shares, options, or convertible

securities during the year. Required income information includes

the foreign personal holding company's gross income, deductions,

credits, taxable income, and undistributed foreign personal holding

company income for the year.

The Act changes prior law to give the Internal Revenue Service

more flexibility in establishing filing dates for reports relating to

foreign personal holding companies and to make it possible for the

Internal Revenue Service to include the foreign personal holding

company reports in a combined international report. In particular,

it authorizes the Commissioner to designate the time when the for-

eign personal holding company reports and returns must be filed.

Whether a person is required to file a return is determined on
the date the return is due. If, on that date, no person is required to

file (because, for example, the corporation has been dissolved), then
filing is required of the persons who were officers, directors or 10-

percent shareholders on the last day of the corporation's taxable

year for which there was a person required to file.

If two or more persons are required to file, the Act provides that

the Secretary may, by regulations, require only one of them to file.

The Act also adds a $1,000 civil penalty for failure to file a
proper foreign personal holding company information return. This
penalty does not apply, however, if the failure is shown to be due
to reasonable cause.

Effective Date

This provision applies to taxable years of foreign corporations be-

ginning after the date of enactment, September 3, 1982.
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d. Authority to delay date for filing certain returns relating to

foreign corporations and foreign trusts (sec. 341 of the act

and sees. 6046 and 6048 of the Code)*

Prior Law

Under prior law and under present law, a return has to be filed

by U.S. persons who become officers or directors of a foreign corpo-

ration and by U.S. persons who acquire at least a 5-percent interest

(or an additional 5-percent interest) in a foreign corporation (sec.

6046). Under prior law, the return had to be filed within 90 days of

the event that triggered the duty to file.

A return also has to be filed by certain U.S. persons transferring

property to a foreign trust (sec. 6048). The return had to be filed

within 90 days of the triggering event, in this case creation of the

trust or a transfer to the trust.

Reasons for Change

As described under the explanation of the foreign personal hold-

ing company reporting requirements (section 340 of the Act), the

Internal Revenue Service was considering consolidating a number
of international reporting forms. The specific reporting dates tied

to a triggering event, rather than a taxable year, made it impossi-

ble to include these reports relating to foreign corporations and
trusts in the combined report.

Explanation of Provision

The Act authorizes the Secretary to delay the reporting of trans-

actions covered by section 6046 (foreign corporations) and section

6048 (foreign trusts) until some date after the 90th day after the

transaction that must be reported.

Effective Date

The provision applies to returns filed after the date of enact-

ment, September 3, 1982.

e. Technical amendment to section 905(e) (sec. 343 of the Act and
sec. 905 of the Code)**

Prior Law

If a foreign tax for which a U.S. foreign tax credit was taken is

refunded the taxpayer must notify the Secretary of the refund
(section 905(c)). The Secretary then redetermines the taxpayer's tax

and notifies the taxpayer of the amount due. Interest on any addi-

tional tax does not begin to run until the taxpayer receives the

refund of the foreign tax. This rule is in contrast to the general
rule for payment of interest which is that interest is imposed on

*For legislative background of the provision, see H.R. 4961, as reported by the Senate Finance
Committee, sec. 375; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), p. 303; and H. Rep. No. 97-760

(August 17, 1982), pp. 594-595.

'*For legislative background of the provision, see H.R. 4961, as reported by the Senate Finance
Committee, sec. 376; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), p. 304; and H. Rep. No. 97-760

(August 17, 1982), p. 595.
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any amount of tax that is due but not paid on the last date pre-

scribed for payment (section 6601).

Section 2(c)(1) of Public Law 96-603 added a sentence to section

905(c) that appeared to provide that if a taxpayer did not notify the
Commissioner of an adjustment in foreign taxes then interest on
an underpayment of tax caused by an adjustment of the taxpayer's
foreign taxes paid began to run from some point in time before the
taxpayer received the refund of the foreign tax. This provision was
intended to penalize a taxpayer for failing to notify the Commmis-
sioner of a refund of foreign taxes.

Reasons for Change

The last sentence of section 905(c) was ambiguous. It was also un-
necessary because the same Act that added it also added a penalty
to the Code (section 6689) for failure to report a redetermination of

foreign tax.

Explanation of Provision

The Act repeals the last sentence of section 905(c).

Effective Date

This provision is effective for all years.



7. Interest Provisions

a. Daily compounding of interest (sec. 344 of the Act and new sec.

6622 of the Code)*

Prior Law

Under prior law, interest payable to or by the United States
under the internal revenue laws was not compounded. Thus,
annual interest was payable only on the principal amount of an ob-
ligation (for example, an underpayment) and not on any accrued
interest component thereof.

Reasons for Change

Failure to compound interest owing under the Internal Revenue
Code significantly reduced the effective rate of interest provided for

under the internal revenue laws. As a result, neither the United
States nor taxpayers were adequately compensated for the value of
money owing to them under the tax laws. This undercompensation
was magnified the longer the debt was outstanding. For example,
at a 15-percent interest rate the satisfaction of a $100 obligation
after 5 years would require $211.67 if interest were compounded
daily but only $175 if interest is not compounded. In addition, the
cost of allowing the obligation to remain unpaid a sixth year would
be $15 under a simple interest system and $34.24 if interest is com-
pounded daily. Congress believed that the understatement of eco-
nomic interest could induce some taxpayers to delay resolution of
tax controversies, thus putting an unreasonable burden on the In-

ternal Revenue Service.

Explanation of Provision

Under the Act, all interest payable under the internal revenue
laws will be compounded daily. This adjustment will conform com-
putation of interest under the internal revenue laws to commercial
practice. Except in the case of the penalty for failure to pay esti-

mated taxes, daily compounding is required for any other amounts
computed by reference to the interest rate provided for in the Code.
In a case in which the principal portion of an obligation is satisfied,

and interest remains outstanding, such interest will be compound-
ed.

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 381; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 305; and H. Rep. No. 97-760
(August 17, 1982), pp. 595-596 (Joint Explanatory Statement of the Committee of Conference).

(256)
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Effective Date

This compounding requirement applies in determining interest

after December 31, 1982 on any amount, whether principal or in-

terest, owing on or after January 1, 1983.

b. Semi-annual determination of rate of interest (sec. 345 of the

Act and sec. 6621 of the Code)*

Prior Law

Under prior law, the rate of interest paid on underpayments,
overpayments, and for certain other purposes under the internal

revenue laws, was established by the Treasury no later than
October 15 of any year. The interest rate was based on the average
predominant prime rate (the rate quoted by commercial banks to

their preferred customers for short-term loans) during September
of that year rounded to the nearest full percentage point. The new
rate became effective January 1 of the following year (except that

in 1982 it became effective on February 1). Thus, the rate of inter-

est was determined once a year based on September's average pre-

dominant prime rate.

Reasons for Change

Congress believed that because of dramatic monthly fluctuations

in interest rates between months, a longer base period for estab-

lishing the rate and more frequent adjustments were needed to re-

flect accurately the cost of borrowing money during the year and to

prevent a wide divergence between the statutory rate and the
actual market rate of interest.

Explanation of Provision

Under the Act, interest rates are redetermined twice a year on
the basis of the average adjusted prime rate charged by commer-
cial banks during the six-month period ending September 30 (effec-

tive January 1 of the succeeding calendar year), and March 31 (ef-

fective July 1 of the same calendar year).

Effective Date

The amendment is effective for adjustments taking effect on Jan-
uary 1, 1983, and thereafter. Thus, the first adjustment will be
based on the adjusted prime rate for April through September 1982
and will take effect in January 1, 1983.

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 382; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 306; and H. Rep. No. 97-760
(August 17, 1982), p. 596 (Joint Explanatory Statement of the Committee of Conference).
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c. Restrictions on payment of interest for certain periods (sec. 346
of the Act and sees. 6601 and 6611 of the Code)**

Prior Law

In general, under prior law, interest on refunds, credits and off-

sets ran from the date of overpayment, which was usually the date
prescribed for filing the particular return, to a date (in the case of
a refund) preceding the date of the refund check by not more than
30 days, or (in the case of a credit) to the due date of the amount
against which the credit was taken. Further, if an overpayment of
income tax was refunded within 45 days after the last date pre-
scribed for filing the return (without extensions) or, if later, within
45 days after the date the return was filed, no interest was payable
on the overpayment. Under prior law, an overpayment resulting
from a net operating loss carryback, net capital loss carryback, or
credit carryback was treated as having occurred at the close of the
year in which the carryback arose. In the case of any overpayment
of tax resulting from the carryback of taxes paid or accrued to a
foreign country or U.S. possession, such overpayment was deemed
not to have been paid or accrued prior to the close of the taxable
year of the taxpayer in which such amounts were actually paid or
accrued.

In the case of an underpayment of tax, interest runs from the
last date prescribed for payment of the tax (usually the return due
date) without regard to extensions, to the date the tax is paid. If

the last date for payment is not otherwise prescribed, it is deemed
to be the date liability for the tax arises (but in no case later than
the date the Secretary makes notice and demand for the tax). If

there was an underpayment of tax for any taxable year, and the
amount of the underpayment was reduced by reason of the carry-
back of a net operating loss, net capital loss, or because of the in-

crease in any credit for the taxable year due to a credit carryback
from another taxable year, such reduction in the amount of the
prior year's underpayment did not reduce the amount on which in-

terest was payable prior to the last day of the taxable year in
which the net operating loss, the net capital loss, or credit carry-
back arose.

Reasons for Change

Congress believed that it was inappropriate to require the U.S. to

pay interest on amounts which taxpayers failed to claim in a
timely manner. In particular. Congress believed that interest
should not be paid on underpayments when the taxpayer has failed

to file a timely return or has filed a return that cannot be proc-
essed. In the case of refunds arising from net operating loss and
credit carrybacks. Congress believed that no interest should be paid
on the refund prior to the time it is actually claimed.

•*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-
nance Committee, sec. 383; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 307-308; and H. Rep.
No. 97-760 (August 17, 1982), pp. 596-597 (Joint Explanation Statement of the Committee of
Conference).
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Explanation of Provision

Under the Act, the general rule with respect to the payment of

interest on overpayments is unchanged when the credit or refund

is claimed in a timely filed return. However, when the return is

late because it is filed after the due date (determined with regard

to extensions) no interest is payable on the overpayment for any
period prior to the date on which the return is filed. For this pur-

pose, and for purposes of determining whether a refund has been
made within 45 days after the return is filed, no return is treated

as filed until filed in processible form. The return is in "processible

form" if it is on a permitted form; contains sufficient taxpayer
identifying information and signatures; and sufficient information

to permit the Secretary to verify mathematically the amount of tax

liability shown on the return.

Under the Act, the rules relating to interest on payments attrib-

utable to net operating loss carrybacks and credit carrybacks are

modified to provide that interest generally will run from the due
date of the return for the year in which the loss or credit carry-

back arises rather than from the close of such year.

If, however, the claim for refund (including an application for

tentative carryback or refund adjustment) based on the carryback
of the loss or credit from the loss year is filed after the due date of

the return for the loss year (determined without regard to exten-

sions), the Act provides that interest on the refund is payable only

if the refund is not made within 45 days of the claim. If the 45-day

period expires, interest runs from the due date of the return for

the loss year. If the overpayment attributable to a carryback gives

rise to a credit or offset (as in an inter-year adjustment made
during an audit) then interest runs on the portion of the overpay-

ment in excess of the amount credited or offset from the due date

of the return for the loss year. Similarly, interest on the underpay-
ment so credited or offset against will cease to accrue as of the

filing date for the loss year. Conforming changes are made in the

rules relating to interest on underpayments reduced by carrybacks.

Instead of reducing the amount of the underpayment for interest

computation purposes as of the close of the loss year, the underpay-
ment is reduced as of the original due date (without extensions) of

the return for the loss year (the "filing date").

Effective Date

These amendments apply to interest accruing after October 3,

1982. Thus, if a taxpayer files a refund claim .including an applica-

tion for tentative refund based on the carryback of a 1981 net oper-

ating loss on December 1, 1982, interest will run from January 1,

1982, through October 3, 1982, under the rules of prior law. If the

refund is issued within 45 days, no other interest will be paid. If

the 45-day period lapses, interest will be paid for the period after

October 3, 1982.



8. Taxpayer Safegruard Provisions (Sees. 347-350 of the Act and
Sees. 6334, 6325, 6331, 6337, and 7426 of the Code)*

Prior Law

Property exempt from levy

Present law (and prior law) exempts certain property from levy.

Among other items, this exemption covers (1) fuel, provisions, fur-

niture, and personal effects; (2) books and tools of a trade, business
or profession; and (3) wages, salary, or other income.
For a taxpayer who is the head of a family, there was a $500 ex-

emption for fuel, provisions, furniture, and personal effects in his

household, and for arms for personal use, livestock, and poultry.

Books and tools necessary for the trade, business, or profession of

the taxpayer were exempt from levy to the extent that they did not
exceed $250 in aggregate value.

The exemption for wages, salary, and other income was $50 per
week plus $15 per week with respect to each individual over half of

whose support is received from the taxpayer, who is the spouse of

the taxpayer, who is a dependent of the taxpayer, and who is not a
minor child of the taxpayer with respect to whom amounts are
exempt from levy pursuant to a support judgment entered prior to

the date of levy.

Release of lien

Under present law (and prior law), a lien may be released if the
tax liability has been fully satisfied or has becorhe legally unen-
forceable; or upon acceptance of a bond that is conditioned upon
the payment of the amount assessed, together with all interest.

Under prior law, there was no statutory time limit for the release
of a lien.

Notice before levy

Levy upon property may be made if the taxpayer neglects or re-

fuses to pay tax within 10 days after notice and demand. In the
case of a levy upon property, other than salary or wages, there was
no statutory provision, under prior law, that required notice before
levy.

Levy may be made upon the salary or wages of a taxpayer only
after the Secretary has notified the taxpayer in writing of his in-

tention to make such levy, unless there has been a finding that the
collection of tax is in jeopardy. This notice must be given in person,
left at the taxpayer's dwelling or usual place of business, or sent by
mail to the taxpayer's last known address, no less than 10 days
before the day of levy.

'For legislative background of the provison, see: H. Rep. No. 97-760 (August 17, 1982), pp.
614-616 (Joint Explanatory Statement of the Committee of Conference).

(260)
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A levy on salary or wages is continuous from the date it is made
until the taxpayer's liability is satisfied or becomes unenforceable

due to lapse of time. Once the tax liability is satisfied or becomes
unenforceable, the Secretary is required promptly to release the

levy and notify the taxpayer of such action.

Redemption ofproperty

Under prior law, the owners of real property that was sold after

a seizure, their heirs, executors, or administrators, or any person

having an interest therein, or a lien thereon, or any person in their

behalf, could redeem the property at any time within 120 days

after the sale.

Amount of damages in case of wrongful levy

In the case of an alleged wrongful levy, a person (other than the

person against whom is assessed the tax out of which such levy

arose) who claims an interest in, or lien on, the property levied

upon may bring a civil action against the United States in a U.S.

district court. Under prior law, if the court determined there was a

wrongful levy, then the court could (1) order the return of the prop-

erty if the United States was in possession thereof; (2) grant a judg-

ment for the amount of money levied upon; or (3) grant a judgment
for an amount not exceeding the amount received by the United
States from the sale of property.

Reasons for Change

Congress was concerned that taxpayers sometimes were forced to

undergo substantial hardships once collection procedures have been
instituted by the Internal Revenue Service. Thus, Congress re-

viewed several provisions of prior law to determine where changes
were necessary to increase the protections available to taxpayers.

Where appropriate, changes were made to provide additional safe-

guards without reducing the ability of the Internal Revenue Serv-

ice to administer the internal revenue laws and to collect taxes.

First, in recognition of the hardships faced by taxpayers during

the collection process, Congress increased the dollar amounts of

items of a taxpayer's property that are exempt from levy. Second,

Congress imposed a statutory time limit with respect to when a
lien against property must be released. Third, the law was amend-
ed to provide a taxpayer with written notice before a levy upon
property. Fourth, the period of time for redeeming real property

that has been sold after being seized has been extended. Finally, in

the case of a wrongful sale of property by the United States, a
third party will be allowed to recover an amount not exceeding the

fair market value of the property immediately before levy.

Explanation of Provision

Property exempt from levy

The Act increases the exemption from levy for (1) fuel, provi-

sions, furniture, and personal effects, etc.; (2) books and tools of a
trade, business, or profession; and (3) wages, salary, or other

income.
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The exemption for fuel, provisions, furniture, and personal ef-

fects, etc., is increased from $500 to $1,500.

The exemption for books and tools of a trade, business, or profes-
sion is increased from $250 to $1,000.

The exemption for wages, salary, and other income is increased
to $75 per week plus $25 per week for the taxpayer's spouse and
each dependent.

Release of lien

The Act requires a lien to be released no later than 30 days after
the day on which: (1) the tax liability has been fully satisfied or has
become legally unenforceable, or (2) a bond has been accepted.

Notice before levy

The Act provides that levy may be made upon the salary, wages,
or other property of any person with respect to any unpaid tax
only after the Secretary has notified the person in writing of his
intention to make such levy. This notice must be given in person,
left at the dwelling or usual place of business of such person, or
sent by certified or registered mail to such person's last known ad-
dress, no less than 10 days before the day of levy. As under prior
law, a single notice will be sufficient to cover all property of the
taxpayer subject to levy.

As under prior law, the notice requirement will not apply to a
levy if the Secretary has made a finding that the collection of tax
is in jeopardy. Moreover, the Act makes no change with respect to
the continuous nature of a levy upon salary or wages, or the re-

quirements with respect to release of the levy and notice of release.

Redemption ofproperty

The Act extends the period of time during which property that
has been sold after a seizure may be redeemed from 120 days to
180 days.

Amount of damages in case of wrongful levy

The Act provides that if there has been a wrongful levy and sale
of property (belonging to a person other than the person against
whom the tax was assessed), then the court may grant a judgment
for an amount not exceeding the greater of (1) the amount received
by the United States from the sale of such property, or (2) the fair

market value of the property immediately before the levy.

Notice ofprocedural safeguards

Congress was concerned that in certain cases taxpayers may not
be aware of the existing statutory or administrative rights and pro-
cedural safeguards that are available to them. The distribution of
information concerning taxpayer rights at the time of the I.R.S. ini-

tial contact with the taxpayer regarding an audit and at appropri-
ate stages during examination and collection proceedings will

assure that more taxpayers are adequately apprised of their rights
and the procedures available to them. Thus, Congress requested
that the Internal Revenue Service consider the sufficiency and
timeliness of information sent to taxpayers regarding their rights
during examination, appeals, and collection. The results of this
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study are to be reported to the House Committee on Ways and
Means and the Senate Committee on Finance.

Effective Date

The provision increasing the dollar amounts of property exempt
from levy applies to levies made after December 31, 1982.

The provision relating to the release of liens is effective with re-

spect to liens (1) which are filed after December 31, 1982, (2) which
are satisfied after December 31, 1982, or (3) with respect to which
the taxpayer after December 31, 1982, requests the Secretary to

issue a certificate of release on the grounds that the liability was
satisfied or legally unenforceable.
The provision relating to notice before levy applies to levies

made after December 31, 1982.

The provision relating to the period of time for redeeming real

property applies to property sold after the date of enactment.
The provision increasing damages for wrongful levies applies to

levies made after December 31, 1982.



9. Other Provisions

a. Disallowance of deductions relating to narcotics trafficking

(sec. 351 of the Act and new sec. 280E of the Code)*

Prior Law

Ordinary and necessary trade or business expenses are generally
deductible in computing taxable income. A recent U.S. Tax Court
case allowed deductions for telephone, auto, and rental expenses in-

curred in the illegal drug trade. In that case, the Internal Revenue
Service challenged the amount of the taxpayer's deduction for cost

of goods (illegal drugs) sold, but did not challenge the principle that

such amounts were deductible.

On public policy grounds, the Code makes certain otherwise ordi-

nary and necessary expenses incurred in a trade or business nonde-
ductible in computing taxable income. These nondeductible ex-

penses include fines, illegal bribes and kickbacks, and certain other
illegal payments.

Reasons for Change

There is a sharply defined public policy against drug dealing. To
allow drug dealers the benefit of business expense deductions at

the same time that the U.S. and its citizens are losing billions of

dollars per year to such persons is not compelled by the fact that
such deductions are allowed to other, legal enterprises. Congress
believed that such deductions must be disallowed on public policy

grounds.

Explanation of Provision

All deductions and credits for amounts paid or incurred in the
illegal trafficking in drugs listed in the Controlled Substances Act
are disallowed. To preclude possible challenges on constitutional

grounds, the adjustment to gross receipts with respect to costs of

goods sold is not affected by this provision of the Act.

Effective Date

The provision applies to amounts paid or incurred after the date
of enactment in taxable years ending after that date.

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 391; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 309; and H. Rep. No. 97-760
(August 17, 1982), pp. 597-598 (Joint Explanatory Statement of the Committee of Conference).

(264)
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b. Report on forms (sec. 353 of the Act)*

This provision of the Act requires the Secretary to study and
report to Congress, no later than June 30, 1983, on methods of

modifying the design of the forms used by the Internal Revenue
Service to achieve greater accuracy in the reporting of income and
the matching of information reports and returns with the actual

income tax returns.

c. Internal Revenue Service staff increases (sec. 352 of the Act)**

Prior Law

Public Law 97-92 (the third continuing resolution for fiscal year
1982) enabled the Internal Revenue Service to maintain an average
of 85,363 positions during fiscal year 1982. Of this total number of

positions, 14,556 are in the investigation and collection functions,

27,882 are in the examination functions, and 1,833 are in the ap-

peals functions. The following table sets forth average employee
levels in these three functions and in the entire IRS for fiscal year
1982 and the preceding three years:

Number of positions

1979 1980 1981 1982

28,370
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Examination of deficient returns 1,000

Appeals 225

Total 5,225

Reasons for Change

Congress believed that adequate staffing for the Internal Reve-
nue Service is essential to achieve better compliance with the in-

ternal revenue laws.

Explanation of Provision

The Act contains a sense of Congress resolution that additional

funds be appropriated to the Internal Revenue Service to provide
additional staff over that requested by the Administration suffi-

cient to collect additional tax revenues of at least $1 billion in

fiscal year 1984 and $2 billion in fiscal year 1985.



10. Tax Treatment of Partnership Items (Sees. 401, 402, 403, 404,

and 405 of the Act and Sees. 6031, 6046A and 6221 through
6232 of the Code)*

Prior Law

For income tax purposes, partnerships are not taxable entities.

Instead, a partnership is a conduit, in which the items of partner-

ship income, deduction, and credit are allocated among the part-

ners for inclusion in their respective income tax returns.

Partnerships are required to file an annual information return
setting forth the partnership income, deductions, and credits,

names and addresses of the partners, each partner's distributive

share of these items, and certain other information required by the
regulations. A penalty is imposed on the partnership for each
month (not to exceed 5 months), that a partnership return is late

or incomplete. The amount of penalty for each month is $50 multi-
plied by the total number of partners in the partnership during the
partnership's taxable year.

Since a partnership is a conduit rather than a taxable entity, ad-

justments in tax liability may not be made at the partnership level.

Rather, under prior law adjustments were made to each partner's
income tax return at the time that return was audited. A settle-

ment agreed to by one partner with the Internal Revenue Service
was not binding on any other partner or on the Service in dealing
with other partners. Similarly, a judicial determination of an issue

relating to a partnership item generally was conclusive only as to

those partners who were parties to the proceeding.
The Code provides a period of limitations during which the IRS

can assess a tax or a taxpayer may file a claim for refund. General-
ly, the period is 3 years from the date the tax return is filed (if

filed before the due date, the due date is treated as the date filed).

If more than 25 percent of the gross income is omitted from a
return, the statutory period for assessment is 6 years. In the case
of a partnership, the income tax return of each of the partners
under prior law began that individual partner's period of limita-

tions. Except in the case of Federally registered partnerships, the
date of filing of the partnership return did not affect the individual
partner's period of limitations. In order to extend the period of

limitations with respect to partnership items, the IRS was required
to obtain a consent for extension of the statute of limitations from
each of the partners—not the partnership. Generally, an agree-

ment to extend the period of limitations related to all items on the
return of the partner who consented to the extension.

'For legislative background of the provision, see H. Rep. No. 97-76.. vAugust 17, 1982), pp.
599-613. (Joint Explanatory Statement of the Committee of Conference).

(267)
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There was no partnership return fiUng requirement for certain
foreign based partnerships with U.S. partners in some cases under
prior law. There was no express requirement that a U.S. person
report the acquisition or disposition of an interest in a foreign part-

nership.

Windfall profit tax.—Taxable crude oil which would otherwise be
treated as produced by a partnership, is allocated among the part-

ners of the partnership according to their income interest. Each
partner to whom crude oil is allocated under this rule is treated as

the producer of such crude oil. Since each partner is treated as the
producer of an allocable share of the partnership's production of

crude oil, the partnership must report sufficient details to permit
its partners to compute their allocable share of the windfall profit

tax on the partnership's crude oil production. In addition, each
partner generally will certify his status to the partnership when
such status is relevant to any special tax treatment, such as lower
rates for independent producers or an exemption based upon the
identity of the producer, so that first purchasers can compute the
proper withholding of windfall profit taxes.

Reasons for Change

Determination of the tax liability of partners resulted in admin-
istrative problems under prior law due to the fragmented nature of

such determinations. These problems became excessively burden-
some as partnership syndications have developed and grown in

recent years.

Large partnerships with partners in many audit jurisdictions

result in the statute of limitations expiring with respect to some
partners while other partners are required to pay additional taxes.

Where there are tiered partnerships, identifying the taxpayer is

difficult.

Duplication of manpower and administrative and judicial effort

was required in some cases to determine the aggregate tax liability

attributable to a single partnership item. Inconsistent results could
be obtained for different partners with respect to the same item.

Unless a settlement could be obtained that resolved partnership
issues uniformly for all partners in a partnership, settlements were
difficult to reach. The Internal Revenue Service had little incentive

to settle with one partner where the issue had to be litigated with
respect to other partners.

Prior law was inadequate as applied to foreign partnerships with
U.S. partners in that partnership return filing requirements were
generally not applicable and partnership records kept outside the
United States often could not be reached.

Explanation of Provisions

Overview

Under the Act, the tax treatment of partnership items will be de-

termined at the partnership level in a unified partnership proceed-
ing rather than in separate proceedings with the partners.

Except as otherwise provided in subchapter C of Chapter 63 as

added by the Act, the tax treatment of any partnership item is to
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be determined at the partnership level. New rules are adopted
which govern the determination of the treatment of partnership
items and resulting adjustments, both at the administrative and ju-

dicial levels.

Administrative proceedings

Consistency requirement

Under the Act, each partner is required to treat partnership
items on his return consistently with the treatment on the partner-
ship return. Where treatment is, or may be, inconsistent (or no
partnership return is filed), the consistency requirement is waived
if a statement is filed by the partner identifying the inconsistency.
Similarly, the consistency requirement may be waived at the part-

ner's election if the partner establishes to the satisfaction of the
Secretary that the return treatment of an item was consistent with
an incorrect schedule furnished the partner by the partnership.

Failure to satisfy the consistency requirement, if not waived, will

result in an adjustment to conform the treatment of the item by
the partner with its treatment on the partnership return. Any ad-
ditional tax resulting from such computational adjustment will be
assessed without either the commencement of a partnership pro-

ceeding or notification to the partner that the inconsistent item
will be treated as a nonpartnership item.

Notice requirements

Each partner whose name and address is furnished to the Secre-

tary will receive notice of the commencement of a partnership
level audit as well as notice of the final partnership administrative
adjustment (FPAA), provided sufficient information is furnished to

the Secretary (at least 30 days before any such notice is mailed to

the tax matters partner) to enable the Secretary to determine that
the partner is entitled to the notice. An exception to the notice re-

quirement is made for anyone with a less than one-percent interest

in the profits of a partnership with more than 100 partners. How-
ever, a group having an interest in the aggregate of 5 percent or
more in partnership profits may designate a member of the group
to receive notice on behalf of the group. Otherwise, the notice fur-

nished the tax matters partner (TMP) is treated as notice to these
small partners.

In providing notices, the Secretary may use the names, address-
es, and profits interests shown on the partnership return or may
use other information furnished by the TMP or other person pursu-
ant to regulations.

The TMP is the general partner so designated pursuant to regu-
lations or, in the absence of such designation, the partner with the
largest profits interest in the partnership at the end of the year in-

volved (in the event there are several partners so qualifying, the
one whose name would appear first in an alphabetical listing is se-

lected). Otherwise, the TMP will be selected by the Secretary. Since
the identity of the TMP may not be known to the Secretary, mail-

ing of any notice in care of the tax matters partner at the address
where the partnership business is carried on will constitute mail-

ing of the notice for purposes of determining whether other re-
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quirements imposed on the Secretary are complied with or whether
any action, such as mailing notices to other partners, is timely
taken.

If the information furnished the Secretary is sufficient, the
names, addresses, and profits interests of persons with profits inter-

ests in the partnership through one or more pass-through partners
will be used with respect to such profits interests in lieu of the
names, addresses, and profits interests of the pass-through part-
ners.

Notice partners are entitled to have notice of the partnership
proceeding mailed to them at least 120 days before the notice of the
FPAA is mailed to the TMP and to have the notice of the FPAA
mailed to them not later than 60 days after such notice is mailed to
the TMP. Notice partners for this purpose include partners with a
less than one-percent interest in profits (in partnerships with over
100 partners), and the notice requirement as to such partners is

satisfied by notice to the TMP, or if such partner is a member of a
5-percent or greater group, by notice to the designated member of
such group.

Late notification

If, when notice of the proceeding is mailed to any partner, the
period within which to commence a judicial proceeding to redeter-
mine the FPAA has expired without commencement of such a pro-
ceeding, or if any court decision has became final, the partner may
elect to have such determination, such court decision, or a settle-

ment agreement entered into with another partner with respect to

the same partnership year apply. If the partner does not so elect,

all partnership items will be treated as nonpartnership items in de-
termining his liability. If administrative or judicial proceedings
have not terminated but the notice of the proceeding is untimely,
the partner will be a party to the proceedings unless he elects to

have the terms of a settlement with any other partner applied to

him or to have all partnership items treated as nonpartnership
items.

Other notice requirements

Only one notice of FPAA may be mailed to a partner for any one
year of a partnership in the absence of fraud, malfeasance, or a
misrepresentation of a material fact.

To the extent provided in regulations, the TMP will be required
to keep partners informed of all administrative and judicial pro-

ceedings. Notices received by pass-through partners must be for-

warded within 30 days to persons holding an interest in partner-
ship profits or losses through the pass-through partner. The respon-
sibility for forwarding such notices is on the TMP of any pass-
through partner which is itself a partnership. It was intended that
no obligation will be imposed on the TMP with respect to partners
wishing to be informed about routine or minor events.

All partners have a right to participate in the partnership pro-
ceeding but may waive such rights and any restrictions, such as a
restriction on assessment, on the Secretary. The place and time of
meetings and other events involving the Internal Revenue Service
will be determined by Service representatives and the TMP.
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Settlements

Settlement agreements, in the absence of fraud, are binding on
the Secretary and partners participating in the settlement, except
as the settlement may otherwise provide. Indirect partners, unless
properly identified as required by the statute, will be bound by set-

tlements entered into by the pass-through partner. The Secretary
must offer to any partner who so requests settlement terms that
are consistent with the settlement with any other partner. Except
where notice to a partner of the proceeding was not timely, a re-

quest for such settlement terms must be made, with respect to any
settlement entered into before the mailing of a notice of FPAA to

the TMP, before the expiration of 150 days after such mailing.

The TMP may enter into a settlement on behalf of, and binding
upon, less than one-percent profits partners, in partnerships with
over 100 partners, who are not members of a notice group. Howev-
er, any such partner may file a statement within the time pre-

scribed by the Secretary providing that the TMP does not have au-
thority to settle on behalf of such partner. No partner other than
the TMP (and other than a pass-through partner with respect to

indirect partners) may bind any other partner with respect to a set-

tlement agreement.

Assessment of tax

Any deficiency resulting from an administrative determination
generally may not be assessed until 150 days after mailing the
notice of FPAA to the TMP, or if within the 150-day period a Tax
Court proceeding is commenced, until the decision in such proceed-
ing has become final. Any action to assess or collect the tax in vio-

lation of this restriction may be enjoined in the proper court.

If a timely court proceeding is not commenced, the deficiency as-

sessed against any partner with respect to partnership items affect-

ed by a FPAA may not exceed the amount determined in accord-

ance with such adjustment.

Judicial review ofFPAA

Commencement of action

The TMP, within 90 days after the mailing of the notice of

FPAA, may file a petition for readjustment of partnership items in

the Tax Court, the district court of the United States for the dis-

trict in which the partnership's principal place of business is locat-

ed, or the Claims Court. During such 90-day period, no other part-

ner may file a petition for judicial review.

If the TMP does not file a petition, any notice partner or 5-per-

cent group with an interest in the outcome may, within 60 days fol-

lowing such 90-day period, file a petition with any of the courts in

which the TMP may file a petition. Only one proceeding may go
forward. The first action filed in the Tax Court will establish juris-

diction or, if no petition is filed with the Tax Court, the first action
filed in either of the other courts will go forward. Other actions

will be dismissed. The TMP may intervene in an action brought by
another partner.
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Right to participate

Each partner with an interest in the outcome shall be treated as
a party to the action and will be allowed by the court to participate
in the action. A partner does not have an interest in the outcome
after partnership items as to such partner become nonpartnership
items (under sec. 6231(b)), or the period for assessment with respect
to partnership items of such partner has expired.

Deposit requirement where action in district court or Claims
Court

As a condition to filing a petition in either the appropriate dis-

trict court or the Claims Court, the partner filing the petition (in-

cluding each member of a 5-percent group which files a petition)

must deposit with the Secretary the amount by which such part-

ner's tax liability would be increased if treatment of partnership
items on the partner's return were made consistent with the part-
nership return as adjusted by the FPAA. The court may by order
determine that this jurisdictional requirement is satisfied if a good
faith effort to comply was made and any shortfall in the amount
required to be deposited is timely corrected.

The amount required to be deposited will be refunded upon re-

quest of the depositing partner if jurisdiction to proceed is estab-
lished in the Tax Court. However, if, upon expiration of the 150
day filing period, no Tax Court petition is filed, the Secretary may
assess any deficiency of the depositing partner resulting from the
FPAA and apply such deficiency against the deposited amount.
Likewise, the Secretary may assess and collect any deficiencies of
other partners resulting from the FPAA if jurisdiction is estab-
lished in the district court or Claims Court pending a decision on
the merits.

Any amount required to be deposited shall, while deposited, be
treated as a payment of tax only for purposes of Chapter 67, relat-

ing to interest.

Scope ofjudicial review

The court acquiring jurisdiction of a partnership proceeding shall
have jurisdiction to determine all partnership items of the partner-
ship for the partnership taxable year to which the FPAA relates
and the proper allocation of such items among the partners. The
court's decision has the effect of a final decision of the Tax Court
or a final judgment or decree of the district court or Claims Court
and will be reviewable if review is sought by the TMP, a notice
partner, or a 5-percent group.

Dismissal of an action, other than a dismissal for lack of jurisdic-
tion, shall be considered a decision that the FPAA is correct.

Request for administrative adjustment

General rule

A partner may file a request for administrative adjustment
(RAA) of partnership items for a partnership taxable year within 3

years after the partnership return was filed (or, if later, the last

day for filing such return, determined without extension) and
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before the mailing of a notice of FPAA to the TMP for such taxable
year.

Request by TMP on behalf of the partnership

An RAA, filed by the TMP on behalf of the partnership, may
serve as an amended return correcting the treatment of items on
the original partnership return, in which case the Secretary may
treat the changes made as corrections of clerical or mathematical
errors on the original return.

In other cases, an RAA generally serves as a claim for refund. In
such cases, when the RAA is filed by the TMP on behalf of the
partnership, the Secretary may (i) make all refunds and credits to

all partners resulting from the requested adjustments provided the
adjusted items continue to be partnership items with respect to any
partner, or (ii) commence a partnership proceeding.

The RAA filed by the TMP on behalf of the partnership must
show the effect of the requested adjustments on the distributive

shares of the partners and other information as required by regula-
tions.

Other requests

Each partner may file an RAA on his own behalf. In such case,

the Secretary may (i) process the request in the same manner as a
claim for refund relating to nonpartnership items, (ii) assess any
tax resulting from the requested adjustments, (iii) notify the part-

ner that all items to which the request relates will be treated as
nonpartnership items, or (iv) commence a partnership proceeding.

Judicial review of request by TMP on behalf of the partner-
ship

The TMP may file a petition for review in the Tax Court, the ap-

propriate district court, or the Claims Court after the expiration of

6 months from the date of filing the RAA and within 2 years of

such filing, with respect to any part of the requested adjustment
not allowed. Such a petition may not be filed after a notice of the
commencement of a partnership proceeding is mailed to the part-

nership. If, when such notice is mailed, the 2-year period within
which a petition could have been filed has not expired and the Sec-

retary fails to mail timely notice of a FPAA, the TMP shall have 6

months after the expiration of the period in section 6229(a) within
which to file a petition. The TMP and the Secretary may agree to

extend the 2-year period for filing a petition.

In any event, no petition for review with respect to an RAA may
be filed after a timely notice of FPAA has been mailed by the Sec-

retary. If the petition has been filed when a timely notice of FPAA
is mailed, the proceeding will be treated as a proceeding with re-

spect to the FPAA, except that no deposit will be required to estab-

lish jurisdiction in the appropriate district court or the Claims
Court.
Other partners are to be treated as parties to any action brought

by the TMP with respect to unallowed adjustments requested in an
RAA under rules similar to those applicable when a petition is

filed to review a FPAA.
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Judicial review of an RAA filed by the TMP is limited to unal-
lowed items to which the request relates and items with respect to

which the Secretary asserts an offset to requested adjustments. The
court's decision has the same effect as, and is reviewable in the
same manner as, a court decision reviewing a FPAA.

Suits by individual partners

With respect to other RAAs if the Secretary notifies a partner
that the partner's partnership items for the partnership taxable
year to which a timely request relates are to be treated as nonpart-
nership items, the request will be considered as a claim for refund
and the partner may bring an action under section 7422 within 2

years after mailing of such notice.

Otherwise, if any part of the RAA is not allowed, the partner
may, after 6 months and before 2 years from the date the request
was filed, commence a suit for refund under section 7422 and the
partner's partnership items for the partnership taxable year to

which the request related will be treated as nonpartnership items.

The 2-year period for filing suit may be extended by agreement
between the partner and the Secretary.

An action based on unallowed items in an RAA may not be com-
menced after the Secretary mails notice of the commencement of a
partnership proceeding to the partnership. If the 2-year period for

filing suit has not expired when such notice is mailed, the rules ap-

plicable to a suit by the TMP are also applicable to other partners
in the event there is no timely FPAA.

Statute of limitations on assessments

General rules

The period for assessment with respect to partnership items (or

affected items) for any partnership taxable year shall not expire
before 3 years from the date of filing the partnership return or, if

later, the last date prescribed for filing such return determined
without extensions. The period may be extended by agreement
with any partner or, for all partners, by agreement with the TMP
(or other person authorized in writing by the partnership). The
agreement must be entered into before the expiration of the period
to be extended. An agreement under section 6501(c)(4) (relating to

agreements to extend the period for assessment) will apply to part-

nership items only if it expressly so provides.

Assessments may be made at any time against partners signing
or participating directly or indirectly in the preparation of a fraud-

ulent return. Against other partners affected by such return, the
period for assessment is extended from 3 to 6 years.

The period of assessment is 6 rather than 3 years in any case
where there is an omission from gross income of an amount proper-
ly includible which exceeds 25 percent of the amount of the gross

income stated in the return.
Assessments may be made at any time where no partnership

return is filed. For this purpose, a return filed by the Secretary on
behalf of the partnership under section 6020(b) shall not be treated

as a return filed by the partnership.
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Suspension of limitations

The period for assessment is suspended upon mailing of a notice
of FPAA until the expiration of the period during which a petition

for judicial review may be filed by any partner (or, if an action is

brought during such period, until the decision of the court has
become final) and for one year thereafter.

Unidentified partners, inconsistency

Where a partner was not properly identified on the partnership
return and a timely notice of FPAA was mailed to the TMP, or a
partner's treatment of partnership items on his return did not
comply with the consistency requirement in section 6222 and the
inconsistency was not identified as required by that section, the as-

sessment period will not expire until one year after the name, ad-
dress, and taxpayer identification number of such partner are fur-

nished to the Secretary.

Items becoming nonpartnership items

Where, before the expiration of the period for assessment, an
item becomes a nonpartnership item by reason of an event de-

scribed in section 6231(b), the period of assessment of any tax at-

tributable to such item (or an affected item) shall not expire until

one year after the date on which the item becomes a nonpartner-
ship item.

Computational adjustments

Computational adjustments, generally

The procedure applicable to assessment of a deficiency will not
apply to computational adjustments. Computational adjustments
are changes in tax liability of a partner properly reflecting the
treatment, under the rules adopted in the Act, of partnership
items. The term includes all adjustments necessary to apply the re-

sults of a partnership proceeding to an indirect partner.
Adjustments necessary to correct mathematical or clerical errors

(as defined in sec. 6213(g)(2)) appearing on the partnership return
may be made without a partnership proceeding and opportunity for

judicial review, except as to any partner who requests that such
correction not be made within 60 days after notice of the correction
is mailed to such partner.

Claim by partner

A claim may be filed on the ground that there was an erroneous
computation of the adjustment necessary (i) to make the partner-
ship items on the partner's return consistent with the treatment of

such items on the partnership return, or (ii) to apply to the partner
a settlement, a FPAA, or a final court decision relating to the
treatment of partnership items. A claim may also be based on a
failure to allow a refund or credit in the proper amount. A claim
based on an alleged erroneous computation must be filed within 6

months after the date of mailing the notice of computational ad-

justment to the partner. A claim based on a failure to allow a
credit or make a refund in the proper amount must be filed within
2 years after, as appropriate, (i) the date the settlement was en-
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tered into, (ii) the date on which the period for bringing an action
to review a FPAA expires, or (iii) the date a court decision becomes
final.

Right to file suit

To the extent a claim based on failure to properly apply compu-
tational adjustments to the partner is not allowed, suit may be
filed within the period prescribed in section 6532(a). In any claim
or suit involving the application of computational adjustments to
the partner, the treatment of partnership items on the partnership
return, under the settlement, under the FPAA, or under the court
decision (as appropriate) shall be conclusive.

Limitations applicable to credits and refunds

Generally, the period of limitations prescribed for assessment
with respect to partnership items will also apply to allowance of
any credit or refund with respect to partnership items.

Credit or refund based on a timely filed RAA may be made at
any time before the expiration of the period for filing suit with re-

spect to such request.

Credit or refund based on a claim with respect to the application
to the partner of a computational adjustment may be made before
the expiration of the period specified in section 6532 for bringing
suit on such claim.
The limitation on the period for making a credit or refund to a

partner will not apply if a timely suit is brought by the partner
based on an RAA or an unallowed claim with respect to a computa-
tional adjustment.

Credits or refunds attributable to partnership items to the extent
practicable, will be made without requiring that the partner file a
claim.

The limitations generally applicable to the allowance of credits
or refunds (subchapter B of Chapter 66) will not apply to credits or
refunds of overpayments attributable to partnership items.

Certain other rules

When a notice of the commencement of a partnership proceeding
is mailed to the TMP with respect to a partnership taxable year,
the TMP is to furnish to the Secretary the names, addresses, and
taxpayer identification numbers of each person who was a partner
at any time during such taxable year. Revised or additional infor-

mation is to be furnished at a later date by the TMP when the
TMP discovers the information furnished was inaccurate or incom-
plete. Failure by the TMP, a pass-through partner, the representa-
tive of a 5-percent notice group, or other representative of a part-

ner to provide any notice or take any action required under the
rules or under regulations on behalf of any partner will not affect

the applicability of any partnership proceeding or adjustment
under the rules to such partner.
The principles of section 7481(a) shall govern in determining the

date on which a court decision becomes final.

The authority granted to the Secretary by section 7602 (relating

to the examination of books and witnesses) is not limited by the
rules adopted by the Act.



277

All statements, elections, requests, and furnishing of information
are to be made or filed in such manner, and at such time and
place, as prescribed by regulations.

The principal place of business of a partnership, if outside the
United States, shall be treated as located in the District of Colum-
bia for purposes of filing a petition in the appropriate district court
under section 6226 or section 6228.

The statute grants explicit authority to adopt regulations as nec-

essary to carry out the purpose of the statutory rules.

Judicial actions brought under the rules are to be conducted in

accordance with such rules of practice and procedure as the court
may prescribe.

Small partnerships

Generally, partnerships covered by the rules include any part-

nership required to file a return under section 6031(a).

However, the rules do not apply to partnerships consisting of 10
or fewer partners each of whom is a natural person (other than a
nonresident alien) or an estate, provided that each partner's share
of any partnership item is the same as his distributive share of

every other partnership item. A husband and wife (and their es-

tates) shall be treated as one partner for purposes of this exception.
A partnership eligible to be excluded under this provision may
elect to be covered by the rules. The election is binding for the year
for which it is made and subsequent years unless revoked with the
Secretary's consent.

Certain definitional and other rules

Certain definitions

The term 'partner', for purposes of the rules, means a direct

partner in the partnership or any other person whose income tax
liability is determined in whole or in part by taking into account
directly or indirectly partnership items of the partnership.
The term 'partnership item' means any item required to be

taken into account for the partnership's taxable year to the extent
regulations provide that such item is more appropriately deter-

mined at the partnership level than the partner level. The term
'affected item' means any item to the extent it is affected by a
partnership item.

The term 'pass-through partner' means a partnership, estate,

trust, subchapter S corporation, nominee, or other similar person
through whom other persons hold an interest in a partnership with
respect to which there is a partnership proceeding. The term 'indi-

rect partner' means any person holding an interest through one or
more pass-through partners.
Except as regulations may provide otherwise, a husband and wife

with a joint interest in a partnership shall be treated as one
person, e.g., for determining whether a partnership has more than
100 partners.

Nonpartnership items

Partnership items will become nonpartnership items as of the
date that (i) the Secretary mails a notice to the partner that such
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items will be treated as nonpartnership items, (ii) the partner files

suit under section 6228(b) after failure by the Secretary to allow an
RAA with respect to such items, (iii) the Secretary enters into a
settlement agreement with the partner with respect to such items,
(iv) the items become nonpartnership items under section 6223(e)
(relating to failure by the Secretary to provide timely notice to the
partner of a partnership proceeding) or (v) under the Secretary's
regulatory authority to treat items as nonpartnership items, such
items become nonpartnership items.

The Secretary may notify a partner that a partnership item will

be treated as a nonpartnership item where either (i) the partner
has treated the item inconsistently with its treatment on the part-
nership return and properly identified the inconsistency under
section 6222(b)(1)(B) (and has not subsequently filed an RAA which
would eliminate the inconsistency) or (ii) the partner has filed an
RAA and the requested adjustments would make the partner's
treatment of adjusted items inconsistent with their treatment on
the partnership return. Any such notification based on inconsisten-
cy on the partner's return must be mailed before the Secretary
mails a notice to the TMP of the commencement of a partnership
proceeding with respect to the inconsistently treated items.

Special enforcement provisions

The Act provides regulatory authority to treat items as nonpart-
nership items to the extent the Secretary determines their treat-

ment as partnership items will interfere with the effective and effi-

cient enforcement of the Internal Revenue laws. This authority ex-

tends to (i) termination assessments under section 6851 and jeop-
ardy assessments under section 6861, (ii) criminal investigations,

(iii) indirect methods of proof of income (iv) foreign partnerships,
and (v) other areas to the extent determined by regulations to pres-

ent special enforcement considerations.
Authority is granted to prescribe special rules by regulation de-

termined by the Secretary to be necessary to achieve the purpose
of the Act for the tax treatment of partnership items in these cases
presenting special enforcement considerations.

Determination ofprofits interest

The profits interest of any partner shall be determined as of the
close of the partnership taxable year, except that it shall be deter-

mined immediately before the liquidation, sale, or exchange of the
entire interest of a person who is not a partner at the end of such
year. This determination is significant in determining whether a
partner's interest is one percent or more (in partnerships with over
100 partners) and in determining whether a notice group qualifies

under the 5-percent requirement applicable to such groups. This
determination shall be made pursuant to regulations in the case of

indirect partners.

Appeal bond to stay assessment

Section 7485, relating to bond to stay assessment and collection

on the appeal of a Tax Court decision, is amended to provide for

such a bond on filing a notice of appeal of a decision under section
6226 or section 6228(a). The amount of such bond fixed by the Tax
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Court, in the absence of a stipulation by the parties, will be based
on the Tax Court's estimate of the aggregate amount of deficiencies

involved.

Nonpartnership litigation

Other tax litigation not a bar to adjustment

A judicial determination of a partner's income tax liability not

resulting from a partnership proceeding will not bar any adjust-

ment to such liability attributable to the treatment of partnership

items pursuant to a proceeding under these rules. Further, such a
determination will not bar an adjustment resulting from a proceed-

ing with respect to items that become nonpartnership items under
the rules if, when they become nonpartnership items, it is no
longer appropriate to include them in a separate proceeding involv-

ing other nonpartnership items. A judicial determination in a suit

filed under section 6228(a) with respect to items not allowed in an
RAA filed by the TMP will not bar adjustments with respect to

other partnership items.

Continuation of existing rules for nonpartnership items

Existing rules relating to administrative and judicial proceed-

ings, statutes of limitations, settlements, etc., will continue to

govern the determination of a partner's tax liability attributable to

nonpartnership items. Neither the Secretary nor the taxpayer will

be permitted to raise nonpartnership items in the course of a part-

nership proceeding nor may partnership items, except to the extent

they become nonpartnership items under the rules, be raised in

proceedings relating to nonpartnership items of a partner.

The separate statute of limitations applicable to nonpartnership
items of a partner may have expired when the computational ad-

justment of a partner's tax liability attributable to a FPAA or final

court decision is made. In such case neither the Secretary (to

reduce a refund) nor a partner (to reduce an assessment) may raise

nonpartnership items in determining the partner's tax liability re-

sulting from such computational adjustment. However, if the part-

ner has in fact overpaid his income tax liability for the taxable
year with respect to which the computational adjustment was
made, he may obtain credit or refund of such overpayment by
filing a claim within 2 years following such overpayment, as pre-

scribed by sections 6511 (a) and (b)(2)(B). If such claim is not al-

lowed, suit may be filed pursuant to section 7422(a). Any overpay-
ment which may be refunded pursuant to such a claim or suit for

refund would be attributable only to nonpartnership items.

Foreign-based partnerships

The Act explicitly applies the partnership return filing require-

ment under section 6031 to any partnership which has U.S. part-

ners (direct or indirect). Where the TMP resides outside the United
States or the partnership books and records are kept outside the
United States, failure to comply with the partnership return re-

quirement or provide the return information upon request will

result in disallowance of partnership losses and credits to the part-

ners. The Secretary may by regulation waive the reporting require-
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ment in appropriate cases. The bill also requires a return by a U.S.
person who acquires or disposes of an interest in a foreign partner-
ship except to the extent regulations provide otherwise. This re-

quirement extends to substantial changes in the proportionate in-

terest of a U.S. person in a foreign partnership. The return is to be
in such form and provide such information as regulations require
and must be filed within 90 days after the date the U.S. person be-

comes liable to file such return unless the Secretary, by regulation,

prescribes a later date.

The tax treatment for partnership items under subchapter C of
chapter 63, as added by the Act, the partnership return filing re-

quirement under section 6031, and the return requirement relating

to changes in interest in a foreign partnership are all expressly in-

applicable, under the Act, to the International Telecommunications
Satellite Organization and the International Maritime Satellite Or-
ganization, and any organization which is successor to either of

such organizations. Both such organizations are public internation-

al organizations established by international agreements to which
the United States is a party.

Partnership must provide information to partners

Section 6031 is amended by the Act to require expressly that
every partnership required to file a return shall furnish to every
person who was a partner at any time during the partnership's
taxable year a copy of such information shown on the return as
may be required by regulation. The fact that the Act expressly im-
poses this requirement was not intended to imply that the Internal
Revenue Service was without authority to impose a similar require-

ment under prior law.

Windfall profit tax audits

Windfall profit tax items are included as partnership audit items
under regulations to be issued by the Treasury. Thus, the tax treat-

ment of any partnership windfall profit tax item will be deter-

mined at the partnership level rather than the partner level. A
partnership windfall profit tax item is any item relating to the
computation of the windfall profit tax on crude oil produced by the
partnership which the Treasury determines by regulation to be
more appropriately determined at the partnership rather than the
partner level. Examples of such items are (1) the removal price of

crude oil, (2) the adjusted base price of the crude oil, (3) the catego-

ry of the crude oil, (4) the appropriate severance tax adjustments,
and (5) the net income limitation. Under regulations, the partner-
ship will be authorized to act on behalf of its partners for purposes
of the determination, examination, and collection of windfall profit

tax. Thus, the partnership can be made responsible for certifying

necessary withholding tax information to first purchasers and for

filing quarterly and annual returns with respect to the partner-
ship's production of domestic crude oil. When necessary, the part-

nership will be able to rely on certifications by its partners of their

status under the windfall profit tax. On the election of one or more
partners owning an interest in at least 5 percent of partnership
income, this authorization will cease to apply for the entire part-

nership.
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Each partner will remain primarily liable for the windfall profit

tax on his allocable share of taxable crude oil produced by the part-

nership. The partner's liability will be abated to the extent of any
payment of windfall profit tax by the partnership. In determining
the liability of any partner for windfall profit tax purposes, each
partner would be required to treat any partnership windfall profit

tax item in a manner consistent with the treatment of that item on
the partnership return unless the partner notifies the Secretary of

an inconsistent position. Each partner will be required to certify to

the partnership that partner's correct treatment under the exemp-
tion of independent stripper wells, the special rates on independent
producers, the royalty owners exemption and other producer-relat-

ed provisions. The partnership will compute and pay the windfall
profit tax on the assumption that the certifications given by the
partners are correct.

The examination and collection of tax relating to independent
producer or exempt status, etc., will be conducted at the partner
level. All other items are determined at the partnership level.

Thus, a partner's treatment of partnership windfall profit tax
items will, under regulations, be determined by reference to the
treatment of such items in the hands of the partnership. Thus, for

example, a partner can sue for a refund on the basis of that part-

ner's claim of the independent producer lower rates, but can not
seek a refund on the theory that oil classified as tier 2 oil by the
partnership should have instead been classified as tier 3 oil.

Prior law provided the Secretary with broad authority to require
the keeping of records, the making of returns, and the furnishing
of information relating to the windfall profit tax. It was anticipated
that the Secretary will use this authority to reduce the amount of

information which must be delivered partners to by the partner-
ship in the normal course of business and to provide for a consoli-

dated partnership return reflecting the taxes of the individual
partners. In addition, the Secretary should require under this au-
thority that partners be given access to any and all windfall profit

tax information necessary for the verification of the tax computed
by the partnership or to the determination of their entitlement to

independent producer lower rates or royalty owner exemptions.
The Act applies to determination, examination, and collection of

windfall profit tax with respect to oil removed in taxable periods
beginning after December 31, 1982, unless the partnership, each
partner, each indirect partner and the Secretary consent to earlier

application of the provisions.

Effective date

The amendments relating to acquisitions, dispositions, and sub-
stantial changes in the interest of a U.S. person in foreign partner-
ships apply in the case of such changes after the date of enactment.
All other amendments apply to partnership taxable years begin-
ning after the date of enactment. However, a partnership with the
consent of all partners may choose to have such amendments apply
to the first partnership taxable year ending after the date of enact-
ment if the Secretary also consents.
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11. Revenue Effect of Compliance Provisions

The provisions relating to withholding on interest and dividends
are estimated to increase fiscal year budget receipts by $1,344 mil-

lion in 1983, $5,246 million in 1984, $3,975 million in 1985, $4,605
million in 1986, and $5,181 million in 1987.

The other compliance provisions (items 2 through 10, above) are
estimated to increase fiscal year budget receipts by $2,021 million
in 1983, $3,623 million in 1984, $4,685 million in 1985, $5,569 mil-

lion in 1986, and $6,036 million in 1987.



D. Pension Provisions*

Overview

If a pension, profit-sharing or stock bonus plan qualifies under
the tax law (sec. 401(a), 403(a), or 405(a)), then (Da trust under the
plan is generally exempt from income tax, (2) employers are gener-

ally allowed deductions (within limits) for plan contributions for

the year for which the contributions are made, even though partici-

pants are not taxed on plan benefits until the benefits are distrib-

uted, (3) benefits distributed as a lump sum distribution may be ac-

corded special long-term capital gain treatment or 10-year income
averaging treatment, or may be rolled over, tax-free, to an individ-

ual retirement account, annuity, or bond (IRA) or another qualified

plan, and (4) certain estate and gift tax exclusions are provided.

Under a tax-sheltered annuity program, amounts paid by an edu-
cational institution or by an eligible tax-exempt organization to

purchase an annuity contract for an employee are excluded from
the employee's income, subject to certain limits (sec. 403Cb)). Ex-
cludable contributions to custodial accounts investing in stock of a
regulated investment company {e.g., a mutual fund) are also per-

mitted. Amounts distributed or made available under tax-sheltered

annuities or custodial accounts generally are includible in gross

income. However, certain total distributions may be rolled over,

tax-free, to another such annuity contract or account or to an IRA.
In addition, certain estate tax and gift tax exclusions apply.

If an IRA qualifies as a simplified employee pension (SEP), the
annual IRA deduction (generally, the lesser of $2,000 or 100 per-

cent of compensation) is increased by the lesser of $15,000 or 15

percent of compensation. The increase in the deduction limit ap-

plies only to employer contributions (sec. 219). Except in the case of

certain correcting distributions, all distributions from SEPs are in-

cludible in gross income unless rolled over to another IRA.
Amounts held in a SEP can qualify for exclusions under the estate

tax and gift tax rules for IRAs.

*For legislative background of the pension provisions, see: H.R. 4961, as reported by the
Senate Finance Committee, sees. 246-254; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 312-332;

and H. Rep. No. 97-760 (August 17, 1982), pp. 617-640 (Joint Explanatory Statement of the
Committee of Conference).
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1. Limits on contributions and benefits (sees. 235 and 245 of the
Act and sees. 401, 404, 415, 1379, and 2039 of the Code)

Prior Law

Overall limits

In order to limit the extent to which individuals can use tax-fa-

vored arrangments to provide for retirement, the Code (sec. 415)

provides overall limits on contributions and benefits under quali-

fied pension, etc., plans, tax-sheltered annuities, and simplified em-
ployee pensions (SEPs). The overall limits apply to contributions
and benefits provided to an individual under all qualified plans,

tax-sheltered annuities, and SEPs maintained by any private or

public employer or by certain related employers.
Under a profit-sharing or other defined contribution plan,^ the

qualification rules provide an overall limit on the annual addition

with respect to each plan participant (sec. 415(c)). Under prior law,

the annual addition (consisting of employer contributions, certain

employee contributions, and forfeitures allocated from the accounts
of other participants) generally was limited to the lesser of (1) 25
percent of compensation for the year, or (2) $25,000, adjusted for

cost-of-living increases as measured by the Consumer Price Index
(CPI) since 1974. The limit for 1982 was $45,475. The defined
contribution plan limit also applies to tax-sheltered annuities and
SEPs.
Under a defined benefit pension plan ^ the annual benefit de-

rived from employer contributions was subject to an overall limit

of the lesser of (1) 100 percent of average compensation, or (2)

$75,000, adjusted for cost-of-living increases since 1974 (sec. 415(b)).

The limit for 1982 is $136,425.

Maximum benefits payable upon early retirement

Under the prior-law limits for a defined benefit plan, the annual
benefit was generally the equivalent of an annuity for the life of

the employee, beginning at age 55 or later, and determined without
regard to certain survivor and non-retirement benefits. If

retirement benefit payments began before age 55, the dollar limit

($136,425 for 1982) was actuarially reduced to the equivalent of the
dollar limit at age 55.

' A defined contribution plan is one under which each participant's benefit is based solely on
the balance of the participant's account consisting of contributions, income, gain, expenses,
losses, and forfeitures allocated from the accounts of other participants.

^ A defined benefit pension plan specifies a participant's benefit independently of an account
for contributions, etc. (e.g., an annual benefit of two percent of average pay for each year of

employee service).

(284)
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Aggregate limit

If an employee participates in a defined contribution plan and a
defined benefit plan maintained by the same employer, the fraction

of the separate limit used by each plan is computed and the sum of

the fractions is subject to an overall limit (415 (e)). The prior-law
limit on the sum of the fractions was 1.4. Under prior law the nu-
merator of the defined benefit plan fraction was the projected
annual benefit of the participant under the plan determined as of

the close of the year and the denominator was the maximum bene-
fit allowed.
The numerator of the defined contribution plan fraction was the

total amount of annual additions to the participant's account
through the close of the year and the denominator was the maxi-
mum amount of annual additions which could have been made for

the participant if the plan provided the maximum allowable
annual addition for the year and all prior years of service with the
employer.

Reasons for Change

Congress recognized the importance of tax incentives in creating
a strong pension system. At the same time, however. Congress be-

lieved it was necessary to provide more appropriate limitations on
contributions and benefits to prevent excessive accumulations of

tax-deferred funds by high-income people.

Explanation of Provisions

Overview

The Act made several changes to the overall limits on contribu-
tions and benefits under qualified plans, tax-sheltered annuity pro-

grams, and SEPs of private and public employers. The dollar limit

on the annual addition under defined contribution plans is de-

creased from $45,475 to $30,000, and the dollar limit on the annual
benefit payable under defined benefit plans is decreased from
$136,425 to $90,000. All cost-of-living adjustments to these amounts
are suspended until 1986. In addition, for participants covered by
both a defined contribution plan and a defined benefit plan of the
same employer, the limit on the sum of the fractions of the sepa-
rate limit used by each plan is reduced to the lesser of 1.25 (as ap-
plied only to the dollar limits) or 1.4 (as applied to the percentage
of compensation limits).

Under the Act, if the retirement benefit under a defined benefit
plan begins before age 62, the $90,000 limitation generally is re-

duced so that it is the actuarial equivalent of an annual benefit of

$90,000 beginning at age 62.

Under transition rules provided by the Act, benefits already ac-

crued by a plan participant under an existing plan are not affected
by the reductions.

Overall limits

Under the Act, the dollar limit on the annual addition for an em-
ployee under defined contribution plans of an employer is de-
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creased from $45,475 to $30,000. The 25 percent of compensation
limit is not changed.
The dollar limit on employer-derived annual benefits for an em-

ployee under defined benefit plans is decreased from $136,425 to

$90,000. The 100 percent of compensation limit is not changed. Fur-
ther, under the rules relating to the overall limit on annual bene-
fits, the value of benefits paid in a form other than a single life

annuity may not exceed the actuarial equivalent of a single life an-
nuity equal to the applicable limit (the lesser of the dollar or per-
centage limit). Under the Act, actuarial equivalence is to be deter-
mined by using an interest rate assumption of not less than the
greater of five percent or the rate (if any) specified in the plan for

purposes of converting plan benefits. For example, if a defined
benefit pension plan permits a participant to elect a lump sum dis-

tribution, then the lump sum is within the applicable limit only if

it does not exceed the value of a single life annuity using an inter-

est rate at least equal to the prescribed minimum. In no event,
however, can future cost-of-living increases to the dollar limit be
assumed in determining actuarial equivalence.
The Act continues prior law, under which, if a benefit is paid in

the form of a joint and survivor annuity for the benefit of the par-
ticipant and his spouse, the survivor benefit is taken into account
only to the extent that the benefit is greater than the joint benefit.

Also, as under prior law, the maximum allowable benefit is re-

duced for an employee with less than 10 years of service with the
employer.
The Act suspends cost-of-living adjustments to the overall dollar

limits. The $30,000 and $90,000 limits, first effective in 1983 for

plans in existence on July 1, 1982, will not be increased in 1983,

1984, or 1985. Beginning in 1986, the limits will be adjusted for

post-1984 cost-of-living increases under the formula then in effect

to provide cost-of-living increases in social security benefits. The
Congress intended that, in 1983, the Secretary of the Treasury is

not to make adjustments to the dollar limits in effect for 1982
($136,425 and $45,475).

For 1983, 1984, and 1985 no change is made to the prior-law pro-

vision for defined benefit plans which permits adjustment of the
100 percent of compensation limit to reflect post-separation cost-of-

living increases for participants who have separated from service.

Beginning in 1986, permitted post-separation adjustments will be
made under the rules providing adjustments to the overall dollar

limits.

The Act clarifies prior law by providing that anticipated cost-of-

living adjustments to the overall benefit limits may not be taken
into account under the rules relating to the deduction allowed for

employer contributions to a qualified plan.

Dollar limits for benefits payable upon early or delayed retirement

Under the Act, if retirement benefits under a defined benefit

plan begin before age 62, the $90,000 limit (but not the 100 percent
of compensation limit) generally is reduced so that it is the actuar-
ial equivalent of an annual benefit of $90,000 beginning at age 62.

However, the Act provides that in no event will the dollar limit for

benefits commencing at or after age 55 be reduced below $75,000.
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Thus, the dollar limit for benefits which commence at or after age
55 and before age 62 will be the greater of (1) the actuarial equiva-

lent of the usual, inflation-adjusted, dollar limit ($90,000 for 1983)

for benefits commencing at age 62, or (2) $75,000. In addition, for

benefits commencing before age 55, the applicable dollar limit will

be the greater of (1) the actuarial equivalent of the usual, inflation-

adjusted, dollar limit for benefits commencing at age 62, or (2) the

actuarial equivalent of a $75,000 annual benefit commencing at age
55.

Under the Act, the reduction in the dollar limit for benefits com-
mencing before age 62, and the reduction in the $75,000 amount for

benefits commencing before age 55, must be computed using an in-

terest assumption not less than the greater of five percent or the

rate specified in the plan for purposes of determining benefits pay-

able before the normal retirement age. As under prior law, there is

no required reduction for pre-retirement ancillary benefits (such as

medical, death, or disability benefits), but adjustments are required

to reflect post-retirement ancillary benefits such as term-certain

annuities, postretirement death benefits, etc.

The Act also provides that if retirement benefits under a defined

benefit plan begin after age 65, the $90,000 limit is increased so

that it is the actuarial equivalent of an annual benefit of $90,000

beginning at age 65. The increase is to be computed using an inter-

est rate assumption not greater than the lesser of five percent or

the rate specified in the plan. Although both interest and the de-

creased term over which the annual benefit is payable may be
taken into account to increase the $90,000 limit, the probability of

an individual's dying after age 65 and before the age at which the

payment of the benefit would commence may not be taken into ac-

count to increase the dollar limit if the plan does not provide for

forfeiture on death in that period.

Of course, this provision does not prohibit an employee from re-

tiring prior to age 62, and it does not mandate actuarial reductions

in plan benefits commencing prior to age 62 where the limits are

not exceeded. Similarly, the Act does not require that a plan pro-

vide increased benefits for participants retiring after age 65.

Aggregate limit

The Act redefines the defined benefit plan and defined contribu-

tion plan fractions used to compute the aggregate limit for an indi-

vidual who participates in both types of plans maintained by the
same employer. Under the Act, the sum of the two fractions may
not exceed 1.0, but the revised plan fractions effectively provide an
aggregate limit of the lesser of 1.25 (as applied with respect to the

dollar limits) or 1.4 (as applied to the percentage limits) because of

adjustments to the denominators.
The numerator of the new defined benefit plan fraction, as under

prior law, is the projected annual benefit under the plan, deter-

mined at the close of the year. The denominator is redefined as the
lesser of (i) 1.25 multiplied by the dollar limit in effect for the year
($90,000 for 1983) or (ii) 1.4 multiplied by the amount of compensa-
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tion which may be taken into account for that year under the ap-
pUcable percentage limit.

^

The numerator of the new defined contribution plan fraction, as
under prior law, is the total amount of annual additions to the par-
ticipant's account through the close of the year. The denominator
is redefined as the sum of the lesser of the following amounts, com-
puted separately for such year and each prior year of service with
the employer: (i) 1.25, multiplied by the dollar amount for such
year (e.g., $30,000 for 1983) ^ or (ii) 1.4, multiplied by the applicable
percentage limit.

Deduction limits

The Act also provides that no deduction is permitted for any
year for employer contributions used to provide any benefits or
annual additions in excess of the limits applicable to that year.
Thus, in the case of a defined benefit plan, no benefits in excess of

the limits may be taken into account for purposes of computing the
applicable deduction limit. Similarly, contributions taken into ac-

count in computing an employer's deduction for contributions to a
defined contribution plan must be reduced by the amount by which
the annual addition for an employee exceeds the limit for the em-
ployee.

In addition, the Act clarifies prior law by providing that an em-
ployer's deduction limit for the year under a defined benefit plan
may not be based on benefits in excess of the dollar limit applica-

ble for the year (without regard to anticipated cost-of-living in-

creases in the limits). Deductions may, however, be based on bene-
fits (not in excess of the dollar limits for the current year) which
take into account anticipated salary increases.

Estate tax exclusion

The Act also places a $100,000 aggregate limit on the estate tax
exclusion for certain retirement benefits payable under qualified

pension, etc., plans, tax-sheltered annuities, individual retirement
accounts, annuities, or bonds (IRAs), and certain military

retirement plans (sec. 2039). This estate tax exclusion for

retirement benefits is allowed in addition to any other exclusion or
deduction (e.g., the marital deduction (sec. 2056)) allowed with re-

spect to such benefits. For example, if a lump sum distribution is

paid to the surviving spouse of a deceased participant under a
qualified plan, the distribution (including such a distribution which
is rolled over by the surviving spouse to an IRA (sec. 402(a)(7)) is

eligible for the marital deduction. The full amount of the $100,000
exclusion may then be applied to amounts payable with respect to

the decedent under another qualified plan or an IRA to a benefici-

ary other than the surviving spouse.

As under prior law (sec. 2039(f)), no amount included in a lump
sum distribution payable under a qualified plan is eligible for the

' However, if the participant's current accrued benefit determined pursuant to the transition-

al rules exceeds $90,000, the denominator of the defined benefit fraction would be the lesser of

(1) 1.25, multiplied by the dollar amount of the current accrued benefit, or (2) 1.4, multiplied by
the comf)ensation which may be taken into account under the percentage limit.

* The dollar amount used to compute that denominator for any year is the actual dollar limit

in effect for that year (e.g., $45,475 for 1982, $41,500 for 1981, etc.)
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$100,000 exclusion unless the beneficiary irrevocably elects to treat
the distribution as taxable without regard to the capital gain and
ten-year income averaging rules generally applicable to lump sum
distributions. Similarly, amounts payable from an IRA are eligible

for the exclusion only to the extent such amounts are payable as a
qualifying annuity (sec. 2039(e)).

Effective Dates

In general

For plans not in existence on July 1, 1982 (including plans main-
tained by employers who, after July 1, 1982, adopt master or proto-

type plans which were in existence on that date), the provisions re-

ducing the overall limits apply to years ending after July 1, 1982. A
plan is considered to have been in existence on July 1, 1982, if on
or before that date the plan was reduced to writing and adopted by
the employer (including, in the case of a corporate employer, for-

mally approved by the employer's board of directors and, if re-

quired, shareholders), even though no amounts had yet been con-
tributed under the plan.

For plans in existence on July 1, 1982, the provisions generally
apply to years beginning after December 31, 1982. However, a plan
which was in existence on July 1, 1982, will not fail to be qualified
for any year beginning before January 1, 1984, merely because the
plan may provide benefits or contributions which, though not ex-
ceeding the overall limits in effect prior to the amendments made
by the Act, exceed the limits as amended. Thus, employer deduc-
tions with respect to years beginning after December 31, 1982, will

be limited to those amounts required to fund the lower limits pro-
vided by the Act (whether or not contributions required by the
plan or the minimum funding standard (sec. 412) exceed those
limits).

For purposes of tax-qualification, in any case in which an em-
ployer maintains both a plan which was in existence on July 1,

1982 (an existing plan) and a plan which was not in existence on
that date (a new plan), the Act's qualification provisions apply with
respect to the existing plan for years beginning after December 31,

1983, and with respect to the new plan for years ending after July
1, 1982. For example, if both plans are defined contribution plans,
qualification of the existing plan for years beginning before Janu-
ary 1, 1984, is determined by taking into account $45,475 as the
dollar limit applicable to the sum of the annual additions for an
employee under the existing and new plans. However, qualification
of the new plan for years ending after July 1, 1982, is determined
by taking into account $30,000 as the dollar limit applicable to the
sum of the annual additions for the employee under the two plans.
Of course, the employer's deduction for contributions to the exist-

ing plan (for years beginning after December 31, 1982) and the new
plan (for years ending after July 1, 1982) are computed by refer-
ence to the $30,000 limit.

If both plans are defined benefit plans, qualification of the exist-
ing plan for years beginning before January 1, 1984, is determined
by taking into account $136,425 as the dollar limit applicable to the
sum of the annual benefits provided for an employee under the two
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plans, but qualification of the new plan for years ending after July
1, 1982, is determined by taking into account $90,000 as the dollar
limit applicable to the sum of the annual benefits provided under
the plans. For deduction purposes, the amount taken into account
under the existing plan (for years beginning after December 31,

1982) and the new plan (for years ending after July 1, 1982) is lim-
ited to $90,000 (or, if greater, the participant's current accrued
benefit).

Similar rules apply with respect to the Act's revision to the ag-
gregate limit for an employee who participates in both a defined
benefit plan and a defined contribution plan of the same employer.
With respect to the plan in existence on July 1, 1982 (whether a
defined contribution or a defined benefit plan), qualification of the
plan for years beginning before January 1, 1984, is determined by
taking into account 1.4 as the limit on the sum of the fraction com-
puted for the existing plan and the fraction computed for the new
plan. The fraction for each plan would be computed as under prior
law (i.e., without regard to the Act's revisions to either the defined
contribution plan or defined benefit plan fraction). Of course, the
denominator of the fraction for the new plan would reflect the
Act's new dollar limits.

With respect to the plan not in existence on July 1, 1982, qualifi-

cation for years ending after that date is determined by taking into
account 1.0 as the limit on the sum of the fractions computed for

the two plans. The fraction for each plan would be computed
taking into account the Act's revisions to both the defined contri-

bution plan and defined benefit plan fraction. The denominator of
each fraction would reflect the Act's new dollar limits (or, in the
case of a defined benefit plan, the participant's current accrued
benefit, if greater).

The provisions which suspend the cost-of-living adjustments
apply to adjustments which would have been made in years begin-
ning after December 31, 1982, and before January 1, 1986. Thus,
any adjustments to the dollar limits that would otherwise be made
after December 31, 1982, and before January 1, 1986, will not be
made.

Collectively bargained plans

The Act provides a special effective date for plans maintained on
the date of enactment (September 3, 1982), pursuant to one or more
collective bargaining agreements between employee representatives
and one or more employers. Under the Act, the new limits on bene-
fits and contributions will not apply to years beginning before the
earlier of (i) the date on which the last of the collective bargaining
agreements terminates or (ii) January 1, 1986. For this purpose,
any extensions of the collective bargaining agreement agreed to

after September 3, 1982, will be disregarded. In addition, any plan
amendment which amends the plan solely to conform to the
amendments made by the Act (with respect to benefit limits and
distribution requirements) will not be considered a termination or
extension of the collective bargaining agreement.

If a plan involves both collective bargaining unit employees and
other employees, the effective dates applicable to collectively bar-
gained plans apply if at least 25 percent of the plan participants
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are members of the employee unit covered by the collective bar-
gaining agreement.

Transitional rules

Current accrued benefits

The Act provides a transitional rule to insure that a participant's
previously accrued benefit under a defined benefit pension plan is

not reduced merely because the Act reduces the dollar limits on
benefits payable under the plan. The rule applies with respect to

an individual who is a participant before January 1, 1983, in a plan
which was in existence on July 1, 1982. If such an individual has a
current accrued benefit that exceeds the Act's dollar limit (but
which does not exceed the dollar limit in effect under prior law),

then the applicable dollar limit for the individual is equal to that
current accrued benefit. Similarly, in computing the participant's
new defined benefit fraction under the Act, the current accrued
benefit would replace the dollar limit otherwise used in the de-
nominator of the fraction.

Under the Act, an individual's current accrued benefit is the in-

dividual's accrued benefit as of the close of the last year beginning
before January 1, 1983, expressed as an annual benefit determined
pursuant to the rules in effect prior to the amendments made by
the Act. Thus, for example, the annual benefit could be computed
without requiring any actuarial reduction for benefits commencing
before age 62 and after age 55, unless the plan, as in effect on July
1, 1982, otherwise required reductions.
For purposes of determining an individual's current accrued

benefit, no change in the terms and conditions of the plan after
July 1, 1982, is taken into account. Accordingly, if an individual's
current accrued benefit is a specified percentage of average pay,
rather than a specified amount, the current accrued benefit is the
specified percentage of the average pay computed as of the close of
the last year beginning before 1983, based upon compensation paid
up to that time. Although subsequent salary increases might in-

crease the benefit to which a participant is entitled under the plan,
those increases would not increase the partcipant's current accrued
benefit. Similarly, cost-of-living adjusments occurring after 1982,
are not taken into account in computing the current accrued bene-
fit. In addition, with respect to an individual whose annual benefit
is treated as not exceeding the annual benefit limit (sec. 415(b)) on
account of the transitional rule provided by section 2004(d)(2) of the
Employee Retirement Income Security Act of 1974, the individual's
accrued benefit is the individual's annual benefit.
The Act does not affect the obligation of a plan to provide the

current accrued benefit and the Act does not affect the conse-
quences of an employer's failure to fund an individual's current ac-
crued benefit. However, no further accruals would be permitted for
an individual whose current accrued benefit exceeds the Act's
usual dollar limit until that dollar limit, as adjusted for cost-of-

living increases, exceeds the individual's current accrued benefit.
With respect to a plan maintained on September 3, 1982, pursu-

ant to one or more collective bargaining agreements, the current
accrued benefit of an individual is the individual's accrued benefit
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as of the close of the last year beginning before the earlier of (i) the
date on which the last of the collective bargaining agreements ter-

minates or (ii) January 1, 1986.

Defined contribution plan fraction

The Act also provides a special, elective transitional rule for com-
puting the defined contribution plan fraction. The rule allows the
computation for all years ending before January 1, 1983, to be
based solely upon an adjusted 1982 defined contribution plan frac-

tion.

Rather than recompute the denominator in each participant's de-
fined contribution plan fraction for each pre-1983 year, a plan ad-
ministrator may elect to adjust the denominator by taking into ac-

count only the dollar limit for the year ending in 1981 ($41,500),
and the individual's compensation for that year. Under this provi-

sion, the denominator of the individual's defined contribution plan
fraction for the year ending in 1982 (as determined under the rules
in effect before the amendments made by the Act) is multiplied by
a transition fraction. The numerator of the transition fraction is

the lesser of (1) $51,875 ($41,500 multiplied by 1.25), or (2) 1.4 multi-
plied by 25 percent of the individual's compensation for the year
ending in 1981. The denominator of the fraction is the lesser of (1)

$41,500, or (2) 25 percent of such 1981 compensation.
If a plan administrator elects to use the transition fraction with

respect to any plan participant, the transition fraction must be
used for to all participants in the plan. Similarly, an election by a
plan administrator to utilize the transition fraction with respect to

a plan of an employer applies with respect to all defined contribu-
tion plans of that employer and certain related employers (sec.

414(b), (c), or (m)).

The election to utilize the transition fraction may be made with
respect to a defined contribution plan which was in Existence on (or

which was terminated before) July 1, 1982, without regard to

whether the overall aggregate limit (sec. 415(e)) applied with re-

spect to annual additions under the plan on (or before) that date.

The election does not apply to a plan not in existence on or before
July 1, 1982.

Aggregate limit

The Act provides a special transitional rule to grant a "fresh
start" for individuals who participate in both a defined benefit plan
and a defined contribution plan maintained by the same employer.
Where the sum of the revised defined benefit plan and defined con-
tribution plan fractions exceeds 1.0, the Secretary of the Treasury
is to issue regulations under which the numerator of the new de-

fined contribution plan fraction (as determined for the last year be-

ginning before January 1, 1983) will be reduced, so that the sum of

the new fractions does not exceed 1.0. The fresh start rule does not
apply, however, with respect to individuals for whom the sum of
the defined benefit plan and defined contribution plan fractions ex-

ceeded 1.4 (as determined under the rules in effect before the
amendments made by the Act).

With respect to a plan maintained on September 3, 1982, pursu-
ant to one or more collective bargaining agreements, the reduction
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provided for by the regulations is to be made to the numerator of
the defined contribution plan fraction as determined for the last
year beginning before the earlier of (i) the date on which the last of
the collective bargaining agreements terminates or (ii) Januarv 1,

1986.



2. Loans to plan participants (sec. 236 of the bill and sec. 72 of the
Code)

Prior Law

Qualified pension, etc., plans

A qualified pension, etc., plan generally is permitted to make a
loan to a plan participant if certain requirements are met. General-
ly, under present law and prior law, the loan must bear a reason-
able rate of interest, be adequately secured, provide a reasonable
repayment schedule, and be made available on a basis which does
not discriminate in favor of employees who are officers, sharehold-
ers, or highly compensated (sec. 4975(d)). However, a qualified plan
benefitting a self-employed individual (an H.R. 10 plan) is not per-
mitted to lend to an owner-employee (a sole proprietor or a partner
whose partnership interest exceeds 10 percent), and a plan of an
electing small business corporation (a subchapter S corporation) is

not permitted to lend to a shareholder-employee (an employee
owning more than 5 percent of the corporation's stock). Also, under
prior law, if a self-employed individual (whether or not an owner-
employee) participating in an H.R. 10 plan borrowed from the plan
or used an interest in the plan as security for a loan, the transac-
tion was treated as a plan distribution and the usual income tax
rules for distributions applied.

Loans are also permitted under tax-sheltered annuity contracts,
including custodial accounts investing in stock of a regulated
investment company.

IRAs

If an individual borrows from an IRA or uses amounts in an IRA
as security for a loan, the transaction is treated as a distribution
and the usual income tax rules for IRA distributions apply (sees.

72(m) and 408(e)). Rules corresponding to the IRA provisions apply
with respect to loans from accumulated deductible employee contri-

butions under an employer's plan and to the use of the accumulat-
ed contributions as security for a loan (sec. 72(o)).

^

Reasons for Change

Congress was concerned that widespread use of loans from tax-

qualified plans and tax-sheltered annuities diminishes retirement
savings and thereby undercuts the objective of encouraging

' For taxable years beginning after 1981, an employee is allowed a deduction for voluntary
contributions to a plan if certain requirements are met (sec. 219). The annual deduction is limit-

ed to the lesser of $2,000 or 100 percent of the employee's compensation, and is in lieu of the
deduction allowed for contributions to an IRA.

Also, see H.R. 60.56, Technical Corrections Act of 1982: House floor amendments, 128 Cong.
Rec. H9600-9604; H. Rep. No. 97-986 (Dec. 21, 1982), pp. 29-30 (Joint Explanatory Statement of
the Committee of Conference).

(294)
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retirement savings. Accordingly, Congress concluded that restric-

tions on loans and pledges should be applied to all plan partici-

pants. Congress was also concerned, however, that an absolute pro-

hibition against loans might discourage retirement savings by
rank-and-file employees who may need access to such monies for

emergencies.

Explanation of Provision

Loans treated as distributions

The Act leaves unchanged the prior-law rules treating as distri-

butions loans from IRAs or from accumulated deductible employee
contributions under employer plans. Under rules added by the Act,

any amount received (directly or indirectly) by a participant as a
loan from (Da qualified pension, etc., plan (including a plan that
was at any time determined to be or was treated as a qualified

plan), (2) a governmental plan (whether or not a qualified plan), or

(3) a tax-sheltered annuity contract (including a custodial account
investing in stock of a regulated investment company) will also be
treated as a distribution to the participant unless certain require-

ments are met. For purposes of these rules, any amount received
(directly or indirectly) as a loan under a contract purchased under
a qualified plan, etc. (including a contract which has been distribut-

ed to the participant) is treated as a loan from the plan under
which the contract was purchased. However, if a premium which is

otherwise in default is paid in the form of a loan against the con-

tract, the loan is not considered made to the participant unless the
contract has been distributed to the participant.

In addition, if a participant assigns (or agrees to assign) or

pledges (or agrees to pledge) any portion of the participant's inter-

est in a qualified plan, etc. (or in a contract purchased under such
a plan), such a portion generally is treated as having been received
by the participant as a loan from the plan. However, if all or a por-

tion of a participant's interest in a plan is pledged or assigned as
security for a loan to the participant from the plan, only the
amount of the loan, and not the amount pledged or assigned, is

taken into account as a loan from the plan.
The Act's loan rules generally apply to loan transactions involv-

ing a beneficiary under the plan on the same basis as they apply to

loan transactions involving an employee-participant. Of course, for

purposes of the distribution rules, a loan made with respect to an
employee-participant which is received by a beneficiary of the par-

ticipant is treated as an amount received by the participant, if the
participant is alive at the time the loan is treated as a distribution.

Limitation with respect to loan amounts

Under the Act, a loan that, by its terms, is to be repaid within 5
years generally is treated as a distribution to the extent that the
amount of the loan, when added to the outstanding loan balance
(principal plus interest) with respect to the employee under all

plans of the employer exceeds the lesser of (1) $50,000, or (2) one-
half of the present value of the employee's nonforfeitable accrued
benefit under such plans. However, no loan is treated as a distribu-

tion under this provision to the extent that the amount of the loan,
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when added to the outstanding loan balance with respect to the
employee, totals $10,000 or less. Under the Act, the outstanding
loan balance with respect to an employee includes unpaid amounts
under loans which were outstanding on August 13, 1982.

If, immediately after a loan is made, an employee's outstanding
loan balance does not exceed one-half of the present value of the
employee's nonforfeitable accrued benefit, the loan will not be
treated as a distribution merely because of a subsequent decrease
in that present value (including a decrease on account of a distribu-

tion made to the employee). To determine the loan limit with re-

spect to a participant, and to determine the participant's outstand-
ing loan balance, plans of separate employers whose employees are
treated as employed by a single employer under the pension, etc.,

plan rules (sec. 414) are treated as plans of a single employer.

Limitation with respect to repayment period

Any loan made with respect to an employee under a qualified

plan, etc., which is not required to be repaid within 5 years gener-
ally is treated as a distribution. For this purpose, the period within
which a loan is required to be repaid is determined at the time the
loan is made. If a repayment period of less than 5 years is subse-

quently extended beyond 5 years, the balance payable under the
loan at the time of the extension is to be treated as distributed at

the time of the extension. In addition, if payments under a loan
with a repayment period of not more than 5 years are not in fact

made, so that an amount remains payable after the end of 5 years,

the amount remaining payable at the end of 5 years is treated as if

distributed at the end of the 5-year period. A loan which is treated

as a distribution on account of a repayment period of more than 5

years will not be treated as other than a distribution merely be-

cause it is repaid within 5 years (whether by reason of a renegoti-

ation of the payment period or otherwise). If there are required pe-

riodic payments, the first of which is due to be made within two
months of the date the loan was made, then five-year repayment
period will be measured from the due date of that first payment.
The Act provides an exception to the 5-year repayment rule to

the extent that a loan made with respect to a plan participant is

applied toward acquiring, constructing, or substantially rehabilitat-

ing any house, apartment, condominium, or mobile home (not used
on a transient basis) which is used or is to be used within a reason-

able time as the principal residence of the participant or a member
of the participant's family. Under the Act, determination as to

whether a dwelling is to be used as a principal residence of the par-

ticipant or dependent is to be determined at the time the loan is

made. For purposes of the Act's loan rules, any rehabilitation

which is a qualified rehabilitation within the meaning of section

103A(1)(7) (relating to mortgage subsidy bonds) is a substantial re-

habilitation.

Application of distribution rules

The usual income tax rules for distributions from qualified pen-

sion plans, etc., will apply to loan amounts which are treated as
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distributions under the Act's provisions. ^ Under the distribution

rules, a recipient is deemed to receive first any nondeductible con-

tributions under the plan. Thus, a loan amount which is treated as

a distribution is includible in the recipient's gross income only to

the extent that such amount exceeds the net amount of nondeduc-

tible employee contributions under the plan under which the loan

is made.
For example, if a plan participant with respect to whom the loan

amount limitation is $50,000 (i.e., the present value of the partici-

pant's vested accrued benefits is at least $100,000) also has contrib-

uted $15,000 of nondeductible employee contributions to the plan,

the Act would not cause a loan from the plan of up to $65,000 to be

a taxable distribution (the first $15,000 treated as a distribution

would be considered a distribution of employee contribution). In the

case of a $70,000 loan which is repayable within 5 years, for exam-
ple, the only amount includible in the participant's income under

the new rules is $5,000 ($70,000—($50,000 + $15,000)). Of course, the

example assumes that, at the time of the $70,000 loan, no other

loans were outstanding with respect to the employee under the

plans of the employer, and no previous distributions to the partici-

pant were treated under the distribution rules as a return of the

employee's nondeductible contributions.

A failure to pay loan interest when due will constitute an indi-

rect loan for purposes of the Act unless, under the facts and cir-

cumstances, such a failure does not constitute an additional loan

transaction. Similarly, with regard to a loan amount outstanding

on August 13, 1982, a failure to repay loan principal when due will

constitute an indirect loan for purposes of the Act unless, under
the facts and circumstances, the failure does not constitute an addi-

tional loan transaction.

Loan repayments

Repayments of loans (including loans treated as distributions)

will not be considered employee contributions for purposes of those

rules limiting nondeductible employee contributions and annual
additions on behalf of an employee under qualified plans and tax-

sheltered annuity contracts (sec. 415) or those rules allowing the

employee a deduction for certain voluntary contributions under an
employer's plan (sec. 219).

For purposes of the income tax rules for taxation of distributions,

repayments of amounts previously treated as distributions and in-

cluded in gross income under the new loan rules are to be treated

as nondeductible employee contributions. Under this rule, a distri-

bution of amounts consisting of loan repayments where the loan

was treated as a distribution and that distribution was included in

gross income will not be included in gross income again. According-

ly, the participant is not taxed on the same amount when a loan is

treated as a distribution and again when the repaid amount is dis-

tributed.

^ However, a loan which constitutes a distribution is not eligible for the special 10-year income
averaging rules, long-term capital gain treatment, deferral of capital gain, or tax-free rollover

treatment otherwise available to certain distributions under tax-qualified plans or tax-sheltered

annuities.

11-324 0-83
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Under the Act, it is possible for a loan amount which is treated

as a distribution to exceed the participant's accrued benefits under

the plan under which the loan is made. If, the treatment of a loan

as a distribution causes the participant's basis with respect to the

plan to exceed the amount of the final distribution made to the

participant under the plan, then the participant may recognize a

loss with respect to such final distribution.

Plan qualification

The Act makes no changes to the prior-law prohibited transac-

tion rules (sec. 4975(e)) and fiduciary standards for qualified pen-

sion, plans, etc. Thus, the Act does not revise prior-law provisions

requiring that a plan loan bear a reasonable rate of interest, be
adequately secured, provide a reasonable repayment schedule, and
be made available on a basis which does not discriminate in favor

of employees who are officers, shareholders, or highly compensated.
Although the Act changes the tax treatment of certain plan

loans, it does not modify the tax-qualification standards of the Code
for pension, profit-sharing, or stock bonus plans or the non-Code
rules of ERISA. For example, the tax qualification of a plan is not
adversely affected under the amendments made by the Act merely
because an amount is treated as distributed to a participant under
this provision at a time when the plan is not permitted to make a
distribution to the participant.

Similarly, the status of a custodial account investing in stock of a
regulated investment company (sec. 403(b)(7)) is not adversely af-

fected on account of a loan being treated as a distribution under
the Act.

Of course, where a loan would be treated as a distribution under
prior law, the Act does not change the prior-law results with re-

spect to either the income tax consequences to the individual or the
effect of the distribution upon the qualification of the plan making
the distribution.

Loans to self-employed individuals and shareholder-employees

The Act does not revise the prior-law rules (sec. 4975(d)) under
which a loan to an owner-employee under an H.R. 10 plan or to a
shareholder-employee under a qualified plan of a subchapter S cor-

poration is considered a prohibited transaction subject to certain

excise tax sanctions. Similarly, the Act does not revise the prior-

law qualification rules (sec. 401(a)(13)) under which a loan which is

a prohibited transaction may be a prohibited assignment or alien-

ation of plan benefits. However, the Act repeals, for plan years be-

ginning after December 31, 1983, the rule under which an H.R. 10

plan generally was precluded from paying benefits to an owner-em-
ployee (including payments in the form of a loan made to the

owner-employee) before the owner-employee attains age 59 V2.

The Act repeals, for loans made after August 13, 1982, those

rules under which any loan made to a self-employed individual

(whether or not an owner-employee) under an H.R. 10 plan is treat-

ed as a distribution to the individual under the income tax rules.

Under the Act, the new loan rules are applied with respect to loans

to self-employed individuals under H.R. 10 plans on the same basis
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as the new rules are applied with respect to loans to common-law
employees.

Certain mortgage loans

Under the Act, investments (including investments in residential

mortgages) which are made in the ordinary course of an
investment program will not be considered as loans if the amount
of the mortgage loan does not exceed the fair market value of the

property that is purchased with the loan proceeds and subject to

the mortgage. An investment program exists, for example, when
trustees determine that a specific percentage or amount of plan

assets will be invested in residential mortgages under specified con-

ditions. However, mortgage loans made as a result of the direction

of investments of an individual account will not be considered as

made under an investment program and no loan which benefits an
officer, director, or owner (or their beneficiaries) will be treated as

an investment.
The Act's provisions do not otherwise affect the prior-law rules

relating to whether a transaction is a loan made with respect to a
plan participant or an investment of plan assets.

Effective Date

In general

The Act's provisions generally apply to loans made after August
13, 1982. For this purpose, a commitment to make a loan is not a
loan, and an amount disbursed after August 13, 1982, pursuant to a
loan commitment in effect on that date is treated as a loan made
on the date of the disbursement. Loan amounts outstanding on
August 13, 1982, which are renegotiated, extended, renewed, or re-

vised after that date, generally are to be treated as loans made on
the date of the renegotiation, etc. For this purpose, a scheduled
change in the interest rate charged on a loan balance {e.g., a vari-

able rate contract), or a mere transfer of a loan from one plan of

an employer to another, will not be treated as a revision or renego-
tiation of the loan. If a loan outstanding on August 13, 1982, is re-

negotiated, etc., after that date, the 5-year repayment requirement
is satisfied with respect to the amount subject to the renegotiation,

etc., if such amount is repayable (and is repaid) within 5 years
after the renegotiation, etc.

Qualified refunding loans

Under a special transitional rule, a qualified refunding loan
made after August 13, 1982, and before August 14, 1983 (including

a demand loan outstanding on August 13, 1982) generally will not
be treated on the date of the loan as a distribution under the Act's

provisions. A qualified refunding loan is a loan used to make a re-

quired principal repayment on a loan which was outstanding on
August 13, 1982, if that repayment is required to be made before
August 14, 1983. Any amount outstanding under a qualified refund-
ing loan on August 14, 1983, is treated under the Act's provisions
as a loan made on that date.

A renegotiation, etc., of a loan outstanding on August 13, 1982, is

treated as a qualified refunding loan made on the date of the re-
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negotiation, etc., to the extent that the rules relating to qualified
refunding loans are met with respect to amounts subject to the re-
negotiation, etc. Thus, amounts subject to such a renegotiation,
etc., are a qualified refunding loan only to the extent that such
amounts include repayments of principal which were originally
(i.e., on August 13, 1982) required to be made before August 14,
19oo.



3. Parity under the qualified plan rules for corporate and noncor-
porate employers; Group-term life insurance (Sees. 237-250 of
the Act and Sees. 72, 79, 101, 219, 269A, 401, 404, 405, 408, 414,

415, 416, and 1379 of the Code)

Prior Law

Plans for self-employed individuals

Under prior law and present law, a pension or profit-sharing

plan is not a qualified plan unless it is established by an employer
for the exclusive benefit of employees of their beneficiaries. For
this purpose, a sole proprietor is considered both an employee and
an employer, and a partnership is considered the employer of each
partner.

A qualified plan which benefits a self-employed individual (a sole

proprietor or partner) is referred to as an "H.R. 10 plan" or

"Keogh plan." Under prior law, these plans were subject to special

rules which were in addition to the other qualification require-

ments of the Code. These special rules included limits on the con-

tributions and benefits which could be provided for a self-employed
individual and also limits on the amount of an individual's compen-
sation which could be taken into account under the plan. The same
or corresponding limits also applied to qualified plans of sub-

chapter S corporations (subchapter S plans) and to simplified em-
ployee pensions (SEPs). These limits were generally lower than the
overall limits on contributions and benefits applicable with respect

to all employees under qualified plans.

Limits on contributions and benefits

Under a qualified profit-sharing or other defined contribution
H.R. 10 plan, annual deductible contributions on behalf of a self-

employed individual generally were limited by prior law to the
lesser of $15,000 or 15 percent of net earnings from self-employ-

ment (sec. 404(e)).

Under a defined benefit H.R. 10 pension plan, the annual benefit

accruals for a self-employed individual were limited by a special

schedule designed to permit the accrual of an annual pension bene-
fit no greater than that which could be provided by the accumulat-
ed annual contributions on behalf of a self-employed individual per-

mitted under a defined contribution H.R. 10 plan (sec. 401(j)).

Under a defined contribution subchapter S plan, annual employ-
er contributions on behalf of a shareholder-employee (an employee
who owns more than five percent of the corporation's stock) in

excess of the annual deduction limit (the lesser of $15,000 or 15 per-

cent of compensation) were includible in the income of the share-

holder-employee (sec. 1379(b)). Under a defined benefit subchapter
S pension plan, benefits were limited under the same schedule that

(301)
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applied to a defined benefit H.R. 10 pension plan. In addition, if a
self-employed individual or shareholder-employee participated in

both a defined contribution plan and a defined benefit plan main-
tained by the same employer, the aggregate of the contributions
and benefits under the plans could not exceed the limit for such an
individual who participated in only one such plan (sec. 401(j)(l)).^

If an individual retirement account or individual retirement an-
nuity qualifies as a simplified employee pension (SEP), prior law
increased the annual IRA deduction limit. Under prior law, the
limit was increased by the lesser of $15,000 or 15 percent of com-
pensation (sec. 408(j)). Under prior law and present law, the in-

creased deduction limit for a SEP applies only to employer contri-

butions.

Under prior law, the limits for H.R. 10 plans, subchapter S plans,

and SEPs were not automatically adjusted for cost-of-living in-

creases.

Limit on includible compensation

Under the additional qualification rules of prior law for H.R. 10

plans, subchapter S plans, and SEPs, only the first $200,000 of an
employee's compensation could be taken into account (sec.

401(a)(17)).

If a defined contribution H.R. 10 plan, subchapter S plan, or a
SEP took into account compensation in excess of $100,000, contri-

butions on behalf of a participant generally could not be made at a
rate of less than 7.5 percent of the participant's compensation. A
corresponding rule, generally requiring a minimum annual benefit

accrual for each employee, applied with respect to a defined benefit

H.R. 10 or subchapter S pension plan under which compensation in

excess of $100,000 was taken into account. However, the amount
actually contributed or the benefit actually accruing for a partici-

pant under a plan or a SEP could be less if the plan was integrated
with social security.

In addition, contributions on behalf of any owner-employee (a

sole proprietor or partner whose partnership interest exceeds 10

percent) under an H.R. 10 plan could be made only with respect to

the earned income which was derived from the trade or business
with respect to which the plan was established (sec. 401(d)(ll)).

Special tax-qualification rules for H.R. 10 plans benefitting owner-
employees

In addition to prescribing tax-qualification requirements general-

ly applicable to all plans, prior law required that if an H.R. 10 plan
benefitted an owner-employee, then the plan was also required to

meet special standards providing employees additional security.

The special standards included rules relating to (1) coverage, (2)

vesting, (3) distributions, (4) integration with social security, (5) em-
ployee contributions, (6) plan trustees, and (7) employers under
common control. They also imposed limitations with respect to an
owner-employee which did not apply to a shareholder-employee

' Under the Subchapter S Revision Act of 1982 for years beginning after 1982, an employee
owning more than two percent of the corporation's stock is treated as a shareholder employee.
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under a subchapter S plan or to a partner under an H.R. 10 plan
whose partnership interest does not exceed 10 percent.

Coverage standards

Overview

The qualification rules (sec. 410(b)) require that a plan cover em-
ployees in general rather than merely the employer's top-ranking

employees. A plan generally satisfies the coverage rule of present

law and prior law if (1) it benefits a classification of employees that

does not discriminate in favor of employees who are officers, share-

holders or highly compensated, or (2) it benefits a significant part

of the employer's work force. A plan can meet the second coverage

test if (1) it benefits at least 70 percent of all employees, or (2) it

benefits at least 80 percent of the employees eligible to benefit

under the plan and at least 70 percent of all employees are eligible.

Special H.R. 10 rules

If an H.R. 10 plan benefitted an owner-employee, the qualifica-

tion rules of prior law generally required that the plan benefit all

employees with at least three years of service with the employer
(sec. 401(d)(3)(A)). However, contributions and benefits could not be
provided for an owner-employee under an H.R. 10 plan unless the

owner-employee consented to being included under the plan (sec.

401(d)(4)(A)).

Vesting standards

Overview

To insure that employees with substantial periods of service with
the employer do not lose plan benefits upon separation from em-
ployment before retirement, the qualification rules of prior law and
present law generally require that a plan meet one of three alter-

native minimum vesting schedules (sec. 411). Under these sched-

ules, an employee's right to benefits derived from employer contri-

butions becomes nonforfeitable (vested) upon completion of speci-

fied periods of service with an employer.
Under one of the schedules, full vesting is required upon comple-

tion of 10 years of service but no vesting is required before the end
of the 10th year. Under a second schedule, vesting begins at 25 per-

cent after completion of five years of service and increases gradual-
ly to 100 percent after completion of 15 years of service. The third

schedule takes both age and service into account, but in any event
requires 50-percent vesting after 10 years of service and an addi-

tional 10-percent vesting each year thereafter until 100-percent
vesting is attained after 15 years of service.

Benefits or contributions under a qualified plan must not dis-

criminate in favor of employees who are officers, shareholders, or

highly compensated. Because turnover among rank-and-file em-
ployees tends to be higher than turnover for officers, etc., it has
been recognized that vesting more rapid than is required by ERISA
may be necessary under the tax law to prevent discriminatory for-

feitures by the rank-and-file in favor of officers, etc. A plan is not
required to provide a vesting schedule faster than that required
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under the minimum vesting standards unless (1) there has been a
pattern of discriminatory abuse under the plan (such as dismissal
of employees before their benefits vest), or (2) there has been, or
there is reason to believe there will be, a discriminatory accrual of
benefits or a discriminatory pattern of forfeitures (sec. 411(d)(1)).

Special H.R. 10 rules

If an H.R. 10 plan benefitted an owner-employee, the tax-qualifi-

cation rules of prior law (sec. 401(d)) required that an employee's
rights to benefits derived from employer contributions under the
plan be nonforfeitable at the time the contributions were paid {i.e.,

the plan was required to provide full and immediate vesting).

Distributions ofplan benefits

Overview

Under the qualification rules of present law and prior law,

unless an employee otherwise elects in writing, the payment of

plan benefits generally must begin no later than 60 days after the
end of the plan year in which the employee attains the normal
retirement age under the plan (or age 65, if earlier). The payment
of benefits may be deferred beyond normal retirement age (or age
65), if the employee has not yet separated from the employer's serv-

ice or has not yet completed 10 years of plan participation (sec.

401(a)(14)).

Benefits under a qualified plan must be for the primary benefit
of an employee rather than the employee's beneficiaries. Under the
rule limiting incidental death benefits, benefits generally must be
payable to the employee at a rate such that more than 50 percent
of the total benefits for the employee are payable to the employee
over the employee's life expectancy. However, in any case, pay-
ments may be made over the joint life expectancy of the employee
and the employee's spouse.
A qualified pension plan generally may not distribute plan bene-

fits before (1) the employee retires or otherwise separates from the
service of the employer, (2) the employee becomes disabled, or (3)

the plan terminates.

Special H.R. 10 rules

Under the prior law additional qualification rules for H.R. 10

plans, the payment of benefits to an owner-employee was required
to begin not later than the taxable year in which the owner-em-
ployee attained age 70 V2 (sec. 401(a)(9)). The payment of benefits to

a plan participant who was not an owner-employee could be de-

layed beyond the taxable year in which the participant attained
age 70 Va, if the participant had not yet retired. Benefits under an
H.R. 10 plan were required to be paid at least as rapidly as ratably
over the life of the employee (or the joint lives of the employee and
the employee's spouse), or over a period not extending beyond the
employee's life expectancy (or the joint life expectancy of the em-
ployee and the employee's spouse).

In addition, if an owner-employee died before his entire interest

had been distributed, the entire remaining balance generally had
to be distributed to his beneficiaries within 5 years or be used
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within that period to distribute an immediate annuity contract to

the beneficiaries (sec. 401(d)(7)).

Under the quahfication rules of prior law, an H.R. 10 plan gener-

ally had to provide that no benefits could be paid to an owner-em-
ployee before the owner-employee attained age 59 V2 or was dis-

abled (sec. 401(d)(4)). However, the plan was not precluded from dis-

tributing to an owner-employee an amount not in excess of the em-
ployee contributions made by the owner-employee to the plan.

If an owner-employee received a distribution from an H.R. 10

plan prior to attaining age 59 ¥2 or becoming disabled, the amount
of the distribution includible in gross income was subject to an ad-

ditional 10-percent income tax (sec. 72(m)(5)). In addition, unless

the distribution was made on account of termination of the plan
and was rolled over, tax-free, to an IRA, no contributions could be
made to an H.R. 10 plan on behalf of the owner-employee for the
five taxable years following the taxable year of the distribution

(sec. 401(d)(5)).

Loans to plan participants

Overview

A qualified pension, etc., plan generally is permitted under pres-

ent law and prior law to make a loan to a plan participant if cer-

tain requirements are met. Generally, the loan must bear a reason-

able rate of interest, be adequately secured, provide a reasonable
repayment schedule, and be made available on a basis which does
not discriminate in favor of employees who are officers, sharehold-

ers, or highly compensated (sec. 4975(d)).

Special H.R. 10 rules

An H.R. 10 plan is not permitted under present law or prior law
to lend to an owner-employee and a subchapter S plan is not per-

mitted to lend to a shareholder-employee. In addition, under prior

law, if a self-employed individual (whether or not an owner-employ-
ee) participating in an H.R. 10 plan borrowed from the plan or

used an interest in the plan as security for a loan, the transaction
was treated as a plan distribution and the usual income tax rules

for distributions applied.

Integration with social security

Overview

Under prior law and present law, a qualified pension, etc., plan
may be integrated with social security. Under an integrated plan,

an employee's plan benefits may be reduced by taking into account
social security benefits deemed to be provided by the employer. The
prior law rules for integrating a defined contribution plan of a cor-

porate employer, or an H.R. 10 plan which did not benefit an
owner-employee, allowed an employer to reduce plan contributions
for an employee by an amount equal to seven percent of the em-
ployee's wages subject to the tax imposed on the employer under
the Federal Insurance Contributions Act (FICA). Corresponding
rules permit an employer to integrate a defined benefit pension
plan with social security.
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Special H.R. 10 rules

H.R. 10 plans generally are defined contribution plans. Under
prior law, annual contributions for an employee under a defined
contribution H.R. 10 plan which benefitted an owner-employee,
could be reduced by a portion of the FICA tax imposed on the em-
ployer with respect to the employee's wages for the year, if (1) the
limit on plan contributions for the owner-employee was reduced by
the self-employment tax imposed on the owner-employee, and (2)

not more than one-third of the deductible contributions to the plan
for the year were made on behalf of owner-employees (sec.

401(d)(6)). For 1982, the FICA tax imposed on an employer with re-

spect to each employee was equal to 5.4 percent of the first $32,400
of the employee's wages. The tax on self-employment income was
equal to 8.05 percent of the first $32,400 of such income.
No integration with social security was permitted under prior

law in a defined benefit plan which benefitted an owner-employee.

Employee contributions

Overview

A qualified plan may provide for contributions by the employer,
by the employees, or both. In many cases, the employee contribu-
tions are mandatory {i.e., required as a condition of employment, a
condition of participation in the plan, or a condition of obtaining
additional employer-derived benefits). In other cases, employee con-
tributions are voluntary, and the amount, within limits, is left to

the discretion of the employee. A plan can provide for both
mandatory and voluntary employee contributions.^
Under prior law and present law, contributions or benefits under

a qualified plan must not discriminate in favor of employees who
are officers, shareholders, or highly compensated. Because highly
compensated employees may be more able than rank-and-file em-
ployees to contribute to a plan, the nondiscrimination rule imposes
limits on employee contributions, whether mandatory or voluntary.
Voluntary employee contributions generally may not exceed 10

percent of the employee's compensation. The limit is applied on a
cumulative basis {i.e., with respect to an employee's compensation
for all years of plan participation). Deductible employee contribu-
tions under the plan are not taken into account for purposes of the
limitation on voluntary employee contributions.
The Internal Revenue Service has held that mandatory employee

contributions may cause prohibited discrimination if they result in

precluding participation by lower paid employees {i.e., where the
contributions are required as a condition of plan participation) or

in disproportionately low benefits for such employees {i.e., where
the contributions are required as a condition of obtaining addi-

tional employer-derived benefits).^

- For taxable years beginning after 1981, an employee is allowed a deduction for voluntary
contributions to a plan if certain requirements are met (sec. 219). The annual deduction is limit-

ed to the lesser of $2,000 or 100 percent of the employee's compensation and is in lieu of the
deduction allowed for contributions to an IRA.

•' The Service's position was announced in Rev. Rul. 80-307, 1980-2 C.B. 136, which superseded
Rev. Rul. 72-58, 1972-1 C.B. 111. The earlier Revenue Ruling provided that, as a general rule,

contributions required at a rate of six percent of compensation would not be considered burden-
some on lower paid employees. The six-percent guideline was not renewed in Rev. Rul. 80-307.
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Special H.R. 10 rules

Under prior law, an H.R. 10 plan which benefitted an owner-em-

ployee could not provide for mandatory employee contributions

(Treas. Reg. § 1.401-12(e)(l)). In addition, if an H.R. 10 plan benefit-

ted only owner-employees, nondeductible voluntary employee con-

tributions were also precluded (sec. 4972). If an H.R. 10 plan which

benefitted owner-employees also benefitted other employees,

voluntary nondeductible contributions by an owner-employee were

limited to the smallest of (1) $2,500, (2) 10 percent of the owner-em-

ployee's earned income from self-employment, or (3) the amount
which would have been contributed by the owner-employee if such

contribution were made at the rate of contributions permitted em-
ployees other than owner-employees.
Annual contributions under a plan that benefitted a self-em-

ployed individual in excess of the combined limits on deductible

and (if permitted) nondeductible contributions were subject to a six-

percent nondeductible excise tax, unless the excess (plus earnings)

was withdrawn before the due date (including extensions) for filing

the owner-employee's income tax return for the taxable year.

Trustees of qualified plans

The tax-qualification rules generally do not preclude employees
or officers of an employer from serving as trustees of a trust form-

ing a part of the employer's qualified pension, etc., plan. However,
with respect to an H.R. 10 plan which benefitted an owner-employ-
ee, prior law required that the trustee be a bank or other financial

institution approved by the Secretary of the Treasury (sec.

401(d)(1)).

Definite formula

A profit-sharing plan must generally provide that contributions

be made out of present or accumulated profits. Although the plan
must provide a definite formula for allocating contributions among
the participants, no definite contribution formula generally is re-

quired. However, a profit-sharing plan benefitting an owner-em-
ployee was required by prior law to provide a definite formula for

determining the contributions to be made on behalf of employees
other than owner-employees (sec. 401(d)(2)(B)).

Aggregation of employers

Overview

For purposes of the qualification rules of prior law and present
law for pension, etc., plans, all employees of corporations which are

members of a controlled group of corporations, or all employees of

trades and businesses (whether or not incorporated) which are

under common control, are aggregated and treated as if employed
by a single employer (sec. 414 (b) and (c)). In addition, special aggre-

gation rules also apply with respect to the employees of certain

service organizations and related employers (sec. 414(m)).

Special H.R. 10 rules

Under additional rules of prior law (sec. 401(a) (9) and (10)) appli-

cable to an H.R. 10 plan which benefitted an owner-employee (or
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owner-employees), all employees of all unincorporated trades or
businesses controlled by the owner-employee (or owner-employees)
were treated as if employed by a single trade or business for pur-
poses of the H.R. 10 qualification rules. An owner-employee, or two
or more owner-employees, were considered to control an unincor-
porated trade or business if, alone or together, they owned more
than 50 percent of either the capital or profit interest in such trade
or business.

Employer-provided life, health, and accident insurance

Under prior law and present law, the first $5,000 paid by or on
behalf of an employer by reason of an employee's death generally
is excluded from the income of the employee's beneficiaries or
estate, if certain requirements are met (sec. 101(b)). This income ex-

clusion for employer-provided death benefits is also generally ap-
plied to the first $5,000 paid as a lump sum distribution or, under
certain circumstances, as a joint and survivor annuity under a
qualified pension, etc., plan. However, under prior law, no income
exclusion for employer-provided death benefits was available with
respect to amounts paid on behalf of a self-employed individual, in-

cluding amounts paid under an H.R. 10 plan.

Amounts contributed by an employer to a qualified pension, etc.,

plan to provide incidental life, health, or accident insurance to em-
ployees covered by the plan generally are deductible (within limits)

when made. However, no deduction is allowed for contributions to

an H.R. 10 plan on behalf of a self-employed individual to the
extent that the contributions were allocable to the purchase of
such insurance (sec. 404(e) (3)).

An amount applied under a qualified pension, etc., plan to pur-
chase life insurance protection for a participant is includible in the
participant's income for the taxable year when so applied (sec.

72(m)(3)). Amounts so included in a participant's income generally
are treated as amounts contributed by the participant under the
plan, and may be recovered, tax-free, when benefits are paid under
the plan (sec. 72(m)(2)). However, this rule for the tax-free recovery
of amounts applied to purchase current life insurance protection
does not apply to amounts applied under an H.R. 10 plan to pur-
chase such protection for a self-employed individual.^

Reasons for Change

Congress believed that the level of tax incentives made available
to encourage an employer to provide retirement benefits to employ-
ees should generally not depend upon whether the employer is an
incorporated or unincorporated enterprise. Similarly, Congress be-

lieved that the rules needed to assure that the tax incentives avail-

able under qualified plans are not abused should generally apply
without regard to whether the employer maintaining the plan is

incorporated or unincorporated.

• Prior to the Economic Recovery Tax Act of 1981, the prohibition against the tax-free recov-

ery of the cost of current life insurance protection applied only with respect to amounts paid on
behalf of an owner-employee. The Act extended the rule to apply to amounts paid on behalf of
all self-employed individuals under an H.R. 10 plan.
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Congress concluded that the level of tax incentives should be the
same for all employers who maintain qualified plans, with the ex-

ception of employers whose plans focus more than 90 percent of

their benefits on key employees. In the case of these plans, a lower
level of tax incentives was considered adequate.

In the case of plans under which more than 60 percent of the
benefits are focused on key employees. Congress concluded that

special rules are needed to assure that the rank-and-file employees
would receive the benefits that the tax incentives were provided to

encourage.

Explanation of Provisions

Overview

The Act generally eliminates distinctions in the tax law between
qualified pension, etc., plans of corporations and those of self-em-

ployed individuals (H.R. 10 plans). The Act (1) repeals certain of

the special rules for H.R. 10 plans, (2) extends other of the special

rules to all qualified plans, including those maintained by corpo-

rate employers, and (3) generally applies the remainder of the spe-

cial rules, with modifications, only to those plans (whether main-
tained by a corporate or noncorporate employer) which favor the
employer's key employees (top-heavy plans). The top-heavy plan
rules are provided in addition to the usual rules for plan qualifica-

tion and the treatment of distributions.

The special rules for H.R. 10 plans which are repealed include
those which (1) set lower limits on contributions and benefits for

self-employed individuals, (2) preclude an H.R. 10 plan benefitting

an owner-employee plan from limiting coverage to a fair cross

section of employees, and (3) preclude integrating such a plan with
social security benefits. The corresponding limitations applicable to

subchapter S plans and SEPs are also repealed.
The special rules for H.R. 10 plans which are extended to all

qualified plans relate to (1) distributions made to the employee or
to the employee's beneficiaries after the employee's death, and (2)

integration of a defined contribution plan with social security.

The special rules for H.R. 10 plans which generally are extended
(with modifications) to plans of corporate and noncorporate employ-
ers which favor key employees (top-heavy plans) include those rules

relating to (1) includible compensation, (2) vesting (alternative

schedules are provided) and (3) distributions. The rules for a top-

heavy plan also require that such a plan provide a non-key employ-
ee a nonintegrated minimum benefit or a nonintegrated minimum
contribution, and in some cases reduce the overall limits on contri-

butions and benefits for a key employee who is covered by more
than one plan of an employer.
These provisions apply for years beginning after December 31,

1983.

Repeal of rules for H.R. 10 plans

Deductible contributions and permitted benefit accruals

The Act generally repeals the special deduction limits (sec. 404(e)

(1), (2), and (4)) for contributions on behalf of a self-employed indi-
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vidual under an H.R. 10 profit-sharing plan. Under the Act, the
maximum amount of employer contributions and other annual ad-
ditions for a self-employed individual is determined pursuant to the
overall limits on contributions and benefits (sec. 415) rather than
the employer deduction rules. Thus, annual additions for a self-em-
ployed individual equal to the lesser of 25 percent of the individ-
ual's compensation ^ or $30,000 generally are permitted (sec. 415(c)).

The employer's deduction for plan contributions continues to be
limited under the usual rules for deductions (sec. 404).

No change is made to the prior-law rules under which no deduc-
tion is allowed for contributions to an H.R. 10 plan on behalf of a
self-employed individual to the extent that the contributions are al-

locable to the purchase of incidental life, health, or accident insur-
ance (sec. 404(e)(3)), or under which a self-employed individual gen-
erally is denied a basis in amounts applied under an H.R. 10 plan
to purchase life insurance protection for the individual (sec.

72(m)(2)).

In addition, the Act repeals the special qualification rules for a
defined benefit H.R. 10 plan or subchapter S plan (sec. 401(j)). Such
defined benefit plans will be subject to the rules applicable to de-

fined benefit plans maintained by corporate employers. One result
is that a self-employed individual or shareholder-employee may be
provided pension benefits based upon past service {i.e., service with
the employer before the plan was established), subject of course to

rules precluding discrimination in favor of officers, shareholders, or
highly compensated employees.
Repeal of the special rules under section 401(j) also permits a

self-employed individual or shareholder-employee who participates
in both a defined benefit plan and a defined contribution plan of
the same employer increased aggregate contributions and benefits,

as determined under the overall limits on contributions and bene-
fits under qualified plans (sec. 415(e)). In addition, beginning in

1986, cost-of-living adjustments will also apply to the dollar limits

applicable to an H.R. 10 plan, to a subchapter S plan, or to a SEP.

Earned income

For purposes of the pension rules, the Act revises the definition

of earned income of a self-employed individual so that the amount
of earned income corresponds to the amount of compensation of a
common-law employee. Under the Act, earned income is computed
after taking into account contributions by the employer to a quali-

fied plan to the extent a deduction is allowed for the contributions.

Also, in this regard, no change is made to the prior-law rule (sec.

401(d)(ll)) for owner-employees which has the effect of limiting the
earned income which may be taken into account under the pension
rules to that derived from the trade or business with respect to

which the plan is established.

Coverage

The Act repeals the additional qualification requirement under
which an H.R. 10 plan benefitting an owner-employee generally

* See discussion relating to earned income below.
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was required to benefit all employees who completed at least three

years of service with the employer (sec. 401(d)(3)(A)).

The Act retains the special rules for H.R. 10 plans under which
all employees of all unincorporated trades and businesses con-

trolled by an owner-employee (or owner-employees) are treated as

if employed by a single trade or business (sec. 401(d)(9) and (10)).

Employee contributions

The Act repeals the special rules precluding employer contribu-

tions under an H.R. 10 plan in excess of the deduction limit (sec.

401(d)(5)), and those rules limiting or precluding mandatory or

voluntary employee contributions by an owner-employee (sec. 4972).

The Act also repeals the six-percent excise tax on excess contribu-

tions made on behalf of an owner-employee.

Miscellaneous restrictions

The following special H.R. 10 plan rules are also repealed:

(1) the requirement that a profit-sharing plan provide a defi-

nite contribution formula for employees who are not owner-em-
ployees (sec. 401(d)(2)(B));

(2) the requirement that an owner-employee must consent to

participate (sec. 401(d)(4)(A));

(3) the requirement that the plan trustee be a bank or other
approved financial institution (sec. 401(d)(1));

(4) the prohibition against contributions on behalf of an
owner-employee for the five taxable years following an early
withdrawal by the owner-employee (sec. 401(d)(5)(C));

(5) the denial of the $5,000 income exclusion for death bene-
fits paid with respect to a self-employed individual under the
plan (sec. 101(b)); and

(6) the rules treating any loan made to a self-employed indi-

vidual as a distribution under the plan (sec. 72(m)).

Nothing in the Act requires that an H.R. 10 plan delete provi-

sions establishing a definite formula, requiring consent, or provid-

ing for a bank trustee. For example, an employer may prefer that
an H.R. 10 plan continue to provide that an owner-employee must
consent to participate, thereby permitting an owner-employee to

elect against plan participation.

Extension of certain H.R. 10 rules to all plans

Required distributions

The Act extends to all qualified plans the requirement that a
participant's benefits must be distributed not later than (1) the tax-

able year in which the participant attains age 70 y2, or (2) if later,

the year in which the participant retires (sec. 401(a)(9)). Alterna-
tively, distributions must begin no later than such taxable year
and must be made, pursuant to regulations prescribed by the Secre-
tary of the Treasury, over the life of the participant (or lives of the
participant and the participant's spouse), or over a period not ex-

ceeding the life expectancy of the participant (or the life expectan-
cies of the participant and the participant's spouse). Distributions
made pursuant to the regulations may be made to the participant
and a non-spouse beneficiary, although the measuring lives remain
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those of the participant and the participant's spouse. Of course, as
under prior law, distributions are required whether or not the par-
ticipant applies for benefits.

In addition, the Act extends to all qualified plans certain rules
for post-death distributions. If a participant dies before the entire
interest is distributed, amounts payable to a beneficiary who is not
the participant's surviving spouse generally must be paid to the
beneficiary within 5 years after the participant's death. However, if

distribution has commenced under a schedule which, consistent
with the Act's requirements, takes into account the life or life ex-
pectancy of the participant's spouse, the beginning of 5-year period
is determined by reference to the date of the participant's death or
the spouse's death, whichever is later.

The rules requiring that post-death distributions to a non-spouse
beneficiary be made within 5 years do not apply if distribution has
commenced and is payable over a term certain which does not
exceed the participant's life expectancy or the life expectancy of
the participant and the participant's spouse.

Benefits payable to a participant's surviving spouse are not re-

quired to be paid to the spouse within 5 years after the partici-
pant's death, without regard to whether distribution has com-
menced to the participant before the participant's death. If the dis-

tribution has not commenced to the participant before the partici-
pant's death, amounts payable to a beneficiary after the death of
the participant's surviving spouse generally must be paid to the
beneficiary within 5 years after the spouse's death, unless distribu-
tion has commenced to the spouse and is payable over a term cer-
tain not exceeding the spouse's life expectancy.
The requirement that all amounts be paid to a beneficiary within

5 years after the participant's death (or the death of the partici-

pant's spouse) may not be met by the distribution of an immediate
annuity contract to the beneficiary within the 5-year period. The
Act continues the incidental death benefit rule.

Although these required distribution rules generally apply for

plan years beginning after December 31, 1983, a special transition
rule exempts certain distributions made pursuant to employee des-
ignations. Under the transition rule, a plan's qualified status is not
adversely affected merely because it provides for distributions
which do not satisfy the Act's distribution rules (including those
rules requiring that distributions to a key employee in a top-heavy
plan commence no later than the year in which the key employee
attains age 70 ¥2), provided that (1) the method of distribution satis-

fies the distribution rules in effect prior to the Act (including rules
relating to incidental death benefits), and (2) the distributions are
made pursuant to an employee designation made before January 1,

1984. The transition rule applies to both pre-death and post-death
distributions and without regard to the date that the distributions
commence.

Inherited IRAs

The Act also revises the rules (sec. 408) relating to distributions
from an individual retirement account or annuity (IRA) after the
death of the individual on whose behalf the IRA was established.
The rules for post-death distributions from IRA's generally parallel
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those rules added by the Act for post-death distributions from
qualified plans. Accordingly, the requirement that all amounts in

an IRA generally be distributed to beneficiaries within five years
after the individual's death (or the death of the individual's surviv-

ing spouse) may no longer be met by the distribution of an immedi-
ate annuity contract within the 5-year period.

In addition, the Act repeals those rules under which any benefi-

ciary of an individual on whose behalf an IRA was established (or

any beneficiary of the surviving spouse of such an individual) could
effectively elect to treat the IRA as one established on the benefi-

ciary's own behalf. (See Treas. Reg. § 1.408-2(b)(7)(ii)) Under the
Act, if an individual (other than the decedent's surviving spouse)

inherits an IRA from a decedent, no amount may be rolled over to

or from the IRA, and no deduction is allowed to the individual for

contributions to the IRA. The Act's rules relating to inherited IRAs
also apply to individual retirement bonds (sec. 409).

The provisions relating to post-death IRA distributions apply
with respect to individuals dying after December 31, 1983. The pro-

visions relating to inherited IRAs apply to taxable years beginning
after December 31, 1983, with respect to IRAs inherited from indi-

viduals dying after that date.

Integration with social security

The Act extends to all qualified defined contribution plans (in-

cluding target benefit plans) a prior-law H.R. 10 rule under which
the tax rate and wage base applicable to employers for old age, sur-

vivors, and disability insurance (OASDI) under social security are
the maximum rate and base for determining the amount by which
employer contributions can be reduced under plans that are inte-

grated with social security. This provision is designed to decrease
the extent of integration in defined contribution plans without in-

creasing the extent of integration in any plan.

For 1982, the employer's tax rate with respect to OASDI benefits

under social security is 5.4 percent, and the taxable wage base is

the first $32,400 of an employee's pay. Thus, if the provisions were
applicable for 1982, a profit-sharing plan could provide contribu-
tions of 5.4 percent of 1982 pay in excess of $32,400 and no contri-

butions for 1982 with respect to the first $32,400 of pay. Similarly,

if a plan provided for 1982 contributions of 10 percent of pay in

excess of $32,400, it would integrate only if it provided for 1982 con-
tributions of at least 4.6 percent (10% minus 5.4%) with respect to

the first $32,400 of pay. The same rules apply to contributions on
behalf of a self-employed individual. As under prior law, a plan
may provide an integration level {i.e., wage level) which is less than
the taxable wage base or, if the rate at which the plan is integrated
is properly adjusted {i.e., to a rate less than the full OASDI tax
rate), an integration level which is higher than the taxable wage
base.

The wage base and tax rates which apply for any plan year are
the wage base and tax rates in effect on the first day of the plan
year.

The remaining prior-law rules which restricted integration with
social security under an H.R. 10 defined contribution plan which
benefitted an owner-employer are repealed.

11-324 O -
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Additional qualification requirements for top-heavy plans

Overview

Under the Act, additional qualification requirements are pro-
vided for plans which primarily benefit an employer's key employ-
ees (top-heavy plans). These additional requirements (1) limit the
amount of a participant's compensation which may be taken into
account, (2) provide greater portability of benefits for plan partici-
pants who are non-key employees by requiring more rapid vesting,
(3) provide minimum nonintegrated contributions or benefits for
plan participants who are non-key employees, and (4) reduce the
aggregate limit on contributions and benefits for certain key em-
ployees. Further, additional restrictions are placed on distributions
to key employees.

Top-heavy plans

Under the Act, a defined benefit pension plan is a top-heavy plan
for a plan year if, as of the determination date, the present value
of the cumulative accrued benefits for participants who are key
employees for the plan year exceeds sixty percent of the present
value of the cumulative accrued benefits for all employees under
the plan. A defined contribution plan is a top-heavy plan for a plan
year if, as of the determination date, the sum of the account bal-
ances of participants who are key employees for the plan year ex-
ceeds sixty percent of the sum of the account balances of all em-
ployees under the plan. In addition, a plan is top heavy if it is re-

quired to be a part of an aggregation group and the group is top
heavy. Generally, in computing a participant's account balance as
of a determination date, the account balance as of the preceding
valuation date would be increased by the amount of (1) employee
contributions, (2) forfeitures, and (3) employer contributions which
had been made and actually allocated on or before the determina-
tion date. In addition, the account balance for a participant in a
money purchase pension plan generally would be increased by
amounts required to be allocated on or before the determination
date, whether or not those amounts had been actually contributed
prior to that date.

Under the top-heavy plan rules, a simplified employee pension is

considered a defined contribution plan. At the election of the em-
ployer, the account balance of any employee covered by a simpli-
fied employee pension is deemed to be the sum of the employer
contributions made on the employee's behalf.
The determination date for any plan year generally is the last

day of the preceding plan year. However, in the case of the first

plan year of a plan, the determination date is the last day of that
year. Further, to the extent provided in regulations, the determina-
tion date may be determined on the basis of a year other than a
plan year.

Top-heavy groups

The Act also provides rules under which two or more plans (in-

cluding terminated plans) of a single employer are aggregated to

determine whether the plans, as a group, are top-heavy. The aggre-
gation group is required to include (1) any plan which covers a key
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employee (including a plan maintained pursuant to a collective

bargaining agreement) and (2) any plan upon which a plan cover-

ing a key employee depends for qualification under the Code's cov-

erage or antidiscrimination rules (sees. 401(a)(4) or 410). In addi-

tion, in testing for top-heaviness, an employer may elect to expand
the aggregation group to take into account any other plan main-
tained by the employer (including benefits considered to be pro-

vided to its employees under a plan maintained by more than one
employer) if such expanded aggregation group satisfies the cover-

age and antidiscrimination rules in the aggregate.

An aggregation group is a top-heavy group if, as of the determi-
nation date, the sum of (1) the present values of the cumulative ac-

crued benefits for key employees under any defined benefit plans
included in the group, and (2) the account balances of key employ-
ees under any defined contribution plans included in the group, ex-

ceeds 60 percent of the same amount determined for all partici-

pants under all plans included in the group. If an aggregation
group is a top-heavy group, then each plan required to be included
in the group is a top-heavy plan. If the aggregation group is not a
top-heavy group, then no separate plan included in the group is

top-heavy even though, standing alone, the plan would be top
heavy. Of course, no plan included in the aggregation group at the
election of the employer is subject to the top-heavy plan rules on
account of the election. In addition, the top-heavy rules relating to

vesting, minimum benefits or contributions, and includible compen-
sation do not apply with respect to an employee included in a unit
of employees covered by a collective bargaining agreement, if

retirement benefits were the subject of good faith bargaining be-

tween employee representatives and the employer.
The top-heavy group rules apply to all plans of related employers

which are treated as a single employer (sec. 414).

Additional rules

For purposes of determining the present value of accumulated
accrued benefits under a defined benefit pension plan and the sum
of the account balances under a defined contribution plan, benefits
derived from both employer contributions and employee contribu-
tions generally are taken into account. In addition, amounts pay-
able under a plan to a beneficiary of an employee (whether a key
employee or a non-key employee) are to be taken into account
under the computation as benefits payable to the employee. Howev-
er, accumulated deductible employee contributions under a plan
(sec. 72(o)(5)) are to be disregarded.

In addition, to insure relative stability and to preclude distor-

tions under the top-heavy plan computation, the present value of
the cumulative accrued benefit of a participant in a defined benefit
pension plan or the account balance of a participant in a defined
contribution plan generally includes any amount distributed with
respect to the participant under the plan within the five-year
period ending on the determination date (including lump-sum dis-

tributions and distributions made before enactment or before the
plan became top-heavy).
The actuarial assumptions used to determine the present value

of cumulative accrued benefits under a defined benefit pension
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plan must be reasonable in the aggregate. If an aggregation group
includes two or more defined benefit plans, the same actuarial as-

sumptions must be used with respect to all such plans. In addition,

only mortality and interest may be taken into account in determin-

ing present values.

A rollover contribution (or similar transfer) made after Decem-
ber 31, 1983, generally is not taken into account under the trans-

feree plan for purposes of the top-heavy plan computation. This
rule of exclusion does not apply if the contribution (or transfer) is

made incident to a merger or consolidation of two or more plans or

the division of a single plan into two or more plans. In addition,

the exclusion does not apply to rollover contributions (or transfers)

between plans of the same employer, including plans of related em-
ployers which are treated as a single employer (sec. 414). Of course,

in any case in which a rollover contribution or transfer (including

a contribution or transfer made before January 1, 1984) is required

to be taken into account under the transferee plan, the amount dis-

tributed by a related transferor plan is not also taken into account
under the transferor plan.

If an employee is a key employee with respect to a determination
date, the total amount of the employee's accrued benefit under a
defined benefit plan or account balance under a defined contribu-

tion plan (including amounts attributable to service as a non-key
employee) is taken into account under the top-heavy computation
as an amount for a key employee. However, if an employee is a
non-key employee with respect to a determination date, but was a
key employee with respect to a prior determination date, the total

amount of the employee's accrued benefit or account balance is dis-

regarded under the top-heavy computation. Thus, if an employee is

a key employee on any date during the plan year within which the
employee separates from the service of the employer (e.g., by
reason of retirement or death), the accrued benefit or account bal-

ance for the employee is to be taken into account under the top-

heavy computation as an accrued benefit or account balance for a
key employee, but only with respect to a determination date falling

within the plan year of the separation or the four following plan
years. With respect to subsequent determination dates the accrued
benefit or account balance for the employee is disregarded (unless

the employee returns to the service of the employer as a key em-
ployee).

Key employees

An individual is a key employee of an employer if the individual
is (1) an officer (in the case of a corporate employer), (2) is one of

the 10 employees owning the largest interests in the employer, (3)

owns more than a 5-percent interest in the employer, or (4) owns
more than a 1-percent interest in the employer and has compensa-
tion from the employer in excess of $150,000. An individual is a key
employee with respect to a determination date (and for the plan
year for which the determination is made) if the individual was a
key employee on any day during the plan year that includes the
determination date or any one of the four preceding plan years (in-

cluding plan years ending before enactment of the Act and plan
years for which the plan is not top-heavy).
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Under the Act, an individual is considered as owning more than
a five-percent interest in a corporate employer if the employee
owns more than five percent of the employer's outstanding stock or
stock possessing more than five percent of the total combined
voting power of all stock of the employer. An individual is also

treated as owning stock owned by certain members of the individ-

ual's family or, in certain cases, by partnerships, estates, trusts, or

corporations in which the individual has an interest (sec. 318). The
same rules apply to determine whether an individual is a one-per-

cent owner.
In the case of an employer that is not a corporation, ownership is

determined in accordance with regulations prescribed by the Secre-

tary of the Treasury. The regulations are to be based on principles

similar to the principles of section 318. In addition, to determine
whether a self-employed individual who is a one-percent owner is a
key employee, compensation means earned income (as redefined by
the Act) from the trade or business.

In determining which individuals are to be treated as key em-
ployees as a result of their one-percent or five-percent ownership
interests (but not for purposes of determining the top-10 employee-
owners), ownership is tested separately with regard to each employ-
er. For this purpose, the aggregation rules of section 414 (b), (c) and
(m) do not apply. The aggregation rules of section 414 (b), (c), and
(m) apply, however, for the purpose of determining whether an in-

dividual who is a one-percent owner is a key employee because of

compensation in excess of $150,000.
In determining which individuals are to be treated as key em-

ployees as a result of their status as officers, the relationship be-

tween the individual and the employer (determined without regard
to the aggregation rules of section 414 (b), (c), and (m)) is determi-
native. However, in no event will more than 50 employees of an
employer (or, if lesser, the greater of 3 employees or 10 percent of

all employees) be treated as key employees because of officer status
with respect to any determination date. For purposes of applying
this limit, the aggregation rules of section 414 (b), (c), and (m) are
to apply. If an employer has more officers than the number re-

quired to be counted as key employees, the officers to be taken into

account are those with the highest compensation during the year
which includes the determination date.^

Qualification rules

These additional rules for top-heavy plans are tax-qualification

requirements. Thus, a top-heavy plan is a qualified plan, and a
trust forming part of a top-heavy plan is a qualified trust, only if

the additional requirements are met. In addition, except as the Sec-

* As under prior law, the determination as to whether an employee is an officer is to be deter-

mined upon the basis of all the facts and circumstances, including, for example, the source of
the employee's authority, the term for which elected or appointed, and the nature and extent of
the employee's duties. As generally accepted in connection with corporations, the term "officer"

means an administrative executive who is in regular and continued service. It implies continu-
ity of service and excludes those employed for a special and single transaction, or those with
only nominal administrative duties. 'Thus, for example, all the employees of a bank who have
the title of vice president or assistant vice president would not automatically be considered to be
officers. Nor would the mere absence of a title preclude the determination that an individual
with true executive authority is, in fact, an officer. See, for example, Rev. Rul. 80-314, 1980-2
C.B. 152.
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retary of the Treasury may provide by regulations, a plan (whether
or not top-heavy in fact) will constitute a qualified plan only if the
plan includes provisions which meet the additional qualification re-

quirements for top-heavy plans and which will automatically take
effect if the plan becomes a top-heavy plan. It is expected that the
Treasury regulations will not require the inclusion of top-heavy
plan rules in a collectively bargained plan that covers no key em-
ployees.

Includible compensation

For any plan year for which a plan is a top heavy plan, only the
first $200,000 of any employee's compensation may be taken into

account under the plan. Beginning in 1986, this $200,000 limit will

be adjusted under the same rules used to adjust the overall dollar
limits on contributions and benefits. Of course, no previously ac-

crued benefit may be reduced as a result of a cost-of-living increase
in the $200,000 limit. For purposes of the $200,000-rule, in the case
of a self-employed individual, compensation means earned income
as redefined by the Act.

A top-heavy plan may continue to provide for benefits based on
compensation in excess of $200,000 to the extent such benefits were
accrued in years when the plan was not top-heavy. In addition, for

purposes of the percentage of compensation limits under the over-

all limits on contributions and benefits (sec. 415), all compensation
(including that in excess of $200,000) is taken into account.

Vesting

For any plan year for which a plan is a top-heavy plan, an em-
ployee's right to the accrued benefit derived from employer contri-

butions must become nonforfeitable (sec. 411(a)) under a vesting
schedule which satisfies one of two alternative schedules. The vest-

ing schedules apply to all accrued benefits under the plan (includ-

ing benefits accrued before the top-heavy rules apply) whether or

not the accrued benefits are required by the top-heavy plan rules

and whether or not they accrued while the plan was top heavy.
A plan satisfies the first alternative vesting schedule (three-year,

full vesting) if a participant who has completed at least three years
of service with the employer or employers maintaining the plan
has a nonforfeitable right to 100 percent of the accrued benefit de-

rived from employer contributions. As under prior law, a plan
which provides three-year, 100 percent vesting will not fail to satis-

fy the participation requirements (sec. 410(a)(1)) merely because it

requires completion of three years of service as a condition of par-

ticipation.

A plan will satisfy the second alternative vesting schedule (six-

year, graded vesting) if a participant has a nonforfeitable right to

at least 20 percent of the accrued benefit derived from employer
contributions at the end of two years of service, 40 percent at the
end of three years of service, 60 percent at the end of four years of

service, 80 percent at the end of five years of service, and 100 per-

cent at the end of six years of service with the employer. No excep-

tion is provided for class year plans. Thus, a class year plan which
is top-heavy (or a part of a top-heavy group) must provide that all
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plan benefits vest pursuant to one of the two top-heavy vesting
schedules.

Generally, for purposes of determining service under these vest-

ing schedules, the present-law rules (sec. 411) relating to years of
service, breaks in service, and certain permitted forfeitures, etc.,

apply except to the extent the rules of section 411 are inconsistent
with the purposes of section 416. Accordingly, all years of service

with the employer generally are to be taken into account, including
years of service completed prior to the enactment of the Act, and
service during periods for which a plan is not a top-heavy plan.

A top-heavy plan which ceases to be top heavy may provide a
vesting schedule slower than that required under the top-heavy
rules. Of course, the vested percentage of each participant's benefit
accrued as of the end of the last top-heavy year could not be re-

duced, and any employee with at least five years of service with
the employer could elect to remain subject to the top-heavy vesting
schedule (sec. 411(a)(10)).

Minimum nonintegrated benefit for non-key employees

A qualified pension, etc., plan which is a top-heavy plan must
provide a minimum benefit or contribution derived from employer
contributions for each employee who is a participant in the plan
and who was not a key employee with respect to the determination
date.

Under the Act, any individual who is excluded from coverage
under a plan because of compensation below a specified amount, or
because the individual declined to make mandatory contributions,
or any individual considered a participant for purposes of the cov-

erage requirements (sees. 401(a)(5) and 410) must be provided the
applicable minimum contribution or benefit.

A defined benefit plan satisifies this minimum benefit require-
ment if, on a cumulative basis, the accrued benefit of each partici-

pant who is not a key employee, when expressed as an annual
retirement benefit, is not less than two percent of the employee's
average annual compensation from the employer during the em-
ployee's testing period, multiplied by the employee's years of serv-
ice with the employer. However, an employee's minimum benefit is

not required to exceed 20 percent of such average annual compen-
sation. All years of an employee's service otherwise required to be
taken into account under the plan (sec. 411(a)), generally are re-

quired to be taken into account under the minimum benefit rules,

except a year of service (1) completed in a plan year beginning
before January 1, 1984, or (2) within which ends a plan year for

which the plan is not a top-heavy plan. For example, a year in
which an employee does not complete a year of service with the
employer {i.e., 1,000 hours) need not be taken into account in deter-
mining years for which the two-percent minimum is required.
For purposes of the minimum benefit rules, only benefits derived

from employer contributions (other than amounts employees have
elected to defer {e.g. under a cash or deferred arrangement)) to the
plan are taken into account, and an employee's social security
benefits are disregarded. Thus, the required minimum benefit for
an emplovee may not be eliminated or reduced on account of the
employee s social security benefits attributable to contributions by
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the employer {i.e., the minimum benefit is a "nonintegrated" bene-
fit).

The term annual retirement benefit is defined as a benefit pay-
able annually in the form of a single life annuity (with no ancillary
benefits) beginning at the normal retirement age. An employee's
testing period used to determine average annual compensation is

the period of the employee's consecutive years of service (not ex-

ceeding five) during which the employee had the greatest aggregate
compensation from the employer. However, a year of service (and
compensation paid to the employee during such year) need not be
included in the employee's testing period if it ends in a plan begin-
ning before January 1, 1984, or begins within or after the last plan
year for which the plan is a top-heavy plan.

Minimum nonintegrated contribution for non-key employees

For a plan year for which a defined contribution plan is a top-

heavy plan, the employer generally must contribute on behalf of

each plan participant who is not a key employee for the year an
amount not less than three percent of the participant's compensa-
tion. The minimum contribution must be made for each year in

which the plan is top-heavy. Thus, the required minimum contribu-
tion may not be reduced or eliminated on account of prior plan
contributions merely because the participant's account balance ex-

ceeds an amount equal to 3 percent multiplied by the number of

years for which the plan is top-heavy. Each participant who is not
a key employee for the year is entitled to the minimum contribu-

tion if the participant is in service on the allocation date under the
plan. For example, a non-key employee who participates in a top-

heavy thrift plan that provides for matching employer contribu-

tions may be entitled to a 3 percent minimum contribution wheth-
er or not the employee contributes to the plan on his own behalf.

If the employer's contribution rate for each participant who is a
key employee for the plan year is less than three percent, the re-

quired minimum contribution rate for each non-key employee gen-

erally is limited to not more than the highest contribution rate for

any key employee. For example, if, under a profit-sharing plan, no
amount is contributed by the employer for any key employee, then
under this limitation no contribution is generally required under
the minimum contribution rules for any non-key employee. Under
the minimum contribution rules, reallocated forfeitures are taken
into account as employer contributions for key employees and non-
key employees.
The limitation to the rate of contributions for key employees

does not apply with respect to a defined contribution plan upon
which a defined benefit plan depends for qualification under the

Code's coverage or antidiscrimination rules (sees. 401(a)(4) or 410) if

the defined benefit plan benefits a key employee (or if a plan which
benefits a key employee also depends upon the defined benefit plan
for qualifications (sec. 401(a)(4) or sec. 410)). Under these circum-

stances, the required minimum contribution rate for a non-key em-
ployee is in every case three percent even if the contribution rate

on behalf of a key employee is less than 3 percent. For purposes of

the limitation, and for purposes of the minimum contribution rules
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generally, all defined contribution plans of the employer are con-

sidered a single plan.

To determine the contribution rate for an employee (including a
key employee), the employer contributions and reallocated forfeit-

ures on behalf of the employee for the year under all defined con-

tribution plans maintained by the employer are divided by the em-
ployee's total compensation (or, with respect to a self-employed in-

dividual, the individual's earned income (as redefined by the Act))

from the employer for the year, not to exceed $200,000.

Amounts paid by the employer for the year to provide social

security benefits for the employee are disregarded. Thus, the re-

quired minimum contribution for a non-key employee may not be
eliminated or reduced on account of benefits attributable to taxes

paid by the employer under social security (i.e., the minimum con-

tribution is a "nonintegrated" contribution). Similarly, the employ-
er contribution rate for a key employee is determined without
regard to employer contributions under social security. For exam-
ple, if a plan is integrated with social security by providing key em-
ployees with employer contributions equal to 5 percent of compen-
sation in excess of $32,400, the contribution rate for a key employ-
ee whose total compensation is $50,000 is 1.76 percent

((0.05x$17,600)^$50,000).

No required duplication of minimum benefit or minimum contribu-

tion

Under the Act, the Treasury is to prescribe rules to preclude in-

appropriate omissions or required duplications of minimum bene-
fits or contributions. If a non-key employee participates in both a
defined benefit plan and a defined contribution plan included in a
top-heavy group, the employer is not required by the Act to provide
the non-key employee with both the full, separate minimum bene-
fit and the full, separate minimum contribution. Thus, larger total

benefits generally should not be required merely because an em-
ployee is covered under more than one plan. For example, if an em-
ployee participates in a top-heavy money purchase pension plan
that provides an annual nonintegrated contribution rate of 5 per-

cent of compensation (which is determined to be equivalent to the
value of the minimum benefit in a defined benefit plan under the
rules for computing actuarial equivalence) and a defined benefit

plan that provides an annual benefit of 1 percent of pay, the em-
ployer would not be required to provide an additional 1-percent
benefit for non-key employees participating in the defined benefit

plan. It is also anticipated that these rules would preclude an em-
ployee who is covered under more than one plan from receiving
lower benefits or contributions than that employee would receive if

covered under a defined benefit plan only or a defined contribution
plan only.

Of course, contributions or benefits for a non-key employee under
any one or all plans included in a top-heavy group may otherwise
be required (for example, by reason of the nondiscrimination rules).

In any case in which separate plans are required to be considered
together for purposes of the coverage or nondiscrimination rules,

the required minimum benefit or minimum contribution may, of

course, be taken into account. However, two plans are not necessar-
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ily comparable merely because one plan provides the required
minimum benefit while the other provides the required minimum
contribution. Similarly, the fact that two plans both provide the re-

quired minimum benefit, or that two plans both provide the re-

quired minimum contribution, does not insure that the two plans,

as a whole, are comparable.

Aggregate limit on contributions and benefits for key employ-
ees

The Act includes additional rules with respect to the aggregate
limit on benefits and contributions (sec. 415(e)) for a key employee
who participates in both a defined benefit plan and a defined con-

tribution plan that are included in a top-heavy group. Unless cer-

tain requirements are met, for any year for which the plans are
included in the top-heavy group, the new defined benefit plan and
defined contribution plan fractions are modified, effectively provid-

ing the key employee with an aggregate limit equal to the lesser of

1.0 (as applied only to the dollar limits) or 1.4 (as applied to the
percentage limits).

Under the Act, the denominator of the modified defined benefit

fraction is the lesser of (i) the dollar limit in effect for that year (or,

if greater, that participant's current accrued benefit), or (ii) 1.4

multiplied by the amount of compensation which may be taken
into account for that year under the applicable percentage limit.

The denominator of the modified defined contribution fraction is

the sum of the lesser of the following amounts, computed separate-

ly for each year of service with the employer: (i) the dollar amount
for that year, or (ii) 1.4 multiplied by applicable percentage limit.

Corresponding revisions are made to the defined contribution tran-

sition fraction.

In some cases, the aggregate of a key employee's accrued benefit

under an employer's defined benefit plans and annual additions

under the employer's defined contribution plans computed using
the modified defined benefit plan and defined contribution plan
fractions may exceed 1.0 at the time the key employee is first re-

quired to use the modified fractions to compute the aggregate limit.

In such a case, the key employee is permitted no further benefit

accruals under the defined benefit plans and no additional employ-
er contributions, reallocated forfeitures, or voluntary nondeductible
employee contributions under the defined contribution plans until

the sum of the defined contribution and defined benefit fractions is

less than 1.0. However, the Act's "fresh start" transitional rule ap-

plies. (See 1. Limits on contributions and benefits. Effective date,

Transitional rules, Aggi'egate limit.)

These modifications do not apply if the plans of the employer in

which the key employee participates (1) meet the requirements of

the concentration test, and (2) provide either an extra minimum
benefit (in the case of the defined benefit plan) or an extra mini-

mum contribution (in the case of the defined contribution plan) for

non-key employees participating in the plans. The extra contribu-

tion or benefit is non-integrated and is in addition to the minimum
contribution or benefit required for all top-heavy plans.
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The concentration test is generally satisfied with respect to a key
employee for a year if the plan is not more than 90 percent top
heavy.
The requirement for an extra minimum benefit for non-key em-

ployees is satisfied for a year if, in addition to the minimum benefit
otherwise required in a defined benefit plan, for the plan year
ending with or within such year, the additional accrued benefit of
each non-key employee who is a participant is not less than the
lesser of (1) one percent of the employee's average annual compen-
sation, multiplied by the employee's years of service with the em-
ployer, or (2) 10 percent of such average annual compensation. This
extra minimum benefit generally is determined in the same
manner as the minimum benefit required under the rules for a top-

heavy defined benefit plan. However, for purposes of the extra
minimum benefit, a year of service is required to be taken into ac-

count only if (1) such year of service includes the last day of a plan
year for which the plan is a top-heavy plan (or included in a top-

heavy group), and (2) such plan year ends with or within a year for
which the aggregate limit of the key employee exceeds 1.0 under
the modified fractions.

In a defined contribution plan, the requirement for an extra
minimum contribution is satisfied for a year if, for the plan year
ending with or within such year, the employer contributes on
behalf of each non-key employee who is a participant an extra
amount (in addition to the usual minimum contribution) that is not
less than one percent of the employee's compensation for the year.

Distributions to key employees

The Act also provides new rules for distributions from top-heavy
plans to key employees. If a distribution is made to an individual
who is (or was) a key employee before attaining age 59 ¥2, an addi-
tional income tax generally is imposed on that portion of the distri-

bution attributable to accumulations or accruals made when he
was a key employee in a top-heavy plan. The amount of the tax is

equal to 10 percent of the amount includible in income, unless the
distribution is made on account of death or disability. This tax ap-
plies whether or not the plan is top-heavy at the time of the distri-

bution, but it applies only to accumulations attributable to periods
of service as a key employee in a top-heavy plan. Thus, accumula-
tions attributable to periods when an employee was not a key em-
ployee or when the plan was not top-heavy (including pre-1984 ac-

cumulations formerly subject to a similar penalty imposed accumu-
lations attributable to service as an owner-employee) are not sub-
ject to the additional 10 percent tax. In addition, as under prior
law, no tax is imposed on distributions that are rolled over tax
free, to an IRA.

In addition, a top-heavy plan must provide that distributions to
an individual who is a key employee in a top-heavy plan at the
time he attains age 70 ¥2 will commence not later than the taxable
year in which the key employee attains age 70 ¥2, whether or not
he separates from service in that year and whether or not he ap-
plies for benefit payment. The distribution must begin no later
than that taxable year and must be completed pursuant to regula-
tions prescribed by the Secretary of the Treasury within a period
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based on the life of the participant (or lives of the participant and
his spouse), or over a period of years not exceeding the life expec-
tancy of the participant (or the life expectancies of the participant
and his spouse). Distributions made pursuant to the regulations
may be made to the participant and a non-spouse beneficiary, al-

though the measuring lives remain those of the participant and the
participant's spouse. Of course, a plan will not lose its qualified
status merely because distributions to a key employee do not satis-

fy this rule, provided (1) the method of distribution satisfies the dis-

tribution rules in effect prior to the Act (including those rules
limiting incidental benefits), and (2) the distributions are made pur-
suant to an employee designation made before January 1, 1984.

Organization performing management functions

The Act expands the class of employees who, under the present-
law rules for affiliated service groups (sec. 414(m)), are to be treat-

ed as employed by a single employer for purposes of certain of the
tax-law rules for qualified pension, etc., plans (including the rules
for top-heavy plans), cafeteria or medical reimbursement plans, or
simplified employer pensions (SEPs). Under the provision, if an or-

ganization's principal business is performing, on a regular and con-
tinuing basis, management functions for one other organization,
employees of the organization performing management functions
and employees of the organization for which the management func-
tions are performed are treated as employed by a single employer.
Under the provision, any employee of a person related to the or-

ganization performing the management functions is also included
in the group that is treated as employed by a single employer as
are the employees of an organization related to the organization for

which the functions are performed. The provision does not change
present law under which the aggregation of employers is otherwise
required.
For purposes of the provision, the term "organization" includes

an individual, a corporation, a partnership, etc. Whether organiza-
tions are related is determined under present-law rules (sec.

103(b)(6)(C)).

Congress intended that the provision is to apply only where the
management functions performed by one person for another are
functions historically performed by employees, including partners
or sole proprietors in the case of unincorporated trades and busi-

nesses. For this purpose, the present-law rules relating to affiliated

service organizations and to services historically performed by em-
ployees in the case of an affiliated service organization are to

apply.

Employee leasing

The Act also provides that, for purposes of certain of the tax-law
rules for qualified pension, etc., plans (including the rules for top-

heavy plans) and SEPs, an individual (a leased employee) who per-

forms services for another person (the recipient) treated as the re-

cipient's employee where the services are performed pursuant to

an agreement between the recipient and a third person (the leasing
organization) who is otherwise treated as the individual's employer.
Under the provision, the individual is to be treated as the recipi-
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ent's employee only if the individual has performed services for the
recipient (or for the recipient and persons related to the recipient)

on a substantially full-time basis for a period of at least 12 months,
and the services are of a type historically performed by employees
in the recipient's business field. For this purpose, the prior-law
rules relating to services historically performed by employees in

the case of an affiliated service organization are to apply.
The employee leasing rules are not to apply where services in a

particular business field historically have been performed by one
person for another without an employee-employer relationship. For
example, some prepaid health care service programs organized on a
group practice basis involve two or three components: the health
plan, a separate medical group that provides or arranges physi-

cians' services to the health plan members, and often a related hos-

pital. The hospital and the medical group each may employ its own
staff (nurses, technicians, etc.), but both sets of employees may be
jointly managed. Alternatively, the staff that supports the medical
group may be employed by the health plan. These forms of oper-

ation are well established in the group practice prepaid health care
field. Congress intended that, because these services are not histori-

cally performed by employees, the employee leasing rules will not
apply in these cases (whether the form of operation is currently in

effect or is put into effect for existing components of an established
group practice prepaid health care service program or for the com-
ponents of a new program) if the health plan, the hospital, and the
medical group provide substantially similar, though not necessarily
exactly equivalent retirement benefits through tax qualified plans
to salaried non-union employees and partners.
For purposes of determining whether a pension, etc., plan or a

SEP maintained by the recipient satisfies the applicable tax-law re-

quirements, the leased employee is treated as the recipient's em-
ployee for periods after the close of the 12-month period. However,
the leased employee's years of service (sec. 411(a)) for the recipient
are determined by taking into account the entire period for which
the leased employee performed services for the recipient (or for a
related person).

Although this provision attributes certain leased employees to

the recipient, no change is made to the present-law rules which
also require that the leased employee be treated as an employee of
the leasing organization {i.e. for purposes of testing the qualified
status of any plan maintained by the leasing organization).
Under the provision, contributions or benefits for the leased em-

ployee which are provided by the leasing organization under a
qualified plan or a SEP maintained by the leasing organization are
to be treated as if provided by the recipient to the extent such con-
tributions or benefits are attributable to services performed by the
leased employee for the recipient.

The Act also includes a safe-harbor rule under which an individ-

ual who otherwise would be treated as a recipient's employee will

not be treated as such an employee, if certain requirements are
met with respect to contributions and benefits provided for the in-

dividual under a qualified money purchase pension plan main-
tained by the leasing organization. The safe harbor rule applies if

the plan provides that (1) an individual is a plan participant on the
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first day on which the individual becomes an employee of an em-
ployer maintaining the plan, (2) each employee's rights to or de-

rived from employer contributions under the plan are at all times
nonforfeitable (sec. 411(a)), and (3) amounts are to be contributed
by the employer on behalf of an employee at a rate not less than
IV2 percent of the employee's compensation for the year (the IV2
percent contribution is not to be reduced by integration with social

security). The safe harbor applies only for purposes of the employee
leasing provision added by the Act (sec. 414(n)). If an individual is

otherwise deemed an employee (e.g., by reason of sec. 414(m)), the
individual will continue to be treated as an employee for purposes
of the enumerated employee benefit provisions.

For purposes of the provision, the term person includes individ-

uals and organizations (corporations, partnerships, etc.). Whether
persons are related persons is determined under present-law rules

(sec. 103(b)(6)(C)).

The provision authorizes the Secretary of the Treasury to pre-

scribe regulations under which a leased employee will not be treat-

ed as the recipient's employee, notwithstanding that the provision
may otherwise apply. Under the Act, the Secretary is to prescribe
such regulations where the Secretary determines that to treat a
leased employee as the recipient's employee is not appropriate,

taking into account the purposes underlying those qualified plan
rules with respect to which the provision applies.

Certain corporations performing personal services

Under the Act, if a corporation, the principal activity of which is

the performance of personal services substantially all of which are
performed by employee-owners for or on behalf of another corpora-

tion, partnership, or entity (including related parties), is availed of

for the principal purpose of evasion or avoidance of Federal income
tax by securing for any employee-owner significant tax benefits

which would not otherwise be available, then the Secretary may
allocate all income, as well as such deductions, credits, exclusions,

etc., as may be allowable, between or among the corporation and
employee-owners involved.

For example, if a personal service corporation were formed or

availed of for the principal purpose of utilizing the corporate

surtax exemption or a fiscal year that would defer the payment of

income tax, or both, then the Secretary could allocate income, etc.,

between the corporation and the employee-owners. On the other
hand, no such allocation would be made if, under the facts and cir-

cumstances, the taxpayer can show that the principal purpose was
not the avoidance or evasion of income tax.

For this purpose, an employee-owner is defined as any employee
who owns (after application of the attribution rules under section

318) more than 10 percent of the outstanding stock of the corpora-

tion. Congress intended that the provisions overturn the results

reached in cases like Keller v. Commissioner, 77 TC 1014 (1981),

where the corporation served no meaningful business purpose
other than to secure tax benefits which would not otherwise be
available. The provision generally applies to taxable years begin-

ning after December 31, 1982.
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Effective for years beginning in 1984, the Act also eliminates

most distinctions in the tax law between qualified retirement plans

of corporations and qualified retirement plans of self-employed in-

dividuals. However, for 1983, when this provision affecting personal

service corporations first applies, a corporation will be allowed con-

tributions for its employees that are higher than the permitted
contributions for self-employed individuals. Under the Act, Con-

gress intended that a personal service corporation generally will

not be considered to be formed or availed of for the purpose of

evading or avoiding Federal income tax solely because, for 1983,

the qualified plan rules will permit higher contributions and other

advantages for corporate employees. Thus, in applying section

269A, for 1983, Congress intended that the Secretary of the Treas-

ury generally will not take a corporation's qualified pension, etc.,

retirement plan into account.

Disincorporation relief

Congress understood that a number of personal service corpora-

tions, which were in existence on the date of enactment of the Act,

may wish to liquidate when the parity provisions of the Act take
effect. Therefore, a transitional rule is provided under which per-

sonal service corporations may, during 1983 or 1984, complete a
one-month liquidation under section 333 of the Code without the
risk that the corporation would incur tax on its unrealized receiv-

ables. Of course, the income represented by unrealized receivables

will retain its character as ordinary income and will be fully recog-

nized by the distributee shareholder upon subsequent collection or
other disposition.

Group-term life insurance

The Act provides that the income exclusion for employer-pro-
vided group-term life insurance (sec. 79) will apply with respect to

a key employee only if the life insurance is provided under a pro-

gram of the employer that does not discriminate in favor of key
employees as to (1) eligibility to participate, or (2) the life insurance
benefits provided under the plan.

A program of an employer providing group-term life insurance
for employees generally will not be considered to discriminate in

favor of key employees as to eligibility to participate if (1) the pro-

gram benefits at least 70 percent of all employees, (2) at least 85
percent of all participating employees are not key employees, or (3)

the program benefits employees who qualify under a classification

set up by the employer and found by the Secretary of the Treasury
not to discriminate in favor of key employees. Alternatively, a pro-

gram of an employer providing group-term life insurance which is

provided under a cafeteria plan (sec. 125) will not be considered to

discriminate in favor of key employees as to eligibility to partici-

pate if the eligibility rules for cafeteria plans are satisfied.

For purposes of the provision's rules relating to eligibility to par-
ticipate, employees of certain related employers will generally be
treated as if employed by a single employer. However, the follow-

ing employees may be excluded from consideration: (1) those who
have not completed 3 years of service with the employer, (2) part-

time and seasonal employees, and (3) nonresident aliens who re-
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ceive no U.S. source of income from the employer. For this purpose,
part-time employees are those whose customary employment is for

not more than 20 hours in any one week, and seasonal employees
are those whose customary employment is for not more than 5

months in any calendar year. In addition, employees not covered
by the program but covered by a collective bargaining agreement
need not be taken into account if group-term life insurance was the
subject of good faith bargaining between the employer and employ-
ee representatives.

A program of an employer providing group-term life insurance
for employees will not be considered to discriminate in favor of key
employees as to the benefits provided, if the program does not dis-

criminate in favor of such employees with regard to the type and
amount of the benefits. For this purpose, group-term life insurance
benefits will not be considered to discriminate merely because the
amount of life insurance provided employees bears a uniform rela-

tionship to compensation. Of course, the requirement that group-
term life insurance benefits be nondiscriminatory can be satisfied

where, under the facts and circumstances, no discrimination in

favor of key employees occurs. For example, the requirement would
be satisfied when the life insurance benefits are a level dollar

amount which is the same for all covered employees.
Congress intended that the Secretary of the Treasury revise the

tables for computing the amount includible in an employee's gross

income on account of employer-provided group-term life insurance.

Congress also intended that the tables be periodically revised to re-

flect current group-term life insurance costs.

Effective Date

The provisions relating to parity between corporate and noncor-
porate employers, top-heavy plans, organizations performing man-
agement functions, employee leasing, and group-term life insurance
apply to years beginning after December 31, 1983.

The provisions relating to certain corporations performing per-

sonal services apply to taxable years beginning after December 31,

1982.



4. Retirement savings for church employees (sec. 251 of the Act
and sees. 403 and 415 of the Code)

Prior Law

Subject to limits, public schools and certain tax-exempt organiza-

tions (including churches and certain organizations associated with
churches) may make payments on behalf of an employee to pur-

chase a tax-sheltered annuity contract (sec. 403(b)). Payments to a
custodial account investing in stock of a regulated investment com-
pany {e.g., a mutual fund) are also permitted. The amount paid by
the employer is excluded from the employee's income for the tax-

able year to the extent that payment does not exceed the employ-
ee's exclusion allow^ance for the taxable year. The exclusion allovs^-

ance is generally equal to 20 percent of the employee's includible

compensation from the employer multiplied by the number of the
employee's years of service w^ith that employer, reduced by
amounts already paid by the employer to purchase the annuity.
Employer payments to purchase a tax-sheltered annuity contract

for an employee are also subject to the overall limits on contribu-

tions and benefits under qualified plans (sec. 415). Under the over-

all limits, annual additions ^ to tax-sheltered annuities and other
defined contribution arrangements for the employee may not
exceed the lesser of a specified dollar amount, or 25 percent of the
employee's compensation from the employer for the year. Under a
special rule (sec. 415(c)(4)(C)), an employee of an educational institu-

tion, hospital, or home health service agency may elect to compute
the annual exclusion allowance for payments under a tax-sheltered

annuity solely by reference to the maximum annual employer pay-
ment which could be made under the overall limit. Under prior

law, this rule applied to employees of a church hospital, etc., but
not to other church employees.

In addition, to allow" certain lower-paid employees catch-up pay-
ments [i.e., payments permitted under the exclusion allowance on
account of prior years of service, but denied under the overall

annual limit which takes into account only the current year), alter-

native special elections are provided to increase the overall limit

for the year of the election. An individual is allowed only one of

the special elections under section 415 during his lifetime. The first

alternative catch-up election (sec. 415(c)(4)(A)) may be made only
for the year of an employee's separation from the service of the
contributing employer (the separation year catch-up election). The
second alternative catch-up election (sec. 415(c)(4)(B)) generally may
be made for any year, but is subject to limitations which the sepa-
ration year catch-up election is not. Of course, neither election in-

' With respect to a tax-sheltered annuity, annual additions consist of employer contributions
and certain employee contributions.

(329)
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creases the amount excludable from the employee's income for the
year under the exclusion allowance. Under prior law, the alterna-
tive catch-up elections were available to church and nonchurch em-
ployees of educational institutions, hospitals, and home health serv-
ices, but not to other church employees.

Reasons for Change

Congress concluded that the prior-law provisions relating to tax-
sheltered annuities often made it difficult for churches to provide
ministers and lay employees adequate retirement income. The
prior-law formula for fixing an employee's annual exclusion allow-
ance may not have reflected the career pattern of a minister or lay
employee who moves from one employing organization to another
within a church. In addition, the formula did not take into account
the historically low salaries paid to ministers and other church em-
ployees.

Congress also concluded that the tax treatment of retirement
savings provided church employees by an associated organization,
such as a church pension board, should be clarified.

Explanation of Provision

Overview

The Act revises the prior-law rules relating to tax-sheltered an-
nuity programs maintained by churches for their employees by
generally increasing the ability of churches to provide retirement
income for their employees and by clarifying the status of such pro-

grams under the tax law. For purposes of the Act's provisions, the
term church includes a convention or association of churches, or an
organization which is exempt from tax and is controlled by or asso-

ciated with a church or a convention or association of churches.
Church employees include duly ordained, commissioned, or licensed
ministers and lay employees, including employees of tax-exempt or-

ganizations (whether civil law corporations or otherwise organized)
which are controlled by or associated with a church.

Exclusion allowance increased

The Act generally increases the annual exclusion allowance for

church employees whose adjusted gross income for the year does
not exceed $17,000. Thus, an employee's eligibility for the increased
exclusion allowance is determined by taking into account both in-

cludible compensation paid by the church and income from other
sources. However, for this purpose an employee's adjusted gross
income does not include income attributable to the employee's
spouse.
Under the Act, the exclusion allowance for an eligible church

employee is not less than the lesser of $3,000 or the employee's in-

cludible compensation for the year. Solely for the purpose of deter-

mining includible compensation under the special rule, the includi-

ble compensation of an eligible church employee who is a foreign

missionary is considered to include the amount paid by the church
during the taxable year for the purchase of a tax-sheltered annuity
for the employee. A church employee is a foreign missionary for a
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taxable year for which the employee's principal duties are the

propagation of religious doctrine or the performance of sacerdotal

functions or humanitarian good works for the church outside the

United States.

The Act also provides that for purposes of the exclusion allow-

ance, all years of an employee's service with an organization that

is a part of a particular church are treated as years of service with
one employer. Thus, although a minister or lay employee may,
during the span of a career with a church, transfer from one orga-

nization to another within the particular church, or from the

church to an associated organization, all service with such organi-

zations is treated as service with a single employer. Payments
made by all such organizations on behalf of an employee are also to

be taken into account under the exclusion allowance formula as

contributions made by a single employer. While this rule applies

for computing post-1981 exclusion allowances, pre-1982 service

with, and pre-1982 payments by a particular church (as defined by
the Act) are taken into account under the computations.
The Act makes available to all church employees the prior-law

special elections permitted under the overall annual limit (sec.

415). The Act also permits a church employee an additional elec-

tion pursuant to which the church may make payments for the

year in excess of the otherwise applicable overall annual limit. The
employee's election will increase the overall annual limit to the

lesser of (1) the amount paid by the church for the year (plus any
employee paid taken into account), or (2) $10,000. Employer pay-

ments permitted for a church employee under this provision (i.e.,

payments in excess of the otherwise applicable annual limits) may
not exceed $40,000 for the employee's lifetime. Of course, payments
made pursuant to the election are excludable from the employee's
income only if they are otherwise permitted under the employee's
exclusion allowance for the taxable year. In addition, the election

may not be made for the taxable year for which the separation
year catch-up election is made.

Retirement income accounts maintained by churches

The Act also provides that generally the tax rules relating to tax-

sheltered annuity contracts apply to retirement income accounts
provided by a church for its employees. Under the Act, a
retirement income account means a. program which is a defined
contribution plan (sec. 414(i)) and which is established or main-
tained by a church to provide retirement benefits for its employees
under the tax-sheltered annuity rules. Thus, a church-maintained
retirement income account differs from a tax-sheltered annuity
only in that the account is not maintained by an insurance compa-
ny. However, the Act also provides that a church-maintained
retirement income program in existence on September 3, 1982, will

not be considered as failing to satisfy the requirements for a tax-

sheltered annuity (sec. 403(b)) merely because the program is a de-

fined benefit plan (sec. 414(j)). For this purpose, a church-main-
tained retirement income program is considered to be in existence

on September 3, 1982, notwithstanding that after that date the pro-

gram is amended, otherwise modified, or extended to benefit other
employees. In addition, if a church-maintained retirement income
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program which is otherwise a defined benefit plan provides a bene-
fit which is based, in part, on the balance of a separate account of

an employee, the separate account can qualify as a defined contri-

bution plan for purposes of the rules relating to retirement income
accounts.

The assets of a church-maintained retirement income account for

the benefit of an employee or his beneficiaries may be commingled
in a common fund made up of such accounts. However, that part of

the common fund which equitably belongs to any account must be
separately accounted for {i.e., it must be possible at all times to de-

termine the account's interest in the fund), and cannot be used for,

or diverted to, any purposes other than the exclusive benefit of

such employee and beneficiaries. Provided these requirements are
met, the assets of a retirement income account also may be com-
mingled with the assets of a tax-qualified plan without adversely
affecting the status of the account or the qualification of the plan.

The assets of a church plan (sec. 414(e)) also may be commingled
in a common fund with other amounts devoted exclusively to

church purposes (for example, a fund maintained by a church pen-
sion board) if that part of the fund which equitably belongs to the
plan is separately accounted for and cannot be used for or diverted
to purposes other than for the exclusive benefit of employees and
their beneficiaries. Of course, the reasonable costs of administering
a retirement income account (including an account which is a part
of a common fund) may be charged against the account. Such costs

include the reasonable costs of administering a retirement income
program of which the account is a part, including costs associated
with informing employees and employers of the availability of the
program. Any common fund is subject to the fiduciary standards
(including the rules relating to prohibited transactions) of the Em-
ployee Retirement Income Security Act of 1974 if any participating

trust is subject to those standards.
The Act also allows a church which maintains a tax-sheltered an-

nuity, retirement income account, or pension plan a retroactive

amendment period if the annuity, account, or plan is required to be
amended by reason of any law, or any regulation, ruling, or other
action under the tax laws. During the correction period, the annu-
ity, account, or plan would be treated as satisfying the applicable

tax-law requirement. To qualify for this treatment, the required
amendment or other modification generally must be made not later

than at the next earliest church convention. However, the Secre-

tary of the Treasury may prescribe an alternative time period

within which the required amendment is to be made. In this

regard, the Secretary is to take into account that church governing
bodies typically meet at lengthy intervals. Of course, in no event is

the permitted correction period for a church to be less than that

allowed under prior law (sec. 401(b)).

Effective Date

The provisions generally apply to taxable years beginning after

December 31, 1981. The provisions relating to the overall limits

apply to years beginning after that date. The retroactive amend-
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ment period rules apply as of July 1, 1982, and permit amendments

to correct defects in existence on that date.

The provision relating to retirement mcome accounts provided

by a church for its employees is effective for taxable years begin-

ning after December 31, 1974.



5. Certain State judicial retirement plans (sec. 252 of the bill and
sec. 131 of the Revenue Act of 1978)

Prior Lair

Eligible State deferred compensation plan

Under prior law and present law (.sec. 457(a)\ employees of a
State or local government or a rural electric cooperative are per-

mitted to defer compensation under an eligible State deferred com-
pensation plan if the deferral does not exceed prescribed annual
limits (generally the lesser oi' Sl,bOO or 83 ^s percent of includible

compensation). Amounts deferred by a participant in an eligible

plan, plus any income attributable to the investment of such
amounts, are includible in the income of the participant or the par-

ticipant-'s beneficiary only when paid or otherwise made available
under the plan.

Treatment of participants in an ineligible plan

If a deferred compensation plan of a State or local government
fails to meet the requirements of an eligible plan, then all compen-
sation deferred under the plan is includible currently in income by
the participants unless the amounts deferred are subject to a sub-

stantial risk of forfeiture isec. 457ie^\ If amounts deferred are sub-

ject to a substantial risk of forfeiture, then they are includible in

the income of participants or benetlciaries in the first taxable year
in which there is no substantial risk of forfeiture.

This rule for the tax treatment of participants in an ineligible

plan does not apply, however, if the tax treatment of a plan partici-

pant is governed by tax rules for the plan that are set forth else-

where in the Code. For example, the rule does not apply if the in-

eligible plan is a qualified pension plan isec. 4()l(a^l a tax-sheltered

annuity progi-am (sec. 40ot,b)). or includes a trust forming a part of

a nonqualified pension plan (sec. 402(b)).

Reasons for Change

An eligible State deferred compensation plan is a defined contri-

bution plan under which a plan participant is entitled to his ac-

count balance consisting of the deferred amounts plus earnings.

Retirement plans for State judges are sometimes defined benefit

plans under which a participant is entitled to a retirement benefit

based upon the pay of sitting judges. Because the participant's

benefit under such a plan generally does not depend upon the par-

ticipant's account balance. Congress concluded that it is inappropri-

ate to apply contribution limits or other rules designed for defined

contribution plans.

13341
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Explanation of Provision

Under the Act, participants in a qualified State judicial plan are
not subject to the rule requiring participants in a State deferred
compensation plan that is not an eligible plan to include plan bene-
fits in gross income when there is no substantial risk that the
benefits will be forfeited (sec. 457(e)).

A State's retirement plan for the exclusive benefit of its judges
or their beneficiaries is a qualified State judicial plan if (1) the plan
has been continuously in existence since December 31, 1978, (2) all

judges eligible to benefit under the plan are required to participate

and to contribute the same fixed percentage of their basic or regu-
lar rate of compensation, and (3) a judge's retirement benefit under
the plan is a percentage of the compensation of judges of the State
holding similar positions.

In addition, the plan may not pay benefits with respect to a par-
ticipant which exceed the limit on benefits permitted under quali-

fied plans (sec. 415), and may not provide an option to plan partici-

pants as to contributions or benefits the exercise of which would
affect the amount of the participant's currently includible compen-
sation.

Effective Date

The provision applies to taxable years beginning after December
31, 1978.



6. Contributions for disabled employees (sec. 253 of the Act and
sees. 404 and 415 of the Code)

Prior Law

In order to limit the extent to which individuals could use tax-

favored arrangements to provide for retirement, the plan qualifica-

tion rules (sec. 415) provide overall limits on contributions and
benefits under qualified pension, etc., plans.

Under a profit-sharing or other defined contribution plan, the
qualification rules provide an overall limit on the annual addition
with respect to each plan participant (see. 415(c)). Generally, the
annual addition (consisting of employer contributions, certain em-
ployee contributions, and forfeitures allocated from the accounts of

other participants) are limited to the lesser of (1) 25 percent of com-
pensation for the year, or (2) $25,000 adjusted for cost-of-living in-

creases (CPI) since 1974. The limit for 1982 was $45,475.

Because annual additions for an employee are limited to 25 per-

cent of the employee's compensation, contributions generally may
not be made on behalf of an employee who has separated from
service.

Reasons for Change

Congress concluded that it is appropriate to increase the
retirement income security of disabled employees by permitting an
employer to make contributions to a profit-sharing or other defined
contribution plan on their behalf.

Explanation of Provision

The Act permits an employer to elect to continue deductible con-

tributions to a profit-sharing or other defined contribution plan on
behalf of an employee who is permanently and totally disabled. An
individual is considered permanently and totally disabled if the in-

dividual is unable to engage in any substantial gainful activity by
reason of any medically determinable physical or mental impair-
ment which can be expected to result in death or which has lasted

or can be expected to last for a continuous period of at least 12

months.
Under the Act, annual additions with respect to a plan partici-

pant (consisting of employer contributions, certain employee contri-

butions, and forfeitures) are limited to the lesser of (1) 25 percent of

compensation or (2) $30,000. For purposes of the limit for defined
contribution plans, the compensation of a disabled employee is

deemed to be equal to the annualized compensation of the employ-
ee prior to the employee's becoming disabled.

In addition, the Act requires that the plan provide that disabled
employees on whose behalf an employer elects to make contribu-
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tions are to be fully and immediately vested in benefits derived
from these contributions. Thus, where a disabled participant is not
fully vested in the accrued benefits derived from other employer
contributions, the plan will be required to maintain a separate ac-

count for these disability contributions.

The Act does not permit disability contributions on behalf of dis-

abled employees who were officers, owners, or highly compensated.

Effective Date

The provision applies to years beginning after December 31,

1981.



7. Participation in group trusts by governmental plans (sec. 254 of
the Act and sec. 401 of the Code)

Prior Law

Group trusts

Under prior law and present law, trusts that are parts of quali-
fied pension, profit-sharing or stock bonus plans or individual
retirement accounts (IRAs) may pool their assets in a group trust,

usually created for the purpose of diversifying investments. If cer-

tain requirements are met, the pooling of assets does not affect the
tax-exempt status of the contributing trusts, and the group trust
itself is exempt from tax (Rev. Rul. 81-100, 1981-1 C.B. 326).

Governmental plans

A funded pension plan, including a governmental plan,^ is a
qualified plan if it meets certain requirements of the Internal Rev-
enue Code. Also, a trust forming a part of a qualified pension plan
is exempt from tax as a qualified trust if (1) employer contributions
to the trust are made for the purpose of distributing the corpus and
income to employees and their beneficiaries, and (2) under the
trust instruments it is impossible for any part of the trust corpus
or income to be used for, or diverted to, purposes other than the
exclusive benefit of employees before the liabilities to employees
and their beneficiaries are satisfied. In addition to other tax-qualifi-

cation requirements, the plan must not discriminate in coverage or
in contributions or benefits in favor of employees who are share-
holders, officers or highly compensated. Also, contributions or bene-
fits must not exceed specified limits.

The Internal Revenue Service announced that issues concerning
prohibited discrimination in coverage or in contributions or bene-
fits under State and local governmental plans will not be raised by
the Service until a review of the antidiscrimination rules is com-
pleted. ^ The Service announced that it is reconsidering the applica-
tion of the antidiscrimination rules to plans covering elected and
appointed officials of State and local governments. Pending comple-
tion of its review, the Service will resolve any issue under the rules

in favor of a governmental plan's retaining its tax-qualified status.

A trust forming a part of a government plan is not exempt from
tax if the trust engages in specific prohibited transactions de-

scribed by the Code.

' A governmental plan is a plan established and maintained for its employees by the Govern-
ment of the United States, by any State or political subdivision thereof, or by any agency or
instrumentality of any of the foregoing.

2 I.R.S. News Release IR-1869. August 10, 1977.
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Reasons for Change

Congress understands that trustees of group trusts often are re-

luctant to allow governmental plans to participate in the trusts on
account of uncertainty as to the qualified status of such plans. Con-
gress believed it appropriate to remove this barrier to participation

in group trusts by governmental plans.

Explanation of Provision

Under the Act, the tax-exempt status of a group trust will not be
adversely affected merely because the trust accepts monies from (a)

a retirement plan of a State or local government, whether or not
the plan is a qualified plan and whether or not the assets are held
in trust, or (b) directly from a State or local government, if such
are monies intended for use in satisfying an obligation of such
State or local government to provide a retirement benefit under a
governmental plan.

A group trust is subject to the fiduciary standards (including the
rules relating to prohibited transactions) of the Employee
Retirement Income Security Act of 1974 (ERISA) if a participating

trust is subject to the standards. Such a group trust will remain
subject to the standards, even though the trust includes a govern-
mental plan. In addition, any group trust in which a plan of a pri-

vate employer participates will remain subject to the present-law
rules relating to unrelated business taxable income (sec. 511 et

seq.), notwithstanding that the trust includes a governmental plan.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1981.

8. Revenue effect of pension provisions

The pension provisions of the Act are expected to increase fiscal

year budget receipts by $194 million in 1983, $780 million in 1984,

$870 million in 1985, $970 million in 1986 and $1,058 million in

1987.



E. Taxation of Life Insurance Companies and Annuities

1. Repeal of modified coinsurance provisions (sees. 255, 256, 257,
and 258 of the bill and sees. 805, 809, 811, 818 and 820 of the
Code)*

Prior Law

A life insurance company sometimes will insure itself against
some policy risks it has undertaken. This type of insurance be-
tween insurance companies is referred to as "reinsurance". Modi-
fied coinsurance, commonly referred to as "Modco," is a type of re-

insurance agreement under which the company transferring some
of its risks (the "ceding" company) retains ownership of the assets
connected with the risks reinsured and also retains the reserve li-

abilities connected with the risks reinsured. In consideration, the
company which has agreed to assume the risks under the agree-
ment (the "reinsurer") receives both premium income and
investment income attributable to the policies reinsured from the
ceding company. Thereafter, periodic settlements are made be-
tween the companies for premiums collected, benefits paid, etc.

Prior law (Code sec. 820) contained a rule which allowed the
ceding company and the reinsurer to report a modified coinsurance
transaction for tax purposes as if the assets relating to the risks

reinsured were transferred to the reinsurer, as if the premium
income for the reinsured policies and the investment income on the
assets were received directly by the reinsurer, and also as if re-

serves to reflect liability for future claims were maintained by the
reinsurer. However, no transfer of assets actually occurred.

Reasons for Change

The prior law provision (Code sec. 820) was originally intended to

avoid possible double taxation to both the ceding company and the
reinsurer when a modified coinsurance agreement was used. How-
ever, some life insurance companies had used modified coinsurance
to avoid or substantially reduce income tax paid by both the rein-

surer and the ceding company. For example, since under prior law
a life insurance company could not deduct policyholder dividends
in excess of underwriting income (plus $250,000), it benefited by
converting investment income into underwriting income which
then could be offset by excess policyholder dividends which would
not otherwise be deductible. Similarly, a company with gain from
operations exceeding its investment income, but without sufficient

dividends to offset all underwriting income, benefited by converting

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sees. 256, 257, 258, and 259; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 333-337;
Senate floor amendments, 128 Cong. Rec. S. 9018 (July 22, 1982); and H. Rep. No. 97-760 (August
17, 1982), pp. 641-642 (Joint Explanatory Statement of the Committee of Conference).
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investment income into underwriting income because the tax on
half of the underwriting income is deferred.

Any increased income to the reinsurer because of the deemed
transfer of investment income was offset by an "experience
refund" to the ceding company equal to the investment income
minus a minor "service charge." Moreover, a reinsurer may have
received an additional benefit of sheltering its other income if it

had elected the approximate method for revaluing reserves comput-
ed on a preliminary term basis.

Thus, the effect of entering into a modified coinsurance agree-

ment with a section 820 election was often to convert taxable

investment income into underwriting income on which a lesser or

no tax was paid by the ceding company and to reduce gain from
operations for the reinsurer.

Explanation of Provisions

Modified coinsurance rules

The Act repeals the modified coinsurance rules under prior law
(Code sec. 820). The repeal applies, as of January 1, 1982, for pur-

poses of computing the life insurance company's taxable income,
i.e., for purposes of determining taxable investment income and
gain from operations. Subject to special termination accounting
rules, the repeal applies to the treatment of modified coinsurance
contracts entered into prior to 1982 for taxable years beginning
after December 31, 1981. ^

Conforming change for policyholder dividends reimbursements

The modified coinsurance rules under prior law (Code sec.

820(c)(5)) provided that the dividends paid in respect of a reinsured
policy were treated as paid by the reinsurer and not the reinsured
(to the extent the reinsurer reimbursed the reinsured). This rule

also applied in respect of an insurance or annuity policy reinsured
under a conventional coinsurance contract as well as a modified co-

insurance contract.

As a conforming change with the repeal of the modified coinsur-

ance provisions, the Act prescribes new rules for the tax treatment
of reimbursements of policyholder dividends under a reinsurance
arrangement. 2 In general, the policyholder dividends paid in con-

nection with reinsured policies are treated as paid by the reinsured
company rather than the reinsurer. Thus, a reinsured company
will not be permitted to avoid the limitation on deductible policy-

holder dividends applicable to it by shifting the policyholder divi-

dends deduction to a reinsurer which is eligible for larger deduc-
tions.

' For taxable years beginning before 1982, the provisions of prior law will apply with respect
to those taxable years even if the consent of the reinsured and reinsurer required under prior
law is submitted with income tax returns that are timely filed after 1981.

^ The amendment providing for the inclusion of policyholder dividend reimbursements in

income for a ceding company (Code sec. 809(cXlXF)) applies generally to all reinsured policies.

However, the accounting method provisions (Code sec. 811(c)), relating to the corresponding de-

ductions for the reinsurer, refers only to conventional coinsurgmce contracts. It is anticipated
that this latter provision will be considered in connection with technic£il corrections of the Act,
i.e., consideration of an amendment to conform the scope of the deduction provision for a rein-

surer to the income inclusion rule for a ceding compemy.
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Under the provision, the reinsured will include the amount of re-

imbursements received or accrued for policyholder dividends from
a reinsurer in determining the gross amount of premium income
(Code sec. 809(c)(1)). The policyholder dividends would then be de-
ductible by the reinsured subject to the limitation applicable to it

(Code sees. 809(d)(3) and (f)). Correspondingly, to avoid a double dis-

allowance of any portion of the policyholder dividends, the full

amount of the reimbursements will be deductible by the reinsurer
(Code sec. 809(d)(12) and 811(c)). For this purpose, an accrual
method will be used to determine the amount of deductible policy-

holder dividend reimbursements for a reinsurer. Thus, the provi-
sion will be consistent with the general rules relating to deductible
policyholder dividends (Code sec. 811(b)) rather than a cash method
which had been prescribed for reimbursements under the provi-
sions of prior law under a Court of Claims decision.^

Special termination accounting rules

The Act prescribes special accounting rules for unwinding the
tax treatment of modified coinsurance contracts in effect on De-
cember 31, 1981, to which the modified coinsurance rules of present
law apply. Generally, those contracts are to be treated as terminat-
ed on January 1, 1982, for most purposes under the provisions of
the bill.

As of the beginning of the first taxable year beginning after

1981, the reserves and the assets in relation to the reserves are to

be treated as reserves and assets of the reinsurer (assuming compa-
ny) and not of the reinsured (ceding company). At the end of that
year, the assets and reserves will be treated as having been re-

turned to the ceding company. By treating the assets and reserves
as having been returned during the taxable year, the related tax
consequences with respect to the deemed termination '^ will be
treated in a manner consistent with the original transaction which
occurred after the beginning of a taxable year and thereby did not
affect opening asset and reserve amounts for the taxable year.
Beginning with the first taxable year after 1981, all of the gross

investment income derived from the assets is to be treated as the
gross investment income of the ceding company. No portion of
gross investment income earned after 1981 is to be treated as the
income of the assuming company. Similarly, all premiums collected

after 1981 are to be included in premium income of the ceding com-
pany and not that of the asssuming company. Finally, expenses
and policyholder dividend deductions attributable to the reinsured
policies will be deductible only by the ceding company after 1981.

In general, the assuming company will be allowed a deduction in

determining gain or loss from operations for an amount equal to

the "termination amount" (generally reflecting the assets consid-

ered returned to the ceding company) and will reflect an increase
in income in determining gain from operations attributable to the
decrease in reserves with respect to the policies reinsured (sec. 810).

3 Lincoln National Life Ins. Co. v. U.S.. 582 F. 2d 579 (1978).
* Thus, the computations of the mean of the assets and reserves taken into account for pur-

poses of allocating the excludable portion of investment yield to policyholders under sections

804(a) and 805 will not include these assets and reserves in the opening or beginning assets and
reserves of the ceding company.
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The deduction for the termination amount will be allowed only as
an other trade or business deduction (sec. 809(d)(ll)) and cannot be
taken into account for purposes of any other deduction (including
treatment as an offset to premium income under sec. 809(c)(1)). For
purposes of the Act, the "termination amount" means the amount
that the assuming company would have returned to the ceding
company upon termination of the contract if it had been terminat-
ed as of January 1, 1982. In general, this amount will reflect the
basis or value of the assets relating to the reinsured policies. The
provision is not intended to disallow deductions for other actual
payments made by the reinsurer in connection with the contract,

e.g., reimbursements for claims, etc.

In cases where an assuming company recognizes income for re-

serve decreases in excess of the deduction for the termination
amount, special rules are provided to permit payment of the tax at-

tributable to the excess in 3 annual installments. Under this provi-

sion, an assuming company may elect to pay the additional tax in

three equal annual installments beginning March 15, 1983, the due
date for the corporate return for calendar year 1982. However, for

the installment due on March 15, 1983, the taxpayer can defer
paying one-half of that installment until June 15, 1983. No interest

will be charged on the deferred payments. For purposes of the pro-

vision, the amount eligible for deferred payment will be equal to

the amount by which (1) the net income tax liability for the first

taxable year beginning in 1982 (after credits other than for esti-

mated taxes) which is determined by taking the amounts allocable
to the modified coinsurance contract termination treatment into

account exceeds (2) the net income tax liability determined without
regard to the amounts allocable to the termination treatment. Spe-
cial rules are also provided with respect to acceleration of unpaid
installments if a payment is not made when due, proration of defi-

ciencies to installments, posting of any bond required by the Secre-
tary of the Treasury, and tolling of the period of limitations for

making assessments with respect to the collection of tax attributa-
ble to the contracts treated as terminated.
The ceding company will include an amount equal to the termi-

nation amount in its gross income for its first taxable year begin-
ning after 1981 (as other income under Code sec. 809(c)(3)) and, sub-
ject to a special limitation, take the increase in reserves for the
contracts into account in computing gain or loss from operations
(Code sec. 810). Under a special limitation designed to limit reve-
nue losses, the increase in reserves taken into account for 1982 will

be limited to the termination amount included in income. The be-
ginning reserves for the next taxable year will reflect the full

amount of the reserves without any reduction attributable to the
special limitation.

The special limitation will not apply to any portion of any poli-

cies with respect to which a taxpayer is both the reinsured and re-

insurer under modified coinsurance contracts, i.e., when a reinsur-
er has retroceded the policies to another reinsurer. In this case, the
deduction for increases in reserves resulting from termination ac-

counting for the retrocession will be fully allowed to offset the
income for decreases in reserves resulting from termination ac-

counting for the original modified coinsurance transaction.
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The increase in reserves generally taken into account by the
ceding company under the termination accounting rules for pur-
poses of computing gain or loss from operations will not be taken
into account, in the case of nonparticipating policies, for purposes
of the special deduction for 10 percent of the increases in reserves
for such policies (Code sec. 809(d)(5)).

A special election is provided under which certain ceding compa-
nies may revoke a section 820 election for modified coinsurance
contracts entered into during 1980 or 1981 with an unrelated rein-

surer. Only a company that had a loss from operations or was a
"phase II negative" company for the year of the transaction is eli-

gible to revoke the section 820 election. If revoked, the contract is

treated as a modified coinsurance contract to which a section 820
election did not apply with respect to the reinsured company for all

taxable years for which the contract is in force. This special elec-

tion must be made within six months after the date of enactment
of the Act.

Denial of interest deduction on indebtedness incurred in connection
with reinsurance agreements

To discourage the use of reinsurance agreements for tax avoid-
ance purposes similar to those involved with modified coinsurance,
the Act denies interest deductions otherwise taken into account in

allocating investment income to policyholders (Code sec. 805) if the
interest is incurred after December 31, 1981, by a ceding company,
or its affiliates, in connection with a reinsurance contract. This
provision will not apply to interest paid on account of delay in

making periodic settlements of income and expense items under
the terms of the contract.

A special transition rule is also provided to except interest paid
in connection with a corporate restructuring transaction from the
limitation imposed on interest incurred on debt issued for a coin-

surance arrangement entered into early in 1982. The exception ap-
plies only if substantial cash principal payments were made prior

to July 1, 1982, and the note is fully paid in cash before January 1,

1983.5

Congress intended that no inference is to be drawn from the in-

clusion of the limited specific rules for debt-financed reinsurance
arrangements but not for other arrangements. In appropriate cir-

cumstances, the Internal Revenue Service may challenge other re-

insurance contracts on other grounds, e.g., the lack of economic
substance of a transaction, the lack of a bona fide business purpose,
or that the agreement is not an insurance agreement.

Treasury allocation authority for related party coinsurance con-
tracts

The Act also grants authority for the Internal Revenue Service
to reallocate or recharacterize items related to a reinsurance con-

tract between related persons if the Service determines that it is

necessary to reflect the proper source and character of taxable

^ Under the special transition rule, an amount not less than 20 percent of the amounts rein-

sured must have been paid in cash on the effective date of the contract and at least 40 percent
of the note principal must have been paid in cash by the ceding company as of July 1, 1982.
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income of the parties (including any item used in determining tax-

able investment income and gain from operations). The scope of au-

thority granted under the provision is broader than that granted

under existing law generally (Code sec. 482). This provision may be
applied by the Service to reinsurance arrangements involving an
affiliated casualty insurance company. This provision may also

apply to a contract even if one of the related parties is not a do-

mestic life insurance company.

Modified coinsurance grandfather protection

For taxable years beginning before January 1, 1982, the Act pro-

vides that, except in the case of fraud, the determination of wheth-
er a contract satisfies the modified coinsurance definitional re-

quirements under present law (Code sec. 820(b)) is to be made solely

by reference to the terms of the contract. Also, the Act provides
that the rules governing the tax treatment of items relating to a
modified coinsurance contract for those taxable years (Code sec.

820(c)) are to be applied in accordance with the Treasury regula-
tions in effect on December 31, 1981.

Effective Dates

The repeal of the modified coinsurance rules and the conforming
change for the treatment of policyholder dividends by an assuming
company for reinsurance apply to taxable years beginning after De-
cember 31, 1981.

The special termination accounting rules for modified coinsur-
ance contracts apply to a taxpayer's first taxable year beginning
after 1981.

The provision denying interest deductions with respect to certain
coinsurance contracts applies to interest paid or accrued after 1981.

The provision granting special allocation authority to the Inter-
nal Revenue Service with respect to reinsurance between related
parties applies to contracts entered into after the date of enact-
ment of the Act.



2. Policyholder dividends (sees. 259 and 263 of the Act and sec.

809 (d)(3), (5) and (6) and (f) of the Code)*

Prior Law

In addition to ordinary business deductions, special deductions
are allowed in computing a life insurance company's gain from op-

erations. The combined deductions for policyholder dividends, for

nonparticipating contracts, and for accident and health and group
life insurance contracts are subject to special limitation. Under
prior law these deductions could not exceed $250,000 plus the
amount by which gain from operations (computed without regard
to these deductions) exceeded taxable investment income.

Reasons for Change

Congress believed that the policyholder dividend deduction limi-

tation should be revised to carry out Congressional intent that
investment income attributable to insured pension plans would be
tax-free and permit the insurance industry to compete effectively

for qualified pension plan business.

Further, Congress believed that the level at which policyholder
dividends are deductible should generally be increased for a period

pending a complete review of this area of the tax law.

Finally, Congress believed that the minimum dollar limitation on
deductible amounts should be increased during a two-year period to

reflect the effects of inflation since the prior amount was enacted
in 1959, and to restore the assistance originally intended for small
companies. Congress also believed that the benefits of the mini-
mum dollar limitation should be targeted toward small companies.

Explanation of Provisions

For a two-year period, there are two alternative means of calcu-

lating the limitation for the policyholder dividend deduction and
other special deductions.

In general, the first alternative revises the prior limitation by in-

creasing the statutory dollar limit from $250,000 to $1 million. This
limitation applies unless, for any taxable year, the taxpayer elects

to apply the second alternative limitation.

The second alternative generally provides a limitation deter-

mined as the sum of:

(a) 100 percent of the dividends attributable to insured quali-

fied pension plans;

*For legislative background of the provision, see H.R. 4961, as reported by the Senate Finance
Committee, sees. 261 and 265; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp 338-339; and H. Rep.
No. 97-760 (August 17, 1982), pp. 642-643 (Joint Explanatory Statement of the (Committee of

Conference).
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(b) a statutory amount of $1,000,000 (same as in the first al-

ternative); and
(c) in the case of a mutual company, 77 ¥2 percent of the

amount of policyholder dividends paid on other than qualified

pension business or, in the case of a stock company, 85 percent
of the sum of such policyholder dividends and the special de-

duction for nonparticipating contracts.

The Act revises the manner in which the statutory dollar
amount applies to an affiliated group of corporations. In the case of
an affiliated group, the dollar limit is to be divided equally among
the companies which are component members of the group on De-
cember 31 of each taxable year unless Treasury regulations are
prescribed to permit an unequal allocation.

The benefits from the statutory dollar amount are targeted
toward smaller companies. The dollar limit is phased down when
the sum of the policyholder dividends and the special deduction
amounts (amounts attributable to nonparticipating contracts other-

wise allowable under section 809(d)(5) and to accident and health
and group life insurance contracts otherwise allowable under
section 809(d)(6)) exceeds $4 million. The dollar limitation is totally

eliminated when the sum of the policyholder dividends and special

deductions equals or exceeds $8 million. At this "large company"
level, neither limitation reflects a statutory dollar amount.
With respect to the percentage limitations of 77 y2 percent for

mutual companies and 85 percent for stock companies, the 7y2 per-

cent differential was intended to reflect the fact that a portion of

the dividend distribution to mutual company policyholders consti-

tutes a return of corporate earnings to them (derived from their

ownership interest in the company), and accordingly, should not be
deductible.

The second alternative limitation is determined by applying the
applicable percentage to a "base amount". For this purpose, the
"base amount" is defined as the excess of the sum of the amounts
otherwise deductible as policyholder dividends (Code sec. 809(d)(3))

and as the special deduction for nonparticipating contracts (Code
sec. 809(d)(5)) ^ over the fully deductible dividends allocable to

qualified pension plans.

Each limitation applies first to policyholder dividends, then to

the special deduction for nonparticipating contracts, and finally to

the special deduction for accident and health and group life insur-

ance contracts.

Effective Date

The provisions are effective for a temporary two-year period and
apply to taxable years beginning after December 31, 1981, and
before January 1, 1984.

^ Although the special 2 percent of premiums deduction for accident and health and group life

insurance (Code sec. 809(d)(6)) is subject to the limitation, those amounts are not taken into ac-

count in computing the base amount. In effect, this treatment essentially preserves the nonde-
ductible treatment for these amounts that has existed generally since 1959 and protects against
substantial revenue losses which would otherwise occur.



3. Life insurance reserves (sees. 260, 263, and 267 of the Act and
sec. 818 of the Code)*

Prior Law

The concept of reserves is taken into account for several pur-
poses under the life insurance company tax rules. The concept of
life insurance reserves is relevant to the definition of a life insur-

ance company which is subject to the special tax provisions; the
concept of adjusted life insurance reserves is taken into account for

purposes of determining the policyholders' share of investment
yield which is excludable from taxable investment income; and in-

creases and decreases in life insurance and other reserves are
taken into account in determining gain or loss from operations.

Preliminary term reserve revaluation

Prior law (Code sec. 818(c)(2)) permitted taxpayers to revalue life

insurance reserves computed on a preliminary term basis to a net
level premium basis. Reserves computed on the preliminary term
basis generally would decrease a company's reserve liabilities and,
accordingly, increase its surplus. Thus, for State regulatory pur-
poses, a company using this method for computing reserves would
be permitted to write a larger volume of business than if reserves
were computed on a net level premium basis. The revaluation elec-

tion was intended to permit a company to deduct reserves for

Federal income tax purposes under the net level premium basis

even if the company used the preliminary term method for comput-
ing reserves for State law purposes.
This revaluation was done under either an exact revaluation

method or an approximate revaluation method. Under the approxi-
mate revaluation method, reserves were increased by $21 per
$1,000 insurance in force (other than term insurance) less 2.1 per-

cent of reserves under such contracts. Reserves for term insurance
were increased by $5 per $1,000 term insurance in force covering a
period of more than 15 years, less 0.5 percent of reserves under
such contracts.

Reserves for guaranteed interest

Under prior law, certain taxpayers had calculated reserves for

certain deferred annuities and similar contracts (including certain
tax-qualified pension contracts) in a manner that accelerated de-

ductions for interest (in excess of the rate assumed for State law
purposes) guaranteed for periods subsequent to the taxable year. In
general, the reserve was computed by assuming that the interest

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sees. 262 and 265; S. Rep. No. 97-494. Vol. 1 (July 12, 1982), pp. 340-342; Senate floor

amendments, 128 Cong. Rec. S8946 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp.
643-644 (Joint Explanatory Statement of the Committee of Conference).
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guaranteed for future periods would be paid at the guaranteed rate

but discounting the amount so computed to present value at the
end of the company's taxable year at the low rate assumed for

State regulatory purposes (typically at a rate of approximately 4

percent). The effect of computing reserves in this manner was to

accelerate deductions in computing gain from operations for inter-

est payable in subsequent taxable years. This computation also in-

creased the reserves for purposes of computing the portion of
investment yield excludable from taxable investment income.

Contract liability for group pension contracts

Under prior law, life insurance companies were deemed to

allocate investment yield to pension contracts on the basis of the
current earnings rate whether or not that rate exceeded the rate

guaranteed under the contract. However, if the guaranteed rate of
interest exceeded the current earnings rate, a taxpayer could
allocate investment yield at the guaranteed rate rather than the
current earnings rate by removing life contingencies from the con-
tracts.

Life insurance company status

For purposes of qualifying as a life insurance company for tax
purposes, present law requires that more than 50 percent of a com-
pany's total reserves must consist of life insurance reserves. The
Internal Revenue Service has several pending ruling requests con-
cerning the reserve treatment of funds held under certain pension
contracts that do not contain permanent annuity purchase rate

guarantees.

Reasons for Change

Congress believed that the approximate method for revaluing re-

serves for life insurance other than term insurance on a prelimi-

nary term basis ($21 per $1,000 insurance in force) should be re-

vised because it produced reserves greater than what was actuari-

ally needed. In recent years, the practical effect of using the ap-

proximate method for revaluing these reserves had been to acceler-

ate the timing for reserve deductions faster than had been availa-

ble when the formula was developed in 1959. This was due to

changed circumstances since 1959 (e.g., mortality, product and re-

serve method changes). Moreover, the revenue cost increased be-

cause many large established companies had obtained excessive al-

lowances by electing the method which was originally intended to

aid new and small companies by providing an administratively
simple method of recalculating reserves.

Congress also believed that it was appropriate to prevent compa-
nies from obtaining an accelerated deduction for interest in excess
of the assumed rate that is guaranteed for periods after the close of

a taxable year. Moreover, Congress believed that restrictions are
required to preclude excessively generous treatment for annuity
contracts and qualified pension contracts since the Act also permits
a 100 percent deduction for interest credited on annuity contracts
and for policyholder dividends credited to qualified pension con-

tracts.
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Congress also believed that it was appropriate to revise the rules

applicable to group pension contracts to eliminate so-called

"double-dip" benefits under prior law.

Finally, Congress believed that, for taxable years before 1984, the
status of a company as a life insurance company should not be
changed because of the treatment of group pension contracts with-

out permanent purchase rate guarantees.

Explanation of Provisions

Preliminary term reserve revaluation

The Act reduces the amount by which reserves computed on a
preliminary term basis may be increased for insurance other than
term insurance under the approximate revaluation formula (Code
sec. 818(c)(2)). For that insurance, reserves are increased by $19 per
$1,000 insurance in force and reduced by 1.9 percent of the reserves

(rather than by $21 per $1,000 insurance in force and reduced by
2.1 percent under prior law).

The Act permits taxpayers to switch from the approximate reval-

uation method to the exact revaluation method without obtaining
the consent of the Internal Revenue Service. A taxpayer may adopt
the exact revaluation method for its first taxable year beginning
after 1981 but only with respect to reserves for contracts issued

after March 31, 1982.

Congress was informed that some policies which are in substance
renewable term policies eligible only for, at most, the $5 per thou-

sand approximate revaluation adjustment have been labeled

"whole life" policies so that the issuing company may claim the
higher revaluation adjustment for insurance other than term in-

surance.' For example, in certain cases, these disguised term poli-

cies have not provided a cash surrender value until the contract
has been in force for 16 years or longer, or have provided for the
payment of premiums commensurate with a whole life insurance
policy only when the insured is 80 years old. While certain graded
premium policies may be appropriately treated as whole life poli-

cies, many graded premium policies are not entitled to the reserve

deductions claimed by the issuing companies. It was understood
that whole life policies eligible for the $19 per thousand reserve re-

valuation adjustment should either have a substantial cash surren-
der value within several years after the policy is issued, or level

premiums should be charged within a relatively short period of

time after the policy is issued. The Treasury Department is expect-

ed to issue regulations dealing with this matter.

Reserves for guaranteed interest

With respect to interest guaranteed under a contract, the Act
provides that, in computing reserves with respect to the contract,

the interest guaranteed for periods beyond the end of the taxable
year is not to be taken into account to the extent attributable to an

' Repwrt to the Congress by the Comptroller General. "Billions of Dollars Are Involved in Tax-
ation of the Life Insurance Industry—Some Corrections in the Law Are Needed," p. 65 (Report
No. PAD-81-1, Sept. 17, 1981).
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interest rate exceeding the rate assumed in computing statutory re-

serves.

The new reserve computation method is limited in scope to con-

tracts which provide for the accumulation of interest that is pay-
able to policyholders. For example, the new reserve computation
method is applicable to so-called excess interest contracts where
the interest is separately stated and guaranteed in excess of State
law valuation rate beyond the end of the taxable year. The new
method is not applicable, however, to policies which do not guaran-
tee a separately identifiable excess interest component beyond the
taxable year. For example, the provision does not apply to annuity
contracts purchased by a qualified pension plan primarily to pro-

vide periodic retirement benefits due under the plan to partici-

pants.

A transitional rule is provided for the rules disallowing excess in-

terest guaranteed beyond the close of a taxable year for certain sit-

uations when the establishment of such reserves for taxable years
beginning before January 1, 1982, did not result in any Federal
income tax benefits. That is, the transitional rule applies if the tax-

payer did not benefit from a deduction for an increase in reserves
or from having a higher level of reserves for purposes of computing
taxable investment income. In these cases, the amount of such re-

serves may be recomputed by a taxpayer as of the beginning of the
first taxable year beginning after December 31, 1981, to reflect the
amount that would have been determined as of the close of the pre-

vious taxable year if the new limitation had been in effect. This re-

computation would be taken into account for purposes of determin-
ing any increase or decrease in reserves for taxable years begin-

ning after December 31, 1981, However, taxpayers taking advan-
tage of this transition rule must compute such reserves in accord-

ance with the new rule notwithstanding the fact that the interest

rate guarantees were made prior to July 1, 1982.

Contract liability for group pension contracts

The Act provides that, beginning January 1, 1983, the policy or

other contract liability requirements for group pension contracts,

for purposes of determining the excludable policyholder share of

investment yield, is limited to the amount actually credited to the
contracts (whether credited through premium rate computations,
reserve increases, excess interest, experience rate credits, policy

holder dividends, or otherwise). In general, this limitation applies

on the basis of the total business for these contracts rather than on
a policyholder by policyholder basis. The intention was to eliminate
the so-called "double-dip" available under prior law with respect to

these contracts.

Life insurance company status

The Act provides that, for any taxable year ending before Janu-
ary 1, 1984, life insurance company status for a company will not
be changed because of the effect of reserves for group pension con-
tracts without permanent annuity purchase rate guarantees.
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Effective Dates

The provision relating to the approximate revaluation formula is

effective for contracts entered into after March 31, 1982, for tax-

able years beginning after December 31, 1981.

The provision relating to the computation of reserves for guaran-
teed interest applies to guarantees made after July 1, 1982, and
before January 1, 1984, for taxable years beginning after December
31, 1981, and before January 1, 1984.

The provision relating to the determination of the policy or con-

tract liability for group pension contracts applies to taxable years
beginning after December 31, 1982, and before January 1, 1984.

The provision dealing with the status of a company as a life in-

surance company applies to taxable years ending before January 1,

1984.



4. Menge formula (sees. 261 and 263 of the Act and sec. 805(c) of
the Code)*

Prior Law

Under prior law, a formula, commonly called the "Menge" for-

mula, was used to compute the amount of adjusted life insurance
reserves. Simply stated, the "Menge" formula was a mechanical
arithmetic adjustment used to compute adjusted life insurance re-

serves. This computation was then used in determining the policy-

holders' share of investment yield and accordingly affected the
computation of a life insurance company's taxable investment
income.
The formula operated to reduce life insurance reserves (other

than pension reserves) by 10 percent for each percentage point by
which the adjusted reserves rate (the lower of the average earnings
rate for a 5-year period or the current earnings rate) exceeds the
interest rate assumed in calculating the reserves.

Reasons for Change

Congress believed that, for the two-year period for temporary
corrections in the law, the inaccuracies in the operation of the

"Menge" formula which are attributable to substantial increases in

interest rates should be corrected.

Explanation of Provision

For a two-year period, the 10-for-l "Menge" formula will be re-

vised to allow the policyholders' share of investment yield to be
computed by using a geometric lO-for-l formula to adjust statutory

life reserves.

Effective Date

The provision applies to taxable years beginning after December
31, 1981, and before January 1, 1984.

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sees 263 and 265; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 343; and H. Rep. No.
97-760 (August 17, 1982), pp. 644-645 (Joint Explanatory Statement of the Committee of Confer-

ence).
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5. Consolidated returns (sees. 262 and 263 of the Act and see. 818
of the Code)*

Prior Law

Under prior and present law, two or more affiliated domestic life

insurance companies may elect to file a consolidated return. Also,

beginning in 1981, life insurance companies may be included in

consolidated returns with non-life affiliated companies. For report-

ing purposes, some taxpayers have taken the position that taxable
income first is determined for each component member of the af-

filiated group (e.g., taxable investment income for some companies
and gain from operations for others) and then consolidated by
adding those separate company taxable income bases. This ap-

proach is sometimes referred to as the "bottom line" method of

consolidation.

The ruling position of the Internal Revenue Service, as indicated

in letter rulings, has been that the taxable investment income
bases and the gain from operations bases first must be aggregated
to arrive at consolidated group amounts and then these aggregate
tax bases (taxable investment income and gain from operations)
would apply for the consolidated group. This approach is sometimes
referred to as a "phase-by-phase" method of consolidation.

Under regulations proposed on June 3, 1982 with respect to con-

solidation of non-life and life companies, a modified phase-by-phase
method of consolidation would apply to a life insurance subgroup of

companies. Consolidated amounts would be determined by aggre-
gating separate amounts for each member in a life subgroup and a
consolidated limitation would apply whenever a deduction is limit-

ed by an amount or percentage of an amount (including the 50-per-

cent deferral for gain from operations in excess of taxable
investment income and the limitation on policyholder dividends
and special deductions). The proposed regulations would apply to

the first taxable year for which the due date (without extensions)

for filing a return is after the date final regulations are adopted.
The proposed regulations would apply only in the limited context
of consolidation of life insurance companies and non-life affiliates,

but indicate a preference of the Internal Revenue Service for

"phase-by-phase" consolidation over "bottom line" consolidation of

life insurance companies.

Reasons for Change

Congress believed that "bottom line" consolidated reporting
should be permitted during the two-year period during which time

*For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Ck)mmittee, sees. 264 and 265; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 344-345; H. Rep. No.
97-760 (August 17, 1982), p. 645 (Joint Explanatory Statement of the Committee of Conference).
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a thorough Congressional review of this complicated area of the tax

law can be conducted. In addition, Congress believed that prior re-

porting practices should be protected against any possible retroac-

tive effect under revised Treasury regulations.

Explanation of Provision

For a 2-year period, the Act provides that consolidated life insur-

ance company taxable income will be determined by first comput-
ing the separate life insurance company taxable income for each
affiliated company and then combining those amounts. This provi-

sion applies to the consolidation of affiliated domestic life insur-

ance companies and to a life insurance subgroup within an affili-

ated group. Also, grandfathering protection is provided for compa-
nies that have taken this reporting position for taxable years be-

ginning before 1982. Under this provision, the Internal Revenue
Service cannot disturb a bottomline reporting position taken in a
consolidated return, including an amended return, filed before July
1, 1982 (or, with respect to a taxable year beginning in 1981, a
return filed before September 16, 1982).

The provisions will not affect the treatment of items computed
on a consolidated basis which are not unique to life insurance com-
panies, e.g., items such as charitable deductions would be subject to

the general consolidated return rules applicable to all taxpayers.

Effective Date

The provision applies to taxable years beginning after December
31, 1981, and before January 1, 1984. The grandfather protection
applies to taxable years beginning before 1982.



6. Full deduction for amounts credited to annuity contracts (sec.

264 of the Act and sees. 805 and 809 of the Code) *

Prior Law

The share of each and every item of investment yield of a life

insurance company that is set aside for policyholders is not includ-

ed in computing taxable investment income or the gain or loss

from operations (sees. 805(a) and 809(a)). For purposes of computing
gain or loss from operations, the share of any item set aside for pol-

icyholders is the percentage obtained by dividing the "required in-

terest" by the investment yield. The required interest is the sum of

the amounts determined by multiplying the required or assumed
rates of interest used by the company in calculating reserves for

State insurance law purposes by the mean of the applicable reserve
at the beginning and end of the taxable year.^ No interest in

excess of the assumed rate of interest may enter into this calcula-

tion.

For purposes of determining gain or loss from operations, a de-

duction is allowed for all claims and benefits accrued, and all losses

incurred during the taxable year on insurance and annuity con-

tracts. Likewise, a special deduction is allowed for policyholder
dividends (sec. 809(d)(3)). Under prior law, however, this deduction
was limited to $250,000 plus the excess of gain from operations
(computed without regard to special deductions) over taxable
investment income.

In certain deferred annuity contracts, life insurance companies
credit interest at rates in excess of the relatively low rate that is

assumed in their contracts for State law purposes. This "excess in-

terest" is typically credited at a rate that is guaranteed, in

advance, for a temporary future period. In computing their taxable
income, under prior law, these companies fully deducted the cred-

ited excess interest as additions to reserves to provide for benefits

guaranteed under the contract.

The Internal Revenue Service took the position (Rev. Rul. 82-

133) that the excess interest credited with respect to certain de-

ferred annuity contracts was a policyholder dividend subject to the
statutory deduction limitation.

* For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 266; S. Rep. No. 97-494, Vol. 1 (July 12, 1982). pp. 346-348; Senate noor
amendments, 128 Cong. Rec. S8946-S8947 (July 22, 1982); and H. Rep. No. 97-760 (August 17,

1982), p. 646 (Joint Explanatory Statement of the Committee of Conference).
* Six kinds of reserves are taken into account in computing required interest: (1) life insur-

ance reserves; (2) unearned premiums and unpaid losses (not included in life insurance re-

serves); (3) amounts necessary to satisfy the obligations under insurance and annuity contracts,

but only if such obligations do not involve (when the computation is made) life, health or acci-

dent contingencies; (4) dividend accumulations, and other amounts, held at interest in connec-
tion with insurance or annuity contracts; (5) premiums received in advance and liabilities for

premium deposit funds; and (6) sp)ecial contingency reserves under contracts of group term life

insurance or group health and accident insurance.
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Reasons for Change

Congress believed that, in light of the changes that were made by
the Act to the tax treatment of deferred annuity policyholders, a
larger deduction should be allowed to the issuing company for

amounts credited to these contracts.

In addition, although the legal issue concerning excess interest

was unsettled, Congress was concerned that the practical effect of

the Service's position would be to eliminate or substantially curtail

the marketing of these products, resulting in a cessation or signifi-

cant reduction of business on the part of some companies. Conse-
quently, Congress resolved the legal uncertainty in this area with
legislation.

Explanation of Provision

For purposes of computing taxable investment income, the Act
provides that amounts of qualified guaranteed interest paid or

credited with respect to certain annuity contracts be taken into ac-

count as interest paid for purposes of determining policy and other
contract liabilities (sec. 805(a) (3) and (e)). This results in treating

the portion of the investment yield allocable to those amounts as

excludable from taxable investment income (sec. 804(a)(1)). Also, for

purposes of determining gain or loss from operations, a similar
treatment is prescribed by treating amounts of qualified guaran-
teed interest as required interest (sec. 809(a)(2)).

Qualified guaranteed interest

The term "qualified guaranteed interest" includes all amounts in

the nature of interest determined (1) under a rate guaranteed in

advance for not less than 12 months, or (2) under any formula or

other method (including an "index") guaranteed in advance for not
less than 12 months, if the terms of the formula are beyond the
control of the company and are independent of the experience of

the company. Although the actual rate under a formula or index
may vary over a period of less than 12 months, the formula or

index guarantee itself must meet the 12-month requirement.
The 12-month requirement will be met, under either guarantee

alternative, if there is an advance contractual guarantee to each
policyholder that any money received under the contract during a
specified period of 12 months or longer will accumulate income at

the guaranteed rate. Also, the 12-month requirement will be met if

there is an advance contractual guarantee that any money received
during a given week or month, or a particular sum of money, will

accumulate income at a rate or under a formula that is guaranteed
for a specified period of 12 months or longer. Thus, a contract may
guarantee a 12 percent rate for one year for money in the contract
as of January 1, and guarantee a 14 percent rate for money invest-

ed in July, provided the new rate for the new money also is guar-
anteed for at least 12 months. However, any new rate guaranteed
on additional investments in the contract will not affect the
amount of qualified guaranteed interest allowable for previous in-

vestments. For example, even if the new higher rate is applied to

existing moneys in the contract, the amount of qualified guaran-
teed interest allowable would be computed based on the previous
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and lower guaranteed rate; the difference between the lower guar-
anteed rate and the higher rate credited would be excess interest

not subject to this new provision.

To be a contractual guarantee, the rate or formula need not be
actually stated in the individual contract so long as the company
issuing the contract has made a commitment to pay a rate of inter-

est that is legally binding under State law and is enforceable by
the policyholder with respect to the contract. Also, where the inter-

est guarantee is made upon issuance of a contract, the initial guar-
antee need only be until the end of the company's taxable year in

which the contract was issued.

Under a special effective date, existing contracts failing to quali-

fy because the guarantee is for less than 12 months are grandfa-
thered with respect to moneys held on August 13, 1982, and any
qualified guaranteed interest on such moneys after such date. For
contracts issued after August 13, 1982, and before January 1, 1983,

which may have guarantees for less than 12 months, such contracts
will be treated as meeting the 12-month guarantee requirements
retroactively if they meet such requirements on the first contract
anniversary date. Although it is not specifically addressed by the
statutory language, it would be consistent with the two special ef-

fective dates to treat an existing multiple premium annuity con-
tract (a contract issued before August 14, 1982, under which addi-

tional premium^s are received after August 13, 1982) as meeting the
12-month guarantee requirements if it is so conformed by August
13, 1983.

Qualified contracts

Qualified guaranteed interest will only be allowed for annuity
contracts which involve (at the time the interest is credited) life

contingencies, which are nonparticipating under State law and
which provide for the crediting of excess interest. Participating
contracts, meeting all other requirements, also qualify as contracts
paying qualified guaranteed interest, but the interest deduction is

limited to 100 percent of the guaranteed rate of interest assumed
in calculating reserves and 92 ¥2 percent of any interest credited in

excess of that assumed rate. The statute specifically disallows any
deduction or exclusion from income for the remaining IV2 percent
of the excess interest on participating contracts, both in computing
taxable investment income and in computing gain or loss from op-

erations. An existing annuity contract that does not provide specifi-

cally for the payment of excess interest can be conformed to meet
this requirement, without individual contract amendments, as long
as the action taken by the company to so conform the contracts is

in accordance with State law and is enforceable by the policyholder
with respect to the contract.

Contracts used to fund qualified pension plans (described in

section 805(d)) are excluded from the qualified guaranteed interest

provisions since policyholder dividends under such contracts are
fully deductible under the Act's new dividend limitation formula,
in addition to such contracts being subject to the special

investment yield allocation rules based on current earnings rates

(sec. 805(a)(2)). Also, the provisions do not apply to variable annuity
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contracts with reserves based on segregated asset accounts (sec.

801(g)).

Conforming changes for computation of income

Since, for purposes of computing taxable investment income, the
quahfied guaranteed interest will be taken into account separately

for allocating the excludable policyholders' share of investment
yield, the Act excludes the contractual policy interest and related

reserves from other computations relating to this allocation (i.e.,

the determination of adjusted life insurance reserves (sec. 805(c))

and the operation of the Menge formula). Thus, in computing tax-

able investment income, no double exclusion is allowed with re-

spect to the assumed rate portion of the qualified guaranteed inter-

est (i.e., no amount will be excluded as being attributable to the in-

terest assumed under section 805(a)(1), to the extent it is taken into

account as interest paid under section 805(a)(3)).

Finally, the Act provides that qualified guaranteed interest is in-

cluded in "required interest" (sec. 809(a)(2)) for purposes of comput-
ing gain or loss from operations. Again, to avoid a double exclusion
for the assumed interest portion of the qualified guaranteed inter-

est, reserves on these contracts are excluded from the reserves that
are multiplied by their assumed rates to produce a portion of the
required interest. Since qualified guaranteed interest is already
taken into account in required interest, no part of such interest

can be included in computing either the deduction for an increase

in reserves (sec. 809(d)(2)), or the income item from a decrease in

reserves (sec. 809(c)(2)), or as an interest paid deduction (sec.

809(d)(ll)).

As described above the qualified guaranteed interest provisions

apply only to annuity contracts. However, the Act also provides
special grandfather relief for excess interest contracts that are not
annuities (e.g. universal life insurance contracts). Specifically,

section 263(b) of the Act provides that for taxable years beginning
before January 1, 1982, if a company on its return for that year
treated amounts described as "excess interest" as not being a poli-

cyholder dividend, then such amounts are so treated for tax pur-

poses. The issue of whether such amounts are properly treated as

"interest" or policyholder dividends is left open for taxable years
after January 1, 1982.

Effective Date

Generally, these provisions apply for taxable years beginning
after December 31, 1981. However, for contracts with interest guar-
antees for less than 12 months, (1) such contracts are grandfath-
ered with respect to moneys held on August 13, 1982 (and any in-

terest earned thereafter), and (2) contracts issued after August 13,

1982, and before January 1, 1983, will be treated as providing guar-
antees of not less than 12 months if they do so on the first contract

anniversary date.



7. Tax treatment of deferred annuities (sec. 265 of the Act and sec.

72 of the Code)*

Prior Law

An annuity contract issued by a life insurance company is a
promise to pay to the beneficiary a given sum for a specified

period, which period may terminate at death. ^ Annuity contracts
permit the systematic Hquidation of an amount consisting of princi-

pal (the policyholder's investment in the contract) and income. The
insurance company takes the risk that such amount will be ex-

hausted before the company's liability under the contract ends, but
gains if the liability terminates before that amount is exhausted.
The starting date for annuity payments may be within one year

after the initial premium is paid (an immediate annuity) or may be
deferred to a later date (a deferred annuity). The period between
the time the first premium is paid for an annuity and the time the
first annuity payment is due is referred to as the "accumulation
period."

An individual may purchase an annuity by payment of a single

premium or by making multiple premium payments. A deferred
annuity contract may, at the election of the individual, be surren-
dered before annuity payments begin in exchange for the cash
value of the contract. Partial surrenders are similarly permitted
under some annuity contracts.

The taxation of interest or other current earnings on a policy-

holder's investment in an annuity contract generally is deferred
until annuity payments are received or amounts characterized as
income are withdrawn (sees. 72(a) and (e)). A portion of each
amount paid to a policyholder as an annuity generally is taxed as

ordinary income under an "exclusion ratio" (sec. 72(b)) computed to

reflect the projected nontaxable return of investment in the con-

tract and the taxable growth on the investment. Policy dividends
paid after annuity payments begin are not subject to the "exclusion
ratio," but are taxable in full to the policyholder as ordinary
income. Under prior law, amounts paid out under a contract before
the annuity payments began, such as payments upon partial sur-

render of a contract, were first treated as a return of the policy-

holder's capital and were taxable (as ordinary income) only after

all of the policyholder's investment in the contract had been recov-
ered.

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 267; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 349-351; Senate floor amend-
ments, 128 Cong. Rec. S8946-S8947 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp.
646-647 (Joint Explanatory Statement of the Committee of Conference).

' If either the premium paid for an annuity contract or the annuity benefit under the contract
is based on the investment return and the market value of a separate account established by the
insurance company, the contract is called a "variable annuity contract."
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Reasons for Change

Traditionally, annuity contracts have been safe, conservative, but
low-yielding investments purchased by individuals who wish both
to provide for income during their retirement and to insure against
the possibility of outliving their assets. Deferred annuities typically

guaranteed and limited both the rate of interest at which the prin-

cipal would grow during the accumulation period and the rate at

which that amount could be converted to annuity payments at the
end of that period. Although taxes were deferred during the accu-
mulation period, the relatively low yields and high commissions
made deferred annuities less attractive for short-term investment
by comparison with other investment alternatives.

In recent years, however, the life insurance industry has devel-

oped new products that provide an investment yield for the policy-

holder that is competitive with other commercial investments that
do not enjoy the same tax treatment. By emphasizing the benefits
of tax deferral during the accumulation period, the tax-favored
treatment of partial surrenders, and options for lump-sum settle-

ments, deferred annuities have been actively marketed as "tax
shelters." Although the current tax rules were enacted when de-

ferred annuities were used to provide long-term income security,

variations on traditional products have been developed that are
comparable to short-term money market investments.
Congress believed that the use of deferred annuity contracts to

meet long-term investment and retirement goals, such as income
security, was still a worthy ideal. However, Congress believed that
their use for short-term investment and income tax deferral should
be discouraged.

Explanation of Provision

Cash withdrawals

The Act makes two changes to the tax treatment of annuity con-
tacts. The first change made by the Act is that partial surrenders
or cash withdrawals prior to the annuity starting date are income
to the extent that the cash value of the contract (determined imme-
diately before the amount is received and without regard to any
surrender charge) exceeds the investment in the contract. To the
extent that such cash value does not exceed the investment in the
contract, such withdrawals are a return of capital to the policy-

holder and reduce the taxpayer's investment in the contract.

Policyholder dividends received prior to the annuity starting date
are cash withdrawals subject to the new rules. Such policyholder
dividends are not included in the taxpayer's income to the extent
they are retained by the insurer as premiums or other considera-
tion paid for the contract. However, the retained policyholder divi-

dends do not increase the taxpayer's investment in the contract
since such amounts received under the contract are excludable
from gross income. Likewise, for purposes of this new rule, loans
against a contract or pledging an annuity contract are treated the
same as a cash withdrawal. Thus, a loan or pledge for a specific

amount will be treated as a cash withdrawal of that amount when
the loan or pledge is made. If the taxpayer pledges the entire con-

11-324 O - 83 - 24
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tract, he will be treated as having received a cash withdrawal at

the time of the initial pledge; moreover, whenever the contract is

credited with additional income, which becomes subject to the
pledge, then such additional income will be treated as additional
cash withdrawals and taxed accordingly.

The following example illustrates the new cash withdrawal rules:

Example.—Assume that a taxpayer purchases a deferred annuity
contract on January 1, 1983 for $10,000. Under the terms of the
contract, there is a 3 percent surrender charge on surrenders
within the first ten years of the contract; assume that income on
the contract will accumulate at 10 percent. On January 1, 1984, the
cash value of the contract (without surrender charges) is $11,000
and the taxpayer pays an additional premium of $5,000. On Janu-
ary 1, 1985, the cash value of the contract is $17,600 and the tax-

payer makes a partial surrender requesting the company to send
him $2,000. The taxpayer will be taxed on $2,000 of ordinary
income, based on the following computation:

Cash value (without surrender charge) immediately before surrender $17,600
Less investment in contract 15,000

Income available for withdrawal 2,600

The cash value of the contract after the withdrawal will be:

Cash value (without surrender charge) immediately before surrender $17,600
Less amount of surrender 2,000

Subtotal 15,600

Less 3 percent surrender charge 60

Cash value after surrender 15,540

On January 1, 1986, the cash value of the contract is $17,094 and
the taxpayer makes a partial surrender and receives $7,000. The
taxpayer will be taxed on $2,094 of ordinary income ($4,906 will be
a return of capital), based on the following computation:

Cash value (without surrender charge) immediately before surrender $17,094
Less investment in contract 15,000

Income available for withdrawal 2,094

The cash value of the contract after the withdrawal will be:

Cash value (without surrender charge) immediately before surrender $17,094
Less Amount of surrender 7,000

Subtotal 10,094

Less 3 percent surrender charge 210

Cash value after surrender 9,884

On January 1, 1987, the cash value of the contract is $10,872.40
and the taxpayer surrenders the contract in full, receiving

$10,546.23, with the following tax result:

Amount received upon full surrender $10,546.23
Less investment in contract 10,094.00

Income withdrawn 452.23
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Of the amount received by the taxpayer, $452.23 is ordinary

income and $10,094 is a return of capital. ^°

Retention ofprior law for cash withdrawals in certain cases

The Act retains the prior law rules on cash withdrawals for any
amount received under a qualified pension plan. Although not spe-

cifically excluded in the statute, amounts received under eligible

State deferred compenstation plans (described in sec. 457) also

would not be subject to the new cash withdrawal rules as they are

not generally subject to the provisions of Code sec. 72; likewise, tax-

exempt employer deferred compensation plans of 501(c)(3) organiza-

tions would be taxed under prior law. The Act does not change the

tax treatment of withdrawals from most life insurance and endow-
ment contracts. However, the Secretary is authorized to issue regu-

latory guidelines as to when the amount at risk under these types

of contracts is sufficiently minimal that the contract should be

treated as an annuity for purposes of these provisions. For exam-
ple, if a contract is a flexible premium life insurance contract

within the new guidelines for such (sec. 266 of the Act), that con-

tract would not be subject to the new cash withdrawal provisions.

Finally, the new cash withdrawal rules do not apply to amounts
invested in an annuity contract before August 14, 1982, nor to

income accumulated on such amounts. To give full effect to this

grandfather provision and to be consistent with a specific rule in

the Act that attributes income withdrawn from a contract to the

earliest investment first, cash withdrawals are considered to come,
first, from investments prior to August 14, 1982, next from income
accumulated with respect to such investments, then from income
accumulated with respect to investments after August 13, 1982,

and finally from investments after August 13, 1982. The following

example illustrates the application of the new cash withdrawal pro-

visions to a multiple premium annuity contract that was issued

prior to August 14, 1982, and to which premium investments were
added after August 13, 1982:

Example.—Assume that a taxpayer owns a flexible premium an-

nuity contract that was issued prior to August 14, 1982, for which
he paid $3,000; assume that the contract is no longer subject to

cash surrender charges and that for 1983 and 1984, the contract

will accumulate income at a rate of 10 percent. On January 1,

1983, the cash value of the contract is $5,500 and the taxpayer pays

and additional premium of $2,000. On January 1, 1984, the cash

value is $8,250 and the taxpayer requests a partial surrender of

$6,500. The taxpayer is taxed on $3,250 of ordinary income, and
$3,250 is a return of capital, based on the following computations:

Cash value immediately before surrender $8,250

Less cash value of amounts invested before Aug. 14, 1982 ($5,500 plus $550
income for 1983) 6,050

Cash value of amounts subject to new provisions 2,200

'° In the above example, the amount taxed as ordinary income would be subject to withhold-

ing under section 334 of the Act governing withholding on pensions, annuities, and certain other

deferred income.
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The taxpayer is considered to withdraw income attributable to

his earhest investment first. Where the investment was made
before August 14, 1982, prior law applies, allowing a return of capi-

tal before the withdrawal of income. Of the $6,050 cash value at-

tributable to investment before August 14, 1982, the first $3,000 is

a return of capital and the next $3,050 is income to the taxpayer.
The remaining cash value, which is attributable to investments
after August 13, 1982, is withdrawn under the new provisions, as
follows:

Cash value immediately before surrender $2,200
Less investment in contract 2,000

Income available for withdrawal 200

Of the remaining $450 of cash withdrawal that is not a with-
drawal of grandfathered moneys, the first $200 is income and the
remaining $250 is a return of capital. The cash value of the con-
tract immediately after the surrender is $1,750.

Penalty on early withdrawals

The second change made by the Act is that a penalty is imposed
on certain distributions from an annuity contract. The penalty is

equal to 5 percent of the amount includible in income, to the
extent the amount is allocable to an investment made within 10

years of the receipt of such amount. For this purpose, an amount
includible in income is allocable to the earliest investment first.

Also, because policyholder dividends received before the annuity
starting date are cash withdrawals and includible in income to the
extent there is income in the annuity contract available for distri-

bution, such amounts are also subject to the 5 percent penalty to

the extent the income in the contract is allocable to an investment
within the last 10 years. Of course, if the policyholder dividend is

retained by the company and reinvested in the contract, it is not
includible in income and is not subject to the 5 percent penalty.

The penalty does not apply to a distribution that is (1) made on
or after the policyholder reaches age 59 ¥2; (2) made to a beneficiary
on or after death of the policyholder; (3) attributable to the policy-

holder becoming disabled; (4) one of a series of substantially equal
periodic payments for life or at least 5 years; (5) from a qualified

pension plan; or (6) allocable to an investment before August 14,

1982. The requirement that the amount be paid out as one of a
series of "substantially equal" periodic payments is met whether it

is paid as part of a fixed annuity, or as part of a variable annuity
under which the number of units withdrawn to make each distribu-

tion is substantially the same. Finally, the penalty only applies to

distributions made after December 31, 1982.

The second example given above can also be used to illustrate

the application of the new penalty. Under the facts as stated, the
taxpayer receives a cash surrender of $6,500, of which $3,250 is tax-

able as ordinary income. However, only $200 is income allocable to

an investment after August 13, 1982. The taxpayer has to pay an
additional penalty tax of $10 (5 percent of $200) because the with-
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drawal is made after December 31, 1982, and within 10 years of the
January 1, 1983, investment. ^ ^

Although it is not specifically addressed in the statute, the insur-

ance provisions of the Act do not alter the application of Code sec.

1035, which allows tax-free exchanges of annuity contracts. In
order to give meaning to the effective dates, which grandfather
under prior law investments and income held under annuity con-
tracts as of August 13, 1982, a replacement contract obtained in a
tax-free exchange of annuity contracts succeeds to the status of the
surrendered contract for purposes of the new provisions. This
means that money that was grandfathered under one contract con-
tinues to be grandfathered and subject to the prior law under the
new contract. Likewise, the age of investments must be carried
over from one contract to another for purposes of measuring the
10-year period under the new penalty tax. In order to further the
proper reporting of annuity income, such exchanges are subject to

the new provisions in this Act (sec. 334) for information reporting
on pension plans and commercial annuity contracts.

Effective Date

The provisions apply to income amounts allocable to investments
made to annuity contracts after August 13, 1982. However, the 5
percent penalty will apply only to amounts withdrawn after De-
cember 31, 1982.

• • The penalty tax is not within the scope of the new provisions on withholding for pensions
and anuities (sec. 334 of the Act)



8. Flexible premium life insurance contracts (sec. 266 of the Act
and sec. 101 of the Code) *

Prior law

Gross income does not include amounts received (whether in a
single sum or otherwise) under a life insurance contract, if the
amounts are paid by reason of the death of the insured (sec. 101(a)).

In addition, prior to the death of the insured, amounts credited
to the cash value of a life insurance contract are taxed only when
withdrawn and to the extent the withdrawals exceed the aggregate
premiums paid by the policyholder for the contract (sec. 72(e)).

In recent years, life insurance companies have marketed flexible

premium life insurance contracts (referred to as "universal life" or
"adjustable life"). These contracts are similar in some respects to

traditional whole life policies, but typically permit the policyholder
to change the amount and timing of the premiums and the size of

the death benefit automatically as the policyholder's needs change.
These contracts may permit the policyholder to invest a substantial
cash fund without a related increase in the amount of pure insur-

ance protection offered by the contracts.

In a letter ruling (January 23, 1981), the Internal Revenue Serv-
ice concluded that the entire amount paid upon the death of the
insured under a universal life insurance contract is excluded from
gross income as proceeds of a life insurance contract under section

101(a), even though the death benefit may reflect a large cash fund
and a relatively small amount of pure insurance protection. If the
contract is treated as a life insurance contract, the interest on the
cash fund is not subject to tax, unless the contract is surrendered
prior to the death of the insured. Subsequent to the letter ruling,

the Service announced that it was reconsidering its position on
such life insurance contracts. Thus, it was unclear whether such
contracts will be treated as life insurance contracts for tax pur-
poses.

Reasons for Change

Congress believed that flexible premium life insurance contracts
should have the same tax treatment as traditional level-premium
whole life insurance contracts if they are substantially comparable
to traditional contracts. However, Congress was concerned by the
fact that some flexible premium contracts can be overly investment
oriented by allowing large cash value build-ups without requiring a
continued reasonable amount of pure insurance protection. In the

'For legislative background of the provision, see: H.R. 4961, as reported by the Senate Finance
Committee, sec. 268; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 352-354; and H. Rep. No. 97-

760 (August 17, 1982), pp. 647-649 (Joint Explanatory Statement of the Committee of Confer-
ence).
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case of such contracts, the traditional use of life insurance as fi-

nancial protection against early death could be overshadowed by
the use of the contract as a vehicle for tax-favored investment.
Because the uncertain tax treatment of flexible premium life in-

surance contracts has caused significant confusion among consum-
ers and life insurance companies, Congress believed that it should
resolve the tax treatment of these contracts, at least temporarily,

by legislation.

Explanation of Provisions

The Act provides mandatory guidelines that flexible premium
life insurance contracts must meet in order to be treated as life in-

surance for tax purposes. If these guidelines are violated at any
time over the duration of the contract, the contract will not be
treated as providing only life insurance for tax purposes. Rather,
the contract may be treated as providing a combination of term life

insurance with an annuity or a deposit fund (depending upon the
terms of the policy).

A flexible premium life insurance contract is a life insurance
contract which provides for the payment of one or more premiums
that are not fixed by the company as to both timing and amount.
Thus, under such a contract, the insurance company may fix the
timing of the premium payments but not the amount, the amount
of the premiums but not the timing, or neither the timing nor the
amount of the premiums. For example, an indeterminate premium
policy would not come within the definition of a flexible premium
life insurance contract because, typically, the insurance company
fixes the timing of the premium payments upon issuance of the
contract and the insurance company, not the policyholder, fixes

(and periodically adjusts) the amount of each future premium pay-
ment. The policyholder must pay the amount that the company
prescribes, neither more nor less, and must pay it at the time pre-

scribed in order to prevent the contract from being in default. The
term "flexible premium life insurance contract" also includes con-

tracts that provide for certain qualified additional benefits, specifi-

cally, family term life insurance (e.g., for the insured, a spouse or a
child), an accidental death benefit, a waiver of premium benefit,

and a guaranteed insurability benefit. The terms used in listing the
four specific qualified additional benefits are generally descriptive.

Thus, the "waiver of premium" benefit is intended to include, also,

a waiver of the cost of insurance charge benefit. However, the in-

clusion of an additional benefit that does not come within these
generally descriptive terms can disquality the contract for purposes
of the new guidelines. For example, if a benefit rider providing
term life insurance for a nonfamily member is added to the con-

tract, such contract does not qualify as a flexible permium life in-

surance contract under these provisions.

The statute states that the term "flexible premium life insurance
contracts" does not include that portion of any contract that is

treated under State law as providing any annuity benefits other
than as a settlement option. Thus, although a flexible premium life

insurance contract may provide by rider for annuity benefits, the
annuity portion of the contract is not part of the flexible premium
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contract for tax purposes and such annuity benefits may not be re-

flected in computing the guideUne premiums. Likewise, an insur-

ance arrangement written as a combination of term Hfe insurance
with an annuity contract, or with a premium deposit fund, is not a
flexible premium life insurance contract for purposes of the guide-
lines because all the elements of the contract provisions and con-

tract values are not subject to the provisions of State law regulat-
ing life insurance. However, any flexible premium contract that is

treated under State law as a single integrated life insurance con-
tract and that satisfies these guidelines will be treated for Federal
tax purposes as a single contract of life insurance and not as a con-

tract that provides separable life insurance and annuity benefits.

Finally, the guidelines contain alternative tests which a contract
may meet in order for the death proceeds therefrom to be treated
as life insurance for tax purposes.

Alternative 1—guideline premium with limited cash value

The first test provides that two requirements be met at all times:
(1) the sum of the premiums paid under the contract at any time
cannot exceed a specifically computed guideline premium limita-

tion; and (2) the amounts payable on the death of the insured
cannot be less than a certain multiple of the contract's cash value
as of the date of death. For purposes of applying the first require-

ment, the sum of the premiums paid includes premiums for any ad-

ditional qualified benefits as well as the primary death benefit.

However, the amount of premiums paid should be reduced by any
amounts received by the policyholder and not includible in income
under section 72(e).

A premium payment that causes the sum of the premiums paid
to exceed the guideline premium limitation will not result in the
contract failing the guidelines if the premium payment is neces-

sary to prevent termination of the contract on or before the end of

the contract year. Also, if it is established to the satisfaction of the
Secretary that the first requirement was not met due to reasonable
error and reasonable steps are being taken to remedy the error, the
Secretary may waive the first requirement. If a premium that
causes the first test to be violated is returned (together with inter-

est allocable thereto) within 60 days after the end of any policy

year, the first test will be deemed to have been satisfied at all

times during the contract year preceding the return of the premi-
um. The interest returned with such a premium is includible in the
policyholder's income currently notwithstanding the general rules

of section 72(e).

The premium limitation in the first test is intended to prevent
investment motivated contributions of large cash amounts to the
contract. The guideline premium limitation means, on any date,

the greater of: (1) the single premium at issue necessary to fund
the future benefits provided under the contract, based on mortality
and other charges fixed in the contract (including expense charges)
and based on interest at the greater of 6 percent or the minimum
rate or rates guaranteed in the contract; or (2) the sum of the level

annual amounts payable over the longest period permitted under
the contract (but not less than 20 years from date of issue or not
later than age 95, if earlier), computed on the same basis as the
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single premium except that the interest rate used cannot be less

than 4 percent. For purposes of computing the guideline premium,
charges for qualified additional benefits are appropriately discount-

ed and taken into account as part of the guideline premium.
In calculating the guideline premiums, on a single premium

basis and in certain other situations, the inclusion of a qualified ad-

ditional benefit can have an impact on the value of the future

benefits relating to the basic life coverage of the contract. For ex-

ample, under a universal life policy with a death benefit equal to a
specified amount (as opposed to a benefit equal to a level risk

amount plus the cash value at death), the addition of a single pre-

mium for a qualified additional benefit will tend to increase the

policy's cash value and thereby to reduce the "net amount at risk"

with respect to the basic life coverage under the policy. In comput-
ing the guideline premiums, it would be appropriate to reflect this

interaction in the computation.
Likewise, the inclusion of a qualified additional benefit can also

impact on the computation of the guideline level premium. If a
qualified additional benefit is scheduled to cease at a certain age,

the charges for such qualified additional benefit should be reflected

in a level manner in the guideline level premium only over the

period such charges are being incurred, despite the fact that the

longest premium payment period under the policy, in general, ex-

tends beyond that period. This interpretation recognizes that sepa-

rate policy benefits can have discrete payment periods. Likewise, it

prevents the anomalous result of requiring some degree of post-

funding of charges for certain qualified additional benefits should

the longest (though inapplicable) premium payment period be used.

Hence, if premiums are payable to age 95, and a qualified addition-

al benefit ceases at age 65, the guideline level premium up to age
65 will be higher (reflecting the charges for the qualified additional

benefit) than it will be over the period from age 65 to age 95.

In defining the guideline single premium the statute refers (1) to

the mortality and other charges guaranteed under the contract and
(2) to interest at the minimum rate or rates guaranteed upon issue

of the contract. In order to give meaning to these phrases as defini-

tional limitations on the contract obligations of the issuing insur-

ance company, the term "the mortality and other charges" means
the maximum charges guaranteed at issue for the life of the con-

tract, and the term "minimum rate or rates" means the floor rate

or rates of interest guaranteed at issue of the contract. Thus, al-

though the company may guarantee a higher interest rate from
time to time, either by contractual declaration or by operation of a

formula or index, the minimum rate still should be taken to be the

floor rate, that is, the rate below which the interest credited to the

contract cannot fall. The statutory reference to minimum rate or

rates recognizes that a contract may guarantee different floor rates

for different periods of the contract, although each is guaranteed at

issue and remains fixed for the applicable period for the life of the

contract. However, it should be noted that when the initial interest

rate guaranteed to be credited to the contract is in excess of the

generally applicable floor rate assumed in the contract, the higher
initial interest rate is the minimum or floor rate with respect to

the initial period of that guarantee. This is because that rate is
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guaranteed at issue and, for the initial guarantee period, the inter-

est rate cannot fall below that guaranteed rate. Similarly, although
the contract may have generally applicable assumptions for mortal-
ity and other charges, any deviations in these charges that are
guaranteed at issue, though even for a short time, would be the
maximum charges with respect to the initial guarantee period.
Aside from taking into account initial guarantees that are different
from the generally applicable charges and interest rates assumed
in the contract, the Act does not require that any "excess interest"
(interest credited at a rate in excess of any rate or rates guaran-
teed in the contract at the time of issue), or any reduction in the
mortality charge below the maximum chargeable, be taken into ac-
count in the computation of the guideline premiums.
The Act also contains three computational rules for the guideline

premiums, which are designed to limit the range of future benefits
that may be assumed in computing such premiums. First, the net
amount at risk assumed to exist at any time in the future of the
contract cannot exceed the comparable amount existing when the
contract is issued. Absent such a rule, the guideline premiums
could be artifically raised by assuming increased future death bene-
fits even though there is no intention to keep the contract in force
until those benefits are actually effective. For purposes of this rule,

the net amount at risk upon issue would be the face amount of the
policy when it is issued, reduced by the cash value resulting from
the initial premium. This would be true whether the death pro-
ceeds of the contract are defined as a level face amount or as a
level specified amount plus the policy's cash value at death. Also,
the cash value of the contract (one of the factors that determines
the net amount at risk) is the cash value accumulated by using the
same assumptions concerning interest rates, mortality charges, and
other charges used to compute the guideline premiums. Second, the
maturity date of the contract is the latest date permitted under the
contract, which cannot be less than 20 years after the contract is

issued or age 95, if earlier. Third, the amount of any endowment
benefit (i.e., the benefit payable if the insured survives to the con-
tract's maturity date) cannot exceed the smallest death benefit (de-

termined without regard to any qualified additional benefits) at
any time under the contract. This rule is designed to require that
guideline premiums be computed on a basis consistent with premi-
um computations for a traditional endowment policy, where the en-
dowment benefit generally equals the death benefit. Under this

rule, if the death proceeds of a policy equal a level specified
amount plus the policy's cash value at death the endowment bene-
fit will reflect the cash value produced by the initial premium pay-
ment because under such a policy, presumably, the death benefit
upon issue will be the lowest death benefit payable over the life of
the policy.

At the start of the contract the guideline premiums are based on
the future benefits specified in the contract as of such date. If

future contract benefits are changed at a subsequent date, the
guideline premiums must be adjusted (upward or downward) to re-

flect the change. Such adjustments should not be made for in-

creases in the death benefit that reflect excess interest that has
been credited. A colloquy between Senator Dole and Senator Bent-
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sen (128 Cong. Rec. S10943, August 19, 1982) explained that the
guidehne premiums are to be adjusted only in two circumstances.
First, they are to be adjusted if the amount or pattern of a policy's

benefits (including qualified additional benefits) is changed by the
policy owner. For this purpose, if a qualified additional benefit
ceases for any reason, including the death of an individual (such as
the insured's spouse) insured thereunder, this is considered a
change in benefits requiring an adjustment of the guideline premi-
ums. Second, the guideline premiums are to be adjusted upon the
occurrence of a change in benefits previously scheduled under the
contract that could not earlier be taken into account in the calcula-
tion of the guideline premiums because of the "computational"
rules set forth in section 101(f)(2)(D). The colloquy further noted
that these adjustments are to be computed in the same manner as
the initial guideline premiums, but based on the change in the
amount or pattern of the benefits and the insured's attained age at
the time of the change. The computational rules apply to the
change in amount at the time of change independently of their ap-
plication at issue or for a previous change. The colloquy recognized,
however, that the Treasury may determine in regulations that
some other method of computing adjustments is to be used instead.

This adjustment rule is consistent with the statutory language of
the premium test that the sum of the premiums paid at any time
not exceed the guideline limitation at such time.

The second requirement provides a restriction on the death bene-
fit in order to ensure that flexible premium contracts offer at least

a minimum amount of pure insurance protection at all times. For
purposes of meeting the second requirement, the death benefit
under a flexible premium contract must be 140 percent of the cash
value if the insured has an attained age of 40 or less at the begin-
ning of the contract year; thereafter, the percentage is reduced by
one percent for each year until the insured has an attained age of

76. In this context "attained age" can appropriately be read as
meaning the insured's age determined by reference to contract an-
niversaries rather than the individual's actual birthdays. So long
as the age assumed by the contract is within 12 months of the in-

sured's actual age, then it is reasonable to use that age as the "at-

tained age". The sliding scale for the death benefit ensures that
the policy provide a minimum amount of pure insurance protection
at all times.

Example for computing the guideline premium limitation

Option 1 death benefit.—Assume that a flexible premium life in-

surance contract is issued on the life of a male, age 35, for a death
benefit defined as a "specified amount" equal to $100,000 (or, if

greater, the contract's cash value at the time of the insured's death
multiplied by the applicable percentage as set forth in section

101(f)(l)(A)(ii) and (3)(C)). The contract's guaranteed rate of interest

at issue is 10 percent in the first contract year and 4 percent there-

after; the contract matures when the insured reaches age 95. The
contract's guaranteed charges for mortality are based on the 1958
CSO Mortality Table, age last birthday, curtate functions, except
that the rates in the first contract year are based on 75 percent of

1958 CSO mortality; for expenses, the charges are 10 percent of
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gross premiums plus $3.00 per $1,000 of specified amount at issue

(or $3.00 per $1,000 of increase in the specified amount at the time
of increase). These charges and credits are processed on an annual
basis.

The guideline premium limitation means, as of any date, the
greater of the guideline single premium, or the sum of the guide-

line level premiums to such date. The statute provides that the
guideline single premium is the premium at issue necessary to

fund future benefits under the contract, based on the mortality and
other charges (including expense charges) guaranteed under the
contract and based on interest at the greater of 6 percent or the
minimum rate or rates guaranteed upon issue of the contract.

Therefore, under the facts of the example, the guideline single pre-

mium is equal to the net single premium for a life insurance con-

tract with an endownment at age 95, plus the expense charges
specified under the contract. The net single premium is computed
on the basis of assumed rates of interest of 10 percent for the first

policy year and 6 percent thereafter and on the basis of a mortality
charge of 75 percent of the 1958 CSO mortality for the first policy

year and the 1958 CSO mortality thereafter. The statute provides
that the guideline level premium is the level annual amount that
is payable over the longest period permitted under the contract
(ending not less than 20 years from the date of issue or not later

than age 95, if earlier), computed on the same basis as the guide-
line single premium, except the interest rate must be the greater of

4 percent or the minimum rate or rates guaranteed in the contract.

Thus, under the facts of the example, the guideline level premium
is equal to the guideline single premium divided by the annuity
value of the contract, where the annuity value is computed on the
same basis as the guideline single premium except that the as-

sumed rate of interest for the second policy year and later is 4 per-

cent.

Based on the facts of the example, the guideline premiums and
the guideline premium limitation are:

riiiViaijT,^ oi^rria Sum of Guideline
Contract duration

uuiaeiine single
guideline level premiumpremium °

•
i- -4. j.-'^ premiums limitation

At issue

Year 10

Year 20
Year 30

Assume that ten years later the specified amount is increased to

$125,000 (the insured is age 45). The contract's guaranteed rate of
interest in the first contract year after the increase is 8 percent,
and in that year the mortality rates are guaranteed to be 75 per-
cent of the 1958 CSO mortality. The statute provides that the
guideline single premium and the guideline level premium must be
adjusted if there is a change in future benefits under the contract

17,219
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that was not reflected in the guideline premiums previously deter-

mined. Any adjustment is computed in the same manner as the ini-

tial guideline premium computations, but taking into account any
changes. Thus, under the facts of the example, the guideline single

premium of $17,219 is adjusted by $6,774, to become $23,993. Also,

the guideline level premium of $1,590 is adjusted by $631, to

become $2,221. The guideline premiums and the guideline premium
limitation then will be:

Contract duration
Guideline single

premium

Sum of
guideline level

premiums

Guideline
premium
limitation

Year 10 (before

increase) $17,219 $15,900 $17,219
Year 11 23,993 18,121 23,993
Year 20 23,993 38,110 38,110
Year 30 23,993 60,320 60,320

Option 2 death benefit.—Also, many flexible premium life insur-

ance contracts provide for a death benefit that is defined as the
contract's cash value at death plus a level "specified amount"
(though never less than the cash value multiplied by the applicable
percentage under section 101(f)(l)(A)(ii) and (3)(C)). Assume that all

other facts remain as stated under option 1, except that an option 2

death benefit is chosen. Assume that the specified amount is

$100,000 and that a premium of $20,000 is paid at issue. After the
payment of the $20,000 premium, the cash value of the contract is

$17,524 (which is the premium paid less the expenses charges and
the mortality charge for the first policy year). The statute provides
that any endowment benefit assumed in computing the guideline
premiums cannot exceed the least death benefit payable at any
time under the contract. As the cash value will generally increase
over the life of the contract, the initial death benefit is the least

death benefit in this example. Thus, the endowment assumed in

computing the guideline premiums cannot exceed $117,524 (the

specified amount plus the initial cash value). ^^ Assuming an en-

dowment benefit of $117,524 at age 95, under option 2, the guide-

line single premium is equal to that endowment benefit discounted
at interest and mortality to the date at issue, plus the expense
charges specified. ^^ It should be noted that the computation for

option 2 assumes a pattern of benefits in which the death benefit

always consists of the specified amount ($100,000) plus the cash
value. The guideline level premium is computed, as under option 1,

1
2 Based on the facts assumed, for an option 2 death benefit with a sjjecifled amount of

$100,000, the maximum guideline single premium that may be computed is $40,713, assuming
the payment of such amount as the premium at issue. If the maximum guideline single premi-
um were paid initially, the maximum endowment benefit that can be assumed is equal to
$136,166.

• ^ The assumed interest rates, mortality charges and other charges are the same used under
option 1.
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by dividing the guideline single premium by the annuity value.

Thus, upon issue of the contract with the option 2 death benefit,

the guideline premiums and the guideline premium limitation are:

Contract duration
Guideline single

premium

Sum of

guideline level

premiums

Guideline
premium
limitation

At issue

Year 10.

Year 20.

Year 30.

$40,108
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basis guaranteed under the contract but determined by reference
to the most recent mortahty table allowed under all State laws on
the date of issue; an interest factor that is the greater of 4 percent
(3 percent for contracts issued before July 1, 1983) or the rate guar-
anteed in the contract; and the computational rules for the guide-

line premium, except that the maturity date of the contract cannot
be earlier than age 95. The phrase "the most recent mortality table

allowed under all State laws" should be read literally and refers to

that mortality table, appropriate to the particular insurance plan,

that has been adopted and is permitted to be used by companies in

all fifty States. The requirement of referring to the most recent
mortality table is intended to prevent a company from using a
guaranteed mortality basis which, on the date of issuance, is out-

dated and is replaceable by a more modern basis. Thus, the statute

requires that the most recent mortality table be used as a measur-
ing rod, that is, that the net single premium computed on the guar-
anteed mortality basis cannot exceed that which would result if it

were computed on the basis of the most recent mortality table. For
example, in addition to the most recent mortality table adopted
and permitted to be used in all fifty states, a company may use a
more recent table adopted and permitted in the State in which a
contract is issued, or any other table that results in a smaller net
single premium.

Effective Dates

In general, the provisions regarding flexible premium life insur-

ance contracts apply to all such contracts issued before January 1,

1984.

The Act provides two special transition rules for contracts issued
before January 1, 1983. First, any such contract that is in compli-
ance with the new provisions on the date one year after the date of

enactment of the Act will be treated as meeting all the require-

ments of the provisions retroactively. For purposes of bringing a
contract into compliance with the new provisions, it will be suffi-

cient for the guideline premium limitation to be computed on the
assumption that the benefits at the time of the computation have
been in effect since the time of issue. Such an assumption avoids
the necessity of reconstructing guideline premiums and adjust-

ments for past benefit changes under a policy for which historical

data may be limited and implements the spirit of the grandfather
provisions applicable to existing contracts. Likewise, in bringing a
contract into compliance, if on the date of computation of the
guideline premium limitation the sum of the premiums paid ex-

ceeds such limitation, amounts removed from the policy and re-

turned to the policyholder need not include interest paid on such
amounts. Although the new guideline provisions require that inter-

est be paid on premiums returned to a policyholder in order to

maintain compliance with the guidelines, such provisions are inap-

plicable until an existing contract is brought into compliance with
the guidelines. Second, any such contract shall be treated as meet-
ing the first alternative test if it would meet the requirements of

the provision by using 3 percent instead of 4 percent for computing
the guideline level premium. Finally, the Act provides a grandfa-
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ther provision for any death benefits paid within the first year of
enactment under a flexible premium contract issued before Janu-
ary 1, 1983; such benefits are excluded from gross income whether
or not the contract is in compliance with the guidelines.



9. Grandfathering for treatment of indeterminate premium
policies (sec. 263 of the Act and sees. 309(c) and 811 of the Code)*

Prior Law

In recent years, stock companies have begun to offer "indetermi-

nate premium" policies under which the company charges a premi-

um lower than the maximum premium fixed in the policy. Such
lower premiums are charged to the policyholder on a temporary
basis (typically for 1 year) because the rate of interest that compa-
nies can assume in setting policy benefits is limited as a practical

matter by State law. In computing taxable income, companies have
taken the reporting position that only the payments that are actu-

ally received under the indeterminate premium policies are includ-

ed in gross income.
In a widely publicized private letter ruling, issued in June, 1982,

the Internal Revenue Service held, among other things, that the

excess of the maximum premium chargeable over the premium ac-

tually collected should be treated as a distribution of policyholder

dividends, which is then treated as paid back as a premium to the

company.

Reasons for Change

Congress believed that it was appropriate to provide grandfather-

ing protection against audit reclassification of prior reporting prac-

tices for indeterminate premium policies because of their uncertain

legal status.

Explanation of Provision

For taxable years beginning before 1982, the Act provides that

amounts that could have been charged as a premium or mortality

charge, but were not, are not to be included in premium income
(sec. 809(c)(1)).

No inference is to be drawn as to the treatment of these premi-

ums or mortality charges for taxable years beginning after 1981 as

a result of the provision.

Effective Date

The provision is effective for taxable years beginning before 1982.

* For legislative background of the provision, see: H.R. 4961, as reported by the Senate finance

Committee, sec. 265; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), p. 355; and H. Rep. No. 97-760

(August 17, 1982), p. 649 (Joint Explanatory Statement of the Committee of Conference).
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10. Underpayments of 1982 estimated taxes (sec. 268 of the Act
and sec. 6655 of the Code)*

Prior Law

A corporation generally must make payments of its estimated
tax liability for the taxable year. The estimated tax is payable in

up to four installments over the taxable year.

In general, if estimated tax payments are not equal to at least 80
percent of the tax due, a nondeductible penalty equal to the inter-

est that would accrue on the unpaid tax is imposed on the amount
of the underpayment for the period of underpayment. However, the
underpayment penalty does not apply if, before the due date of any
installment, the corporation pays an installment based on:

(1) the corporation's tax liability for the prior year,

(2) the corporation's tax liability on the prior year's income
computed using tax rates for the current year, or

(3) 80 percent of the tax which would be due if the corpora-
tion's annual income were equal to the amount which would
result if the corporation continued to receive income during
the remainder of the year at the same rate experienced up to

the date of the installment (i.e., the corporation's income com-
puted on an annualized basis).

Reasons for Change

Several provisions under the Act will increase the 1982 tax liabil-

ities of life insurance companies because those provisions are effec-

tive in 1982. For example, the repeal of the modified coinsurance
provisions applies as of January 1, 1982, and the reduction in the
formula used to revalue reserves computed on a preliminary term
basis applies after March 31, 1982. Because these changes would
not have been taken into account for 1982 estimated tax install-

ments due before the changes are actually enacted, Congress be-
lieved that the underpayment penalty that would otherwise apply
to those installments should be waived to the extent tax increases
are attributable to legislative changes.

Explanation of Provision

The Act provides that the addition to tax for failure to pay the
corporate estimated tax is waived for any underpayment period
ending before December 15, 1982, to the extent the underpayment
was created or increased by the provisions of the bill. If the under-
payment is not paid on or before the date prescribed for the third

• For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 269; S. Rep. No. 97-494. Vol. 1 (July 12, 1982), pp 356-357; and H. Rep.
No. 97-760 (August 17, 1982), p. 649 (Joint Explanatory Statement of the Committee of Confer-
ence).
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installment (December 15, 1982 for calendar year taxpayers under
sec. 6154(b)), the underpayment period for the prior installments
eligible for the waiver will, in effect, commence on December 15,

1982, for purposes of applying the underpayment penalty.

Effective Date

The provision is effective on the date of enactment of the Act for

underpayment periods occurring prior to December 15, 1982.



11. Revenue Effect of Insurance Provisions

The insurance provisions of the Act are expected to increase net
fiscal year budget receipts by $1,942 milhon in 1983, $2,155 miUion
in 1984, $2,920 million in 1985, $3,138 million in 1986, and $3,370
million in 1987.
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F. Employment Tax Provisions

1. Independent Contractors*

a. Alternative standards for determining classification of workers
for employment tax purposes and extension of certain interim

provisions (sec. 269 of the Act and new sec. 3508 of the Code)

Prior Law

Overview

Common law (i.e., nonstatutory) rules generally apply in deter-

mining whether particular workers are treated as employees or as

independent contractors (self-employed persons) for Federal em-
ployment tax purposes. However, certain individuals are classified

by the tax statute as employees for FICA (social security) tax pur-

poses. These statutory FICA employees are certain agent-drivers or

commission-drivers, full-time life insurance sales persons, home
workers performing services on goods or materials, and full-time

traveling or city sales persons.

Interim provisions relating to classification controversies

Section 530 of the Revenue Act of 1978 provided that taxpayers

who had a reasonable basis for not treating workers as employees

in the past could continue such treatment without incurring em-
ployment tax liabilities. This relief was available only if the tax-

payer filed all Federal tax returns (including information returns)

that are required to be filed with respect to workers whose status is

at issue on a basis consistent with the taxpayer's treatment of the

workers as independent contractors. Also, the 1978 Act prohibited

the Treasury Department from issuing any regulation or revenue

ruling that classifies individuals for purposes of employment taxes

under interpretations of the common law.

The interim provisions of section 530 of the Revenue Act of 1978

were extended, by subsequent legislation, through June 30, 1982.

Reasons for Change

During the late 1960s, and continuing into the 1970s, the Inter-

nal Revenue Service increased the number of its employment tax

audits. As a result of these increased audits, controversies devel-

oped between the Internal Revenue Service and some businesses

concerning the proper classification of workers.

• For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sees. 271-274; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 358-374; and H.

Rep. No. 97-760 (August 17, 1982), pp. 650-652 (Joint Explanatory Statement of the Committee
of Conference).
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The interim relief provisions of the Revenue Act of 1978 were in-

tended to provide a temporary solution to the problems arising

from increased employment tax status controversies. Those provi-

sions were enacted, and subsequently extended, to afford Congress
adequate time to adopt a permanent solution to the complex issues

involved in this area of the tax law.

A major portion of the employment tax status classification con-

troversies that arose prior to the implementation of the interim
relief provisions of the 1978 Act focused upon workers who were in-

volved either in direct selling activities or real estate sales. Con-
gress believed that it was these workers who were most in need of

an immediate solution to the problem of proper employment tax
status. Thus, the Act provides a statutory scheme for assuring the
status of certain direct sellers and real estate sales persons as inde-

pendent contractors. However, because this provision does not
cover all types of workers who were involved in employment tax
status controversies. Congress also decided to extend, for an indefi-

nite period of time, the interim relief provisions of the 1978 Act.

This will enable Congress, in the future, to determine whether a
broader statutory scheme for determining employment tax status

would be desirable.

Explanation of Provisions

The Act establishes two categories of statutory nonemployees: (1)

qualified real estate agents and(2) direct sellers. If certain condi-

tions are satisfied, sales persons who are licensed real estate agents
and individuals who are direct sellers will be treated, for Federal
income and employment tax purposes, as self-employed persons.

In addition, the Act extends, indefinitely, the interim relief pro-

visions of the 1978 Act.

Qualified real estate agents

Three conditions must be satisfied in order for an individual who
is a sales person to be a qualified real estate agent. First, the indi-

vidual must be a licensed real estate agent. Second, substantially

all of the remuneration (whether or not paid in cash) for services

performed by the individual as a real estate agent must be directly

related to sales or other output rather than to the number of hours
worked. For purposes of this requirement, the term "other output"
includes the performance of services. Finally, the services per-

formed by the individual must be performed pursuant to a written

contract between the individual and the person for whom the serv-

ices are performed. This contract is required to provide that the in-

dividual will not be treated as an employee with respect to those

services for Federal tax purposes.
In defining qualified real estate agents, the Act's reference to

sales persons who are licensed real estate agents includes the ap-

praisal activities of licensed real estate agents in connection with
real estate sales activities if such individuals realize remuneration
dependent on sales or other output.
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Direct sellers

The Act also sets forth three conditions that must be satisfied in

order for a person to qualify as a direct seller. First, the person
either must be (1) engaged in the trade or business of selling (or

soliciting the sale of) consumer products to any buyer on a buy-sell

basis, a deposit-commission basis, or any similar basis prescribed by
regulations, for resale (by the buyer or any other person) in the
home or otherwise than in a permanent retail establishment, or (2)

engaged in the trade or business of selling (or soliciting the sale of)

consumer products in the home or otherwise than in a permanent
retail establishment. Second, substantially all the remuneration
(whether or not paid in cash) for the performance of the direct sell-

ing services must be directly related to sales or other output (in-

cluding the performance of services) rather than to the number of

hours worked. Finally, the services performed by the person must
be performed pursuant to a written contract between such person
and the person for whom services are performed and the contract
must provide that the person will not be treated as an employee,
with respect to such services, for Federal tax purposes.

In defining direct sellers, the Act's reference to individuals en-

gaged in the trade or business of selling or soliciting the sale of

consumer products includes the activities of individuals who at-

tempt to increase direct sales activities of their direct sellers and
who realize remuneration dependent on the productivity of those
direct sellers. These activities include providing motivation or en-

couragement, imparting skills, knowledge, or experience, or re-

cruiting activities.

Retirement plans for self-employed individuals

The Act provides that the provision will not apply to the extent
that an individual is treated as an employee under Code section

401(c)(1) (relating to self-employed individuals). Thus, the fact that
an individual is treated as a nonemployee for purposes of FICA,
FUTA, and Federal income tax withholding, will not prevent the
individual from being covered under a qualified retirement plan for

self-employed individuals.

Extension of interim relief

The Act indefinitely extends the interim provisions (section 530
of the Revenue Act of 1978) from July 1, 1982, until such time as
Congress enacts legislation as to the classification of workers as in-

dependent contractors or employees. This provision does not pro-

hibit implementation (e.g., through issuance of regulations or rul-

ings) of the provision in the Act relating to statutory nonem-
ployees.

Effective Date

The provision relating to statutory nonemployees applies to serv-

ices performed after December 31, 1982.
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Revenue Effect

The provision is expected to reduce fiscal year budget receipts by
$117 million in 1983, $107 million in 1984, $79 million in 1985, $85
million in 1986, and $92 million in 1987.

b. Reduction of certain employment tax liabilities where workers
are reclassified as employees (sec. 270 of the Act and new sec.

3509 of the Code)

Prior Law

Three major problems may arise if a worker who has been treat-

ed as an independent contractor is reclassified as an employee:
(1) The business whose workers are reclassified may be assessed

FICA and FUTA employment taxes for years for which such assess-

ments are not barred by the statute of limitations.

(2) Overpayments of income taxes may occur if the business is re-

quired to pay amounts as withholding of employee income tax li-

abilities with respect to which workers already had paid income
tax (through estimated tax payments or with their returns).

(3) Overpayments of social security taxes may occur if the busi-

ness is required to pay FICA taxes with respect to workers who al-

ready had paid self-employment (SECA) taxes.

If a worker reclassification occurs, the employer generally is re-

sponsible for all employment tax liabilities (income tax withhold-
ing, both the employer's and the employee's share of FICA taxes,

and the FUTA taxes) with respect to the reclassified worker.
Federal income tax withholding assessments may be adjusted if the
reclassified worker pays (or has paid) the proper amount of income
tax (sec. 3402 (d)). However, the employer generally is not relieved

of any applicable penalties or additions to tax for failure timely to

pay over amounts as withholding.
The reclassified worker's share of FICA tax often is not adjusted

to reflect the amount of SECA tax already paid on the same
income. This is because present law (sec. 6521) authorizes a FICA-
SECA offset only if the worker who has been reclassified as an em-
ployee is prevented from filing for a refund of the SECA tax paid
in error. This may result in the double collection of the employee's
portion of social security tax: (1) once from the business as the
FICA tax it initially failed to withhold from the reclassified em-
ployee, and (2) once from the employee as the SECA tax previously
paid in error, if the employee could obtain a SECA tax refund but
fails to do so.

Reasons for Change

Congress was aware that the employment status controversies

that led to enactment of the interim relief provisions of the Reve-
nue Act of 1978 were aggravated by the serious retroactive tax bur-

dens that may arise when a worker who has been treated as an in-

dependent contractor is reclassified as an employee.
Congress understood that, in a reclassification case, the Internal

Revenue Service generally would adjust assessments for failure to

withhold income taxes if the employer could furnish certificates.
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signed by the reclassified workers, showing that they had paid the
taxes. However, in situations involving many workers and a high
turnover rate, or in situations involving workers who were uncoo-
perative or who maintained inadequate records, obtaining evidence
to show whether the workers had paid the proper amounts of
income taxes could be a difficult burden on the business. If certifi-

cates were not provided, the Internal Revenue Service generally
would not provide information from its own records regarding em-
ployee tax payments unless discovery of such records was ordered
in the context of civil litigation contesting the assessment.
Congress also understood that even where information on em-

ployer tax payments was available, problems arose with respect to

possible double collection of social security taxes.

Accordingly, the Act provides a statutory offset mechanism that
will apply in reclassification cases. This provision represents a sub-
stantial simplification of prior law procedures and will reduce bur-
dens on employers whose workers are reclassified.

Explanation of Provision

The Act provides a new procedure for determining an employer's
liability for failure to withhold income taxes or the employee's
share of FICA taxes in certain situations involving worker reclassi-

fications. Even where this procedure applies, however, the employ-
er still will be liable for the employer's share of FICA taxes and
FUTA taxes.

If an employer treats services performed by an employee as if

performed by a nonemployee and fails to withhold income or social

security taxes as required by the wage withholding provisions of

the income tax and social security tax laws, the employer's liability

for those amounts will be determined as a fraction of the employ-
ee's wages subject to income tax withholding or a fraction of the
social security taxes required to be withheld. The fraction in the
Act is designed to approximate the average amount of liability the
employer would incur under prior law after reducing the employ-
er's initial liability by the amount of taxes paid by the employee.
The Act applies a lower fraction if the employer has complied with
information reporting rules consistent with the treatment of the
employee as a nonemployee. This lower fraction reflects the in-

creased tax compliance that results when information reports are
filed with the Internal Revenue Service.

The applicable amounts are 1.5 percent of wages (3 percent
where no information returns are filed) where the employer erro-

neously treated the worker as a nonemployee for income tax pur-
poses. The applicable amount where the employer erroneously
treated the worker as a nonemployee for social security purposes is

20 percent of the social security taxes required to be withheld (40

percent where no information returns are filed).

In a typical reclassification case, an amount for both income and
social security taxes will be assessed. In some reclassification cases,

however, the employer may treat the worker as an employee for

social security purposes but not for income tax purposes, in which
case only the income tax amount will be assessed.
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Where the employer treats the worker as an employee for

income tax purposes but not for social security tax purposes, these
provisions will not apply; instead, the provisions in effect prior to

the Act will apply.

Although these fractional amounts are set at levels reflecting as-

sumed levels of taxpayer compliance. Congress believes that the
amounts also reflect appropriate sanctions for an employer's erro-

neous failure to withhold taxes from compensation paid to an em-
ployee, regardless of the actual level of taxpayer compliance in any
particular case. Accordingly, Congress believes that the assessment
of these amounts will serve the dual function of deterring noncom-
pliance on the part of employers, and compensating the Treasury
for the revenue loss typically associated with employer noncompli-
ance with wage withholding.
These reduced amounts generally are to be treated as the tax the

employer should have withheld and paid currently under Code
sections 3402 or 3102. The deductibility of these amounts is to be
determined as if they were assessments for taxes that the employer
failed to deduct and pay over, taking into account the Act's provi-

sions denying the employer any right to claim reimbursement from
the employee.

In order to deter intentional noncompliance with the wage with-
holding requirements, these provisions do not apply if the employer
treats the employee as a nonemployee with intentional disregard of

the law. Furthermore, the FICA tax liabilities of statutory FICA
tax employees are not covered by these provisions.

Effective Date

This provision became effective on enactment. However, the pro-

vision does not apply to assessments made before January 1, 1983.

Revenue effect

The provision is expected to have a negligible effect on annual
fiscal year budget receipts.



2. Federal Unemployment Tax Provisions*

a. FUTA tax rate and wage base (sec. 271 of the Act, sec. 3306 of
the Code, and sec. 901 of the Social Security Act)

Prior Law

The Federal-State unemployment compensation system is fi-

nanced by separate Federal and State payroll taxes on employers.
Administrative funds are derived from the Federal payroll tax and
benefits are paid mainly from State payroll taxes.

Under the Federal Unemployment Tax Act (FUTA), a payroll tax
of 3.4 percent on the first $6,000 of wages was levied on employers
who, in the current or last year, employed at least one person for

20 different weeks or had a quarterly payroll of at least $1,500. If a
State's unemployment compensation program met the require-
ments of Federal law (see below), employers in the State received a
2.7 percent credit against the 3.4 percent Federal tax. Thus, under
prior law, the standard net Federal tax rate in all States was 0.7

percent. (The tax rate was higher in certain States that had out-
standing Federal unemployment loans.)

States also levy unemployment taxes on all covered employers in

the State. These taxes finance regular State benefits and one-half
the cost of Federal-State extended benefits. The method and level

of taxation varies considerably among the States. All States (except
Puerto Rico and the Virgin Islands) provide a system of experience
rating under which State tax rates vary among employers accord-
ing to the total amount of unemployment benefits that have re-

cently been paid to former employees of each employer. In 1981,
the estimated average State tax rate was 2.4 percent of taxable
wages, ranging from 0.5 percent in Texas to 4.0 percent in Michi-
gan. In 1982, all States have a wage base of at least $6,000. Twenty-
five States have a higher wage base, ranging from $6,600 to

$14,000. In Puerto Rico, taxes are paid on total wages.
The requirements of FUTA relating to State unemployment com-

pensation taxes include: (1) all State unemployment compensation
tax revenue must be deposited in the respective State accounts in

the Federal Unemployment Trust Fund; (2) all money withdrawn
from State accounts must be used only to pay benefits (or to refund
erroneous tax contributions); and (3) the standard State tax rate
levied on employers (which formerly had to be at least 2.7 percent)
may be lower than 90 percent of the gross FUTA rate only on the
basis of the particular employer's recent experience with unem-
ployment.

* For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 275; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 376-377; Senate floor
amendment, 128 Cong. Rec. S9019 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp.
653-656 (Joint Explanatory Statement of the Committee of Conference).
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Reasons for Change

The Federal-State unemployment insurance system was in seri-

ous financial difficulty. Estimated FUTA receipts were inadequate
to cover Federal unemployment benefit and administrative costs
and employment service obligations. In addition, State trust fund
accounts were severely strained.

Since the 1974-1975 recession, the Unemployment Trust Fund
borrowed substantial sums from the Federal General Revenue
Fund. Estimates by the Department of Labor (DOL) projected that
total Trust Fund debt to the General Fund would rise from $13.1
billion at the end of fiscal year 1981 to $21.7 billion in fiscal year
1984, thereafter declining to $13.4 billion in fiscal year 1987.
A substantial portion of the Unemployment Trust Fund debt

stemmed from State borrowing and the generally poor financial
condition of many State accounts. Prior to 1974, although annual
benefit payments exceeded State tax contributions in some States,
total net reserves in most State accounts were believed sufficient to
cover benefit expenditures. During the 1974-1975 recession, howev-
er. State net reserves declined sharply as benefit expenditures dou-
bled and State tax contributions declined.

Further, despite positive overall total net reserves in State ac-
counts in the early 1970's, between 1975 and 1978, 25 State UC pro-
grams became insolvent. By the end of fiscal year 1979, 25 States
had borrowed over $5.6 billion, compared with total State borrow-
ing of $100 million by three States prior to 1975.
As of June 1982, 19 States owed $7.8 billion in outstanding unem-

ployment loans. DOL predicted that loans would increase during
fiscal years 1982, 1983 and 1984, with additional net borrowing of
$3.3 billion, $4.5 billion, and $2.2 billion respectively.
The adjustments in the FUTA tax and wage base in the Act pro-

vide new Federal and State revenue to help assure adequate fi-

nancing of unemployment compensation administrative and benefit
costs. The increase in the wage base is projected to produce new
Federal revenues of $2.1 billion during fiscal years 1983 through
1986. Over the same period, $2.2 billion in additional Federal reve-
nue will be derived from the increase in the net FUTA tax rate.

State revenue over the four-year period is estimated to increase $4
billion in States which must make wage base and maximum tax
rate adjustments. The combined Federal and State revenue in-

crease, all of which is reflected in the Federal unified budget, is ex-
pected to be $1.4 billion in fiscal year 1983, $2.4 billion in fiscal

year 1984, $2.7 billion in fiscal year 1985 and $1.9 billion in fiscal

year 1986.

Depending on their personnel patterns, employers are affected
differently by FUTA rate and base increases. The Act reflects the
position that increasing both the FUTA tax rate and wage base is

more equitable than concentrating the entire increase on either
the rate or base alone.
The provisions of the Act which modify the FUTA rate and base

were also intended to move State unemployment taxes toward a
more fully experience-rated system. First, the restructuring of the
FUTA tax, effective beginning in 1985, was intended to extend the
States' experience-rated tax schedules so that the proportion of
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taxes paid by employers will more nearly equal the cost of benefits

paid to their former employees. Under State experience rating

systems, employers' tax rates are based on some factor, such as

benefits paid out, in relation to the employers' payrolls. Actual tax

rates are assigned according to tax schedules under which employ-
ers with the worst experience in terms of these ratios are assigned

rates higher than those with better experience. Under the Act's

provisions, the minimum tax rate charged by States to employers
with the worst rating will be increased from at least 2.7 percent to

at least 5.4 percent. In addition to distributing the burden of fi-

nancing the system more heavily on the employers who use it the

most, it is expected that the expanded experience rating will en-

courage employers to avoid layoffs, if possible, and to police claims

against them more closely, since additional charges will result in

increased payroll taxes.

Because the need for additional FUTA revenues is immediate,

the increase in the gross tax rate to 3.5 percent and the net tax

rate to 0.8 percent is effective January 1, 1983. This immediate in-

crease can take place solely on the Federal level without necessi-

tating accompanying adjustment of State laws and tax structures,

which is normally a two-year process.

Explanation of Provision

Effective January 1, 1983, the Act increases the Federal unem-
ployment tax wage base from $6,000 to $7,000. (This will require

States, in order for employers to qualify for the 2.7 credit against

the gross Federal tax rate, to have a State unemployment tax wage
baseof at least $7,000.)

The gross Federal unemployment tax rate is increased from 3.4

to 3.5 percent. Employers in States with approved State programs
will continue to receive the 2.7 offset credit, so the standard net

Federal tax will be 0.8 percent. This provision also is effective Jan-

uary 1, 1983.

Effective January 1, 1985, the Act increases the gross Federal tax

rate to 6.2 percent. This includes a permanent tax of 6.0 percent

plus a temporary 0.2 percent that will remain in effect until all

outstanding general revenue loans to the Federal Extended Unem-
ployment Compensation Account (EUCA) in the Unemployment
Trust Fund have been repaid. The offset credit increases to 5.4 per-

cent, so the net Federal tax rate will remain at 0.8 percent until

the EUCA account has repaid all of general revenue loans, when it

will drop to 0.6 percent. The wage base remains at $7,000.

Raising the permanent gross Federal tax rate to 6.0 percent and
applying a 90-percent offset credit effectively requires an increase

in the State "standard tax rate" from at least 2.7 percent to at

least 5.4 percent (5.4 is 90 percent of 6.0). The State "standard tax

rate" is the basic rate from which variations in employer's State

unemployment tax rates are computed according to each State's ex-

perience rating formula. No employer in a State can pay a State

tax below the standard rate unless his rate is reduced on the basis

of the employer's previous unemployment experience, as measured
by the State's experience rating system.
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In other words, the effect of raising the permanent gross Federal
tax rate to 6.0 percent is to require States which now have a maxi-
mum tax rate which is below 5.4 percent to increase that rate in
order for employers in the State to qualify for the 90-percent reduc-
tion in the Federal gross tax rate. A State experience rating sched-
ule will have to have potential tax rates ranging up to at least 5.4
percent. Because there is no minimum tax requirement, a State's
experience rated schedule could result in employers in the State
having tax rates that range from zero to at least 5.4 percent. If a
State does not have an experience rated tax schedule and, there-
fore, imposes the same tax rate on all employers, under this provi-
sion that rate will have to be at least 5.4 percent. The Act does not
change the present law provision which permits States to tax new
employers at a rate as low as 1.0 percent until they qualify for a
different tax based on their experience.
Table 2, following, summarizes the impact of Federal wage base

and tax rate changes on State unemployment tax provisions. The
wage base increase scheduled for January 1, 1983, has no effect

upon State taxes in the twenty-one States that already taxed on a
$7,000 or higher base shown in column (1) of the table. The States
shown in columns (2) and (3) must move up to a $7,000 base from
the current figure shown. This happens automatically under exist-

ing State legislation in the twenty-five States shown in column (2).

Seven States, indicated in column (3), had wage bases under $7,000
but no statute automatically adjusting to the Federal base. These
States have to enact conforming legislation.

Column (4) indicates maximum tax rates in States with prior
maximums at, or above, 5.4 percent. Assuming those maximums
are not reduced, they satisfy the "standard rate" that is required
by January 1, 1985. The 32 States with prior maximums under 5.4

percent shown in column (5) have to implement a new range of
rates with a maximum of at least 5.4 percent by January 1, 1985.
The Act permits States that, under State law in effect as of

August 10, 1982, allow certain specified industries to pay a non-ex-
perience based State unemployment tax rate that is below 5.4 per-
cent to allow such industries to reach gradually the new 5.4 stand-
ard tax rate. Annual increases in the State unemployment tax rate
for such industries may be limited to no less than 20 percent of the
difference between the rate paid by an employer as of August 10,

1982, and 5.4 percent.

Effective Date

The increase in the wage base to $7,000 and the increase in the
rate to 3.5 percent are effective for wages paid after December 31,

1982. The increase in the tax rate to 6.2 percent and the increase
in the credit rate to 5.4 percent are effective for wages paid after
December 31, 1984.

Revenue Effect

This provision, including the other FUTA provisions below, in-

creases fiscal year budget receipts by $1,404 million in 1983, $2,353
million in 1984, $2,729 million in 1985, $1,872 million in 1986 and
$1,501 million in 1987.
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Table 1.

—

Summary of State Unemployment Tax Provisions as

OF Jan. 1, 1982
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Table 1.

—

Summary of State Unemployment Tax Provisions as

OF Jan. 1, 1982—Continued
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was used to finance the Federal share of the EB program and
certain other programs which provided extra weeks of benefits;

(3) When ESAA and EUCA statutory ceilings have been
reached, any excess FUTA revenues flowed into FUA for use
in granting loans to States.

Under prior law, the 0.7 percent net FUTA tax included a tempo-
rary surtax of 0.2 percent which was levied beginning in 1977 to

generate funds to repay advances from the Federal General Fund
to EUCA to meet the costs of the EB program. These outstanding
advances currently total over $7.5 billion. When these advances
have been repaid, the 0.2 percent temporary tax is no longer levied,

and the net tax was to drop to 0.5 percent. In addition, the alloca-

tion to EUCA was to drop to 10 percent of the FUTA revenue (or

0.05 percentage points).

Reasons for Change

The shift in the allocation of revenues between the ESAA (ad-

ministration) and EUCA (EB) accounts was intended to target a
greater portion of the new revenues generated under the Act to

EUCA than would have been the case under prior law. This reflect-

ed both a desire to repay the EUCA account as promptly as possi-

ble so that the 0.2 percent additional tax imposed in 1977 can be

eliminated and the fact that allocating 60 percent of the total

FUTA revenues to ESAA (instead of 65 percent as under prior law)

was expected to provide enough funding to meet Federal and State

administrative expenses without resorting to borrowing from gen-

eral revenues. Any excess ESAA funds remaining at the end of a

year flow into EUCA. Although the allocation to EUCA will drop
from 40 to 10 percent of FUTA when the loans to the EUCA ac-

count are repaid, the net receipts flowing into EUCA will, because
of the increased Federal wage base and rate, still be greater than
they would have been under prior law. This allocation therefore,

was expected to continue to generate funds sufficient to build ade-

quate reserves in the EUCA account to cover future EB payments
without resorting to Federal general revenues.

Explanation of Provision

The Act modifies the allocation of Federal unemployment tax

revenues among accounts in the Federal unemployment trust fund

to provide that 60 percent of the revenue raised by the net FUTA
0.8 tax rate which is effective January 1, 1983, (or 0.48 percentage

points) will be allocated to the Employment Security Administra-

tion Account (ESAA) and 40 percent (or 0.32 percentage points) to

the Extended Benefits Account (EUCA). The Secretary of Labor is

required to make repayments to the General Fund of the Treasury
from the EUCA account whenever he determines that the amount
in the account exceeds the amount required to meet Federal ex-

tended benefit costs for the next 3 months. The Act also provides,

upon repayment of the Federal general revenue advances to EUCA
(and elimination of the 0.2 percent tax), that 90 percent of FUTA
revenues will be allocated to ESAA and 10 percent of EUCA, as

under prior law.
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Effective Date

The provision is effective for FUTA tax liability with respect to
remuneration paid after December 31, 1982.

c. Federal unemployment loans

(1) Loan repayment (sec. 272 of the Act and sec. 3302 of the Code)

Prior Law

A State that has depleted its own unemployment funds may re-

ceive Federal loans as necessary to pay regular State benefits.

States that borrow funds have two to three years to repay the loan,

depending on the month the loan is received. (A State has until

November 10 of the calendar year in which the second consecutive
January 1 passes with the State still having an outstanding
advance. This means that a State may have from 22 months and 10

days up to 34 months and 10 days to repay the advance, depending
on when it obtained the outstanding loan.)

Under prior law, if a State did not fully repay all loans within
the two to three year period, employers in the State became subject

to an annual reduction of at least 0.3 percent in the 2.7 percent
offset credit against the gross FUTA tax. In other words, the net
Federal unemployment tax rate became subject to annual incre-

mental increases, of at least 0.3 percent up to a maximum of 3.4

percent, until sufficient revenue was raised to repay the State's

entire outstanding loan balance. Under certain conditions, the
annual reductions could be more than 0.3 percent beginning in the
third and fifth year a State has an outstanding loan balance if the
average State tax rate was less than (a) 2.7 percent or (b) beginning
in the fifth year, the average of the last 5 years benefit expendi-
tures divided by taxable wages.

Reasons for Change

In recent years the Unemployment Trust Fund has borrowed
substantial sums from general revenues. The Fund debt was $15.4

billion at the end of fiscal year 1982 and is estimated to increase in

fiscal 1983.

A substantial portion of Fund debt stems from State borrowing
and the generally poor financial condition of many State accounts.

As of July 1982, 19 States owed $7.8 billion in outstanding unem-
ployment loans. Table 3 shows the loans made to each State. Addi-
tional State borrowing was expected in the remainder of fiscal year
1982 and in fiscal year 1983.

Employers in 11 States were subject to an annual reduction in

the offset credit against the Federal unemployment tax because of

delinquent State loans. Under prior law the Department of Labor
estimated that nearly half the States would have been subject to

reduced offset credits by fiscal year 1985. See Table 4 for the addi-

tional revenue estimated to be raised by credit reductions under
prior law.

By permitting States, under certain conditions, to make loan re-

payments from State trust fund accounts in lieu of further FUTA
offset credit reductions, the Act provides new flexibility to debtor
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States. In addition, the provisions allow loan repayments to be
made with revenues raised from an experience-rated tax structure.

Explanation of Provision

The Act allows States to make Federal unemployment loan re-

payments from State trust fund accounts in lieu of further reduc-

tions in the credit against the gross Federal unemployment tax

rate, provided several requirements are met. First, the State ac-

count must have sufficient funds or sufficient income to enable it

to repay an amount equal to at least the sum that the credit reduc-

tion would have generated plus any advances made to the State

during the year. Second, after making this repayment, the State

must retain enough funds in its account to pay all State benefits

for the next 3 months (from November 1). Finally, the State must
have made a change in its law, after the date of enactment of the

Act, and after receiving the first advance, which has resulted in an
increase in the solvency of its unemployment compensation system.

Effective Date

The provision is effective for taxable years beginning after De-

cember 31, 1982.

Table 3.

—

Federal Unemployment Loans to States as of July 30,

1982

[In millions]

Outstanding
loans (as of
June 30,

1982)

Estimated
fiscal year
1982 loans

Estimated
fiscal year
1983 loans

Alabama
Arkansas
Connecticut
Delaware
District of Columbia.
Illinois

Iowa
Kentucky
Maine
Michigan
Minnesota
Missouri
New Jersey
Ohio
Oregon
Pennsylvania
Puerto Rico
Rhode Island
South Carolina
Tennessee
Vermont

$64.0
272.0

55.5

41.7

1,634.1

104.3

21.3

1,587.5

209.8

89.8

525.6

1,068.2

1,608.7

66.4

102.0

$18

674
16

54

806
108
90

728

292

44
34
11

35
647
113

19

855
130
42
119
671
24

626

31.3

22
28
2

11
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Table 3.

—

Federal Unemployment Loans to States as of July 30,

1982—Continued

[In millions]

Outstanding
loans (as of
June 30,

1982)

Estimated
fiscal year
1982 loans

Estimated
fiscal year
1983 loans

Virginia
Virgin Islands
West Virginia.

Wisconsin

3.0

104.8

181.8

6

270

45

342

Source: U.S. Department of Labor/ETA/UIS Division of Actuarial Services.

Table 4.

—

Estimated Revenue From Credit Reductions Under
Prior Law, as of July 30, 1982^

[In millions]
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(2) Suspension of fifth year offset credit reduction (sec. 273 of the
Act and sec. 3302 of the Code)

Prior Law

A State that has depleted its own unemployment funds may re-

ceive Federal loans as necessary to pay regular State benefits and
the 50-percent State share of extended benefits. States that borrow
funds have 2 to 3 years to repay the loan, depending on the month
the loan is received. If a State does not fully repay all loans within
the 2 to 3 year period, employers in the State could become subject
to an annual reduction in the offset credit against the gross
Federal unemployment tax rate of at least 0.3 percent. This means
the net Federal tax rate could become subject to annual increases
of at least 0.3 percent, up to a maximum of 3.4 percent, until suffi-

cient revenue has been raised through such increases to repay the
State's entire outstanding loan balance.
There are two potential credit reductions that are in addition to

the annual 0.3 percent reduction. In the third year, in addition to

another 0.3 percent reduction, employers in the State face a reduc-
tion equal to the amount by which 2.7 percent exceeds the State's

average tax rate on taxable wages in the calendar year to which
the reduction applies. In the fifth year and thereafter, employers
faced a reduction, in addition to another 0.3 percent, equal to the
higher of the amount of the additional third year reduction or the
amount that the State's 5-year benefit cost rate exceeds the State's

average tax rate on taxable wages in the calendar year to which
the reduction applies. (The benefit-cost rate is benefits divided by
taxable wages.)

Reasons for Change

The Act suspends the additional credit reduction in the fifth year
a State has an outstanding debt. The purpose of this provision is to

provide fiscal relief to States and employers in those States most
heavily impacted by high unemployment rates. For a State that
has experienced inordinately high benefit costs due to protracted
high unemployment, that extra credit reduction could have meant
a very sharp federal tax increase, perhaps to the full limit of the
federal tax, 6.2 percent under the Act (3.4 percent under prior law).

This fifth year provision, which has never been imposed, was in-

tended to encourage States to impose taxes at levels sufficient to

meet their benefit costs. The possibility that States with relatively

high tax rates would be affected by this provision because their

benefit costs have been affected by a prolonged recession was not
anticipated. Now that this appears to be a possibility in one or
more States, and because the gross FUTA tax is being almost dou-
bled, it is appropriate to relieve States of the burden of this extra
credit reduction, provided they have taken no action to reduce the
solvency of their unemployment compensation systems.

Explanation of Provision

The Act drops the additional credit reduction based on the
State's previous 5-year benefit cost rate that begins in the fifth
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year a State is subject to annual reductions in the credit against

the gross FUTA because of outstanding Federal unemployment
loans. This provision applies to a debtor State in any tax year, be-

ginning after December 31, 1982, in which the State has taken no
action during the 12-month period ending on September 30 which
has reduced the solvency of the State unemployment trust fund.

Effective Date

The provision is effective for taxable years beginning after De-

cember 31, 1982.

(3) Interest on Federal unemployment loans (sec. 274 of the Act and
sec. 1202 of the Social Security Act)

Prior Law

Provisions in the Omnibus Budget Reconciliation Act of 1981
modified FUTA provisions regarding Federal unemployment loans

to the States. Effective April 1, 1982, through December 31, 1987,

States are charged interest on new loans that are not repaid by the
end of the fiscal year in which they are obtained. Under law prior

to that Act, States could receive these loans interest-free. The in-

terest rate is the same rate as that paid by the Federal Govern-
ment on State reserves in the Federal Unemployment Trust Fund
for the quarter ending on December 31 of the preceding year, but
not higher than 10 percent. States may not pay the interest direct-

ly or indirectly from State unemployment trust funds.

Reasons for Change

The Department of Labor estimated that at least 21 States will

receive Federal unemployment loans in fiscal year 1983. The level

of borrowing reflects larger than normal unemployment expendi-
tures as a result of continued high unemployment. States experi-

encing the highest unemployment generally are unable to pay
state unemployment benefits without incurring substantial interest

charges. The Act permits a State that has been experiencing a pro-

tracted period of high unemployment to postpone interest pay-
ments on loans.

Explanation of Provision

Effective for interest due after December 31, 1982, the Act per-

mits States with high unemployment to reduce payments of inter-

est on Federal unemployment loans to 25 percent of the amount
due in any year, and thereby extend the payment of the total inter-

est obligation over a 4-year period. (Interest is to be charged on any
deferred amount.) A State can extend payment of interest due in

any calendar year in which the State insured unemployment rate

(the percentage of workers covered by the State's unemployment
insurance law who file claims for State benefits) equaled or exceed-
ed 7.5 percent during the first 6 months of the preceding calendar
year.
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Effective Date

The provision is effective for interest required to be paid after

December 31, 1982.

d. Exclusions from Federal unemployment tax

(1) Treatment of certain services performed by students (sec. 276 of
the Act and sec. 3306 of the Code)

Prior Law

Under prior law, wages paid to a student under age 22, who was
a full-time student enrolled in a work-study or internship program,
were excluded from the Federal unemployment tax if the work per-

formed was an integral part of the student's academic program.
Wages paid to full-time students employed by summer camps were
not excluded from the Federal unemployment tax.

Reason for Change

While the age 22 limitation was sufficient to cover most under-

graduate students, it did not cover most graduate-level programs.

In addition, school attendance at all educational levels by those

over age 22 has grown tremendously in recent years. For example,

veterans and others often work for a period of time before engaging

in post-high school studies.

Many schools and educational institutions combine outside work
experience with formal classroom study. The work portion of these

programs is integrated into the regular curriculum and is a re-

quired component of the educational program. Congress did not be-

lieve that work performed by a student which is a required compo-
nent of an integrated work-study curriculum involves the kind of

employment or the employer-employee relationship that was in-

tended to be covered by the unemployment insurance system.

Therefore, the wages paid to these student interns should not be

taxable under the Federal unemployment compensation law. Ac-

cordingly, Congress found no basis for the age 22 limitation.

Explanation of Provision

The Act exempts from the Federal unemployment tax any wages
paid to a student enrolled full-time in a work-study or internship

program, regardless of age, for work that is an integral part of the

student's academic program, effective for services performed after

the date of enactment. In addition, for tax year 1983 only, the Act
exempts wages paid by certain summer camps to employees who
are full-time students.

Effective Date

The provision related to the age limitation of student interns is

effective with respect to services performed after the date of enact-

ment of the Act.
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The provision related to students employed by summer camps ap-
plies to remuneration paid after December 31, 1982, and before
January 1, 1984.

(2) Services of certain alien farmworkers (sec. 277 of the Act and
sec. 3306 of the Code)

Prior Law

Federal Unemployment Tax (FUTA) is imposed on farm opera-
tors who employ 10 or more agricultural workers in 20 weeks, or
have a quarterly payroll for agricultural services of at least

$20,000. A temporary provision in Federal law excluded from
FUTA wages paid to alien farmworkers admitted to the United
States pursuant to sections 214(c) and 101(a)(15)(H)(ii) of the Immi-
gration and Nationality Act. Under prior law, the exemption from
FUTA expired on December 31, 1981.

Reason for Change

Sections 214(c) and 101(a)(15)(H) of the Immigration and Nation-
ality Act pertain to residents of foreign countries who do not
intend to abandon such residency and who are admitted to the
United States to work for a temporary period of time during peak
agricultural crop seasons. They are admitted only after the Secre-
tary of Labor has determined and certified to the Secretary of

State and to the Attorney General that there are not sufficient

workers in the United States who are available to do the specific

work the non-resident workers are admitted to perform.
These farm workers return to their countries and, therefore, are

not able to collect unemployment compensation to which they
might be entitled as a result of their employment in the United
States. For this reason it has been argued that farmers should not
be required to pay unemployment taxes on wages paid to such
workers. Congress, however, remained concerned that a permanent
exemption from the Federal unemployment tax might provide in-

centives for farmers to use these non-resident workers rather than
U.S. workers for whom the unemployment tax would be payable.

In addition, in light of major immigration and "guestworker" legis-

lative proposals that were pending before Congress, a temporary
exclusion was appropriate.

Explanation of Provision

The Act extends for two years—from January 1, 1982, to January
1, 1984—the temporary exclusion in prior law that exempts em-
ployers from paying Federal unemployment taxes on wages paid to

certain alien farm workers.

Effective Date

The provision applies to services performed after December 31,

1981, and before January 1, 1984.



3. Medicare coverage of, and application of hospital insurance tax
to, Federal employment (sec. 278 of the Act, sees. 1402, 3121
and 3122 of the Code, and sees. 210, 226, 226(A) and 1811 of
the Social Security Act) *

Prior Law

Entitlement to protection under the hospital insurance (part A)
portion of the medicare program for most individuals is linked to

entitlement to monthly social security retirement, survivor, or dis-

ability benefits or to monthly benefits under the railroad

retirement system. This entitlement is earned through work in em-
ployment covered by the social security or railroad retirement
systems. Workers and employers finance the cost of hospital insur-

ance benefits by payment of the hospital insurance tax. (The tax is

imposed on employers and employees each at the rate of 1.3 per-

cent of covered wages received during 1982-1984, 1.35 percent of

wages received during 1985, and 1.45 percent of wages received

after December 31, 1985.)

Certain kinds of employment are excluded from the social

security system. Under prior law, there was an exclusion of

Federal civilian employment that is covered under a staff

retirement system established by law. Regular Federal employees,
including postal workers, are covered under such retirement
systems. Consequently they paid no hospital insurance taxes, nor
was their Federal employment used in determining entitlement to

hospital insurance.

Reasons for Change

A significant proportion (about 80 percent ) of Federal employees
or retirees have worked long enough (or their spouses have) in em-
ployment covered by social security to become insured for medicare
hospital insurance protection. However, while most workers in cov-

ered social security employment are subject to the hospital insur-

ance tax throughout their entire working careers. Federal employ-
ees could earn the same protection with relatively fewer years of

work subject to the tax. Congress believed that Federal employees
(and the Federal government, as their employer) should bear a
more equitable share of the cost of financing the health benefits to

which many of them eventually become entitled.

Accordingly, the Act subjects Federal employment to the hospital

insurance portion of the FICA tax, effective January 1, 1983, and
provides for use of the newly covered employment in determining

' For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 276; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 378-379; Senate floor

amendment, 128 Cong. Rec. S9018 July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp.

657-658 (Joint Explanatory Statement of the Committee of Conference).

(401)
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eligibility for medicare hospital insurance. To minimize the possi-
bility that Federal employees who were subject to the tax might
fail to meet the insured status requirements, the Act includes a
transitional provision allowing prior Federal service to be credited
toward medicare eligibility.

Explanation of Provision

All Federal employment formerly excluded from FICA taxes is

made subject to the hospital insurance portion of the tax, except
for certain services performed by penal inmates, medical interns
and student nurses, and temporary emergency employment. Em-
ployees of States and localities, including the District of Columbia,
continue to be exempt from mandatory coverage.

Individuals who have been Federal employees and who reach age
65, who suffer from end-stage renal disease, or who become dis-

abled will become entitled to medicare hospital insurance after
paying hospital insurance taxes for the same number of years (usu-
ally 10) that is required of most other workers and after meeting
the same requirements applicable to other individuals.

Individuals in Federal employment who perform service during
and before January 1983 will be granted credit toward medicare
eligibility (up to the minimum amount required) for past Federal
employment. The Act permits individuals who have worked for the
Federal Government to obtain medicare benefits if they file and
meet the insured status and other disability eligibility require-
ments of the social security disability cash benefits program, even
though no such cash benefits are payable. The medicare applica-
tion is to be treated as an application for disability benefits (for

purposes of determining eligibility to medicare). The Act directs
the Secretary of Health and Human Services and the Director of
the Office of Personnel Management to fully inform Federal em-
ployees (particularly those who might be or become eligible for

medicare benefits because of a disability) of the terms and condi-
tions of medicare eligibility.

Effective Date

Hospital insurance taxes are imposed on remuneration paid after
December 31, 1982.

The transitional provision permitting certain pre-1983 Federal
employment to be credited in determining medicare eligibility is

applicable to individuals who performed service in Federal employ-
ment both during January 1983, and before January 1, 1983.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $617 million in 1983, $837 million in 1984, $927 million in 1985,

$1,066 million in 1986, and $1,163 million in 1987. Fiscal year out-
lays are expected to be reduced by $122 million in 1983, $163 mil-
lion in 1984, $176 million in 1985, $199 million in 1986, and $213
million in 1987. (Outlay reductions occur because employer FICA
contributions from off-budget agencies are treated as offsetting re-

ceipts for budget purposes; the outlay reduction figures are net of
outlay increases attributable to increased medicare eligibility.)



G. Excise Tax Provisions

1. Airport and Airway Trust Fund taxes and trust fund transfers

(sees. 279-281A of the Act and sees. 4041, 4081, 4261, 4271, and
9502 of the Code)*

Prior Law

Overview

The Airport and Airway Revenue Act of 1970 (title II of Public

Law 91-258) increased some existing aviation excise taxes, imposed
several additional aviation excise taxes, and established the Air-

port and Airway Trust Fund to receive revenues from these excise

taxes. These excise taxes were allowed either to expire or decline

on October 1, 1980. The revenues from the aviation-related taxes

went into the Airport and Airway Trust Fund for the period July

1, 1970, through September 30, 1980 (the "prior trust fund period").

Air passenger ticket tax

An excise tax of 5 percent of the amount of the fare was imposed
on air passenger transportation within the United States from
October 1, 1980, through August 31, 1982 (sec. 4261). Revenues from
the tax went into the general fund. During the prior trust fund
period, the tax was 8 percent, and the revenues were deposited in

the Airport and Airway Trust Fund.
Air transportation between the United States and a foreign loca-

tion which is not more than 225 miles from the nearest point in

the continental United States (defined as only within Canada and
Mexico), as well as between two such foreign locations, generally is

subject to the air passenger tax, if payment for the travel is made
in the United States. This tax does not apply to transportation be-

tween the United States and other foreign locations where pay-

ment is made outside the United States. It also does not apply to

the U.S. portions of certain uninterrupted international air trans-

portation. Further, the air passenger tax does not apply to the in-

ternational portion of flights to or from the continental United
States or between Alaska and Hawaii.

International departure tax

During the prior trust fund period, a $3 per passenger departure
tax applied to international air transportation that began in the

United States and was an uninterrupted flight that terminated out-

side the United States and beyond the 225-mile zone in Canada and

•For legislative background of the provisions, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sees. 281-283; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 380-387; Senate
floor amendments, 128 Ck)ng. Rec. 88815-8816 (July 21, 1982); H. Rep. No. 97-760 (August 17,

1982), pp. 659-661 (Joint Explanatory Statement of the Committee of Conference); and H. Con.

Res. 398, 128 Cong. Rec. H6636 (August 19, 1982).
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Mexico (sec. 4261(c)). An uninterrupted international flight could
have had a domestic stopover of not more than 6 hours without
being subject to the domestic ticket tax. The tax also applied to
flights between the continental U.S. and Alaska or Hawaii or be-
tween Alaska and Hawaii. The tax expired on October 1, 1980.

Air freight waybill tax

The 1970 Act imposed a tax of 5 percent of air freight waybill
charges (sec. 4271); this tax expired on October 1, 1980. In deter-
mining taxable transportation, the same rules generally applied as
for transportation of persons, except that the air freight tax ap-
plied (and currently applies) only to amounts paid for transporta-
tion of property by air beginning and ending in the United States.
Also, the air freight tax did not (and currently does not) apply to

the international portion of flights from the continental United
States to or from Alaska or Hawaii or between Alaska and Hawaii.

Other aviation excise taxes

During the prior trust fund period, there was a 7-cents-per-gallon
tax on gasoline, jet and other aviation fuels taxes used by noncom-
mercial (general) aviation (sec. 4041(c)). The tax on aviation gaso-
line was allowed to decline to 4 cents per gallon on October 1, 1980,
i.e., the rate for the manufacturers tax on gasoline generally. The
7-cents-per-gallon tax on nongasoline aviation fuels (chiefly jet

fuels) was allowed to expire on the same date. Fuels used by com-
mercial aviation were (and are) exempt from the aviation fuels

taxes because passengers and freight were (and are) taxed by the
ticket and waybill taxes.

An aircraft use tax was in effect during the prior trust fund
period. The tax involved (Da $25 per plane annual tax, plus (2) a
weight tax of 3 Va cents per pound for turbine-powered (jet) aircraft

and 2 cents per pound for nonturbine powered aircraft for each
pound in excess of 2,500 pounds of maximum certificated takeoff
weight.

Excise taxes also applied to aircraft tires and tubes (and continue
to apply through December 31, 1983; see footnote 1, below). Aircraft
tires were taxed as non-highway tires at the rate of 5 cents per
pound, and all inner tubes were taxed at 10 cents per pound (sec.

4071). The revenues from these taxes were transferred from the
Highway Trust Fund to the Airport and Airway Trust Fund during
the prior trust fund period. After September 30, 1980, and through
August 31, 1982, these taxes were again deposited in the Highway
Trust Fund. The tax rate on nonhighway tires became 4.875 cents
per pound on January 1, 1981.

Exemptions

Exemptions from the air passenger tax and the waybill tax were
(and are) provided for transportation by small aircraft on nonestab-
lished lines (sec. 4281) and for private air transportation services

provided within a group of affiliated corporations (sec. 4282). Air-

craft not subject to the passenger or freight taxes were (and are)

subject to the applicable fuels tax.

There also was (and is) a general exemption (or a refund or

credit) from the aviation fuels taxes for fuel sold for use (or used)



405

on a farm for farming purposes. The taxes on aviation fuels did not
(and currently does not) apply to aircraft owned by a tax-exempt
aircraft museum operated exclusively for the procurement, care,

and exhibition of World War II aircraft. Further, there were (and
are) general exemptions from the fuels taxes for fuels sold for use
(or used) by a State or local government, by a nonprofit educational
organization, and for exported fuels.

Trust fund authorization purposes

The Airport and Airway Trust Fund was established as of July 1,

1970. Transfer of aviation-related excise tax revenues into the
Trust Fund was authorized in that Act and was terminated as of

October 1, 1980.

The 1970 Act provided that the aviation excise taxes deposited
into the Trust Fund and the interest earned on the deposits were
to be available to meet specified airport and airway obligations of

the United States incurred under Title I of the 1970 Act, as it was
in effect on the date of enactment. As a result, subsequent expan-
sion of trust fund budget authority required corresponding amend-
ments to the trust fund statute.

The following outline presents a summary listing of the Airport
and Airway Trust Fund expenditure programs authorized under
the 1970 Act as amended.

a. Airport Development Aid Program (ADAP).—
(1) Airport planning.—Grants to planning agencies for airport

system planning and public agencies for airport master planning;
airport noise compatibility planning grants for air carrier airports

eligible for terminal development costs.

(2) Airport development projects:

(a) Airport construction.—Construction, improvement or

repair of a public airport.

(h) Airport terminal facilities.—Nonrevenue-producing public

use areas which are directly related to movement of passengers
and baggage at air carrier airports, which have the required
safety and security equipment; does not include costs of con-

structing public auto parking facilities or costs to construct,

alter, or repair a hangar or any airport building unless used to

house facilities or activities directly related to safety of persons
at the airport; authorized uses of funds also include multimo-
dal terminal development and bond retirement for certain air-

ports.

(c) Land acquisition.—Includes land or property interests for

airport noise control purposes.
(d) Airport-related equipment.—Airport security equipment

required by Department of Transportation regulations, snow
removal equipment, noise suppressing equipment, navigation
aids, and safety equipment required for airport certification.

(e) Airport noise compatibility programs.—Includes sound-
proofing of public buildings; local governmental units are eligi-

ble for project grants as well as airports.

b. Facilities and Equipment Program (F&E).—Costs of acquiring,

establishing, and improving air navigation facilities.



406

c. Research, Engineering, Development, and Demonstration Pro-
gram (R.E. & D.).—Projects in connection with Federal Aviation
Administration research and development activities.

d. Operations and Maintenance Programs (O&M).—Flight check-
ing and maintenance of air navigation facilities; services provided
under international agreements relating to the U.S. share of joint
provision of air navigation services.

e. Other costs.—Certain airline costs of international passenger
security screening facilities and related services.

Reasons for Change

Congress determined that the needs of the air transportation
system required additional revenues and that resumption of fund-
ing of the Airport and Airway Trust Fund with increased aviation
excise tax revenues was the most appropriate manner in which to

insure that sufficient funds would be available. Therefore, Congress
believed that the excise taxes on air passengers and air freight
should be increased to or reimposed at their prior trust fund period
levels and the revenues from those taxes again transferred to the
Trust Fund.
Congress further concluded that noncommercial (general) avi-

ation makes significant use of the airport and air navigation
systems financed by the aviation excise taxes, and therefore it

should pay a greater share of the system's costs for such use. Con-
gress also believed that the prior law aircraft use tax should not be
reenacted. Therefore, the aviation fuels taxes were increased above
their prior trust fund period levels. In addition. Congress deter-
mined that the excise tax on aircraft tires and tubes should again
be transferred to the Airport and Airway Trust Fund. ^

Congress estimated that this level of aviation excise taxes will

provide funds for necessary future trust fund expenditures to fi-

nance a modernized, expanding air transportation system.
In addition, Congress determined that, in light of the user fee

concept of these taxes, certain helicopters used in timber and hard
mineral resource operations that do not use Federally-financed air-

ports or airway system facilities should be exempt from the taxes
on aviation fuels and the air passenger ticket tax.

Explanation of Provisions

Tax rates

Under the Act, the air passenger ticket tax is restored to the
prior 8-percent rate; the air freight waybill tax is reimposed at a 5-

percent rate; and the international departure ticket tax is reim-
posed at a $3-per-passenger rate. In addition, the tax on noncom-
mercial aircraft gasoline fuels is increased to 12 cents per gallon
and a 14-cents-per-gallon tax is imposed on noncommercial nonga-
soline fuels (e.g., kerosene for jet aircraft).

The increased and reimposed aviation excise taxes will terminate
after December 31, 1987.

1 Under Title V (sec. 514) of the Surface Transportation Assistance Act of 1982 (H.R. 6211,

P.L. 97-424), the excise taxes on nonhighway tires (including aircraft tires) and the excise tax on
all inner tubes are scheduled to be repealed on January 1, 1984.
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The aircraft use tax that was in effect during the prior trust

fund period was not reenacted.

The Act also made three other modifications to the application of

the air passenger ticket tax:

(1) The 6-hour layover rule has been increased to 12 hours

for purposes of determining whether the flight is treated as un-

interrupted international travel subject only to the departure

tax (i.e., not subject to the domestic ticket tax).

(2) The Secretary of the Treasury has been granted the au-

thority to waive the 225-mile zone rule if Canada or Mexico
enters into a "qualified agreement" regarding the tax to be ap-

plied to persons traveling by air between the United States

and that country with the objective of eliminating double tax-

ation of travel between the countries or within the 225-mile

zone.

(3) The requirement that the ticket fare and tax be shown by
trip segments has been repealed, effective from the date of en-

actment. The requirement for separately showing the total air-

fare and total ticket tax is retained.

Exemption for certain helicopter uses

The Act also provides an exemption (via a refund or credit) for

fuels used in helicopters when the helicopters are used for certain

qualified purposes, and if the helicopter does not (1) take off from

or land at a facility eligible for assistance under the Airport and
Airway Development Act of 1970, as amended, or (2) otherwise use

Federal airway system facilities or services. In addition, no tax will

be collected with respect to passengers who are transported by heli-

copters on these exempt flights.

Specifically, the taxes will not be imposed when the helicopter is

used for (1) transporting individuals, equipment or supplies in the

exploration for, or the development or removal of, hard mineral re-

sources, or (2) the planting, cultivation, cutting, or transportation

of, or caring for, trees (including logging operations). The forestry

exemption covers fuels used in tree farming and timber harvesting

activities. This is intended to include, for example, fuels used by

helicopters engaged in fire control or insect control of trees, as well

as in tree cultivation and logging operations.

The exemption from the fuels tax provided by this provision ap-

plies only to fuels used in the qualifying activities. If fuel is deliv-

ered into the fuel supply tank of a qualified helicopter and such

fuel is used partly for qualified purposes and partly for nonquali-

fied purposes, the tax will apply to that portion of the fuel which is

used for the nonqualified purposes. In addition, the Act provides

that the rules and regulations under sections 4041 and 6427 will

govern the application of these exemptions. Thus, existing registra-

tion, refund, and credit procedures will apply.

Other exemptions

The other exemptions from the aviation excise taxes under prior

law continue under the Act.
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Extension of trust fund provisions and transfers to the fund

The Act provides authority for expenditures from the Airport
and Airway Trust Fund through September 30, 1987, and again
transfers aviation excise tax receipts to the Trust Fund. Receipts
from the aviation excise taxes extended or reinstated under the
Act, and revenues from the taxes on aircraft tires and tubes (which
were deposited in the Highway Trust Fund for the period October
1, 1980, through August 31, 1982) are to be transferred to the Trust
Fund for the period September 1, 1982 through December 31,
1987.2 These monies and the interest earned thereon will be availa-

ble to fund the airport and airway programs under the authoriza-
tion Acts indicated below.

Trust fund expenditure purposes

Expenditures from the Trust Fund may be made, as provided by
appropriation Acts, to satisfy obligations incurred under title I of
the Airport and Airway Development Act of 1970, the Airport and
Airway Development Act Amendments of 1976, the Aviation Safety
and Noise Abatement Act of 1979, the Fiscal Year 1981 Airport De-
velopment Authorization Act, or under the provisions of the Air-
port and Airway Improvement Act of 1982 (as such Acts were in

effect on the date of enactment of the 1982 Act—title V of P.L. 97-

248)

Expenditures also may be made to meet obligations incurred
under the Federal Aviation Act of 1958, as amended, which are at-

tributable to planning, research and development, construction or
operation and maintenance of (1) air traffic control, (2) air naviga-
tion, (3) communications, or (4) supporting services for the airway
system. In addition, expenditures may be made for the portions of

the administrative expenses of the Department of Transportation
that are attributable to the activities described in this paragraph.

Transfer of trust fund provisions to the Internal Revenue Code

Under the Act, as of September 1, 1982, provisions which estab-

lish the Airport and Airway Trust Fund and relate to its manage-
ment, and provisions by which amounts appropriated to the Trust
Fund are transferred from the general fund of the Treasury,
become provisions of the Internal Revenue Code of 1954. The Air-

port and Airway Trust Fund as transferred to the Code will be
treated for all purposes of law as the continuation of the Airport
and Airway Trust Fund established by Title II of Public Law 91-

258.

The Act standardizes and updates provisions of the Airport and
Airway Trust Fund to conform to the language of other trust

funds. Congress intends no other substantive effect in deleting ar-

chaic language in the prior trust fund statute.

Effective Dates

The amendments to the air passenger, freight waybill, and inter-

national departure taxes apply to transportation beginning after

August 31, 1982, but only with respect to amounts paid after that

^ For scheduled repeal of the excise taxes on aircraft tires and tubes, see footnote 1, supra.
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date for such transportation. Thus, for example, if a domestic pas-

senger ticket for transportation on September 30, 1982, were pur-
chased on August 15, 1982, the 5-percent tax rate would apply
rather than the 8-percent rate. Likewise, in the case of a contract
for providing taxable transportation over a period of time which
was entered into before September 1, 1982, but under which pay-
ments were to be made on both sides of the effective date of the tax
increases, the higher tax rates would apply to payments made after
August 31, 1982, for transportation beginning after that date. The
lower tax rate would be applicable to transportation before Septem-
ber 1, 1982, and to amounts paid under the contract before that
date. The amended taxes do not apply to transportation beginning
after December 31, 1987.

The amendments to the fuels taxes apply with respect to fuels
sold in a taxable sale after August 31, 1982, and before January 1,

1988.

The trust fund provisions were effective on September 1, 1982.

Revenue Effect

These changes are expected to increase fiscal year net budget re-

ceipts by $817 million in 1983, $962 million in 1984, $1,089 million
in 1985, $1,216 million in 1986, and $ 1,357 million in 1987. (See
footnote 4 to Table V-3 for estimated gross increase in fiscal year
aviation excise tax receipts.)



2. Temporary increase of excise tax on communication services
(sec. 282 of the Act and sec. 4251 of the Code) *

Prior Law

Prior law imposed (through 1984) a 1-percent excise tax on
amounts paid for local telephone service, toll (i.e., long distance)
telephone service and teletypewriter exchange service (sec. 4251).

The tax is paid by the person who pays for service to the person
rendering the service, who in turn remits the tax for deposit in the
general fund of the Treasury.
Exemptions from the tax are provided for communications serv-

ices furnished to news services (except local telephone service to

news services), international organizations, the American National
Red Cross, servicemen in combat zones, nonprofit hospitals and
educational organizations, and State and local governments. Other
exemptions include amounts paid for installation charges and for

certain calls from coin-operated telephones (sec. 4253).

Reasons for Change

Congress decided that the broad-based increase in revenues re-

quired by the fiscal outlook through 1985 also mandated an in-

crease in and extension of the telephone excise tax. The prior law
termination date was extended only 1 year because Congress be-

lieved that fiscal prospects after 1985 warranted allowing the tax
to expire.

Explanation of Provision

The Act increases the telephone excise tax to 3 percent for calen-
dar years 1983-1985, and terminates the tax after 1985.

Effective Date

The 3-percent tax rate applies to amounts paid pursuant to bills

rendered after December 31, 1982, and before January 1, 1986.

Revenue Effect

This provision is expected to increase net fiscal year budget re-

ceipts by $616 million in 1983, $1,073 million in 1984, $1,600 million
in 1985, and $730 million in 1986. (See footnote 5 of Table V-3 for

estimated gross increase in fiscal year telephone excise tax re-

ceipts.)

* For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 284; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 388-389; and H. Rep.
No. 97-760 (August 17, 1982), p. 663 (Joint Explanatory Statement of the Committee of Confer-
ence).
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3. Temporary increase in cigarette excise taxes (sec. 283 of the Act
and sec. 5701 of the Code)*

Prior Law

Excise taxes are imposed on cigarettes manufactured in or im-

ported into the United States (sec. 5701). In general, the manufac-
turer or importer is liable for these taxes (sec. 5703), which are de-

termined when the products are removed from the factory or re-

leased from customs custody (i.e., upon removal from bonded prem-

ises).

Under prior law, the rate of tax on small cigarettes (those which
weigh no more than 3 pounds per thousand) was $4 per thousand,

which was equal to 8 cents per pack of 20 cigarettes. Generally, the

rate of tax on large cigarettes (those which weigh more than 3

pounds per thousand) was $8.40 per thousand, except that higher

rates applied to large cigarettes that exceeded 6.5 inches in length.

Reasons for Change

The prior law cigarette excise tax rates had not been increased

since 1951. Since the tax is imposed as a set amount, rather than

as a percentage of sales price, the effective level of the tax had de-

clined by more than 70 percent in constant dollars since it was last

amended. Congress believed, therefore, that an adjustment to the

tax was appropriate. Doubling the tax rate, as was done under the

Act, does not increase the per-pack tax, in real terms, above the

1951 level.

Also, Congress determined that the broad-based increase in rev-

enues required by the fiscal outlook through 1985 mandated an in-

crease in the cigarette excise taxes through fiscal year 1985.

Explanation of Provision

Tax rates

The Act increases the rate of tax on small cigarettes to $8.00 per

thousand, which is equal to a tax rate of 16 cents per pack. The
rate of tax on large cigarettes, less than 6.5 inches in length, is in-

creased to $16.80 per thousand The rate of tax on large cigarettes

in excess of 6.5 inches in length is correspondingly increased.

•For legislative background of the provision, see H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 285; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 890-391; Senate floor

amendments, 128 Cong. Rec, S8888-8895 (July 22, 1982); and H. Rep. No. 97-760 (August 17,

1982), p. 662 (Joint Explanatory Statement of the Committee of Conference).

Also, see H.R. 6056, Technical Corrections Act of 1982, as reported by the Senate Finance

Committee, sec. 306, S. Rep. No. 97-592 (Sept. 27, 1982), p. 53; Senate floor amendments, 128

Cong. Rec. S12737-S12738; and Conference Report, sec. 306(a)(14), H. Rep. No. 97-986 (Dec. 21,

1982), p. 11.
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Floor stocks tax

The Act also includes provisions extending the doubled rates of
the cigarette excise taxes to certain cigarette floor stocks. Under
the Act, an additional tax is imposed on each person holding ciga-

rettes for sale (other than certain retail stocks) on January 1, 1983,
which cigarettes were removed from bonded premises before that
date and a tax paid on removal at the pre-1983 rates. The addition-

al tax is equal to the excess of the tax that would apply to removal
of the cigarettes from bonded premises on or after January 1, 1983,
over the tax that was previously collected on such cigarettes. This
additional tax is due on February 17, 1983.^

An exemption from the floor stocks tax is provided for certain
cigarettes held for sale by retailers; this exemption applies only to

cigarettes held at the retail location where they are normally sold

to consumers. For example, cigarettes held for sale on the shelves
of a retail store will be exempt as held by a retailer, but cigarettes
held in warehouses or other similar facilities where retail consum-
ers do not have regular access to them are not to be treated as
retail stocks held by a retailer.

Effective Date

This provision applies to cigarettes removed from bonded prem-
ises after December 31, 1982, and before October' 1, 1985, and to

floor stocks (other than certain retail stocks held by a retailer) held
on January 1, 1983.

Revenue Effect

This provision is expected to increase net fiscal year budget re-

ceipts by $1,275 million in 1983, $1,829 million in 1984, and $1,859
million in 1985. (See footnote 6 of Table V-3 for estimated gross in-

crease in fiscal year cigarette excise tax receipts.)

> Section 306(a)(14) of the Technical Corrections Act of 1982 (P.L. 97-448) extended the date
from January 18, 1983 (as included in TEFRA), to February 17, 1983. This extension of time was
intended to be in lieu of the discretionary extension authority as stated in the conference report

on TEFRA (H. Rep. No. 97-760, at p. 662). Under that conference report statement. Congress
intended that, in order to prevent financial hardship from payment of the entire floor stocks tax
on or before January 18, 1983, the Treasury Department exercise its present authority over es-

tablishment of the time and method for paying cigarette excise taxes to permit extensions of

time of up to 30 days for payment of the floor stocks tax in circumstances where the taxpayer
demonstrates that financial hardship would result from payment of the tax on the date other-

wise prescribed.



4. Windfall profit tax provisions

a. Elimination of the TAPS adjustment (sec. 284 of the Act and
sec. 4996 of the Code) *

Prior Law

The windfall profit tax is an excise tax imposed on the windfall

profit element of the price of domestically produced crude oil at the

time taxable crude oil is removed from the premises from which it

was produced. The tax is a percentage, ranging up to 70 percent, of

the windfall profit earned on any barrel of taxable crude oil, but

not in excess of 90 percent of the net income allocable to such
barrel. The windfall profit generally equals the difference between
the removal price of the oil and an adjusted base price, reduced by
an adjustment for State severance taxes. The term taxable crude

oil includes Sadlerochit oil, which is crude oil produced from the

Sadlerochit Reservoir in the Prudhoe Bay oil field. Most Sadlero-

chit oil is transported to the lower 48 states by way of oil tankers

and the Trans-Alaska Pipeline System (TAPS).

Sadlerochit oil is taxable in tier one at a rate of 70 percent. The
adjusted base price of such oil is, therefore, the controlled price

which would have applied to such oil under the March 1979 energy

regulations if it had been produced and sold in May 1979 as upper

tier oil, reduced by $0.21, increased by an inflation adjustment. The
removal price for any barrel of Sadlerochit oil removed during any
calendar month shall be the average of the producer's removal
prices for such month.
Under prior law. Sadlerochit oil was subject to a special adjust-

ment to its adjusted base price. Under this adjustment, the produc-

er was allowed to increase the oil's adjusted base price for any
quarter by the TAPS adjustment for that quarter, if any. The
TAPS adjustment was the excess of $6.26 (the average cost of trans-

porting a barrel of Sadlerochit crude oil through the TAPS in 1979)

over the average per barrel tariff charged for transporting Sadlero-

chit oil through the TAPS in the preceding quarter.

The effect of this adjustment was to assure that downward ad-

justments in the TAPS tariff, which is subject to the jurisdiction of

the Federal Energy Regulatory Commission (FERC), did not result

in increased windfall profit taxes on Sadlerochit oil. If the TAPS
tariff fell, the removal price rose by an equal amount because the

wellhead value of the oil will generally equal its value at the refin-

ery minus the costs of transporting the oil from the wellhead to the

For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 287; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 396-397; and H. Rep.

No. 97-760 (August 17, 1982), pp. 663 (Joint Explanatory Statement of the Committee of Confer-

ence).
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refinery. The TAPS adjustment assured an equal, and offsetting,

increase in the oil's adjusted base price.

There was no adjustment under prior law for any upward adjust-
ment in the TAPS tariff. If, therefore, the TAPS tariff rose above
$6.26, thereby decreasing the deemed removal price (and windfall
profit tax), no adjustment would follow.

Reasons for Change

The TAPS adjustment provided producers of Sadlerochit oil with
a benefit given to no other oil producers under the windfall profit

tax. Congress believed that this can no longer be justified at a time
of budgetary stringency.

Explanation of Provision

The Act repeals the TAPS adjustment for Sadlerochit oil.

Effective Date

This provision is effective for oil removed after December 31,

1982.

Revenue Effect

The net revenue gain is expected to be $90 million in fiscal year
1983, $145 million in 1984, $154 million in 1985, $142 million in

1986, and $128 million in 1987. (See footnote 7 in Table V-3 for es-

timated gross increase in fiscal year receipts.)

b. Windfall profit tax on Alaska Native Corporations (sec. 291 of
the Act and sec. 4994 of the Code) *

Prior Law

Certain domestic crude oil produced by native corporations "or-

ganized under" the Alaska Native Claims Settlement Act (as in

effect on January 21, 1980, ANCSA) is exempt from the windfall
profit tax.

Reasons for Change

The Congress wished to clarify that qualified production could be
in a 100-percent owned subsidiary of an ANCSA corporation.

Explanation of Provision

The Act clarifies the Indian oil exemption by providing that cer-

tain domestic crude oil, the producer of which is a corporation "or-

ganized pursuant to" the Alaska Native Claims Settlement Act (in-

cluding a wholly owned subsidiary) is exempt Indian oil within the
meaning of the windfall profit tax.

Effective Date

This provision is effective on or after September 4, 1982.

* For legislative background of the provision, see: Senate floor amendments, 128 Cong. Rec.

§ 8904 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 664 (Joint Explanatory
Statement of the Committee of Conference).



5. Additional refunds relating to repeal of excise tax on buses
(sec. 274 of the Act and sec. 231(c) of the Energy Tax Act of
1978)*

Prior Law

Before enactment of the Energy Tax Act of 1978, a 10-percent

manufacturers excise tax was imposed on buses sold by a manufac-
turer, a producer, or an importer. The Energy Tax Act repealed

that manufacturers excise tax on buses sold after November 9,

1978.

The Energy Tax Act also contained provisions which effectively

allowed, under certain conditions, exemption from the excise tax

for buses sold to ultimate purchasers after April 19, 1977, and
before November 10, 1978. Under these provisions, a manufacturer,

a producer, or an importer was allowed a credit or refund (without

interest) for the excise tax paid if

—

(1) the manufacturer, etc. possessed evidence of sale to the

ultimate purchaser and of reimbursement of tax to that pur-

chaser;

(2) the manufacturer, etc. filed a claim for credit or refund

with the Treasury Department before September 5, 1979; and

(3) the manufacturer, etc. reimbursed the ultimate purchaser

for the tax paid on qualified sales of buses before September 5,

1979.

Reasons for Change

The intent of the requirement of prior law that customers be re-

imbursed for tax paid before the manufacturer or importer re-

ceived a refund of excise tax on buses was to insure that the bene-

fit of the refund would accrue to the person who actually bore the

burden of the tax. Congress understood that at least one importer,

because of financial hardship, was unable to comply with the prior

law requirement that ultimate purchasers be reimbursed before

the importer received a refund of excise tax from the Federal Gov-

ernment. Congress believed that any manufacturer or importer

that complied with all other requirements for receiving a refund

should be allowed to reimburse its customers simultaneous with re-

ceipt of its refund from the Government, since the intent of the re-

quirement is still satisfied under such circumstances.

•For legislative background of the provision, see: H.R. 4961, as reported by the House

Committee on Ways and Means, sec. 107; H. Rep. No. 97-404 Dec. 14, 1981, pp. 25-26; and H.

Rep. No. 97-760 (August 17, 1982), p. 688 (Joint Explanatory Statement of the Committee of Con-

ference).
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Explanation of Provision

In general, the Act changes section 231(c) of the Energy Tax Act
of 1978 to broaden the conditions under which a manufacturer, a
producer, or an importer is eligible for a credit or refund of the

manufacturers excise tax paid on buses that were sold to ultimate

purchasers after April 19, 1977, and before November 10, 1978.

Under the Act, the date before which the ultimate purchasers must
have been reimbursed is extended from September 5, 1979, to Janu-
ary 1, 1983. The Act does not, however, change the requirement of

prior law that a manufacturer, etc. must have filed a claim for

credit or refund with the Treasury before September 5, 1979.

In addition, the Act relaxes the prior law requirement that the

manufacturer, etc. possess evidence of reimbursement of the tax to

the ultimate purchaser. Under the Act, the manufacturer, etc. may
make reimbursement at the same time it receives the refund. Such
simultaneous reimbursement must occur under an arrangement,
such as an escrow, satisfactory to the Treasury Department.

Effective Date

The provision is effective on the date of enactment.

Revenue Effect

It is estimated that this provision will have a negligible effect on
fiscal year budget receipts of 1983 and 1984.



H. Miscellaneous Provisions

1. Exclusion from income of National Research Service Awards
(sec. 285 of the Act and sec. 161(b)(2) of the Revenue Act of
1978)*

Prior Law

Subject to several limitations, gross income does not include
amounts received as a scholarship at an educational institution or
as a fellowship grant (sec. 117). In general, amounts received from
scholarships or fellowship grants are not excludable from gross
income if they constitute compensation for past, present, or future
services for the grantor. However, amounts received under Federal
programs that are used for qualified tuition and related expenses
are not disqualified from the exclusion merely because the individ-
ual recipients agree to perform future services as Federal employ-
ees.

The amount excludable as a scholarship or fellowship varies de-
pending on whether the individual recipient is or is not a candidate
for a degree. In general, a degree candidate may exclude the entire
amount of the scholarship or fellowship grant, unless any portion
of the award is regarded to be payment for services in the nature
of part-time employment. An individual who is not a candidate for

a degree is limited to an exclusion of $300 per month for a period
of 36 months.

In 1977, the Internal Revenue Service ruled that awards made
under the provisions of the National Research Service Awards Act
of 1974 to individuals who, in return for receiving the awards, must
subsequently engage in health research or teaching or some equiva-
lent service and must allow the Government to make royalty-free
use of any copyrighted materials produced as a result of the re-

search are not excludable scholarships or fellowship grants. ^

The Revenue Act of 1978 provided that amounts received as Na-
tional Research Service Awards would be treated as excludable
scholarships or fellowship grants under section 117. This provision
was effective for awards made during calendar years 1974 through
1979. This treatment was extended to awards made in 1980 by
Public Law 96-167 and to awards made in 1981 by Public Law 96-

541, pending further study.

Reasons for Change

On three separate occasions. Congress has provided on a tempo-
rary basis that National Research Service Awards should be treat-

*For legislative background of the provision, see: H.R. 4961, as repwrted by the Senate Finance
Committee, sec. 291; S. Rep. No. 97-494, Vol. 1 (July 12, 1982J, pp. .398-.399; and H. Rep. No. 97-
760 (August 17, 1982J, p. 666 (Joint Explanatory Statement of the Committee of Conference).

Rev. Rul. 77-.319, 1977-2 C.B. 48.
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ed as excludable scholarships or fellowship grants. Congress contin-

ued to believe that consideration should be given to a permanent
rule regarding the Federal income tax treatment of National Re-
search Service Awards. However, Congress has not yet been able to

devote sufficient time to study this problem adequately. According-
ly, Congress decided to extend the tax-exempt treatment of Nation-
al Research Service Awards, pending further study.

Explanation of Provision

The Act extends for two additional years (to awards made
through the end of 1983) the exclusion for National Research Serv-
ice Awards.

Effective Date

The provision applies to awards made in 1982 and 1983.

Revenue Effect

This provision is expected to reduce fiscal year budget receipts by
$8 million in 1983, $7 million in 1984, $4 million in 1985, and $2
million in 1986.



2. Annual accrual accounting method for corporate joint ventures
of sugar producers (sec. 230 of the Act and sec. 447(g) of the
Code.)*

Prior Law

Under present law, the taxable income from farming of a corpo-
ration (or a partnership of which a corporation is a partner) gener-
ally must be computed using the accrual method of accounting
with the capitalization of preproductive period expenses (sec.

447(a)). Preproductive period expenses are expenses (other than in-

terest, taxes, or losses from casualty, drought, or disease) attributa-
ble to property having a crop or a yield that are incurred during
the preproductive period of such property. The preproductive
period for property is generally the period before the disposition of
the property or the disposition of the first marketable crop or yield
from the property.
This requirement, however, does not apply to subchapter S corpo-

rations, certain family corporations, or small corporations that
meet a gross receipts test. Such corporations, and partnerships
which have no other type of corporation as a partner, may use the
cash method of accounting and may deduct preproductive period
expenses when they are paid. The requirement to use the accrual
method with the capitalization of preproductive period expenses
also does not apply to the business of operating a nursery or a sod
farm or the business of forestry or the growing of timber.
A special rule provides that certain corporations may use the

"annual" accrual method of accounting (sec. 447(g)). Under the
annual accrual method of accounting, preproductive period ex-
penses are not capitalized, but are deducted currently. Corpora-
tions that qualify for this special rule are corporations that raise

crops (such as sugar cane) which are harvested not less than 12
months after planting. In addition, the corporation must have used
the annual accrual method for the 10-year period ending with its

first taxable year beginning after 1975, and must have continued to

use such method for each taxable year after its first taxable year
beginning after 1975.

In the case of a corporation that acquired substantially all the
assets of a farming trade or business from another corporation in a
transaction in which neither corporation recognized any gain or
loss, the acquiring corporation is treated as having used the annual
accrual method for the period such method was used by the prede-
cessor corporation to compute the taxable income from the ac-

quired farming business.

*For legislative background of the provisions, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 232; S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 204-206; and H. Rep.
No. 97-760 (August 17, 1982), pp. 666-667 (Joint Explanatory Statement of the Committee of
Conference).
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Reasons for Change

Congress believed that the prior law relating to corporations
which are permitted to use the annual accrual method unfairly dis-

criminated against certain corporate joint ventures that grow
sugar cane. Under prior law, if a corporation was permitted to use
the annual accrual method for a farming business, a corporation
that acquired the business in a tax-free reorganization was also
permitted to use the annual accrual method for the business. A
partnership, however, that acquired such a business in a similar
tax-free transaction was not permitted to use the annual accrual
method if any of the partners is a corporation. Congress believed
that a partnership that engages in the business of growing sugar
cane and each of the partners of which is a corporation that en-
gages in the business of growing sugar cane, other than a sub-
chapter S corporation or personal holding company, should be
treated the same as a corporation. Thus, if the annual accrual
method is used by a corporation for the business of growing sugar
cane and the business is contributed to such a partnership in ex-
change for an interest in the partnership, the partnership should
be allowed to continue to use the annual accrual method for the
business.

Explanation of Provision

Under the Act, a "qualified partnership" generally will be treat-

ed the same as a corporation for purposes of the annual accrual ac-

counting rules of section 447(g). Under the Act. a qualified partner-
ship must be engaged in the trade or business of growing sugar
cane and substantially all of the partnership activities must in-

volve the growing of sugar cane. In addition, each partner must be
a corporation, other than a subchapter S corporation or a personal
holding company, engaged in the trade or business of growing
sugar cane. Growing sugar cane, however, does not have to be the
principal activity of each of the partners. The qualified partnership
would have to meet the same general requirements that apply to

corporations under present law. Thus, for example, the qualified

partnership would have to be engaged in a farming business in

which crops are raised that are harvested not less than 12 months
after planting.

The qualified partnership would also have to meet the require-
ment relating to continuous use of the annual accrual method. For
this purpose, the bill provides a special rule analogous to the rule
for transfers of a farming business from one corporation to another
corporation. Under the special rule, if a partner of a qualified part-

nership has contributed a farming business to the partnership in

exchange for a partnership interest, the qualified partnership
would be treated as having used the annual accrual method for any
period the contributing partner had used such method to compute
its taxable income from the business.
Thus, for example, if a corporation that is permitted to use the

annual accrual method with respect to a sugar cane growing busi-

ness contributes substantially all of the assets of the business to a
qualified partnership in exchange for an interest in the partner-
ship, the qualified partnership would be permitted to use the
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annual accrual method to compute the taxable income from the
business.

Effective Date

The provision applies to taxable years beginning after December
31, 1981.

Revenue Effect

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



3. Certain payments to foreign government officials or employees
(sec. 288 of the Act and sees. 162, 954, and 964 of the Code) *

Prior Law

No deduction was allowed for payments to foreign government
employees or officials if such payments would have been illegal

under any of the Federal laws of the United States, if the laws of

the United States had been applicable to the transaction (sec.

162(c)(1)). Since Federal law makes illegal virtually any payment to

government officials or employees in return for favorable business
dealings, this provision covered most conceivable situations where
foreign bribes, kickbacks or similar payments were made.
Payments by a foreign corporation controlled by U.S. sharehold-

ers that would not have been deductible under the illegality test of

section 162(c) if made by a U.S. person constituted income to the
U.S. shareholders under the subpart F provisions of the Code. Such
payments did not reduce the controlled corporation's earnings and
profits. In addition, payments non-deductible under this illegality

test constituted a deemed distribution to shareholders of a Domes-
tic International Sales Corporation ("DISC"), and thus reduced the

tax deferral benefits of a DISC. Prior law thus attempted to pre-

vent any reduction in tax arising from the payment of foreign

bribes.

In a further attempt to curtail foreign bribes by U.S. business-

men Congress enacted the Foreign Corrupt Practices Act of 1977

("FCPA"). In general, this Act makes it illegal for U.S. persons or

their agents to make, offer, or authorize, either directly or indirect-

ly, payments to foreign government officials, foreign political par-

ties, or foreign political candidates with the intent of influencing

official action in order to obtain business. Violations of FCPA can
result in fines of up to $1 million for corporations and $10,000 for

individuals, and imprisonment for up to five years.

Reasons for Change

Congress believed that a single standard of legality for payments
to foreign government personnel is appropriate for both the For-

eign Corrupt Practices Act and the Internal Revenue Code. In some
cases, the prior tax law test may have been overly harsh. More-
over, the prior tax law test, which required a hypothetical determi-

nation of U.S. law, may have needed clarification.

* For legislative background of the provision, see: H.R. 4961, as reported by the Senate Fi-

nance Committee, sec. 294; S. Rep. No. 97-494 (vol. 1) (July 12, 1982), pp. 164-165; and H. Rep.

No. 97-760 (August 17, 1982), p. 669.
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Explanation of Provision

The Act amends the provision disallowing a deduction for pay-
ments to foreign officals that would be illegal under Federal law if

Federal law applied to the transaction to disallow a deduction only
where the payment is in violation of the Foreign Corrupt Practices

Act. This change limits the applicability of Code section 162(c)(1)

since more transactions are made illegal by the Federal laws of the
United States than are made illegal under the Foreign Corrupt
Practices Act. Because nondeductibility of a payment depends upon
the definition of an illegal payment under the FCPA, the disallow-

ance standard will change with any future amendments of the

FCPA.
There are two principal types of payments that are allowed as a

deduction under the Act that were not deductible under prior law.

The first are facilitating payments. These are payments made to

government officials to facilitate routine administrative actions

that are nondiscretionary on their part. Thus, payments to a cus-

toms official to expedite goods through customs are allowed as a de-

ductible payment under the Act.

The second type of payment that is deductible under the Act is

one that is a legal payment under the local law of the foreign ju-

risdiction but which would violate a Federal law other than the

Foreign Corrupt Practices Act.

The amendment to the deductibility rule of section 162(c) similar-

ly changes the test for denial of DISC deferral. The Act also con-

forms the tests for inclusion as Subpart F income and denial of re-

ductions in earnings and profits to the new test for deductibility

under section 162(c).

Effective Date

This provision is effective for payments made after the date of

enactment, September 3, 1982.

Revenue Effect

It is estimated that this provision will decrease fiscal year budget
receipts by $30 million annually during the period 1983-87.



4. Debt management provisions (sec. 289 of the Act and sees. 752
and 757 of the Second Liberty Bond Act)*

a. Rate of interest payable on U.S. savings bonds

Prior Law

The Secretary of the Treasury had discretionary authority to set

the rate of interest on savings bonds within certain statutory
limits. The Secretary, v^ith the approval of the President, could in-

crease the investment yield on any U.S. savings bond above the
current rate in any six-month period by no more than 1 percentage
point (annual rate; compounded semiannually). The authority to
make such increases was intended to enable the Secretary to in-

crease the rate of interest to keep it competitive with comparable
alternative yields.

Series EE savings bonds were yielding 9 percent (annual rate;

compounded semiannually) on bonds held to maturity, which was
an 8-year period. The yield on Series HH bonds was 8V2 percent on
bonds that matured in 10 years, with the interest paid semiannua-
ly by check. The Secretary last used his discretionary authority to

put these rates into effect on May 1, 1981. Series EE and HH bonds
are not marketable securities.

No person could purchase more than $15,000 in Series EE bonds,
at issue price, in any one year. The limit on purchases of Series
HH bonds was $20,000 per year.
The income tax payment on the interest accruals on a still out-

standing Series E or Series EE savings bond may be taxed as cur-
rent income, or tax and income may be deferred at the taxpayer's
option until the bond is redeemed.

Reasons for Change

The general increase in the structure of interest rates since the
start of 1978 resulted in a net $30 billion excess of redemptions
over sales of U.S. savings bonds by the time this legislation was en-
acted.

The Secretary's discretionary authority to raise the interest rate
on savings bonds was used last on May 1, 1981, to raise the rates
on Series EE bonds to 9 percent and to 8V2 percent on Series HH
bonds. The Secretary did not use the authority to increase the rate
on Series EE bonds to 10 percent on November 1, 1981, and an-
nounced then his intention to seek legislation to permit interest
rates on savings bonds to be varied with current market rates. The
Secretary stated that increasing the savings bond rate might

*For legislative background of the provision, see H.R. 4961, as reported by the Senate Finance
Committee, sec. 289, S. Rep. No. 97-494, Vol. 1 (July 12, 1982), pp. 402-406; and H. Kept. No. 97-
760 (August 17, 1982), p. 670 (Joint Explanatory Statement of the Committee of Conference).
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reduce the net redemptions, but it could be expensive in the long
run (because increases in savings bond interest rates have been ap-

plied to all outstanding savings bonds), if market interest rates de-

cline.

Prior statutory rules prescribed the frequency with which the in-

terest rate on savings bonds could be increased. Experience with
making periodic statutory adjustments in interest rates to keep
savings bond yields reasonably competitive with the yields on com-
parable private alternatives had been unsatisfactory. Congress,

therefore, concurred in the Administration request for authority to

be able to maintain a closer relationship between savings bond
yields and current market interest rates on comparable maturities.

Explanation of Provision

The Act provides that the Secretary of the Treasury, with the ap-

proval of the President, may fix the investment yield on any
United States saving bond. The Secretary also is authorized to pro-

vide for increases and decreases in the yield on any outstanding

United States savings bond. With this authority, the Secretary,

however, may not decrease the yield on any bond for the period it

is held below the minimum yield that was guaranteed for such
period at the time of its issuance or at the time the bond entered

an extended maturity period; i.e., the bond was held past its matu-
rity date.

Under the authority provided in this Act, the Treasury
Department began issuing a new market-based variable rate Series

EE savings bond on November 1, 1982. The interest rate on these

bonds will be 85 percent of the average yield on outstanding 5-year

Treasury marketable securities for the entire period the bond is

held, if the bond is held at least 5 years. The minimum guaranteed
rate for all Series EE savings bonds purchased in the next 6

months and held at least 5 years will be 7.5 percent.

The new Series EE bonds will mature in 10 years, and the mini-

mum maturity value (which also will be the face value) will be

double the purchase price—the result of compounding the purchase
price semiannually at the guaranteed minimum 7.5 percent annual
rate of interest. If a Series EE bond is held for less than 5 years, it

will accrue interest at predetermined interest rates that increase

gradually throughout the 5-year period to the guaranteed mini-

mum rate. At the start of the new program, the interest rate was
set at 5.5 percent for savings bonds redeemed after one year.

Series EE bonds issued before November 1, 1982, will be treated

as new issues as of November 1, 1982, at their accrued value at

that time. If the bond is held for at least an additional 5 years, the

bond will receive the market-based variable investment yield, just

as though it had been issued initially on November 1, 1982. If the

bond is held for less than an additional 5 years, the investment
yield will follow the predetermined schedule applicable to the bond
when it was issued initially.

Interest rates on Series EE bonds will continue to be compound-
ed semiannually, and the accrued interest earned will be included

in the redemption value of the bonds when they are redeemed.

This accrued interest will remain exempt from State and local gov-
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ernment income taxes, and Federal income tax may be deferred
until the bonds are cashed or reach final maturity. Bonds that are
lost, stolen or destroyed will be replaced by the Treasury
Department, as was true in the past.

Series HH bonds no longer will be issued for cash. They will

continue to be issued in exchange for Series E and Series EE bonds
and Savings Notes with a total redemption value of at least $500.
New issues of Series HH bonds will pay interest semiannually at a
flat rate of 7.5 percent. Persons who receive Series HH bonds by
exchange may continue to defer reporting the interest income from
the exchanged securities, for Federal tax purposes, until the HH
bonds are redeemed or reach final maturity. Older Series H and
Series HH bonds will continue to receive their guaranteed interest

rates to the end of their original or current extended maturity
period.

To dispel confusion that may arise because of several different

designations of outstanding savings bonds. Congress has indicated

its intent that all references in the Second Liberty Bond Act to

series E and H savings bonds should be considered as generic refer-

ences to all United States savings bond series.

Effective Date

This provision became effective on the date of enactment.

Budget Effect

This provision will have no direct effect on the level of budget
receipts. It is expected to reduce budget outlays by $329 million in

fiscal year 1983, $691 million in fiscal year 1984 and $858 million

in fiscal year 1985.

b. 4y4 percent limit on interest rate on bonds

Prior Law

Obligations of the United States are defined as bonds if they
have a maturity when issued that is longer than 10 years. The rate
of interest that may be paid on a bond may not exceed 4 Va percent,
except that up to $70 billion in outstanding bonds with rates of in-

terest above 4y4 percent could be issued to be held by the public.

The exception for a specified amount of bonds—initially $10 bil-

lion—was enacted in 1971, and it applied to all bonds with rates
above the ceiling. An amendment in 1973 applied the limitation
only to bonds held by the public, i.e., holdings of Federal agencies
and the Federal Reserve Banks were not included.

Reasons for Change

The Treasury Department exhausted its $70 billion authority to

issue long-term bonds in February 1982 and was forced to cancel its

regular quarterly issues of 20-year bonds in April and July, and 30-

year bonds in May and August.
Congress and the Treasury Department believed it was desirable

to continue to issue bonds to maintain a presence in all maturity
sectors of the bond market and to resist shortening the maturity of
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the public debt. Close to half of the privately held marketable debt
matures in one year and more than three-fifths within 2 years. The
average maturity of all issues was 4 years at the end of July 1982.
The inability of the Treasury Department to continue the quar-

terly bond cycle might have disrupted the bond market. Disruption
would occur because of market uncertainty about Treasury plans
and how investable funds should be allocated among private and
public issues and among different maturities. In addition, the
Treasury Department believed that maintaining a stable bond
market reduces borrowing costs in the long run, even though the
interest rate when any one bond is issued may be high in terms of
historical patterns.

Explanation of Provision

The Act increases the exception from the interest rate ceiling by
$40 billion, thus raising the exception to $110 billion. The Treasury
Department will be able to continue to operate in the long-term
bond" market for about two years with this authority, if it continues
its long-term bond debt management practices of the past few
years.

In addition, all bonds issued under the additional exception must
be issued in registered form.

Effective Date

This provision became effective on the date of enactment.

Budget Effect

The effects of this provision on budget receipts and budget out-

lays are expected to offset each other.



5. Disclosure of Tax Returns*

a. Disclosure of tax return information for nontax criminal inves-
tigation purposes (sec. 356 of the Act and sec. 6103(i) of the
Code)

Prior Law

Overview

Tax returns and taxpayer return information (i.e., return infor-

mation submitted to the Internal Revenue Service (IRS) by the tax-
payer or his representative) could be disclosed for Federal nontax
criminal investigation purposes only on the grant of an ex parte
order by a Federal district court judge. Return information that is

submitted to the IRS by someone other than the taxpayer or his

representative could be secured on written request by certain offi-

cers and employees of the Federal government. The IRS, in certain
circumstances, could disclose return information on its own initia-

tive.

Disclosure pursuant to court order

Returns and taxpayer return information could be disclosed by
the IRS to personnel of other Federal agencies for nontax criminal
investigation purposes only on the grant of an ex parte order by a
Federal district court judge.

Personnel to whom tax information could be disclosed

Tax information could be disclosed only to officers and employees
of a Federal agency who are personally and directly engaged in the
preparation for any administrative or judicial proceeding (or any
investigation that may result in such a proceeding) pertaining to

the enforcement of a Federal nontax criminal statute.

Individuals who may authorize an application for court-ordered dis-

closure

The following individuals could authorize the application for a
court order: the head of a Federal agency, the Attorney General,
the Deputj' Attorney General, or an Assistant Attorney General.

Court order standards

A Federal district court judge could grant an order for disclosure

if the judge determined that:

'For legislative background of the provision, see: Senate floor amendments, 128 Cong, Rec. S.

9002-9008 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 671-678 (Joint Explana-
tory Statement of the Committee of Conference).
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(V There is reasonable cause to believe, based upon informa-
tion l>elieved to be reliable, that a specific criminal act has
been committed;

(.2^ There is reason to believe that the return or return infor-

mation is probative evidence of a matter in issue related to the
commission of such criminal act; and

(o) The information sought to be disclosed cannot reasonably
be obtained from any other source, unless it is determined
that, notwithstanding the reasonable availability of the infor-

mation from another source, the return or return information
sought constitutes the most probative evidence of a matter in

issue relating to the commission of such criminal act.

Application for disclosure of return information other than taxpayer
return information

The head of any Federal agency, the Attorney General, the
Deputy Attorney General, or an Assistant Attorney General could
obtain return information (other than taxpayer return information)
by written request to the IRS. (This category of information is tax
information that the IRS has received from someone other than
the taxpayer under investigation or his representative.)

Contents of application

A request for return information (other than taxpayer return in-

formation) had to set forth, among other information, the specific

reason or reasons why the disclosure is or may be material to the
proceeding or investigation.

Taxpayer identifying information

The name and address of a taxpayer could be disclosed, pursuant
to written request, for use in a nontax criminal investigation.

Disclosure of return information (other than taxpayer return infor-

mation) to apprise appropriate officials of possible criminal ac-

tivities

Return information (other than taxpayer return information)
that may constitute evidence of a violation of Federal criminal
laws could be disclosed by the IRS to the extent necessary to ap-
prise the head of the appropriate Federal agency charged with the
responsibility of enforcement of such laws.
Under this provision, the taxpayer's identity could be disclosed if

there was return information (other than taxpayer return informa-
tion) that might constitute evidence of a violation of Federal crimi-
nal laws.

Use of tax information in administrative or judicial proceedings

In general, returns or return information disclosed by the IRS to

a Federal agency could be entered into evidence in any administra-
tive or judicial proceeding pertaining to enforcement of a nontax
Federal criminal statute. A return or return information that was
disclosed pursuant to a court order could be entered into evidence
only if the court found that it was probative of a matter in issue

relevant in establishing the commission of a crime or the guilt of a
party.
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Reasons for Change

The prior law rules governing the disclosure of tax returns and
return information for nontax criminal investigation purposes were
enacted by the Tax Reform Act of 1976. A major reason for enact-
ing those provisions was the concern of Congress with the fact that
the Justice Department and other Federal agencies were able to

obtain tax returns and return information almost at their sole dis-

cretion. It was the intent of Congress, in enacting the disclosure
provisions contained in the Tax Reform Act of 1976, that the pri-

vate papers which an American citizen is compelled by the tax
laws to disclose to the Internal Revenue Service be entitled to es-

sentially the same degree of privacy as those private papers main-
tained solely in his home. Thus, Congress decided that the Justice
Department and any other Federal agency responsible for the en-

forcement of a nontax criminal law should be required to obtain
court approval for the inspection of a taxpayer's return or return
information submitted by, or on behalf of, a taxpayer.
Congress continued to hold the concerns that led to the enact-

ment of the disclosure reforms in the Tax Reform Act of 1976.

However, since the enactment of those provisions. Congress made a
thorough examination to determine whether those provisions could
be modified in a manner to facilitate legitimate law enforcement
needs while, at the same time, preserving the basic principle that a
taxpayer's return generally should be confidential and should be
disclosed, in narrow circumstances, only where those law enforce-

ment needs outweigh the need to preserve taxpayer confidentiality.

Moreover, the conferees on the Economic Recovery Tax Act of 1981

made a commitment to take appropriate legislative action in this

area. The Act fulfills that commitment.
Congress had two primary concerns with the prior law disclosure

provisions. These related to the stringency of the standards that
had to be met in order to obtain an ex parte order for the disclo-

sure of returns and taxpayer return information for nontax crimi-

nal investigation purposes and the narrow category of individuals

who could authorize applications for ex parte disclosure orders.

Thus, Congress decided to relax somewhat the court order stand-

ards and to provide less centralized authorization procedures. It

was the understanding of Congress that the probative evidence
standard of prior law was perceived by law enforcement officials to

be, on its face, an extremely difficult standard. Thus, among other,

more minor, modifications to the court order standards, the Act
substitutes the more reasonable standard of relevancy for the pro-

bative evidence standard. (Congress understands that this is the
standard that previously has been followed by most courts.) The de-

cision to decentralize the authority within the Justice Department
to authorize applications for ex parte disclosure orders was respon-

sive to the concern that the centralization of this authority in the
national office often could jeopardize criminal cases because of the

time involved in securing the necessary authorizations. These
changes, which Congress believed maintain the present law bal-

ance between fundamental privacy rights of taxpayers and legiti-

mate Federal law enforcement needs, were intended to ease admin-
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istratively the flow of tax information within the restrictive param-
eters of the law.

In addition to making needed modifications of prior law, Con-
gress decided that the disclosure provisions should be expanded for
two new purposes. First, the Act permits the Internal Revenue
Service to disclose return information (including taxpayer return
information) in certain emergency circumstances. Second, the Act
permits law enforcement personnel to receive, pursuant to court
order, tax information for the purpose of locating Federal fugitives
from justice. In these two areas, Congress determined that the tax-
payer's need for confidentiality is outweighed by legitimate law en-
forcement needs.

Explanation of Provisions

Overview

The primary changes made by the Act include: (1) the modifica-
tion of the standards for the granting of an ex parte order for the
disclosure of tax returns and return information and allowing
Federal district court magistrates to issue those orders; (2) an ex-

pansion in the number of personnel who will be permitted to re-

quest disclosure; (3) new authority allowing court-ordered disclo-

sure of return information for purposes of locating Federal fugi-

tives from justice; and (4) new authority for the IRS to disclose

return information, on its own initiative, in emergency circum-
stances.

Disclosure pursuant to court order

The Act allows a Federal district court magistrate, as well as a
Federal district court judge, to grant an ex parte order for the dis-

closure of returns or return information.

Personnel to whom tax information may be disclosed

The Act expands the category of personnel to whom disclosure

can be made to include officers and employees of a Federal agency
who are personally and directly engaged in any Federal grand jury
proceeding pertaining to enforcement of a Federal nontax criminal
statute.

Individuals who may authorize an application for court-ordered dis-

closure

The Act eliminates the authority of Federal agency heads (other

than the Attorney General) to authorize applications for court-

ordered disclosure. However, the number of individuals within the
Department of Justice who can authorize applications is expanded
to include: the Associate Attorney General, any United States At-

torney, any special prosecutor, and any attorney in charge of a
criminal division organized crime strike force.

Court order standards

Under the Act, a Federal district court judge or magistrate may
grant an order for disclosure of tax returns or return information
if the judge or magistrate determines that:
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(1) There is reasonable cause to believe, based upon informa-
tion believed to be reliable, that a specific criminal act has
been committed;

(2) There is reasonable cause to believe that the return or
return information is or may be relevant to a matter relating
to the commission of such act; and

(3) The return information is sought exclusively for use in a
Federal criminal investigation or proceeding concerning such
act, and the information sought to be disclosed cannot reason-
ably be obtained, under the circumstances, from another
source.

With respect to the third standard, it would not be reasonable to
obtain tax information from another source if, for example, the in-

formation cannot be obtained in an expeditious manner in a case
where time is an essential factor, or if an attempt to obtain the in-

formation elsewhere would seriously impair a criminal investiga-
tion or proceeding.

Disclosure to locate Federal fugitives from justice

Persons who may authorize an application for court-ordered dis-

closure will be permitted also to authorize an application for the
disclosure of returns and return information solely for the purpose
of locating Federal fugitives.

A Federal district court judge or magistrate may authorize a dis-

closure order if the judge or magistrate determines that;

(1) A Federal arrest warrant relating to the commission of a
Federal felony offense has been issued for an individual who is

a fugitive from justice;

(2) The return of such individual or return information with
respect to such individual is sought exclusively for use in locat-

ing such individual; and
(3) There is a reasonable cause to believe that such return or

return information may be relevant in determining the loca-

tion of such individual.

It was intended that this provision will be used to locate fugitives

who are considered to be violent or dangerous or who pose a sub-
stantial threat to society.

Application for disclosure of return information other than taxpayer
return information

The Act expands the number of individuals who can authorize a
written request for disclosure from the IRS, for return information
other than taxpayer return information, to include the Inspector
General of any Federal agency, the Associate Attorney General,
the Director of the Federal Bureau of Investigation, the Adminis-
trator of the Drug Enforcement Administration, any United States
Attorney, any special prosecutor, and any attorney in charge of a
criminal division organized crime strike force.

Contents of application

A request for return information (other than taxpayer return in-

formation) must set forth, among other information, a showing of
the specific reason or reasons why the disclosure is or may be rele-

vant to (rather than material to) the proceeding or investigation.
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Taxpayer identifying information

A taxpayer's social security number, as well as the taxpayer's
name and address, may be disclosed, pursuant to written request,
for use in a nontax criminal investigation.

It was intended that taxpayer identity information be treated as
taxpayer return information unless return information (other than
taxpayer identity information) is requested and disclosed pursuant
to such written request.

Disclosure of return information to apprise appropriate officials of
criminal activities or emergency circumstances

The IRS is provided with additional authority to disclose return
information (including taxpayer return information) in certain
emergency circumstances.

Specifically, under circumstances involving an imminent danger
of death or physical injury to any individual, the IRS is permitted
to disclose return information to the extent necessary to apprise
appropriate officers or employees of any Federal or State law en-
forcement agency of such circumstances. Furthermore, under cir-

cumstances involving the imminent flight of any individual from
Federal prosecution, the IRS may disclose return information to

the extent necessary to apprise appropriate officers or employees of
any Federal law enforcement agency of such circumstances
Such disclosures will be subject to the safeguard and annual re-

porting requirements of section 6103(p). Moreover, it was intended
that the IRS utilize its disclosure authority in an efficient and ef-

fective manner. The provision relating to imminent flight from
Federal prosecution is intended to cover individuals who could be
prosecuted for flight from prosecution, as a separate Federal of-

fense, and circumstances where an individual has attempted to

change identity or intends to flee from the country.

Use of tax information in judicial or administrative proceedings

The use of returns and return information in judicial or adminis-
trative proceedings not involving tax administration is expanded.

Specifically, this information also may be disclosed in any judi-

cial or administrative proceeding pertaining to the enforcement of

a civil forfeiture that is related to a nontax Federal criminal stat-

ute or to the extent required by court order pursuant to 18 U.S.C.
sec. 3500 or rule 16 of the Federal Rules of Criminal Procedure.

Effective Date

The provision was effective with respect to disclosures made
after the date of enactment.

b. Civil damages for unauthorized disclosure of returns and
return information (sec. 357 of the Act and new sec. 7431 of the
Code)

Prior Law

A person who knowingly or negligently disclosed a return or

return information with respect to a taxpayer, in violation of the
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disclosure restrictions, could be sued in a civil action for damages
in a district court of the United States.

Reasons for Change

While Congress believed that the threat of a civil suit is an ap-
propriate method to deter unauthorized disclosure of tax informa-
tion, it was not felt to be appropriate in the case of disclosures by
U.S. officers or employees. Instead, Congress believed that it would
be more appropriate for the United States, which normally could
be expected to exercise control over its employees, to be the party
that is subject to a civil action for damages when one of its officers

or employees makes a wrongful disclosure.

Explanation of Provision

Under the Act, if a U.S. officer or employee knowingly or negli-

gently discloses return information in violation of the disclosure re-

strictions, the wronged party will be permitted to bring a civil

action for damages against the U.S. (rather than against the officer

or employee). Of course, an officer or employee who makes a
wrongful disclosure still will be subject to all administrative disci-

plinary actions, as well as potential criminal sanctions.

Effective Date

The provision applies to disclosures made after the date of enact-
ment.

c. Disclosure of returns and return information for use in certain
audits by the General Accounting Office (sec. 358 of the Act and
sec. 6103(i)(7)of theCode)

Prior Law

The General Accounting Office has access to tax returns and
return information for the purpose of conducting an audit of the
Internal Revenue Service or the Bureau of Alcohol, Tobacco, and
Firearms, and for the purpose of auditing the safeguards used by
other agencies to safeguard returns and return information. How-
ever, before the GAO receives tax returns or return information in

connection with an audit, it must notify the Joint Committee on
Taxation of the audit. The Joint Committee may disapprove an
audit by a vote of at least two-thirds of its members within 30 days
of receipt of notice of the proposed audit.

In addition, the GAO is permitted access to returns and return
information when it is acting as an agent for the Committee on
Ways and Means, Committee on Finance, or Joint Committee on
Taxation.

Reasons for Change

Under prior law, the GAO did not have independent authority to

review tax information held by other Federal agencies, except in

the case where such information was held by the IRS or the
Bureau of Alcohol, Tobacco, and Firearms or where the GAO was
auditing the safeguards used by other agencies to protect return in-
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formation. Congress believed that expanding the access of GAO to
tax information, in certain limited circumstances, would permit the
GAO to operate more efficiently as an arm of Congress. Thus, the
Act allows the GAO to have access to tax information in the pos-
session of any Federal agency when the GAO is auditing a program
or activity of the agency which involves the use of tax information.
Furthermore, under certain circumstances, the GAO is permitted
access to tax information that a Federal agency could have request-
ed for nontax administration purposes.

Explanation of Provision

Under the Act, GAO access to tax returns and return informa-
tion is expanded to include any returns or return information ob-
tained by a Federal agency for use in any agency program or activ-

ity. This information will be open (upon written request) to officers

and employees of the GAO only to the extent necessary in auditing
such program or activity. Furthermore, the GAO is permitted
access to returns and return information that have not been ob-
tained by a Federal agency in certain circumstances, provided that
the agency is authorized to obtain the information for use in the
program or activity that is the subject of the GAO audit. This
"second-tier" access is limited to return information of the type
that may be disclosed under Code sees. 6103(1) or (m).^ Congress in-

tended that before the GAO requests any second-tier access, it will

take into account the burdens that such access might impose upon
the Internal Revenue Service.

The Internal Revenue Service may refuse to disclose tax informa-
tion to the GAO if such disclosure would identify a confidential in-

formant or seriously impair a civil or criminal tax investigation.

The pre-audit notification procedures and Joint Committee veto
authority of present law are retained. This notification should in-

clude (Da description of the audit to be undertaken, including its

scope and purpose; (2) an explanation of the use that will be made
of tax information; and (3) assurance that in using tax information,
and in formulating its recommendations which will result from the
audit of programs that involve the use of tax information, the GAO
will consider any potential impact on tax administration and tax-

payer confidentiality.

In addition, within 90 days after the completion of any audit
with respect to which the GAO had access to tax returns or return
information, the GAO is required to notify the Joint Committee on
Taxation of the completion. Such written notification will include
(1) a description of the use of the returns and return information
by the Federal agency involved; (2) such recommendations with re-

spect to the use of returns and return information by the Federal
agency as the Comptroller General deems appropriate; and (3) a
statement of the impact of any such recommendations on the confi-

' In general, this includes tax information that may be disclosed to the Social Security Admin-
istration and Railroad Retirement Board, the Department of Labor and Pension Benefit Guaran-
ty Corporation, the Department of Health and Human Services, Federal, State, and local child

support enforcement authorities, and the Department of Agriculture and State food stamp agen-
cies. It also includes taxpayer identity information that may be disclosed to the National Insti-

tute for Occupational Safety and Health, and to other Federal Agencies for certain debt collec-

tion purposes.
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dentiality of returns and return information and on tax adminis-
tration. The GAO also is expected to notify the Joint Committee of

any recommendations that will affect tax administration, directly

or indirectly.

The present law authority for the GAO to gain access to tax in-

formation when it is acting as an agent for the Committee on Ways
and Means, the Committee on Finance, or the Joint Committee on
Taxation is retained. Moreover, the GAO may continue audit activ-

ity, which involves access to tax information, pursuant to any cur-

rent agency designation, which is in process as of the date of enac-

tement.

Effective Date

The provision became effective on the day after the date of enact-

ment.
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6. Exemption of veterans organizations (sec. 354 of the Act and
sees. 501(c)(19) and 501(c)(23) of the Code)*

Prior Law

Under prior law, a domestic post or organization of war veterans
(or an auxiliary unit or society of, or a trust or foundation for such
post or organization) was tax exempt if at least 75 percent of its

members are "war veterans" and substantially all the other mem-
bers are veterans or cadets, or are spouses, widows, or widowers of
such individuals, and if no part of its net earnings inures to the
benefit of any private individual.

Reasons for Change

With a prolonged period of peace at hand, there are few "war
veterans", whether or not they are presently serving in the mili-

tary. This situation, along with the natural attrition rate among
surviving war veterans, has made it increasingly difficult for veter-

ans organizations to meet the membership requirements for tax-ex-

emption under the Code. Congress believed that a relaxation of the
membership requirement would preserve the essential character of

these organizations as being veteran oriented.

Explanation of Provisions

The Act modifies the membership requirement of prior law to

allow tax exemption for a veterans organization (which satisfies

the other requirements of law), if 75 percent of its members are
past or present members of the U.S. Armed Forces (whether or not
war veterans) and its remaining membership consists substantially

of cadets or spouses, widows, or widowers of past or present mem-
bers of the U.S. Armed Forces or of cadets. In addition, the Act
allows exemption for any veterans association founded before 1880,

75 percent of the members of which are past or present members of

the U.S. Armed Forces, and the primary purpose of which is to pro-

vide insurance and other benefits to veterans and their dependents.

Effective Date

The provision applies to taxable years beginning after date of en-

actment.

Revenue Effect

This provision is expected to reduce revenues by less than $5 mil-

lion per year.

'For legislative background of the provision, see: Senate floor amendments, 128 Cong. Rec.

S8884 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), p. 679 (Joint Explanatory State-

ment of the Committee of (Conference).



7. Exemption of amateur athletic organizations (sec. 286 of the
Act and sees. 170 and 501 of the Code)*

Prior law

Athletic organizations that teach youth or are affihated with
charitable organizations may qualify for tax exemption and are eli-

gibile to receive tax-deductible contributions if they meet the gen-
eral requirements for charitable or educational organizations. Also,
prior law expressly provided that certain other athletic organiza-
tions may qualify for tax exemption and tax-deductible contribu-
tions if organized and operated exclusively to foster national or in-

ternational amateur sports competition, but only if no part of the
organization's activities involve the provision of athletic facilities

or equipment and if it meets the other general requirements for

charitable organizations (sec. 501(c)(3).

Reasons for Change

Although concerned with the potential abuse of tax-exemption,
Congress believed that there are a number of amateur sports orga-
nizations that provide facilities to their members without being
abusive. Congress felt that such organizations should be encour-
aged, through favorable tax treatment, to continue the sponsorship
of, and training for, national and international sports competition.

Explanation of Provisions

The Act allows tax-exempt status to amateur athletic organiza-
tions that foster national and international amateur sports, if they
are also organized primarily to conduct national or international
competition in sports, or to support and develop amateur athletes
for such competition. Such organizations qualify for tax-exempt
status whether or not the organization provides facilities or equip-
ment to its members, and whether or not its membership is local or
regional in nature.
However, Congress also was concerned that some taxpayers may

claim deductions for transfers to or for the use of amateur athletic

organizations in cases where there is a direct benefit from the
transfer to the taxpayer or other persons. Congress intended that
this provision not modify the rules of existing tax law that a deduc-
tion is not allowed when there is a substantial, direct, personal
benefit to the taxpayer or to any other person other than the ama-
teur athletic organization.

*For legislative background of the provision, see Senate floor amendments, 128 Cong. Rec.
S8&19 (July 22, 1982); and H. Rep. No. 97-760 (August 17, 1982), pp. 679-680 (Joint Explanatory
Statement of the Committee of Conference).
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Effectice Date

The provision is effective as of October 5, 1976.

Revenue Effect

lio™'er''yean'""
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8. New Jersey revenue sharing allocation (sec. 287 of the Act)

Prior Law

The general revenue sharing program was established under the
authority of the State and Local Fiscal Assistance Act of 1972
(Public Law 92-512) and was extended with modifications by the
State and Local Fiscal Assistance Amendments of 1976 (Public Law
94-488). The program was further extended, with modifications in
the ability of State governments to qualify for funds, by the State
and Local Fiscal Assistance Amendments of 1980 (Public Law 96-
604). The 1980 Amendments provided for payments to units of local
government in the amount of $4,566,700,000 for each of the fiscal

years 1981, 1982, and 1983.

Under prior law, revenue sharing funds were distributed to units
of local government based on a formula that allocated funds to geo-
graphic areas within a State and provides for the division of those
funds among the units of local government within that area. One
of the factors taken into account in allocating general revenue
sharing funds is the tax effort of the units of government that are
eligible for funds.

Reasons for Change

In general, a tax must be assessed and collected by a qualifying
unit of government in order for that tax to be counted toward the
jurisdiction's tax effort. The New Jersey Franchise and Gross Re-
ceipts Tax, prior to 1980, was assessed by the State but collected
and retained by units of local government. As the Census Bureau
determines taxes for general statistical purposes. State-imposed but
locally collected and retained taxes are treated as local taxes. It

came to the attention of Congress that in 1980 the New Jersey leg-

islature amended the Franchise and Gross Receipts Tax to provide
for its assessment and collection by the State, with the proceeds of
the tax made available for use by units of local government. Under
the State and Local Fiscal Assistance Amendments of 1980, this
change by the New Jersey legislature would preclude consideration
of the Franchise and Gross Receipts Tax as an adjusted tax of units
of local government for purposes of allocating revenue sharing
funds within the State of New Jersey. Congress concluded that this
change could have a disruptive effect on the pattern of revenue
sharing payments to units of local government in New Jersey. Ac-
cordingly, Congress agreed to a provision that will preserve the
present formula for distributing those funds with respect to the
classification of the Franchise and Gross Receipts Tax for a brief
period of time, in order to allow the State of New Jersey to decide
whether to convert the Franchise and Gross Receipts Tax back to
an adjusted tax of units of local government. Congress did not

(440)
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intend by its action to express a judgment as to the appropriate
classification for the Franchise and Gross Receipts Tax, but simply
intended to allow the State of New Jersey a brief period of time in

which to take the initiative to correct this problem if it deems such
action appropriate.

Explanation of Provision

The Act provides that the New Jersey Franchise and Gross Re-
ceipts Tax shall be deemed an adjusted tax of units of local govern-
ment for purposes of allocating revenue sharing funds to units of

local government in New Jersey for the quarterly payment made
with respect to the quarter beginning on October 1, 1982. However,
the Franchise and Gross Receipts Tax shall be deemed an adjusted

tax of units of local government in New Jersey for purposes of

future quarterly revenue sharing payments only if, prior to Janu-
ary 1, 1983, the Governor of the State of New Jersey notifies the

Secretary of the Treasury that, prior to January 1, 1988, the State

amended the New Jersey Franchise and Gross Receipts Tax stat-

utes to provide for collection and retention of such taxes by units of

local government for years beginning as of January 1, 1983. With-

out such action by the Governor of the State of New Jersey, the

Franchise and Gross Receipts Taxes would cease to be deemed an
adjusted tax of units of local government quarterly payment peri-

ods beginning after December 31, 1982.

Effective Date

The amendment made by the provision is effective after Septem-

ber 30, 1982.

Revenue Effect

This provision has no effect on budget receipts.

11-324 0-83-29



9. Relief for the Jefferson County Mental Health Center,
Lakewood, Colorado (sec. 290 of the Act)*

Prior Law

Under prior law and present law, employees of a nonprofit orga-
nization are excluded from social security coverage unless the orga-
nization files with the Internal Revenue Service a certificate waiv-
ing its exemption from taxation. Employees of the organization at
the time the waiver certificate is filed are given the option to par-
ticipate in the program and, if they decide to do so, must sign a
form accompanying the certificate waiving their right of exemp-
tions. All employees subsequently hired by the organization are
automatically covered under the program.

Reasons for Change

Congress understood that the Jefferson County Mental Health
Center, Inc. (the "Center"), an exempt organization described in

section 501(c)(3), filed a waiver certificate in 1963 pursuant to

section 3121(k)(l)(A), by which the Center waived the exemption for

payment of social security (FICA) taxes. In accordance with that
filing, the Center began deducting the employee portion of FICA
and paid that portion, along with its portion, to the Internal Reve-
nue Service.

As a result of a mistaken response by the Center to a question-
naire circulated by the Internal Revenue Service, the Western
Region Service Center of the Service at Ogden, Utah, mistakenly
notified the Center by letter dated February 28, 1975, that the
Center was not liable for the FICA taxes. As a result of that letter,

and follow-up instructions received by telephone from the Service,
the Center contacted those persons whom they were able to locate
who had been employed by the Center (133 in number), during the
calendar years 1972 through 1974, and each of those individuals
was offered an election as to whether or not he or she wished to be
covered over the prior 3 years (1972 through 1974) and in the
future under FICA.
Of those contacted, 103 elected not to be covered by FICA, and to

those 103 employees and former employees, the Center paid out
$74,128 from its own funds as refunds covering contributions by
and for them to FICA over the 3 years (1972, 1973, and 1974). Those
employees unable to be contacted were treated as though they had
elected to be covered. No refunds were made to those employees
nor to those who elected to remain covered (a total of 30 in both

*For legislative background of the provision, see: H.R. 1635 as reported by the House
Committee on Judiciary (Sept. 22, 1981) and passed by the House (Oct. 6, 1981); H.R. 4961, as
reported by the Senate Finance Ck)mmittee, sec. 298; S. Rep. No. 97-494, Vol. 1 (July 12, 1982),

pp. 412-413; and H. Rep. No. 97-760 (August 17, 1982), pp. 685 (Joint Explanatory Statement of
the Committee of Conference.

(442)



443

categories). This action was taken due to assurances by the Inter-

nal Revenue Service that a prompt refund would be made to the
Center of the employees' tax and the tax the Center had paid, once
refunds had been advanced by the Center out of its own funds to

those employees.
After the Center had paid the employees $74,128, the Western

Region Service Center, on May 14, 1975, notified the Center that

the Service had found a valid waiver certificate on file, and that

neither the refunds nor the employees' elections should have been
made.
Those employees who elected not to be covered by FICA and who

remained employees of the Center after January 1, 1975, have been
treated by the Center as continuing not to be covered by FICA in

accordance with their election made pursuant to the Service's in-

struction arising out of the February 28, 1975, letter.

The Service has advised the Center that there is no provision in

law which would authorize administrative relief for the action

which the Center has taken in reliance on the letter from the Serv-

ice of February 28, 1975.

As an equitable matter for the relief of the Center, Congress

agreed to a provision to compensate the Center in full settlement

of all claims arising out of the erroneous advice of the Internal

Revenue Service to the Center that the contributions had been in-

correctly withheld.

Explanation of Provision

The provision authorizes the payment of $50,000 to the Jefferson

County Mental Health Center in full settlement of its claims

against the United States for repayment of the $74,128 the Center

refunded to its employees for individual social security contribu-

tions after the Internal Revenue Service erroneously advised the

Center that the contributions had been incorrectly withheld. The
Act also provides that no part of this $50,000 in excess of 10 per-

cent shall be paid out for services rendered in connection with this

claim.

Effective Date

The provision was effective on enactment.

Revenue Effect

The provision authorizes a single payment of $50,000. There is no

direct effect on budget receipts.



10, Award of reasonable litigation costs where taxpayer prevails

and government position was unreasonable (sees. 292 (a) and
(b) of the Act, new sec. 7430 and sec. 6673 of the Code)*

Prior Law

The Civil Rights Attorney's Fees Awards Act of 1976

The Civil Rights Attorney's Fees Awards Act of 1976 (42 U.S.C.

sec. 1988) provided, in part, that in any civil action or proceeding
brought by or on behalf of the United States to enforce, or charg-

ing a violation of, a provision of the Internal Revenue Code, the
court in its discretion could allow the prevailing party, other than
the United States, reasonable attorney's fees as a part of the costs.

This provision had limited applicability to tax litigation and result-

ed in very few fee awards, because the provision was limited to ac-

tions brought by or on behalf of the Federal Government (that is,

to cases in which the taxpayer was the defendant). Most civil tax

litigation is initiated by the taxpayer who brings suit against the

Government. In the United States Tax Court, the taxpayer is the

petitioner in a deficiency proceeding. In the Federal district courts

and the U.S. Court of Claims, the taxpayer is the plaintiff suing
the Government for a refund.

The Equal Access to Justice Act

In 1980, as part of Public Law 96-481, Congress enacted the

Equal Access to Justice Act (28 U.S.C. sec. 2412) which, in part, au-

thorizes awards to a prevailing party, other than the United States,

of fees and other expenses incurred by that party in any civil

action (other than tort cases) brought by or against the United
States in any court having jurisdiction of that action, unless the

court finds that the position of the United States was substantially

justified or that special circumstances make an award unjust. This
provision applied, specifically, to cases in Federal district courts

and the United States Court of Claims. However, the provision was
not applicable to cases in the United States Tax Court. ^

Because this provision applied to cases in which taxpayers are

plaintiffs, and not merely to cases brought by the Government, it

created a greater potential for fee awards in tax cases than did the

Civil Rights Attorney's Fees Awards Act of 1976. The provision

became effective on October 1, 1981, and was to continue to apply
through final disposition of any action commenced before October

•For legislative background of the provision, see: H.R. 4961, as reported by the House Ways
and Means Committee, sec. 103; H. Rep. No. 97-404, (December 4, 1981), pp. 10-16; and H. Rep.

No. 97-760 (August 17, 1982), pp. 686-689 (Joint Explanatory Statement of the Ck)mmittee of

Ck)nference).
' This is because the Equal Access to Justice Act is contained in Title 28 of the United States

Code, which deals with courts created under Article III of the United States Constitution. The
United States Tax Clourt was established under Article I of the United States Constitution.
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1, 1984. The provision repealed the applicabihty of the Civil Rights
Attorney's Fees Awards Act of 1976 to tax litigation.

Under the Equal Access to Justice Act, fees and other expenses
that may be awarded to a prevailing party include the reasonable
expenses of expert witnesses, the reasonable cost of any study,

analysis, engineering report, test, or project which is found by the
court to be necessary for the preparation of the party's case, and
reasonable attorney's fees. In general, no expert witness may be
compensated at a rate that exceeds the highest rate of compensa-
tion for expert witnesses paid by the United States. Attorneys' fees

in excess of $75 per hour may not be awarded unless the court de-

termines that a higher fee is justified.

In general, fees and expenses may be awarded under the Act
only to individuals, corporations, and sole owners of businesses sat-

isfying limitations on their net worth and their number of employ-
ees.

Damages assessable for instituting proceedings before the Tax Court
merely for delay

Under prior law, if it appeared to the Tax Court that proceedings

before it had been instituted by a taxpayer merely for delay, then

the court could award damages to the United States. Such damages
could not exceed $500.

Reasons for Change

Congress believed that taxpayers who prevail in civil tax actions

should be entitled to awards for litigation costs and attorneys' fees

up to $25,000 when the United States has acted unreasonably in

pursuing the case. Fee awards in such tax cases will deter abusive

actions or overreaching by the Internal Revenue Service and will

enable individual taxpayers to vindicate their rights regardless of

their economic circumstances.
Moreover, Congress was concerned because the Equal Access to

Justice Act, which provides for litigation costs awards in tax cases

brought in the Federal district courts and the U.S. Claims Court

does not apply to proceedings in the U.S. Tax Court. Since most tax

litigation occurs in the U.S. Tax Court, few taxpayers will be able

to obtain awards. In addition, the availability of awards in only

these courts encourages a taxpayer to choose the forurn in which to

pursue litigation based on whether awards of litigation costs are

available. Furthermore, Congress believed that one set of rules

should apply to awards of litigation costs in tax cases, whether the

action is brought in a U.S. district court, the U.S. Claims Court or

the U.S. Tax Court.

Finally, Congress was concerned with the ever-increasing case-

load of the Tax Court and the impact that this legislation may
have on that caseload. Thus, Congress decided to limit the award-

ing of litigation costs to only those cases in which the Government
has acted unreasonably. This will reduce any incentive to avoid set-

tlement and pursue litigation in the hope of winning an award of

litigation costs. In addition. Congress decided to increase the dam-

ages, i.e., penalty, that may be assessed against a taxpayer when
proceedings are instituted for delay, and to expand the circum-
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stances under which the Tax Court may assess those damages. Be-
cause of Congress' concern for efficient tax administration and the
backlog of cases pending before the U.S. Tax Court, the Act pro-
vides for a termination of the htigation costs provisions for pro-
ceedings commenced after December 31, 1985, so that Congress can
review the operation and effect of the provision.

Explanation of Provisions

Overview

The Act generally provides that taxpayers who prevail in civil

tax actions in which the position of the United States was unrea-
sonable may be awarded reasonable litigation costs (including at-

torney's fees) up to a cap of $25,000. An award of reasonable litiga-

tion costs to the prevailing party in a civil tax action is discretion-

ary with the court hearing the case.

Litigation costs may be awarded in civil actions or proceedings
brought by or against the United States (or any agency, officer, or
employee of the United States acting in his or her official capacity)
in any United States court, ^ including the Tax Court, in connection
with the determination, collection, or refund of any tax, interest, or
penalty. Civil actions and proceedings include proceedings to en-
force a summons, jeopardy assessments, wrongful levies, and inter-

pleaders {i.e., generally, a proceeding to enable a person to compel
parties making the same claim against him to litigate the matter
between themselves). Thus, parties who are plaintiffs or defendants
in suits in connection with the determination, collection, or refund
of any tax, interest, or penalty imposed by the Internal Revenue
Code may be eligible for these awards. However, under the Act, no
award can be made to the United States or to any creditor of the
taxpayer. Thus, for example, awards would not be made to credi-

tors of a taxpayer in interpleaders, wrongful levy actions, and lien

priority cases.

Under the Act, the determination of whether the position of the
United States was unreasonable is to be made by the court or by
agreement of the parties. Congress intended that the determination
by the court on this issue is to be made on the basis of the facts

and legal precedents relating to the case as revealed in the record.
Other factors Congress believed might be taken into account in

making this determination include (1) whether the Government
used the costs and expenses of litigation against its position to ex-
tract concessions from the taxpayer that were not justified under
the circumstances of the case, (2) whether the Government pursued
the litigation against the taxpayer for purposes of harassment or
embarrassment, or out of political motivation, and (3) such other
factors as the court finds relevant. Generally, the pursuit of litiga-

tion by the Government to establish a conflict among the United
States Circuit Courts of Appeals would not be unreasonable.
Congress expected the courts to develop procedures or take

action, by court rule or otherwise, concerning the time and manner
in which taxpayers' claims for awards of litigation costs are to be
made. These procedures could prevent the introduction of evidence

A United States court is any court described in 28 U.S.C. § 451 or the Tax Court.
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on the question of litigation costs until after completion of the trial

on the substantive tax issues. In such cases, the court may direct
the parties to make further submissions to the court, setting forth
the details upon which the claims for litigation costs are based,
either before or after the court renders its decision in the case. If

such submissions are not made or merely restate a claim based on
general allegations, such claim may be dismissed without necessity
of any further action.

The amount that may be awarded for litigation costs in any pro-

ceeding may not exceed $25,000. This limitation applies regardless
of the number of parties to the proceeding or the number of tax
years at issue. Congress expected that the courts will reduce the
amount of any award, if the taxpayer (and other parties) pursue
multiple actions when a single action could have been pursued to

decide the controversy. This reduction should be made without
regard to the motivation for pursuing multiple actions.

Under the Act, the new Code provision for awards of litigation

costs is the exclusive provision for such awards in any civil action

or proceeding to which this new provision applies. Thus, taxpayers
eligible for an award of litigation costs in tax actions must seek an
award under new Code section 7430 and will be denied awards
under the Equal Access to Justice Act (P.L. 96-481).^

Limitations

(a) Exhaustion of administrative remedies.—The Act provides

that no award of reasonable litigation costs shall be made unless

the court determines that the prevailing party has exhausted the

administrative remedies available within the Internal Revenue
Service. This provision of the Act is intended to preserve the role

that the administrative appeals process plays in the resolution of

tax disputes by requiring taxpayers to pursue such remedies prior

to litigation. A taxpayer who actively participates in, and discloses

all relevant information during, the administrative stages of the

case will be considered to have exhausted the available administra-

tive remedies. Failure to so participate and disclose information

may be sufficient grounds for determining that the taxpayer has
not exhausted administrative remedies, and, therefore, is ineligible

for an award of litigation costs.

Congress recognized that the exhaustion of remedies requirement
may be inappropriate in some cases. For example, if a notice of de-

ficiency is issued to a taxpayer in connection with an issue which
the Internal Revenue Service has identified as one which it will

litigate in all cases, then it would be inappropriate to require an
administrative appeal. Therefore, taxpayers are required to ex-

haust available administrative remedies unless the court deter-

mines that, under the circumstances of the case, such requirement
is unnecessary.

(b) Costs allocable to the United States.—The Act allows awards
of reasonable litigation costs up to $25,000 only to the extent the

costs are allocable to the United States and not to any other party

to the action or proceeding.

=> The Act does not affect the recovery under section 2412(a) of Title 28 of the court costs enu-

merated in 28 U.S.C. sec. 1920, as in effect on October 1, 1981.
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(c) Excluded actions.—No award for costs may be made with re-

spect to declaratory judgment proceedings except for a proceeding
involving the revocation of the determination that an organization

is tax-exempt under section 501(c)(3). The excluded actions in which
no awards for costs may be made include:

(1) Declaratory judgments with respect to the status and
classification of organizations as tax-exempt organizations,
qualified charitable donees, private foundations, or private op-
erating foundations (unless the action or proceeding involves
the revocation of the determination as to the tax-exempt status
of a charitable organization);

(2) declaratory judgments with respect to the initial or con-
tinuing qualification of certain retirement plans;

(3) declaratory judgments with respect to whether a transfer
of property from a United States person to a foreign corpora-
tion has the avoidance of Federal income taxes as one of its

principal purposes; and
(4) declaratory judgments with respect to the status of cer-

tain governmental obligations for purposes of the income tax
exclusion for interest under section 103(a).

(d) Multiple actions.—The Act provides that multiple actions that
could have been joined or consolidated, or a case or cases involving
a return or returns of the same taxpayer (including joint returns of
married individuals) that could have been joined in a single pro-
ceeding in the same court, will be treated as one civil proceeding
regardless of whether the joinder or consolidation actually occurs,
unless the court in which the action is brought determines that it

would not be appropriate to treat such actions or cases as joined or
consolidated.

Reasonable litigation costs

The Act provides that reasonable litigation costs include (1) court
costs, such as docket fees, fees of the court reporter, and fees for

printing, (2) the reasonable expenses of expert witnesses in connec-
tion with the civil proceeding, (3) the reasonable cost of any study,
analysis, engineering report, test, or project which is found by the
court to be necessary for the preparation of the party's case, and (4)

reasonable fees paid or incurred for the services of attorneys in

connection with the civil proceeding. In the case of Tax Court pro-
ceedings, fees for the services of an individual (whether or not an
attorney) who is authorized to practice before the Tax Court are to
be treated as fees for the services of an attorney.

Recoverable litigation costs include only the reasonable amount
of costs which are incurred in the litigation of a civil tax action or
proceeding. For example, the reasonable amount of fees incurred
by a taxpayer for an accountant's study or analysis which is found
by the court to be necessary for the preparation of the taxpayer's
case is recoverable under an award of litigation costs. Also, the rea-
sonable amount of fees paid by an attorney to another professional
for services rendered in connection with the tax litigation may be
recoverable. Congress intended that the costs of preparing and
filing the petition or complaint which commences a civil tax action
be the first of any recoverable attorney's fees. Fees paid or in-

curred for the services of an attorney during the administrative
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stages of the case could not be recovered under an award of litiga-

tion costs.

Reasonable litigation costs include only those costs incurred by
the taxpayer or the taxpayer's representative. Thus, costs incurred
by a creditor of the taxpayer or a party to a transaction that gives
rise to the substantive tax issue could not be awarded. However,
Congress did not expect the court to examine the particular pay-
ment arrangement between a taxpayer and his attorneys. Thus, if

an attorney is employed on behalf of the taxpayer by a third party
such as a section 501(c)(3) organization, those attorney's fees may
be recovered by the taxpayer even though the organization initially

incurred the expense of retaining the counsel.

The determination of what constitutes a reasonable amount for

the expenses, costs, and fees actually incurred by a taxpayer in a
civil tax action is to be made by the court hearing the action. The
court's determination of the amount of reasonable litigation costs

may be made on the basis of detailed affidavits submitted to the
court, which state the actual time expended and the rate at which
fees and other costs and expenses were computed, without a sepa-

rate evidentiary hearing on the issue of costs. However, the court,

in making its determination as to the reasonable amount of such
expenses, costs, and fees, may consider any party's failure to

comply with the court's rules requiring stipulation of all facts

which fairly should not be in dispute. This consideration is relevant

because Congress did not intend to permit awards for litigation

costs which the taxpayer could have reduced or avoided through
full disclosure of all relevant facts.

Prevailing party

A taxpayer must be the prevailing party in a civil tax proceeding

in order to receive an award of litigation costs. The Act provides

that a prevailing party is a party (other than the United States or

any creditor of the taxpayer involved) which (1) establishes that the

position of the United States in the civil proceeding was unreason-

able, and (2) has substantially prevailed with respect to the amount
in controversy, or has substantially prevailed with respect to the

most significant issue, or set of issues, presented. Generally, the de-

cision on the amount in controversy will be determinative; howev-
er, tax Htigation often involves multiple issue cases. In such cases,

one issue may involve a smaller dollar amount than the other issue

or issues but may be the most significant issue for the Government
or for the taxpayer. This may occur because of the importance of

the issue in other transactions or future years. To accommodate
this possibility, the Act provides that a prevailing party may be

one that prevails on such an issue.

Appeals procedure

An order granting or denying an award of litigation costs, in

whole or in part, is to be incorporated as part of the decision or

judgment in the case. Congress intended that the order granting or

denying an award be appealable in the same manner, and to the

same extent, as the decision or judgment in the case. Therefore,

when a taxpayer prevails on the merits of the case but is denied an

award of litigation costs, the order denying such costs is not sepa-
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rately appealable. Congress expected that when a case is appealed,
the appellate court will not substitute its judgment for that of the
trial court as to the reasonableness of the amount of the award
unless the decision of the trial court is clearly erroneous. Also,
when a taxpayer loses in the trial court and obtains a reversal of
that decision in the appellate court, the appellate court would not
normally award attorney's fees to the taxpayer since the trial

court, by definition, had found the Government's position to be rea-

sonable.

Increase in penalty for instituting proceedings for delay, etc.

The Act also provides that if it appears to the Tax Court that
proceedings have been instituted or maintained by a taxpayer pri-

marily for delay or that the taxpayer's position in proceedings
before the Tax Court is frivolous or groundless, then damages, i.e.,

a penalty, may be awarded to the United States in an amount not
in excess of $5,000.'*

Effective Date

The litigation costs provisions apply to civil actions or proceed-
ings commenced after February 28, 1983.

The provision relating to awards of damages to the United States
in actions instituted or maintained for delay or when the taxpay-
er's position is frivolous or groundless is effective after December
31, 1982.

Termination.—The litigation costs provisions of the Act will not
apply to any proceeding commenced after December 31, 1985. How-
ever, the provisions will apply through final disposition of any
action or proceedings commenced before January 1, 1986.

Revenue Effect

It is estimated that this provision will increase fiscal year budget
outlays by less than $5 million annually.

* Under Rule 38 of the Federal Rules of Appellate Procedure, the courts of appeal may award
"just damages and single or double costs to the appellee" if the appeal is determined to be frivo-

lous.



11. Treatment of certain lending or finance businesses for pur-

poses of the tax on personal holding companies (sec. 293 of
the Act and Sec. 542 of the Code)*

Prior Law

Overview

Section 541 of the Code imposes a tax on the undistributed per-

sonal holding company income of a personal holding company. A
corporation constitutes a personal holding company if at least 60

percent of its adjusted ordinary gross income is personal holding

company income and if more than 50 percent of its stock is owned
by five or fewer individuals at any time during the last half of the

taxable year. Personal holding company income generally is de-

fined as interest, dividends, royalties, rents, and certain other types

of passive income.

Exclusion for lending or finance companies

Certain types of corporations, actively engaged in a trade or busi-

ness which produces income that usually would be considered pas-

sive investment income, are excluded from the personal holding

company tax provisions. Among the corporations excluded from

these provisions are lending or finance companies.

A corporation qualifies as a lending or finance company if 60 per-

cent of its ordinary gross income is derived from the active and

regular conduct of a lending or finance business and certain other

requirements are satisfied. Under prior law, the term "lending or fi-

nance business" was defined, in part, to mean a business of making
loans, or purchasing or discounting accounts receivable, notes, or

installment obligations, which at the date of the loan or acquisition

have a remaining maturity of no more than 60 months. An excep-

tion to the 60-month rule is provided for loans, notes, or obligations

secured by a security interest in personal property where the

security interest arose out of the sale of goods or services in the

course of the borrower's or transferor's trade or business.

The personal holding company provisions also apply a business

expense test in determining whether a corporation is engaged in

the active and regular conduct of a lending or finance business.

Under prior law, a corporation did not satisfy this requirement

unless the sum of its business deductions ^ directly allocable to its

•For legislative background of the provision, see H.R. 4961, as reported by the House, sec. 105;

H R 4717, as reported by the Senate, sec. 103, Cong. Rec. S 15579, S 15589 (December 16, 1981);

and H. Rep. No. 97-760 (August 17, 1982), pp. 687-688 (Joint Explanatory Statement of the

Committee of Conference).
. ,, , , r

Business deductions include only (1) deductions which are allowable only by reason ot

sections 162 or 404 and which do not represent compensation for personal services rendered by

shareholders or members of their families and (2) deductions for depreciation and real property

taxes to the extent that the property with respect to which such deductions are allowable is

used directly in the active and regular conduct of the lending or finance business (sec. 542(d)(2)).

(451)
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lending or finance business equaled or exceeded 15 percent of the
first $500,000 of its ordinary gross income derived from a lending
or finance business plus 5 percent of such ordinary gross income
from $500,000 to $1 million.^

Reasons for Change

Congress was aware that since 1964 (when the rules relating to

lending or finance companies were last amended) the nature of the
loans made by lending or finance companies has changed. First,

these companies have been making loans of longer maturities—pri-

marily second mortgages on real estate and also financing mobile
homes. Some of these loans have maturities of up to 144 months.
Notwithstanding the length of the loans, the making of these loans
by these companies is often done not as part of an investment ac-

tivity, but rather as part of the active conduct of a trade or busi-

ness. Second, these companies have made increasing use of loans
made in indefinite maturity transactions (e.g. revolving credit
loans) which technically may have a maturity which does not meet
the "no more than 60 months" requirement. Furthermore, due to

the passage of time, the maximum amount needed to satisfy the
business expense test has become outdated.
Congress also noted that the recent case of Omaha Aircraft Leas-

ing Co., 74 T.C. 251 (1980) (affd. 646 F. 2d 341 (8th Cir. 1981)), in-

volved the issue of whether the taxpayer was engaged in the active
and regular conduct of a lending or finance businesss. In address-
ing the issue of whether the "active and regular" requirement was
met, the court considered (1) the number of loans outstanding, (2)

the amount of effort and expense required to service the loans, (3)

the extent of the taxpayer's activities involving attempts to make
new loans, and (4) the duration of periods of inactivity by the tax-

payer. The decision of the Tax Court in this case indicates that the
"active and regular" requirement, coupled with the business ex-

pense test (as modified by the Act), should be sufficient to insure
that the lending or finance company provisions will not apply to

"incorporated pocketbooks," which are essentially passive
investment entitites, even if loans with longer maturities are per-

mitted.

Accordingly, Congress believed that the definition of the term
"lending or finance" business should be modified to include the
business of making revolving credit loans and loans with maximum
maturities of 144 months and that the business expense test of
present law should be modified by increasing the maximum
amount needed to satisfy the test.

Explanation of Provision

The Act modifies both the 60-month maturity limitation and the
business expense requirement of the lending or finance company
exception to the personal holding company provisions.

The Act broadens the definition of a lending or finance business
to include the business of making or acquiring loans with maturi-

^ Thus, the maximum amount of exfienses necessary to meet this test is $100,000 (15 percent
of $500,000 or $75,000 plus 5 percent of $500,000 or $25,000, for a total of $100,000).
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ties of up to 144 months and to include the business of making or
acquiring loans, notes, or installment obligations made in indefi-

nite maturity credit transactions. Indefinite maturity credit trans-
actions are defined as such loans, notes or installment obligations
made under an agreement which provides that the creditor will

make loans or advances (not in excess of an agreed upon maximum
amount) from time to time for the account of the debtor upon re-

quest and which provides that the debtor may repay the loan, or
advance, in full or in installments.

The Act also modifies the amount of business expenses required
in determining whether a corporation with more than $1 million in

ordinary gross income from a lending or finance business is a lend-

ing or finance company. For taxable years beginning after Decem-
ber 31, 1981, a corporation satisfies the business expense test only
if its qualifying business expenses equal or exceed 15 percent of the
first $500,000 of ordinary gross income derived from a lending or

finance business, plus 5 percent of such ordinary gross income in

excess of $500,000.

Effective Date

The provisions changing the maturity of eligible loans apply to

taxable years beginning after December 31, 1980.

The provisions increasing the business expense requirement
apply to taxable years beginning after December 31, 1981.

Revenue Effect

It is estimated that this provision will reduce budget receipts by
less than $5 million annually.



V. REVENUE EFFECTS OF THE ACT

The estimated revenue effects of the tax provisions of the Act are
presented in tables V-1 through V-4. Tables V-1 and V-2 summa-
rize the effects of the Act on fiscal year budget receipts and on cal-

endar year tax liabilities, respectively. Table V-3 shows in more
detail the revenue effects on fiscal year budget receipts, and table
V-4 provides detailed information on calendar year tax liabilities.

As shown in table V-1, the revenue provisions involving statu-

tory changes are estimated to increase net budget receipts by $15.9
billion in fiscal year 1983, $35.3 billion in 1984, $40.3 billion in

1985, $50.5 billion in 1986, and $63.3 billion in fiscal year 1987. To-
gether with the additional revenue anticipated from IRS staff in-

creases,^ the Act raises $18.0 billion in fiscal year 1983, $37.7 bil-

lion in 1984, $42.7 billion in 1985, $51.8 billion in 1986 and $63.9
billion in 1987.2

The total revenue raised during the first three fiscal years, 1983
through 1985, amounts to $98.3 billion, the revenue increase target
mandated for this period by the First Concurrent Resolution on the
Budget for Fiscal Year 1983.

The estimates shown here are the same as those used in the Con-
ference Report on H.R. 4961. Although most of the figures would
not change if the revenue effects of the provisions in the Act were
reestimated, in some cases estimates made now would differ from
those in the report because additional information has become
available.

' The Administration budget requests additional IRS staff which is expected to raise revenues
by $2.1 billion in fiscal year 1983, $2.4 billion in 1984, and $2.4 billion in 1985. The legislative

history of the First Ck)ncurrent Resolution on the Budget for Fiscal Year 1983 indicates that the
revenue target in that resolution assumed that these staff increases would take place.

^ These totals do not include the revenue effect of title VI (sec. 611) of the Act, which lowers
the income threshold above which the exclusion for unemployment compensation phases out.

That provision raises $0.8 billion in fiscal year 1983, $0.7 billion in 1984, $0.6 billion in 1985, $0.6

billion in 1986 and $0.7 billion in 1987.

(454)
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